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Preface to the Third Edition: Preparations and Perspectives

As the first casebook devoted specifically to corporate governance, this book identifies and suggests responses to unresolved issues in addition to reviewing current law and practice.1 Although their analyses are not intended or offered as legal advice, the chapters are designed not only for consideration by law school2 and business school3 classes, but also to support the immediate and practical work of boards of directors, individual directors and officers, shareholders, stakeholders, and their counsel.

In order, the chapters introduce competing theories of corporate governance (Chapter 1); analyze the directors’ and officers’ fiduciary duties of care (2) and loyalty (3); examine the types of shareholders (4) and the shareholders’ power to nominate and elect directors (5); review the corporation’s methods and philosophies of determining executive compensation (6) and of engaging in corporate social responsibility initiatives (7); and address the professional ethics responsibilities of in-house and outside counsel for the corporation and its various constituents (8).

The myriad, often overlapping, and sometimes conflicting rules, principles, and “best practices” of corporate governance are themselves constantly evolving, through the interactions of legislators, regulators, courts, stock exchanges, industry groups, proxy advisors, institutional investors, shareholder and/or social activists, academic and other commentators, and prevailing public sentiments.4

In helping clients safely navigate through these complexities and uncertainties, lawyers must continually anticipate problems that could arise, and determine how they might be prevented or resolved. Counsel for corporations, boards, directors, officers, or shareholders thus practice what Secret Service agents call, in a much xxiidifferent context, “situational awareness”: that is, “thinking of the many things that could go wrong, and what you would do if one of those things happened.”5

Beyond educating their clients about existing rules, lawyers can recommend everyday practices to forestall emergencies. For example, just as marathoners are advised to avoid dehydration by drinking frequently in the early miles of their races (even when they are not yet thirsty),6 so can a board of directors be urged to develop and regularly review policies concerning such areas as executive compensation and conflicts of interest.

Counsel can also, well in advance, prepare strategies and tactics to be deployed in crises, rather than conducting a frenzy of initial research in the midst of such a situation. As one chess columnist recently warned his readers, “[s]erious players must master basic endgames. . . . Figuring them out during a game is difficult, if not impossible.”7

In suggesting forward-looking measures of both kinds, Corporate Governance: Principles, Practices, and Provisions (the last term, Provisions, has been added to reflect an increased emphasis on drafting techniques), combines the features and functions of a casebook, a sourcebook, and a workbook. This fully updated third edition explains the concepts and major elements of the relevant laws, often with the aid of excerpts from and references to court decisions (including more than two hundred decisions newly added)8 and references to recent news reports9 and examples from popular culture. The footnotes and appendices suggest numerous resources for further research.

Among the major additions introduced by this edition are:


	Composite provisions, displayed in “boxed” format and patterned on the corporate governance guidelines of major corporations, illustrating issues in and approaches to drafting such documents.

	Practical new appendices, “On Preparing and Presenting ‘Actionable’ Advice” (Appendix B) and “Ten Tips Towards Transparency in Posting Core Corporate Documents” (Appendix C); and a revised and updated list of “Recommended Resources for Corporate Governance Research” (Appendix A).
xxiii


	In Chapter 1, enhanced discussion and new examples of the thematic underpinnings of the study, theory, and practice of corporate governance, as well as material from the former Chapter 10 (concerning governance rankings and attempts to assess empirically the value of various governance mechanisms).

	Throughout Chapter 2, expanded treatment of the directors’ responsibility to identify and reduce risk to the corporation, and of methods of doing so (including special issues of cybersecurity); and analyses of the applicability of Robert’s Rules of Order to board meetings; of variable/differential voting powers of directors; and of emergency bylaws.

	In Chapter 3, new discussions of meetings in “executive session,” and of the viability of a policy against a company’s directors’ dating each other; and additional material on activities and public comments of executives that, while not illegal, might embarrass their companies; special responsibilities of members of the audit committee; and the composition and role of the executive committee.

	In Chapter 4, expanded treatments of virtual meetings of shareholders, of the rules of conduct for shareholder meetings, and of forum selection provisions for intracorporate litigation; and new sections on “loyalty shares”/“tenure voting,” on fee-shifting provisions, and on mandatory arbitration provisions.

	In Chapter 5, new examinations of increased efforts (and in some circumstances, mandates) to diversify the composition of boards; the “financial literacy” requirement for (some) directors; enabling the CEO to also serve as the board chair; the role of the “executive chair”; “golden leashes” for directors; the roles and responsibilities of advisory board members, advisory directors, emeritus directors, honorary directors, and board observers; proxy access proposals; and “refreshing” the board through age and term limits.

	Expanded discussions in Chapter 6 of clawbacks; restrictions on executives’ pledging and hedging the company stock that they hold; Key Employee Retention Plans (KERPs) in bankruptcy situations; “golden hellos” and “say on pay” litigation; and a new analysis of the 2017 requirement of pay ratio disclosure.

	In Chapter 7, new material on ESG (Environmental, Social, and Governance) issues and on social enterprises.

	In Chapter 8, additional material on the lawyer’s role as “gatekeeper,” as well as new discussions of: the role, and relationship to corporate counsel, of the chief compliance officer; of the “Yates Memo” (2015); and of additional considerations in effective and ethical corporate counseling.



Some readers might find Corporate Governance most useful for its hundreds of questions, which generally identify practical operational concerns, a number of which have been addressed on the author’s blog, governancedrafting.com (launched in late December 2020), from which some elements of this new edition have been adapted: for example, “[s]hould a corporation adopt a policy that no directors create their own personal notes at board and/or committee meetings — or that if they do take notes, all such notes should be destroyed before the directors leave the meeting room?”10 Many questions focus on productive topics xxivfor a lawyer to discuss with clients, especially since they are not usually addressed by standard corporate forms and “menus” of drafting options.11

Yet this work is not a “cookbook”: many of its questions, unlike their counterparts in mathematics and science textbooks, have no precise and definitive answer to be provided “in the back of the book.” Instead, whether, when, and how to address the issues they raise could vary in practice, according to the nature of the client and of its particular situation. Moreover, a client’s response might range from postponing consideration of an issue to developing a checklist of substantive and procedural factors for creating a future policy to quickly formulating and adopting specific corporate rules.

Among the perspectives from which practitioners, executives, investors, students, and faculty might approach the chapters’ questions are the following:


	Historical: How has this issue generally been addressed?

	Positive/Descriptive: How are corporations currently resolving the issue posed? What factors do they take into account in choosing procedures and/or rules to follow?

	International/Comparative: How are corporations in other countries dealing with the issue?

	Empirical: What percentages of which types of corporations have resolved the issue by each of the methods so far adopted? How, if at all, can such resolutions be correlated with a change in the market value of a corporation’s stock, and/or with other objective indicators of the firm’s performance?

	Normative/Prescriptive: How should the issue be resolved, and what social and legal policies justify that resolution?

	Document Drafting: What language could be added to (or revised in) an existing corporate document to resolve the issue? If a new corporate document should be created to address the matter, what type of document should it be, and what should it provide?

	Legislative/Regulatory Drafting: Should this issue be addressed by legislation — and if so, by state rather than federal legislation? How should any such legislation be worded? Should it be enabling (that is, allowing corporations the option of adopting a certain practice), or mandatory (requiring that practice)?

	Judicial/Litigation Drafting: Have courts deciding this issue agreed with each other? Have their opinions left practical elements of the issue vague or unresolved? In litigation of this issue, what language should counsel urge courts to adopt in their decisions?
xxv


	Aspirational: To what degree should the law and culture of corporate governance extend beyond discouraging directors and officers from abusive practices (by exposing them to personal civil and/or criminal liability) to encourage them to engage in “best practices”? For instance, one leading corporate court has stated that “Delaware law does not — indeed, the common law cannot — hold fiduciaries liable for a failure to comply with the aspirational ideal of best practices.”12 Where are the lines between abusive, appropriate, and aspirational practices for directors and officers, and how clearly should they be drawn? When, why, and how should a lawyer recommend that a client pursue “best practices” rather than those that are legal but merely average or acceptable?

	Ethical: What concerns of professional responsibility and malpractice does the resolution of the issue raise for the lawyer?



Sixty years ago, a leading commentator reviewed the extraordinary degree of flexibility permitted management by corporate statutes, and mourned that


corporation law, as a field of intellectual effort, is dead in the United States. When American law ceased to take the “corporation” seriously, the entire body of law that had been built upon that intellectual construct slowly perforated and rotted away. We have nothing left but our great empty corporation statutes — towering skyscrapers of rusted girders, internally welded together and containing nothing but wind.13



Many provisions of modern corporate statutes remain flexible, enabling, and permissive rather than rigid, mandatory, and restrictive. Yet for the reasons discussed in the following chapters, today’s corporate law professors and practitioners see significant areas of the legal architecture redeveloped, refurnished, and refurbished, and less wind-swept than ever.

This book, and its new Online Supplement, available at www.AspenPublishing.com/Effross-CorpGov3, attempt to provide some maps and tools for creating secure spaces within new and ongoing construction zones and for maximizing corporations’ and their participants’ potentials, plans, and progress.
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Chapter 1 The Defining Dynamics of Corporate Governance PURPOSES AND PRIORITIES
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1.02. Twelve Triads
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1.09. Beyond Rules: Assimilating and Internalizing Corporate Governance Values

1.10. Drafting Considerations: Precedence and (Im)permanence


1.01–INTRODUCTION

Corporate governance, like politics, concerns “who gets what, when, and how.”1 It seeks not only to identify the optimal balance of power among a corporation’s 2directors, officers, shareholders, and “stakeholders” (such as creditors, employees, customers, and residents of the communities in which the company operates),2 but also to define and enhance the practical processes by which the parties exercise their authority.

By 1954, at least one commentator had concluded that “the Board [of Directors] . . . is at best a tired fiction [and] has become a shadow king,” subservient to “executive management men who meet [as directors] the first Monday in every month to supervise and to approve what they themselves have been doing the other twenty-nine days of the month.”3 As late as sometime in the 1980s or 1990s, a new director of General Electric’s board, taken aback by chairman/CEO Jack Welch’s dominance of the board, asked a colleague, “What is the role of a GE board member?” and was told, “Applause.”4

However, the field of corporate governance, and its emphasis on the role, responsibilities, and reinvigoration of directors, began to emerge during the Watergate scandal of the early 1970s, in the wake of disclosures of illegal corporate contributions to the reelection campaign of President Richard Nixon. In the 1980s, corporate governance issues included concerns that directors were for self-interested reasons repelling takeover attempts that would have benefited shareholders; in that decade, pension funds and other institutional investors became increasingly active,5 and “the emergence of easily available computer power allowed both for better pricing of securities and for the use of those prices to test the effects of different aspects” of corporate governance.6

Although a number of commentators were disappointed by the American Law Institute’s 16-year effort to codify corporate governance principles,7 within four 3years after the 1994 release of that document two major institutional investors8 and the Council of Institutional Investors9 had issued statements recommending specific governance features to the firms that they invested in. In addition, starting with General Motors in 1994, corporations began to adopt and publicize their own guidelines for corporate governance.10

The high-profile implosions of such firms as Enron (in 2001) and World-Com (in 2002),11 and the contemporaneous dissection of corrupt governance and accounting practices at a variety of other major corporations (such as Qwest and Tyco), led not only to the passage of the Sarbanes-Oxley Act of 200212 but also to the promulgation of “listing standards” by three major stock exchanges in 200313 4and to the prosecutorial strategies of imposing governance reforms on individual corporations in exchange for not pursuing them for suspected wrongdoing.14 During this period, both the American Bar Association15 and a prominent organization for executives16 issued their own recommendations for corporate governance; major law firms created practice groups in corporate governance;17 and Business-Week featured a special report titled “How to Fix Corporate Governance,” which asserted that “[d]irectors who fail to direct and CEOs who fail at moral leadership are arguably the most serious challenge facing Corporate America today.”18

The financial crises that led the federal government in 2008 and 2009 to “bail out” major corporations in the automotive, banking, and insurance sectors — and to the passage of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 201019 (whose reforms were not limited to financial institutions) — only increased 5public awareness of, and federal involvement in,20 governance issues. The National Commission convened to investigate the causes of the financial crisis concluded that


dramatic failures of corporate governance and risk management at many systemically important financial institutions were a key cause of this crisis. . . . Too many of these institutions acted recklessly, taking on too much risk, with too little capital, and with too much dependence on short-term funding. . . . Like Icarus, they never feared flying ever closer to the sun.21



In 2009, the New York Stock Exchange (NYSE) mandated that listed companies “adopt and disclose [on their websites] corporate governance guidelines,” which must address not only the company’s management succession process but its directors’: qualification standards; responsibilities; access to management and to economic advisors; compensation; and continuing education.22 The NYSE also required each publicly listed company to “adopt and disclose [on its website] a code of business conduct and ethics for directors, officers, and employees,” that covers, among other issues: conflicts of interest; corporate opportunities; confidentiality; fair dealing; protection and proper use of corporate assets; compliance with laws, rules, and regulations; and the reporting of illegal or unethical behavior.23
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By 2016, major corporations were notably less reluctant to take stances on social issues: for instance, many publicly opposed — on the grounds that “it makes it hard to hire and keep talented employees” — state legislation that discriminated on the basis of sexual orientation.24

The following year, after a deadly confrontation of protesters in Charlottesville, Virginia, President Donald Trump declared that “there is blame on both sides.” Walmart CEO Douglas McMillon wrote in a letter to the company’s 1.5 million American employees that Trump had “missed a critical opportunity to help bring our country together by unequivocally rejecting the appalling actions of white supremacists.”25 Merck CEO Kenneth C. Frazier resigned from the Administration’s advisory group, the American Manufacturing Council, stating that as a “matter of personal conscience” he felt “a responsibility to take a stand against intolerance and extremism.”26 Two other CEOs resigned from the Council later that day;27 and shortly thereafter, the members of that body — and separately, of the Administration’s advisory Strategic and Policy Forum — decided to disband their groups.28

One journalist, noting that these unprecedented stances came after many of the executives had been pressured by the threat of boycotts if they did not resign from the councils, as well as by their companies’ activist employees, and from “board members concerned with reputational issues,” concluded that “while 7companies are naturally designed to be moneymaking enterprises, they are adapting to meet new social and political expectations in sometimes startling ways.”29

In early 2021, when Delta Airlines, Coca-Cola, and other corporations criticized Georgia’s voting laws, the Wall Street Journal reported that “many corporate leaders say they have developed informal networks of executives counseling each other on when and how to respond to contentious social issues [such as] combating climate change and promoting racial justice.”30

Also, beginning around 2015, energy companies were accused of having misrepresented their awareness of global warming31 and of not having taken into account the implications of potential climate-controlling regulations for their own profits and activities.32 These allegations not only attracted the attention of the SEC33 and the New York State Attorney General34 but also increased pressure on the companies from their shareholders (encouraged by the SEC’s chair),35 and from the general public, to make their operations more “sustainable.”36
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This chapter identifies several of the characteristic tensions that underlie analyses and discussions of corporate governance. Although over the decades these conflicts may have occasionally seemed settled by combinations of legislation, regulations, caselaw, and unwritten norms of legal and business practice, such equilibria have generally been disrupted by: (1) the emergence of new rules (such as the Sarbanes-Oxley Act and the Dodd-Frank Act); (2) new or more deeply involved participants (such as employees, activist investors,37 hedge funds, institutional investors, proxy guidance services,38 unions and other employee groups, corporate monitors,39 chief governance officers,40 and “board doctors”41); and (3) newly emphasized social concerns and practices.

Such practices include corporations’ initiatives on sustainability, diversity, equity, inclusion, and other social responsibility issues; and anti-harassment measures adopted, and/or better enforced, in response to the #MeToo movement42 that rose to prominence following allegations (in late 2017) against movie 9producer Harvey Weinstein (and subsequently, Wynn Resorts founder and CEO Steve Wynn43 and CBS chief executive Leslie Moonves,44 among others).

Similarly, as this chapter discusses, legal and economic theories of the corporation — and in particular of the relative roles and rights of directors, officers, shareholders, and stakeholders — remain in flux.

For instance, at least as early as 2018, as public concerns mounted about the extraordinary but relatively unsupervised cultural and financial influence exercised by technology companies,45 employees of some of the highest-profile tech companies — including Amazon, Microsoft, Google, and Salesforce — were not only pressuring their managements to adopt practices to prevent climate change46 but also organizing online and in-person protests against the development of products or services for the Immigration and Customs Enforcement agency, other law enforcement authorities, and the U.S. Defense Department.47 In June of that year, 10Google posted Artificial Intelligence at Google: Our Principles, which included a pledge not to “design or deploy AI” in: “Technologies that cause or are likely to cause overall harm”; weapons; “Technologies that gather or use information for surveillance violating internationally accepted norms”; and “Technologies whose purpose contravenes widely accepted principles of international law and human rights.”48 Six months later, Salesforce appointed a Chief Ethical and Humane Use Officer to “develop[] a strategic framework for our technology that not only drives the success of our customers but also drives positive social change and benefits humanity.”49

In August 2019, the Business Roundtable released a “Statement on the Purpose of a Corporation,” signed by 181 leading CEOs, which announced that “we share a fundamental commitment to all of our stakeholders,” including not just shareholders but also customers, employees, suppliers, and “the communities in which we work.”50

The Council of Institutional Investors promptly criticized this position as “actually resurrect[ing] an older policy view” of the Business Roundtable “while (1) working to diminish shareholder rights; and (2) proposing no new mechanisms to create board and management accountability to any other stakeholder group.”51 Two commentators argued that such “stakeholderism should be expected to produce only illusory benefits as well as seriously detrimental effects,” and suggested that it “would advance a managerialist agenda and/or deflect the demand for stakeholder-protecting external interventions.”52 Two others dismissed the Business 11Roundtable’s statement as an “attempt to pre-empt regulatory scrutiny that might expose [self-serving] behavior.”53

One year later, a Ford Foundation–financed study concluded that many of the signatories “have done no better than other companies in protecting jobs, labor rights and workplace safety during the pandemic, while failing to distinguish themselves in pursuit of racial and gender equality.”54

With some modifications, the principles and practices discussed in this casebook may apply as well — by legal requirement or as suggested best practices — to non-profit institutions, including charitable, philanthropic, religious, and (some) educational organizations. In 2005, an American Bar Association guidebook observed that after a wave of scandals, “many nonprofit organizations have already improved corporate governance practices, and others are looking to do so.”55 Indeed, in the mid-1980s, the influential San Francisco Zen Center faced a severe crisis over the financial and personal activities of its spiritual and corporate leader. Although that individual ultimately resigned from his position, the institution itself took the opportunity to re-examine and reorganize its relatively undeveloped governance structures. One participant reflected, “If you were to think of Zen Center as a corporation, and [its leader] as CEO, all of this would make perfect sense. It’s just that some of us were slow to think in those terms. We thought we were outside of the world of corporate life.”56
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In 2007, Dartmouth College’s Board of Trustees became embroiled in a nationally publicized battle over the century-old procedure by which alumni elected a portion of the Board’s members.57 Subsequent crises of university governance erupted from the shortcomings of Penn State University’s response to reports that one of its football coaches had molested children (2011)58 and from an attempt by the Board of Visitors of the University of Virginia to oust, for reasons that remain somewhat unclear, the well-respected president of that institution (2012).59



1.02–TWELVE TRIADS

Several key dynamics of corporate governance can also be expressed as the relationships among, and the coordination or divergence of, the elements of trios:
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Table 1.160

	Shareholders

	Directors

	Officers




	Ownership

	Strategic management

	Day-to-day management




	Regulations

	Contracts

	Practices




	Authority

	Duty/Responsibility

	Liability




	Misfeasance

	Nonfeasance

	Malfeasance




	Liability for Actor

	Liability for corporation

	Liability for executives




	Abusive conduct

	Aspirational conduct

	Average/appropriate conduct




	Independence

	Transparency

	Accountability




	Board refreshment

	Board engagement

	Board alignment




	Short-term focus

	Long-term focus

	Short-and long-term focus




	Environmental concerns

	Social concerns

	Governance concerns




	Ownership

	Control

	Benefit/focus





(1) The basic triad of shareholders, directors, and officers reflects the division of, respectively, the

(2) ownership, strategic management, and day-to-day operational management of the corporation.61 The board oversees the corporation’s long-term strategy and its exposure to and mitigation of risk, as well as the accuracy of the company’s financial accounting and reporting; ensures corporate compliance with statutes and regulations; monitors the performance of, sets the compensation of, and appoints, discharges, and prepares succession plans for, senior officers; nominates candidates for election or re-election to the board; and maintains and modifies the corporation’s culture and its code of conduct.

(3) The sources of a director’s or officer’s duties to the corporation can be categorized as: the federal and state (particularly Delaware)62 regulations, statutes, and 14caselaw concerning those duties; any contractual arrangements between the director or officer and the corporation (including the provisions of the corporation’s articles of incorporation, its bylaws, and the executive’s employment agreement); and the general practices of corporations and their executives in the particular industry and/or jurisdiction in question.63

(4) Introductory courses in corporate law are largely concerned with identifying the authority of a director, officer, or other party to act for the corporation; that party’s concomitant duty or responsibility (often linked to a fiduciary duty of due care or loyalty, or to an obligation to act in good faith) to take certain actions in certain ways and to refrain from taking other actions; and the ways in which that party could incur liability if she does not discharge that responsibility appropriately.

(5) Beyond (a) becoming personally liable, such a party might create liability for (b) the corporation, and (c) (other) directors and/or officers of the corporation (but generally not for (other) owners of the corporation).64

(6) As discussed in Chapter 2, executives can be personally liable for their misfeasance (“the improper doing of an act which a person might lawfully do”), nonfeasance (“the omission of an act which a person ought to do”), and/or malfeasance (“the doing of an act which a person ought not to do at all”).65

(7) Liability generally attaches to actors found to have abused their positions of trust and responsibility, but not to those who simply failed to adopt aspirational practices,66 or whose conduct was in the average or appropriate range between the two extremes.67
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(8) Corporate governance amplifies and extends the authority/responsibility/liability triad by emphasizing the corresponding ideals of independence, transparency, and accountability.

To fulfill her duty of loyalty, a director or officer should, when exercising authority, be independent: that is, free from any — or even the appearance of any — biases, prejudices, or conflicts of interest that would compromise her allegiance to the corporation. In 1934, before leaving the faculty of Yale Law School for the newly formed Securities and Exchange Commission (which he would subsequently chair), future Supreme Court Justice William O. Douglas argued for “a position of dominance and power on the board”68 for those directors who did not also serve the corporation as officers:


[B]oards wholly or dominantly filled with “shirtsleeve” directors drawn from the executive management, without outside representation, are apt to suffer from myopia and lack of perspective. It is one thing to operate a business efficiently, but it is quite another to be sufficiently detached from the business to be able to see it in relation to its competitors, trade trends, and the like. Such experts, as a general rule, are to be found outside the executive management. Their experience and judgment on matters of policy will prove to be invaluable not only as corrective factors, but also as directive influences in determining a course of conduct for the managers. Experts having such perspective are the better qualified to determine financial and commercial policy.69



Delaware’s influential corporate courts have emphasized that mergers and acquisitions must “be approved and vetted by independent directors [who have] obtain[ed] conflict-free advice.”70 On another level, both the Sarbanes-Oxley Act and the Dodd-Frank Act “require or encourage third parties . . . such as outside audit firms and shareholders, to engage in very independent and robust monitoring, oversight, and policing of managers [to] keep them from hurting investors and the general public.”71

16

Federal statutes and the bylaws of individual corporations have made the operations of the corporation and its executives more transparent by requiring management to disclose information to shareholders.72 Armed with such information, 17shareholders are increasingly pressing for an enhanced role in corporate decision-making, to make directors and officers more accountable and responsive to them — for example, shareholders have argued for the power to express advisory opinions on, if not to hold a veto power over, board decisions.73

In this context, directors might be regarded as the equivalent of members of Congress: Both, in fulfilling their crucial function of voting, are expected to (as a matter of independence) inform themselves appropriately and champion the interests of the larger entity (country or corporation), in theory even at the short-term expense of their own particular constituents (shareholders or electorate), while remaining aware that their votes and stated reasons are being recorded (transparency), with possible repercussions for their remaining tenure and their potential campaigns for reelection (accountability).

By contrast, like individuals eligible to vote in local, state, or national political elections, shareholders have no actual obligation to vote (their shares). Moreover, just as political voters have no legal duty to consider the interests of their fellow voters, or of the jurisdiction as a whole, shareholders (subject to the exceptions discussed in Section 4.02(C)), have no legal duty to vote in the best interests of their fellow shareholders or of the corporation as a whole. Finally, even though a shareholder’s vote (unlike that of a political voter) may not be entirely confidential,74 neither voter has any obligation to disclose or justify her choice, or (except possibly for a controlling shareholder) any personal legal liability for supporting a choice that ultimately harms the corporation (or the polity).

18

Of course, in practice each of the three ideals of independence, transparency, and accountability might best be pursued only up to a point. First, a leading corporate counsel has attacked suggestions that


all directors other than the CEO be independent and that social and philanthropic ties among and between the directors and the CEO be considered as impugning, if not destroying, independence. These types of requirements and restrictions are the antithesis of the kind of collegiality and relationship with the CEO that is necessary for the board and CEO to . . . work collectively to enhance the corporation’s business.75



Second, not only are there concerns about the effectiveness of requiring disclosures in a commercial context,76 but one mathematical model of the amount of information that a chief executive officer should disclose to the corporation’s board of directors about her performance reveals that there is an “an optimum level beyond which increasing transparency [not only] lowers profits [but might also] raise executive compensation, and inefficiently increase the rate of CEO turnover.”77 Finally, to overemphasize accountability might encourage directors to aim for short-term rather than long-term profits, to commission expert reports to support their every professional decision, and to attempt to please too many (and too-conflicting) constituencies.

At least one leading organization of corporate executives has called for an equivalent transparency and accountability with regard to activist shareholders themselves. According to the Business Roundtable,


an increase in shareholder access to the boardroom cannot come without a corresponding increase in shareholder responsibility. . . . [A] shareholder that wishes to influence corporate behavior should be encouraged to publicly disclose the nature of its identity and ownership, even in cases where the federal securities laws may not specifically require disclosure.

More fundamentally, . . . shareholders cannot seek additional empowerment without assuming some accountability for the goal of longterm value creation for all shareholders.78
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And concerns of shareholder independence have been raised by the discovery that “[a] small group of [institutional investors] has acquired large shareholdings in horizontal competitors throughout our economy, causing them to compete less vigorously with each other”79 and thereby possibly subjecting the investors to “private actions for treble damages to recover the higher prices caused by [such] shareholdings.80

(9) Elements of the goals of the directors’ independence, transparency, and accountability are, respectively, their refreshment, engagement, and alignment. Governance advocates increasingly call for term limits and/or age limits on board eligibility, to prevent directors from becoming entrenched (and possibly compromising their independence) and to enable the board to benefit from new perspectives and voices. In the process of engagement, boards themselves are adopting “an overall strategic posture of direct contact and direct negotiation and communication with stakeholders,”81 and with large shareholders in particular, building relationships that “could help if an activist investor comes along.”82 Finally, the alignment of the interests of shareholders, directors, and officers — for example, by compensating executives largely in stock or with reference to changes in the price of the company’s stock — has been characterized as “the Holy Grail of governance.”83

(10) Activist investors have been criticized for their supposed emphasis on short-term84 profits as opposed to increasing the long-term value of the corporation.85 2021However, one commentator, decrying efforts to “insulate”86 directors from such activist initiatives as weakening defenses against takeovers, and enabling shareholders more easily to nominate candidates for election to the board, has suggested that such changes may result in both short-term and long-term gains.

(11) Shareholders and stakeholders have increasingly demanded corporate attention to, and disclosure of, environmental/sustainability, social (justice), and governance, or (collectively) “ESG,”87 aspects of their operations.88 In March 2021, the first page of the newly published mass-market book, ESG Investing for Dummies declared, “It seems inevitable that ESG considerations will be included in all of our investment decisions at some point in the future,” and suggested that “sustainability should be our new standard for investing.”89 However, the SEC has acknowledged that “the variability and imprecision of industry ESG definitions and terms can create confusion among investors.”90

In July 2021, SEC Chairman Gary Gensler announced that he had “asked SEC staff to develop a mandatory climate risk disclosure rule proposal for the Commission’s consideration by the end of the year.”91
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(12) The remainder of this introductory chapter addresses a twelfth triad, which consists of three fundamental questions:


	Who owns the corporation?

	Who controls the corporation?

	In whose interests is that control to be exercised?



The answers to these questions, summarized in Table 1.2 and discussed in detail below, distinguish several leading models of the corporation: nexus of contracts, director primacy, shareholder primacy, communitarian, and team production.


Table 1.2

	

	Who Owns the Firm?

	Who Controls?

	Who Should Benefit?




	Nexus of Contracts

	Not applicable

	Question of

	Question of




	

	

	contract(s)

	contract(s)




	Director Primacy

	Shareholders

	Directors

	Shareholders (by default contract/law)




	Shareholder Primacy

	Shareholders

	Directors

	Shareholders (only)




	Communitarian

	Shareholders

	Directors

	Shareholders and




	

	

	

	stakeholders




	Team Production

	Not only shareholders, but stakeholders have “invested” in the firm

	Directors

	Shareholders and stakeholders







1.03–THE SEPARATION OF OWNERSHIP FROM CONTROL

More than 200 years ago, Adam Smith wrote:


The directors of . . . companies, being managers rather of other people’s money than their own, it cannot be well expected that they should watch over it with the same anxious vigilance with which partners in a private copartnery frequently watch over their own.92
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A more contemporary and colorful illustration of this principle appeared in the 1987 movie Wall Street, in which corporate raider Gordon Gekko (Michael Douglas, in an Oscar-winning role), as Teldar Paper’s “largest single shareholder,” lambasted its directors and officers at the corporation’s annual shareholder meeting:


In the days of the free market, when our country was a top industrial power, there was accountability to the stockholder. The Carnegies, the Mellons, the men that built this great industrial empire, made sure of it because it was their money at stake. Today, management has no stake in the company!

All together, [they] own less than three percent of the company. . . . You own the company. That’s right — you, the stockholder. And you are all being royally screwed over by these, these bureaucrats, with their steak lunches, their hunting and fishing trips, their corporate jets and golden parachutes. . . .

Teldar Paper has 33 different vice presidents, each earning over 200,000 dollars a year. Now, I have spent the last two months analyzing what all these guys do, and I still can’t figure it out!93



Economists and legal scholars have addressed at length this “separation of ownership and control,” and the consequent threat that directors and officers will, at the expense of shareholders, shirk their responsibilities and extract excessive compensation and perquisites from the corporation. Because it is usually not cost-effective for any single shareholder — particularly in large, publicly traded corporations — to spend the time, energy, and money to attempt to monitor management,94 most dissatisfied shareholders of such firms traditionally resorted to the so-called Wall Street Walk — that is, if they were unhappy enough with 24management, they simply sold their shares. To some theorists, the market protects such shareholders not only by indicating (through share prices and their fluctuations) a consensus assessment of the company’s financial health, but also by matching sellers with buyers — who in some cases may be planning to buy enough shares to dominate or even supplant existing management.95

A seminal study in 1932 by Columbia University law professor Adolf A. Berle and Columbia University economist Gardiner C. Means observed that “[t]he property owner who invests in a modern corporation so far surrenders his wealth to those in control of the corporation that he has exchanged the position of independent owner for one in which he may become merely recipient of the wages of capital.”96 In this situation, as in Gordon Gekko’s diatribe, “[t]he bulk of the owners have in fact almost no control over the enterprise, while those in control hold only a negligible proportion of the total ownership.”97 Indeed, the authors concluded that


[t]he rise of the modern corporation has brought a concentration of economic power which can compete on equal terms with the modern state — economic power versus political power, each strong in its own field. The state seeks in some aspects to regulate the corporation, while the corporation, steadily becoming more powerful, makes every effort to avoid such regulation. Where its own interests are concerned, it even attempts to dominate the state. The future may see the economic organism, now typified by the corporation, not only on an equal plane with the state, but possibly even superseding it as the dominant form of social organization.98
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The following year, Supreme Court Justice Louis Brandeis, dissenting from a decision that allowed chain stores to challenge Florida’s practice of taxing them at a different rate than other stores were taxed, cited this article in concluding that


[t]hrough size, corporations, once merely an efficient tool employed by individuals in the conduct of private business, have become an institution — an institution which has brought such concentrations of economic power that so-called private corporations are sometimes able to dominate the State. The typical business corporation of the last century, owned by a small group of individuals, managed by their owners, and limited in size by their personal wealth, is being supplanted by huge concerns in which the lives of tens or hundreds of thousands of employees and the property of tens or hundreds of thousands of investors are subjected, through the corporate mechanism, to the control of a few men. Ownership has been separated from control, and this separation has removed many of the checks which formerly operated to curb the misuse of wealth and power. And as ownership of the shares is becoming continually more dispersed, the power which formerly accompanied ownership is becoming increasingly concentrated in the hands of a few.99





1.04–THE NEXUS OF CONTRACTS MODEL

In 1937, economist Ronald Coase defined the firm as “the system of relationships which comes into existence when the direction of resources is dependent on an entrepreneur.”100 Transactions within a firm (for instance, the determination of which resources are allocated to which divisions) are coordinated not externally, by the pricing mechanisms of the open market, but internally, by “the entrepreneur-coordinator, who directs production”101 more efficiently than the market can.

In the words of Yale Law School professor Henry Hansmann,


each transaction that a firm enters into is embedded in one or the other of two relationships between the firm and the patron who is the other party to the transaction. In the first of these relationships, which I shall call “market contracting,” the patron deals with the firm only through contract and is not an owner. In the second, which I shall simply call “ownership,” the patron is also an owner of the firm.102
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In market contracting, the other party “can control the firm’s behavior only by seeking enforcement of his contract with the firm, or by threatening to cease transacting with the firm in favor of whatever other alternatives the market offers him.” However, in an ownership relationship, “the patron has the additional option of seeking to control the firm’s behavior directly through the firm’s mechanisms for internal governance.”103

Yet the nexus of contracts (sometimes known as the contractarian) model of the corporation dispenses entirely with Coase’s distinction between ownership and market contracting. This model defines firms themselves as nothing more than “legal fictions which serve as a nexus for a set of contracting relationships among individuals. . . . ”104


[To contractarians,] it makes little or no sense to try to distinguish those things that are “inside” the firm (or any other organization) from those things that are “outside” of it. There is in a very real sense only a multitude of complex relationships (i.e., contracts) between the legal fiction (the firm) and the owners of labor, material and capital inputs and the consumers of output.105



As Stephen Bainbridge has observed,


[t]he name “nexus of contracts” is somewhat unfortunate. For lawyers, the term “contracts” carries with it all of the baggage learned in Contracts class during the first year of law school[, including] legal notions such as consideration and mutuality. . . .

As used by contractarians, however, the term is not limited to relationships constituting legal contracts. Instead, contractarians use the word “contract” to refer generally to long-term relationships characterized by asymmetric information, bilateral monopoly, and opportunism. The relationship between shareholders and creditors of a corporation is contractual in this sense, even though there is no single document we could identify as a legally binding contract through which they are in privity.106



Moreover, by replacing the notion of a separate legal entity with a conglomeration of individual and interconnecting contracts — or, as one might say, by isolating the interacting elements of the commercial ecosystem that is commonly called a corporation — this model dismisses as “an irrelevant concept” the notion that shareholders are owners of the corporation.107 Instead, shareholders are characterized as contracting parties that have supplied capital in exchange for a claim 27against the assets of the firm if it fails.108 Thus, the nexus of contracts model collapses any distinction between ownership and control109 because it “reject[s] the idea that the firm is a thing capable of being owned.”110

From the contractarian perspective, the provisions of a corporation’s articles of incorporation and bylaws are neither more nor less than components of the contracts among shareholders, directors, and officers.111 As Leo Strine, then Chief Justice of the Delaware Supreme Court, said in 2019, the Court “is very 28careful to honor the bargains made by people contracting freely in commerce. . . . [Y]ou’re actually not doing equity if you relieve one of them of the burdens of a plain contractual provision.”112 Contractarians assume that the market is “efficient” in automatically, continuously, and accurately reflecting, in the price — and price fluctuations — of a corporation’s shares, all available information about the firm, including the terms of its contracts; thus, potential (and current) shareholders can effectively determine which firms to invest (or to remain invested) in.113 Under this theory, the market discounts the price of shares of publicly-traded firms with inferior governance arrangements, leading rational shareholders to invest their funds instead in better-governed firms.114

Contractarians also assert that the efficiency of the market is mirrored by the efficiency of state corporate law, whose default provisions represent “the rules that most managers and investors would agree to after a full session of costless but informed bargaining. Proper starting rules will save transaction costs, because relatively few parties will find them unsuitable to their preferences.”115 They call for 29such default arrangements to be open to revision by the shareholders, directors, and officers of individual corporations116 and for corporate laws to be, as much as possible, “enabling” — that is, allowing the parties to negotiate their own “private ordering” of responsibilities and benefits.117

Criticisms of the nexus of contracts model include arguments that:


	in emphasizing the voluntary contractual arrangements that constitute the firm, the model ignores the involuntary and hierarchical aspects of the relationships among the individual participants in the activity of the corporation;118

	it does not provide a means of distinguishing arrangements and relationships that belong to the nexus of contracts constituting a given firm from those that are merely products of the open market; and thus that it reduces every firm to a group of interacting individuals;119

	its focus on efficient pricing and transfers of goods and services is divorced from any sense of fairness; for instance, the model does not concern itself with the possibility that where two parties have unequal bargaining power, the stronger might contractually exploit the weaker;120

	its emphasis on private contracting “affords no reason for the government to intervene to protect shareholders”121 and minimizes the role of mandatory provisions of corporate laws and regulations; and
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	its apparent assumption that the corporation exists to maximize profits ignores any conception of the corporation as a socially and politically responsible entity and thus of corporate social responsibility.122





1.05–THE DIRECTOR PRIMACY MODEL

Acknowledging that, despite its name, the nexus of contracts theory cannot clearly define a hub or center of the web of contracts that collectively constitute the corporation, Stephen Bainbridge’s director primacy model identifies the board of directors as the firm’s actual contracting nexus — that is, as the “central coordinator that is a party to the set of contracts that we call the firm and that has the power to effect adaptive responses to changed conditions by fiat.”123 Indeed, “[t] he statutory decision-making model . . . is one in which the board acts and shareholders, at most, react. Control, put simply, is vested in the board, not the shareholders. Shareholders have virtually no power to initiate corporate action; indeed, they are entitled to approve or disapprove only a few board actions.”124
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Bainbridge observes that shareholders have limited power to trigger, much less to veto, action by the board, which “hires the various factors of production. Consequently, directors are not mere agents of the shareholders [but rather are] Platonic guardians of a sui generis entity in which shareholders are but one of many contracting inputs.”125 Director primacy theory opposes increased shareholder involvement, on the grounds that it “threatens to disrupt the very mechanism that makes the public corporation practicable: namely, the centralization of essentially nonreviewable decision-making authority in the board of directors.”126

Although this approach appears to encourage directors to consider largely, if not only, the best interests of shareholders as the board exercises its powers, “the fact that the directors hold significant power does not necessarily answer the question of to whom the directors are accountable in exercising this power.”127 Yet at 32least one commentator has found a way to demonstrate that “director primacy and shareholder wealth maximization are consistent. One reconciles the two by affirmatively answering the following question: Would a shareholder wealth maximization norm emerge from the hypothetical bargain [between shareholders and directors] as the majoritarian default?”128

What prevents directors from abusing this power? “The capital and product markets, the internal and external employment markets, and the market for corporate control all constrain shirking by firm agents. In addition, the legal system evolved various adaptive responses to the ineffectiveness of shareholder monitoring. . . . ”129



1.06–TRADITIONAL VS. MODERN ROLES OF DIRECTORS

Historically, a major concern of corporate commentators has been not that directors have misapplied their power to oversee corporate management, but instead that they have abdicated this power, generally to the firm’s chief executive officer (CEO). For instance, Melvin Eisenberg wrote in 1976:


Under the received legal model of the corporation, the board of directors manages the corporation’s business and sets business policy . . . It has become increasingly clear over the years, however, that in practice the board rarely performs either the management or the policymaking function. . . . In the large, publicly held corporation, policymaking, like management, is an executive [i.e., officer’s] function.130



Three different studies — in 1971,131 1981,132 and 1989133 — concurred that directors felt an obligation to defer to the officers present at board meetings, rather than to question any facet of the firm’s operation.134 Even discussing matters privately with 33other directors outside the boardroom was perceived as a breach of corporate etiquette:135 one director insisted, “That’s taboo. We feel that would be dealing behind the chairman’s back.”136

A senior executive vice president told an interviewer, “Naturally we consult with [the board] if we are making a major change in direction. We communicate with them. But they are in no position to challenge what we propose to do.”137 Another executive dismissed outside directors as “names . . . who look impressive in the annual report. They are, after all, nothing more or less than ornaments on the corporate Christmas tree.”138 One commentator concluded that “directors in large mainstream corporations normally tend to play a passive role, as invited guests. . . . ”139 And, writing in 1984, the former president and CEO of International Telephone and Telegraph Corp. (ITT) complained that “over the years [boards of directors] have grown so soft and so ineffectual that most often they are a captive of management, rather than effective representatives of the company owners.”140

The board had also abandoned to the current CEO its authority to select his replacement.141 In turn, the CEO “generally selected and invited to serve on the board” the successors to the directors.142

Indeed, in “the era of the ‘imperial’ CEO,” director deference was reinforced by the logistics of the meetings, “which frequently involved a working breakfast for committee meetings followed by a board meeting that ended at noon, with a buffet lunch attended by only a few directors because most left for the airport immediately after the meeting.”143

Among the factors spurring directors to reassert their power over officers were the damning reports issued in the wake of the Enron and WorldCom bankruptcies, which detailed the failures of those boards to monitor and intervene in corporate operations. For example, a Senate subcommittee report found that Enron’s board 34had “witnessed numerous indications of questionable practices by Enron management over the years, but chose to ignore them to the detriment of Enron shareholders, employees and business associates.”144 It made specific recommendations for strengthening the oversight function and independence of boards of “publicly traded companies” generally.145 An internal investigative report prepared for the WorldCom board attributed the firm’s bankruptcy not only to financial fraud but also to “a major failure of corporate governance. The Board of Directors, though apparently unaware of the fraud, played far too small a role in the life, direction and culture of the Company.”146 A governance study developed for the court overseeing WorldCom’s emergence from bankruptcy reorganization as the new company, MCI, echoed that


there were no checks and balances. . . . [The] CEO was allowed nearly imperial reign over the affairs of the company, without the board of directors exercising any apparent restraint on his actions, even though he did not appear to possess the experience or training to be remotely qualified for his position.147



To prominent corporate counsel Martin Lipton, the directors of 2007 were still reconciling two key responsibilities:


While the board has always had a dual role as a resource for and adviser of management, on the one hand, and as an agent of shareholders on the other, in recent years regulators and activist shareholders have been tipping this balance with increasing force in favor of the board’s role in monitoring compliance with legal and accounting rules. But it is still generally acknowledged that a combination of the two is necessary, and to be truly effective, each board must find the right balance between monitoring compliance and advising as to strategy.148



In fact, that same year two executives of Google advised CEOs to manage (some might say, patronize) the board by focusing directors’ attentions on underlying business issues rather than overarching concerns of governance:


The goals of a board meeting are harmony, transparency, and advice. You want to exit the meeting with the board’s support of your strategy and 35tactics. . . . And you want to hear their advice, even if you plan to ignore it — they are usually trying to be helpful, and cannot have all the context you have. Another way to put this: You want their noses in, but fingers out.149

Board members want to talk about strategy and products, not governance and lawsuits. (If this isn’t true, get new board members.) Remember this when you establish the rules and agenda of the board, and stick to it even when the going gets tough. . . .

. . . The board should be of strategic value, but you won’t get [discussion of the health of the business] and valuable insights if you are constantly distracted by governance issues. . . .

In between meetings, call board members periodically. But hope you get voice mail.;-)150



Concern has continued about the reported power of some chief executive officers, most visibly in several leading high-technology enterprises,151 to dominate directors. For instance, accounts that Facebook’s CEO Mark Zuckerberg negotiated the acquisition of Instagram without his board’s participation152 led one commentator to offer guidelines for boards “to develop governance practices that show they know how to partner with the genius they are privileged to have among them.”153 Moreover, the Wall Street Journal reported that the late CEO of Apple, Steve Jobs, had “hand-picked” the company’s directors and “kept tight control” over them: “[t] he small size, tight relationships, and absence of a chairman left the board with little 36authority to counter Mr. Jobs.”154 Indeed, when Jobs, in declining health, stepped down as CEO in August 2011, the board named him Apple’s chairman, “a position that did not exist before.”155

Perhaps, proposed one commentator in 2011, after reviewing the financial meltdown of MF Global under the watch of CEO Jon S. Corzine, a former Goldman Sachs partner and former governor of New Jersey,


[b]oards are inherently unable to do the job we want of them: to oversee the company and counteract the influence of its chief executive. . . .

. . . The ability of even the most sophisticated [outside] directors to understand the business better than management is unlikely.

. . . Directors want to get along and move the company forward.

These dynamics are incredibly powerful and can take hold for even the most sophisticated of boards.156



However, the spring 2017 resignations of the CEOs of General Electric, Ford, and U.S. Steel were seen as signs of the waning power of chief executives. On the same day that the New York Times observed that “the American era of the baronial chief executive, sitting atop an industrial dominion with all the attendant privileges, is drawing to a close,”157 a Washington Post commentary highlighted the “myth . . . of the omnipotent chief executive. . . . No corporate wizard — even at GE — can insulate shareholders from the vicissitudes of recessions and shifting business performance.”158 Not even high-tech CEOs were immune to the combined pressures of activist shareholders and newly activated boards: two days after those articles appeared, Uber’s Travis Kalanick resigned as CEO (although remaining a director and the controlling shareholder).
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1.07–WHOSE INTERESTS SHOULD DIRECTORS SERVE?

Neither the nexus of contracts model nor the director primacy model directly deals with the purpose of the corporation, or the nature of the authority granted to those making decisions on its behalf. Those issues, which during the Great Depression fueled a classic conflict between two prominent legal academics, are the concern of the shareholder primacy, team production, and communitarian models of the corporation.



1.07(A)–The Berle-Dodd Debate

In a seminal 1931 law review article, Adolf Berle of Columbia Law School asserted that the wide range of authority afforded directors by corporate statutes was balanced by an unwritten constraint, enforceable by the courts’ powers of equity, that the directors exercise this authority only in the best interests of the shareholders. Corporations, Berle claimed, could not negate this requirement by any language in their charter documents: “To do so would be to defeat the very object and nature of the corporation itself.”159

However, Harvard Law School’s E. Merrick Dodd quickly took issue with the idea that shareholders’ concerns should dominate directors’ decision making. Though conceding that lawyers and courts generally agreed with Berle, Dodd found it “undesirable, even with the laudable purpose of giving stockholders much-needed protection against self-seeking managers, to give increased emphasis at the present time to the view that business corporations exist for the sole purpose of making profits for their stockholders.”160

Dodd observed that “even before the present depression,”161 there had begun “a substantial change in our public opinion with regard to the obligations of business to the community.”162 Yet he acknowledged “[t] hat stockholders who have no contact with business other than to derive dividends from it should become imbued with a professional spirit of public service is hardly thinkable. If incorporated business is to become professionalized, it is to the managers, not to the owners, that we must look for the accomplishment of this result.”163

Indeed, “[m]odern large-scale industry has given to the managers of our principal corporations enormous power over the welfare of wage earners and consumers, particularly the former. Power over the lives of others tends to create on the part of those most worthy to exercise it a sense of responsibility.”164 For instance, 38directors could “within limits properly use corporate funds to support charities which are important to the welfare of the community in which the corporation does business.”165

Berle countered that it was hardly feasible for Dodd to call for the replacement of the traditional principle of directors’ responsibilities to shareholders “until such time as you are prepared to offer a clear and reasonably enforceable scheme of responsibilities to someone else.”166 “This is an invitation not to law or orderly government, but to a process of economic civil war.”167 He concluded by advising that “as lawyers, we had best be protecting the interests we know, being no less swift to provide for the new interests as they successively appear.”168

In 1954, though, Berle conceded victory to Dodd:


Twenty years ago, the writer had a controversy with the late Professor E. Merrick Dodd, of Harvard Law School, the writer holding that corporate powers were powers in trust for shareholders while Professor Dodd argued that these powers were held in trust for the entire community. The argument has been settled (at least for the time being) squarely in favor of Professor Dodd’s contention.169



Berle reiterated his surrender in a 1968 speech to the Association of the Bar of the City of New York, noting that “I was not convinced as [a] matter of doctrine that social responsibility should not be left to government [rather than to directors] — but there was no doubt that the event conformed rather to his prediction than to mine.”170 Berle suggested that corporations preemptively reexamine their own policies of production and advertising, to forestall explicit government regulation in these areas. The role of corporate lawyers, he had taught in his Columbia seminar, was to “be aware of these fields of inchoate law, and to guide corporate policy so that the results will accord, rather than conflict, with these inchoate rules. In the truest sense, this is corporate statesmanship. . . . ”171
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1.07(B)–The Shareholder Primacy Model

However, Berle’s original position survives today as the shareholder primacy (or shareholder wealth maximization) approach to corporate governance, under which the board’s duty is to make decisions that maximize the financial interests of the shareholders,172 rather than the interests of any other stakeholders173 or constituencies.174 By narrowing the range of a director’s 40constituencies to the shareholders, and by constricting the corporation’s mission to that of maximizing returns to shareholders, the shareholder primacy model promises to focus and simplify the definition, identification, and review of directors’ duties.

Perhaps the most widely read formulation of shareholder primacy has been economist Milton Friedman’s 1970 New York Times Magazine essay, “The Social Responsibility of Business Is to Increase Its Profits.” Friedman argued that


[t]he whole justification for permitting the corporate executive to be selected by the stockholders is that the executive is an agent serving the interests of his principal. This justification disappears when the corporate executive imposes taxes and spends the proceeds for “social” purposes. He becomes in effect a public employee, a civil servant, even though he remains in name an employee of a private enterprise.175



41

Moreover, as Chief Justice Strine of the Delaware Supreme Court observed in 2015, to allow directors to consider in their decision-making the interests of constituencies other than shareholders “largely shifts power to the directors to couch their own actions in whatever guise they find convenient, without making them more accountable to any interest.”176

A century ago, the Michigan Supreme Court issued a decision often cited as an application of shareholder primacy: Dodge v. Ford Motor Co.177 rejected Henry Ford’s putative philanthropic and patriotic motives (making automobiles more affordable to the masses)178 for the Ford Motor Company board’s refusal to distribute to shareholders through a special dividend some of the enormous amount of profit that the company had accrued and that was projected to continue. The Court held that


[a] business corporation is organized and carried on primarily for the profit of the stockholders. The powers of the directors are to be employed for that end. The discretion of directors is to be exercised in the choice of means to attain that end, and does not extend to a change in the end itself, to the reduction of profits, or to the nondistribution of profits among stockholders in order to devote them to other purposes.179



However, a former chancellor and a then-vice chancellor of the Delaware Court of Chancery noted in 2005 that the Dodge decision


was atavistic even at its date of publication. There is a reason why [it] is in all the [law school case]books: there are no other cases that really 42stand for the position of shareholder sovereignty as opposed to director sovereignty.180



In addition, a former commissioner of the Securities and Exchange Commission observed that Dodge had in fact explicitly legitimized expenditures to benefit non-shareholders, so long as those expenditures were in “the best interests of the corporation.”181 In focusing on the court’s conclusion that corporations cannot “conduct [their] affairs for the merely incidental benefit of shareholders and for the primary purpose of benefiting others,”182 another commentator concluded that “[c] orporate managers have never had an enforceable legal duty to maximize corporate profits. Rather, they have always had some legal discretion (implicit or explicit) to sacrifice corporate profits in the public interest.”183 Indeed, a keystone decision in 1986 by the Delaware Supreme Court held that “[a] board may have regard for various constituencies in discharging its responsibilities, provided there are rationally related benefits accruing to the shareholders.”184 In 2014, the United States Supreme Court recognized that “while it is certainly true that a central objective of for-profit corporations is to make money, modern corporate law does not require for-profit corporations to pursue profit at the expense of everything else, and many do not do so.”185

43

Criticisms of the shareholder primacy model, beyond concerns that it sacrifices all other interests to those of the shareholders, include arguments that:


	A mandate of profit-maximization does not necessarily provide a unique process for its implementation in a given situation; and the business judgment rule, which affords directors and officers the presumption of having fulfilled their fiduciary duties of care and loyalty, would protect them from challenges in this regard.186

	Shareholders are not the real “owners” of the corporation (because they do not exercise serious control over it, and because they can receive distributions from corporate assets only with the approval of the board); nor do they have a strong position as “residual claimants” (because the existence of any funds remaining to be distributed upon the liquidation of the firm depends, once again, on the decisions of the directors, who might — as in the Ford decision — dedicate many of those resources to benefiting non-shareholder constituencies). Thus, shareholders are not in an effective position to demand that their interests be maximized.187
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	It might not be easy to identify the groups that should count as shareholders, particularly because employees often hold stock options and because creditors may have claims that can be converted into stock.188

	The interests of shareholders themselves may diverge.189 For instance: (a) unlike individual “retail investors” investing for their own personal accounts, institutional shareholders like pension funds, mutual funds, and hedge funds may hold a company’s shares for short-term rather than longterm gains; (b) investors holding the stock of only one company would presumably be more reluctant to see that company engage in risky activities than would investors whose portfolios were diversified; and (c) public pension funds, labor union pension funds, and other large shareholders, like global investment manager BlackRock,190 might have concerns beyond shareholder wealth maximization.
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It might also be argued that the rote rhetoric of “maximizing the value of the corporation” introduces a more expansive goal than simply the (short-term) value of the (common) shares.191



1.07(C)–The Communitarian Model

Dodd’s deviation from pure profit-seeking has been embraced by communitarian scholars, who focus less on the importance of shareholders’ rights192 than on “the sociological and moral phenomenon of the corporation as community, in contrast to the individualistic, self-reliant contractarian stance that dominates current academic discourse in corporate law.”193

Communitarians reject both the contractarian and the shareholder primacy models of the corporation. Unlike contractarians, they argue that workers, creditors, and other third parties cannot realistically or effectively protect themselves contractually from being harmed by board decisions made in the interests of shareholders; that, even if such contracts could be formed, they would be largely one-sided because of the major imbalance of power between the parties; and that corporations are communities, rather than masses of interwoven contracts.194
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Unlike advocates of shareholder primacy, communitarians have attacked the maximization of shareholder wealth as “an imperative that is as destructive as it is simple,” because it emphasizes short-term financial gains over long-term social welfare.195

Criticisms of the communitarian approach overlap somewhat with those of the team production approach (considered below), but include arguments that:


	The corporation does not, as some communitarians insist, enter into implicit contracts with non-shareholders (such as employees) by which, in exchange for their firm-specific investments (years of service to the corporation), the firm agrees to provide them with benefits (job security);196

	The interests of some non-shareholder groups are already protected by such bodies of law as labor law and employment law,197 and/or by “contract and general welfare law”;198 and

	The attempt to portray far-flung shareholders, with widely divergent interests, as an interdependent and cooperative community is extremely unrealistic.199





1.07(D)–The Team Production Model

One variation of the communitarian model is the team production model. Its developers, Margaret M. Blair and Lynn A. Stout, reject the notion of directors as agents of the shareholders: instead, they characterize the board of directors as


a mediating hierarch overseeing team production. Using team analysis, the “firm” can be understood as a nexus of firm-specific assets that have been invested by a variety of groups, including most obviously shareholders, bondholders, managers, and employees. The board of directors acts as a fiduciary for the firm, meaning that it seeks to maximize the total value of these combined economic interests.200



That is, “boards exist not to protect shareholders perse, but to protect the enterprise-specific investments of all the members of the corporate ‘team,’ ” possibly including 47the interests of “other stakeholders such as creditors, or even the local community if the firm has strong geographic ties.”201 Directors operate more as trustees for these various investors than as agents of the shareholders.202

To these commentators, the mere existence of the board will often encourage representatives of different economic interests to settle conflicts themselves, rather than involving the “hierarch.” Thus, “[d]irectors do not need to take an active role in firm decision making to discourage opportunistic behavior among corporate team members, any more than police officers need to operate all the vehicles on the highway to discourage speeding.”203 Under this theory, “boards of directors will not be much involved in corporate activities in ordinary times, but will become involved in crises and on matters of high conflict.”204

To preserve their independence in fulfilling this function, the members of the board require a wide range of freedom in their operations. Blair and Stout thus approve of the hurdles that shareholders must overcome to institute derivative litigation against directors and of the limited ability of individual shareholders of large publicly held corporations to elect directors. (Just as Bainbridge regarded his director primacy model as inapplicable to closely held corporations, these authors would not apply their own model to those corporations, in which the power of controlling shareholders to select and remove directors might well destroy the directors’ ability to act as unbiased mediators.)205

Yet, by contrast with shareholder primacy advocates, who generally champion the freedom of directors in the service of shareholders, the “team production” approach encourages the board’s consideration of the interests of other stakeholders.206 In addition, although the “team production” approach parallels 48that of the nexus of contracts model in rejecting the characterizations of directors as agents of the shareholders and of shareholders as owners of the corporation,207 as well as in seeing law as providing default rules of contracting,208 it differs in “suggest[ing] that the public corporation can be viewed most usefully not as a nexus of implicit and explicit contracts, but as a nexus of firm-specific investments made by many and varied individuals who give up control over those resources to a decision-making process in hopes of sharing in the benefits that can flow from team production.”209

What restrains the directors from abusing their power? Not only the “equity market pressures” of ensuring that the company’s stock is attractive to investors, and of maximizing the components of their own compensation that are linked to stock performance, but also “the pressures of other markets, including credit and employment markets.”210 However, Blair and Stout also devote much attention to “the behavioral phenomena of internal trust and trustworthiness [that] play important roles in discouraging opportunistic behavior among corporate participants.”211 These two scholars are not alone in focusing on the interplay between managerial psychology and the laws that govern managers: a growing literature addresses the relevance of behavioral economics (also known as behavioral law and 49economics, or as neuroeconomics), which concerns the decision-making psychologies of firms, directors, and officers, and how they are and can be shaped by laws and social norms.212

Criticisms of the team production model include arguments that:


	It does not show why the dangers of team-member opportunism are greater in the context of publicly held corporations than in sole proprietorships, partnerships, and closely held corporations, none of which critics see as having adopted a mediating hierarch approach to governance.213

	It does not sufficiently address the question of how the directors themselves may be restrained from taking advantage of team members, or from allowing officers to do so.214

	It does not fully explain how directors’ discretion is curtailed by external market forces; nor does it define the internal trustworthiness of character that has the same effect on directors.215

	It does not address why the corporation could not simply protect the firm-specific investments of employees, suppliers, and other stakeholders by means of contracts with and/or direct payments to these parties,216 or by providing benefits such as training.217

	States have generally not seen directors as mediating hierarchs; instead, they have allowed boards to include inside directors and otherwise to be influenced by the CEO and other senior officers.218

	The model does not adequately explain why only shareholders have the power to bring derivative lawsuits against directors. Moreover, to enable the 50board to act as independently as possible, why should even shareholders have this power?219

	It conflicts with Delaware law, under which the board must maximize shareholders’ interests when evaluating hostile tender offers, even though non-shareholder stakeholders might also find their interests jeopardized.220

	Shareholders are allowed to vote in their own self-interest, even at the expense of the interests of other stakeholders.221

	It provides no guidance to directors on choosing which of the different team members’ interests to benefit. In fact, because shareholders of publicly traded corporations can sell their shares easily, they enjoy great advantages over such other team members as the corporation’s employees, who might not be able to find elsewhere jobs that require their specialized or firm-specific skills.222

	Its application might not be scalable: “In a large firm that involves thousands of teams, a board would . . . face a larger scope of team production problems. Delegating this sort of authority to management may undermine the appeal of a team production approach because management does not have the credibility that the board has.”223

	It does not fully recognize the governance-related roles of, and the increasing influence of, lenders and other debtholders.224





1.08–GOVERNANCE GUMBO: THE GENESIS AND INTERACTION OF PRACTICES, RULES, STATUTES, AND REGULATIONS

A recurring theme and tension in corporate governance is the creation and interaction of the various levels of rules and principles to which directors and officers are subject.
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Inside a corporation, directors and officers may be constrained by the firm’s traditional (and possibly unwritten) practices, such as not traveling in business class on airplanes or trains. They are also expected to take into account the corporation’s own statement of corporate governance principles, even though these principles are generally identified as non-binding and are subject to periodic review and alteration.225 Of course, directors and officers should abide by the specific authorizations and restrictions included in the firm’s articles of incorporation, its bylaws,226 and the charters of its board committees,227 as well as its codes of conduct,228 their own contracts of employment, and corporate resolutions empowering them to undertake specific projects.

Other levels of rules — federal and state court decisions, statutes, and regulations (the violation of which might render executives personally liable), as well as the listing requirements of stock exchanges — are imposed on management from outside the corporation. In addition, directors and officers might feel pressure to follow standard governance practices for their industry, as well as the best practices or corporate governance principles enumerated by institutional investors such as Teachers Insurance and Annuity Association of America (TIAA)229 and the California Public Employees’ Retirement System (CalPERS), and by proxy advisory firms such as Institutional Shareholder Services (ISS) and Glass Lewis.230 And they might well be mindful of the guidance communicated, to all publicly-traded corporations and/or specifically to their own, by such major asset management firms as Black-Rock, State Street Corporation, and The Vanguard Group.
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Relatively few senior executives have been sentenced to jail terms for their misconduct in office.231 More commonly, situations involving charges of federal crimes have resulted in “deferred prosecution agreements” or “nonprosecution agreements,” in which “corporations agree to reform their corporate governance practices, from the number of independent directors on their boards to the method by which they compensate their top executives,”232 possibly under the supervision of a monitor, in exchange for a form of probation.233 However, “it remains unclear if [such] governance reforms can be successful in the long-term,” and “to what extent government agencies monitor [their] implementation and effectiveness.”234

These firm-specific governance mandates have been criticized as “not the product of a transparent and politically accountable legislative process [or] of regulatory rule-making [but of] an opaque settlement process under the Sword of Damocles.”235 Indeed, a recent analysis found them justifiable only when “top managers with direct or indirect authority over policing [the actions of corporation’s agents] benefit personally either from tolerating wrongdoing or from deficient policing.”236
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Similarly, the installation of monitors has been criticized as “a huge experiment to reform corporate culture,” particularly because “monitors are not constrained by fiduciary duties” and federal prosecutors have “essentially unchecked discretionary power” in calling for and negotiating such arrangements.237 Nor is much information “publicly disclosed about [the selection process], what specifically they are supposed to accomplish, what they discover in their examinations or how much they collect for their work.”238

Finally, the threat of damage to the corporation’s image and to their own personal reputations and careers might dissuade executives from pursuing certain entirely legal courses of action — such as approving the awarding of (or, possibly, accepting) massive compensation packages; or engaging in behavior that might embarrass the firm or embroil it in controversy.239 In this context, it has become almost a cliché to recommend that directors and officers consider whether they and their firms would be shamed if their actions were detailed “on the front page of the Wall Street Journal.”240
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This array of influences might be diagrammed as follows:




	

	Internal

	External




	Optional

	[The Firm’s Own] Corporate Governance Guidelines

Customary Practices of the Firm

	Industry Standard Practices

Best Practices

Proxy Advisors’ Recommended Practices

Institutional Investors’ Governance Preferences

Asset Management Firms’ Governance Preferences

Shaming

Damage to Future Career Path




	Mandatory

	Bylaws

Articles of Incorporation

Employment Contracts

[The Firm’s Own] Codes of Conduct

Committee Charters

Board Resolutions

	Federal and State Statutes and Regulations (including the 1933 Act, the 1934 Act, the Sarbanes-Oxley Act, the Dodd-Frank Act, and the Foreign Corrupt Practices Act (FCPA))

Stock Exchange Listing Requirements








1.09–BEYOND RULES: ASSIMILATING AND INTERNALIZING CORPORATE GOVERNANCE VALUES


The effective executive does not need to make many decisions. Because he solves generic situations through a rule and policy, he can handle most events as cases under the rule; that is, by adaptation. [A]n executive who makes many decisions is both lazy and ineffectual.

Peter F. Drucker, The Effective Executive (1967)



The description of a director’s mission — maximizing value for shareholders (and possibly also benefiting other constituencies) while acting with due care, loyalty, and good faith — might seem simple. However, the statutes, regulations, caselaw, listing requirements, checklists, and compilations of best practices,241 which might 55not be compatible with each other, generally do not, and cannot, provide generic templates or mathematical formulas for decision-making. The range of permissible options in a given situation, and the methods for selecting among them, cannot be anticipated by a one-size-fits-all algorithm.242

In this regard, the director’s endeavor can be compared to that of a chess player. The basic “rules of play” for each activity can be conveyed relatively quickly; however, in each activity, competing and complex schools of thought (and extensive bodies of literature) have developed around different approaches, strategies, and tactics, many of which by themselves could each take a lifetime to master.243

In fact, the author of a contemporary chess manual maintains that “the state of modern chess theory is indeed dramatically different” from what it was in the 1930s, yet “it is extremely difficult to codify that difference in the way that chess theory has traditionally been presented, that is, with general rules, principles, or 56philosophic statements.”244 Instead, that author finds the last two generations of chess theory distinguished by “the replacement of general rules by an emphasis on the characteristics and consequences of the position at hand.”245 Rather than pursue “the codification of chess principles on a large scale,” a current player “derives his perspective and intuition from the detailed analysis of great numbers of positions”; therefore, “modern guidelines will often have more to do with techniques, sequences and procedures than with static rules.”246

A non-fiction best-seller published in 2007 discussed a similar evolution in the training of physicians:


My generation was never explicitly taught how to think as clinicians. We learned medicine catch-as-catch-can. Trainees observed senior physicians the way apprentices observed master craftsmen in a medieval guild . . . Over the past few years, . . . medical students and residents are being taught to follow preset algorithms and practice guidelines in the form of decision trees. . . .

But [such methods] quickly fall apart when a doctor needs to think outside their boxes, when symptoms are vague, or multiple and confusing or when test results are inexact. In such cases — the kinds of cases where we most need a discerning doctor — algorithms discourage physicians from thinking independently and creatively. Instead of expanding a doctor’s thinking, they can constrain it.247



Though that surgeon found “a wealth of research that modeled ‘optimal’ medical decision-making with complex mathematical formulas, . . . even the advocates of such formulas conceded that they rarely mirrored reality at the bedside or could be followed practically.”248
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Another report249 indicated that some doctors might be reluctant to adopt even simple algorithms of proven efficacy, because it could reduce what might be called the romantic or swashbuckling aspect of their work.

Yet, executives who devote themselves to mastering all of the latest corporate governance practices might be criticized for losing their connection and attention to the underlying operations of their firms — just as, in a “selective attention” demonstration widely viewed online, many viewers attempting to count the number of times that a basketball is passed among players fail to notice a person dressed in a gorilla costume strolling right through the middle of the group.250 Tom Perkins, a well-known executive in the semiconductor industry and a former member of the 58Hewlett-Packard board, faulted “compliance boards” for their focus on general legal issues and process, which he contrasted to the involvement of “guidance boards” with the actual “strategy, tactics, hiring[,] firing, technology and engineering”251 issues of their particular firms. Perkins wondered, “Would a Compliance board be able to prevent another Enron? I have the lurking suspicion that directors have to understand the fundamental business to understand when it is going off-course. . . . ”252

Similarly, Martin Lipton attacked “[t] he shift in the board’s role from guiding strategy and advising management to ensuring compliance and performing due diligence” for “creat[ing] a wall between the board and the CEO,” and warned that a cautious board’s “overreliance on [professional] experts tends to reduce boardroom collegiality, distract from the board’s role as strategic advisor, and call into question who is in control — the directors or their army of advisors.”253

Strict adherence even to well-developed checklists might not fully insulate directors and officers from mistakes or from liability, or prevent their firms, shareholders, and creditors from suffering catastrophic losses. For example, World-Com’s internal investigators concluded that “[a]lthough the Board, at least in form, appeared to satisfy many checklists of the time, it did not exhibit the energy, judgment, leadership or courage that WorldCom needed.”254 Similarly, Chief Justice Leo Strine of the Delaware Supreme Court warned that
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[o]ne of the problems we’ve done with boards of directors is we’ve assumed that we can just list more things for boards to do. When you create checklists of legal requirements, people tend to do the things that they legally need to do first. There isn’t a checklist requirement that says: spend a quarter of your time as a board making sure you have a good business strategy, spend another quarter of your time making sure that you are looking forward to what the key risks are to the business[,] whether legal, financial or any other kind, right?255



The rules of effective and legal governance, like the rules of skillful and safe driving, lie somewhere between a stack of the latest checklists and a blackboard covered with precise, complete, and immutable equations. By examining current laws and practices, and the dynamics among them; by identifying real-world situations that invite the practical application of these principles; and by assuming that many of the questions posed could have more than one “correct” answer, this book is intended to help participants in corporate governance navigate more surely and securely the roads ahead of them.


We firmly believe that good governance is a journey, not a destination.

McDonald’s Corporation Corporate Governance Principles (2020)256





1.10–DRAFTING CONSIDERATIONS: PRECEDENCE AND (IM)PERMANENCE

The Corporate Governance Guidelines produced by different corporations generally proclaim that they are subordinate to the relevant articles of incorporation and bylaws, are not binding on the board, and are subject to amendment by the board.


Introductory Elements of Governance Guidelines257

These Corporate Governance Guidelines are not intended to establish by their own force any legal duties of, or otherwise to bind, the Board or any committee. These Guidelines are intended as a component of the flexible framework within which the Board, assisted by its Committees, directs the affairs of the Company.
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These Guidelines are in no way intended to affect the interpretation or application of, or to change, the Company’s Certificate of Incorporation, its By-Laws or the charter of a Board committee, or any stock exchange listing requirement, federal or state law or regulation, including the General Corporation Law of [the state of the company’s incorporation]. Instead, they provide information and direction for the Board and those who deal with the Board.

In any case where the Corporate Governance Guidelines are ambiguous and/or conflict with the Company’s Certificate of Incorporation, its By-Laws or a committee charter, the Certificate of Incorporation, By-Laws or committee charter shall control.

The Board, in the exercise of its discretion, may deviate from these Guidelines from time to time as it deems appropriate or as is required by applicable laws and regulations.

The Board recognizes that there is an ongoing and energetic debate about corporate governance. These Guidelines are subject to continuing assessment, interpretation, and modification by the Board.


DRAFTING QUESTIONS

Generally, where the governance documents the articles/certificate of incorporation supersedes the bylaws, which take precedence over committee charters, which in turn trump corporate governance guidelines. Could any of these priorities be changed by provisions in the relevant governance document(s)? If so, in what circumstances would such a reordering of priorities be desirable?

Under what circumstances should the board, if it decides that a particular situation warrants an exception from the corporation’s governance guidelines, formally grant a waiver to a director, officer, committee, or other agent or employee? Under what circumstances should the board disclose such an exception on the annual proxy statement?

By what process can a company’s governance guidelines be amended? For example, one method might be for the board’s governance committee annually to recommend changes to the board for its approval. In such a situation, would only the independent directors be allowed to discuss and to vote on the recommendations?

In what circumstances, if any, would the board require the shareholders’ approval to amend the governance guidelines? In what circumstances, if any, should the board submit proposed changes to the guidelines to a nonbinding vote by shareholders?

Is an amendment to a corporation’s governance guidelines, as opposed to an amendment to its articles of incorporation or bylaws, an appropriate subject of a shareholder proposal?258
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CHAPTER 1 QUESTIONS: PRELIMINARIES AND PERSPECTIVES

Among the issues underlying corporate governance are:

Governing Principles

1. Much of the caselaw and many of the statutes and regulations of corporate governance concern the ways in which one person or a group of people (including in-house and outside counsel) act as agents for business entities; their roles, responsibilities, and potential personal liability; and the ways in which they can incur liability for the entity and possibly also for its management (directors and officers) and owners (shareholders). Is the law of corporate governance largely a special form of the law of agency?

2. Alternatively (or additionally), could much of the law of corporate governance be seen as special applications of the law of contracts?259

Flexibility

3. To what degree do and should the rules and standards of corporate governance emerge and evolve organically (“bottom-up”) from actual corporate practice(s), as opposed to being imposed (“top-down”) by legislatures, courts, regulators, and stock exchanges?

4. Is the law of corporate governance becoming more predictable and/or easier to interpret and apply?

5. Starbucks cognoscenti know that they can order a “short” (8-ounce) coffee, although it appears nowhere on the chain’s posted menus.260 What are the governance options available to directors, officers, shareholders, and stakeholders but unmentioned in corporate statutes and regulations?

6. Has the law of corporate governance become too flexible or “enabling,” allowing too much “private ordering” of responsibilities and benefits? Or is it not flexible enough? What governance-related laws and practices best enhance the “resilience” of a corporation — that is, its ability “to prepare for disruptions, to recover from shocks and stresses, and to adapt and grow from a disruptive experience”?261
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7. How, if at all, do the appropriate (and best) governance practices of a particular corporation change as that corporation moves through its “life cycle”?262

8. How much of corporate governance is actually, like the “Pirate’s Code” of Disney’s Pirates of the Caribbean movies, “more what you’d call guidelines than actual rules”?263

9. What “safe harbors” are built into the law of corporate governance to protect companies and people from liability so long as they satisfy specific criteria?264 Do these “safe harbors” have common characteristics? Are they defined too narrowly? Too broadly? Too vaguely?

Timing

10. Which corporate governance practices are not “sustainable,” so that a corporation putting them in place should use them only for a limited time and/or a limited purpose?

11. More generally, what are the differences between long-term and short-term mechanisms of corporate governance?

Fairness

12. One academic suggested that Delaware’s state courts, the most influential in corporate law, created
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the legal standards of conduct (which influence the development of the social norms of directors, officers, and lawyers) largely through what can best be thought of as “corporate law sermons.” These richly detailed and judgmental factual recitations, combined with explicitly judgmental conclusions, sometimes impose legal sanctions but surprisingly often do not. Taken as a whole, the Delaware opinions can be understood as providing a set of parables — instructive tales — of good managers and bad managers, of good lawyers and bad lawyers, that, in combination, fill out the normative job description of these critical players. My intuition is that we come much closer to understanding the role of courts in corporate law if we think of judges more as preachers than as policemen.265



What are these parables, and what are their lessons?

13. To what extent is the law of corporate governance concerned with fairness? Does it emphasize procedural fairness over substantive fairness, or vice versa? Does it define fairness?

14. To what degree does the law of corporate governance protect the reasonable expectations of individuals and companies? How do courts determine which expectations are reasonable? Does it make a difference whether those expectations concern developments over longer periods of time rather than over shorter periods of time?

15. To what degree does the law of corporate governance require, and/or specify, a minimum level of moral behavior among people and companies?

Transparency

16. Some commentators have criticized certain security procedures, particularly those involving screening of passengers at airports and in mass-transit situations, as “security theater” — that is, as designed more to give the public the impression of safety than actually to ensure that safety.

What elements of corporate governance might similarly be seen as “governance theater” — giving actual and potential shareholders (and customers) more the impression of than the substance of good governance?

17. More generally, to what degree does the law of corporate governance make appearances (or “optics”) more important than realities, and procedure more important than substance?266
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18. In an era of ever-increasing calls for “transparency” in corporate governance, which information about a corporation’s operations and decision making should be restricted to directors and/or officers, or to a subgroup of them? Under what circumstances should such information be divulged to the shareholders and/or to the public at large? When, if ever, would it be appropriate for the board to convey information to some but not all shareholders?

19. Is the emphasis on transparency in governance depriving directors and officers of their legitimate expectations of personal privacy? Is it ultimately harming the interests of the shareholders in any way? Should corporations instead implement a modified form of transparency — perhaps, “translucency” — in some situations?

20. In the third episode of the 2006-2011 NBC television show Friday Night Lights, an increasingly-beleaguered and -exasperated Coach Eric Taylor (Kyle Chandler) complained to his wife Tami (Connie Britton), “I think everybody in this damn town is telling me how to do my job!”267

In his (fictional) small town of Dillon, Texas, the residents placed supreme importance on high school football, whose rules they understood completely and whose strategies and tactics were deployed publicly, and with immediate success or failure, before impassioned crowds.

Can directors and officers argue that, unlike Coach Taylor, they should not be susceptible to popular second-guessing, because the rules and principles of their businesses, the information on which they base their decisions, and the nature and effects of their business strategies, are not so publicly available and apparent as those of football? (The extreme contrast, of course, would be not to football but to chess, which has been characterized, possibly misleadingly, as a game of “perfect information” because the entire state of play (except, perhaps, for which side has the current opportunity to move) is immediately visible to both players — indeed, to any observer of the board — at all times.)268

Accountability

21. In the context of corporate governance, what are the differences and interconnections between standards of conduct, standards of liability, and standards of review?

22. Do contemporary causes of action for executive liability (like “deepening insolvency,” discussed in Section 3.09(B), or “honest services,” discussed in Section 3.10) add anything to the traditional legal arsenals of shareholders and prosecutors?
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23. From the perspective of a former Chief Justice of the Delaware Supreme Court, “No viable corporate-governance regime can be founded on a ‘one size fits all’ notion.”269 Is the law of corporate governance “scalable” — that is, are the rules for large corporations the same as those for small ones?270 Are there any absolute numbers (e.g., of shareholders, directors, gross or net income) that trigger, or should trigger, the application of different rules?271 On the other hand, does counsel merely need to ensure that, however large a corporation becomes, certain proportions are maintained?272
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Documentation

24. How and why might various parties preparing, approving, and/or bound by articles of incorporation, board resolutions, and minutes of board or shareholder meetings differ over the types and detail of information to be included in those documents? Should the default position of counsel for the corporation be to favor inclusion? To favor exclusion? Or does it depend on the document and the situation?

25. Among the legal documents relevant to a corporation’s shareholders, directors, and officers are the company’s articles of incorporation, bylaws, committee charters, corporate resolutions, shareholder agreements, employment contracts, code(s) of conduct, and corporate governance principles. If there are conflicts between or among these documents, which documents take precedence over which others? If one of these documents contains provisions that conflict with each other, how can the conflict be resolved?

26. What is the appropriate role of checklists in the lawyer’s set of tools for providing advice to corporations, their executives, and their shareholders?

How might the items on a governance checklist, the standardization that the list calls for, and the culture in which it will be implemented compare to those of checklists used by medical professionals (discussed above on pages 56-57)? For example, the doctor who developed a highly publicized checklist for preventing infections in hospitals observed that


cumbersome guidelines must be combined with tacit knowledge and reduced to an unambiguous, behaviorally specific checklist that is high impact, low risk, cost effective, and, most importantly, time efficient. In our work, we sought to keep the checklist to seven items or less. The human brain has a hard time remembering more than seven items (for instance, any item longer than a phone number). And we cannot always count on physicians having access to an electronic or paper copy of the checklist.273



A related form of medical list summarizes the “escalation-of-care” guidelines: because medical residents “may fail to ask for help due to overconfidence, lack of knowledge or fear of seeming incompetent,” some hospitals issue them “a pocket card listing 15 situations that require prompt notification or approval of a senior colleague, such as a patient’s transfer to 67the intensive-care unit.”274 What items would appear on “escalation of governance” lists prepared for corporate employees generally? For senior executives? When would contacting corporate counsel be required? What escalation lists could be prepared for chief, and lower-level, in-house counsel? For outside corporate counsel?

Decision Making

27. How much discretion do legislators and courts allow directors and officers to exercise in taking risks with their corporations’ fortunes and future? In what ways can, and should, shareholders limit this discretion?

28. A frequently repeated moral of the Spider-Man saga is, “With great power comes great responsibility.” Is this true for corporations? Are fiduciary duties, and/or the standards for fulfilling those duties, different for more powerful enterprises and executives than for less powerful ones?

29. Would it be more appropriate to say that, both for executives and for their counsel, “With great knowledge comes great responsibility”? Is it ever appropriate for directors, officers, and/or counsel to deliberately decline the opportunity to learn about, or investigate, a situation?

30. How can directors, officers, and their counsel optimize their “situational awareness” (see Preface pp. xxi-xxii)? What are the different dimensions or perspectives of this awareness275 of threats, vulnerabilities, and appropriate strategies?276 To what degree should this awareness reflect the differences 68among the personalities of the executives and shareholders of different corporations? To what degree can it be trained and/or rehearsed?277

31. To what degree does the law of corporate governance contradict commonsense notions of human motivations and of decision-making processes?

32. What are the “cobra effects”278 — that is, the unintended consequences — of corporate statutes and caselaw, and how can they best be minimized by counsel, executives, and regulators?

33. “Wicked problems” have been defined as those that: (1) have no “definitive formulation” and no easy way to tell when they have been solved; (2) admit “better or worse” answers, which, unlike “true or false” answers, have “no immediate and no ultimate test”; (3) cannot definitively be compared with other situations; (4) do not allow solution by trial and error, or even the identification of “criteria which enable one to prove that all solutions . . . have been identified and considered”; (5) are themselves symptoms of other problems, whose own identification and causes are subject to dispute; and (6) promise (or threaten) real-world consequences for solutions or attempted solutions.279

To what degree are the different types of corporate governance issues faced by stockholders, stakeholders, executives, and regulators examples of “wicked problems”? What special techniques or processes should be applied to resolve such issues?280
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34. According to “Internet pioneer” John Gilmore, “The Net interprets censorship as damage and routes around it.”281 To what extent can, and do, executives and their counsel “route around” developments in caselaw and regulation?

Markets

35. To what degree does the law of corporate governance reflect the existence of markets for corporate management (i.e., competition among corporations for the services of directors and/or officers), investment capital (competition among corporations to find equity investors), state laws (competition among states to attract incorporations and corporate litigation),282 and law firms (to win clients and assignments)? To what degree does the law attempt to restrict the operations of, and the dominance of a small number of the participants in, such markets?

36. How do the following economic concepts apply to the law of, and operations of, corporations: collective action problems, moral hazard, rents and rent seeking, empire building, private ordering, agency costs, tragedy of the commons, and rational apathy?

37. What type(s) of “efficiency,” if any, should be a goal of corporate governance? For instance, to economists, “Kaldor-Hicks efficiency provides that a change [to a rule] is efficient if gainers gain more than the losers lose,” but “[t] he Pareto superior criterion states that a change is efficient if at least one person is made better off and no person is made worse off.”283

Other concepts of efficiency include those of the “efficient market,” discussed above at page 28 in the context of the “nexus of contracts” model of the corporation,284 and that of efficient defaults in corporate statutes, discussed at pages 28-29.
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Cultures and Relationships

38. In the movie Wall Street, one of corporate raider Gordon Gekko’s unheralded statements was, “Wake up, pal — if you’re not inside, you are outside!” (See/hear also the lyrics of the Dobie Gray performance of the 1960s Bill Page song, “In Crowd.”) Who are the “outsiders” with regard to corporate governance? Does the law of corporate governance sufficiently protect them from being exploited by “insiders”?

39. How, and how easily, can directors, officers, shareholders, and corporations themselves change the terms of, or extricate themselves entirely from, their relationships to each other? How does this relate to the stability of the corporation itself as a legal entity?

40. How have advances in technology changed the roles and responsibilities of directors and officers? How have such advances altered the balance of power between executives and shareholders?

41. Does the law of corporate governance lead, reflect, or lag behind developments in the practice, culture, and ethics of business?

The Role of Counsel

42. One major law firm’s website and print advertisements has featured a photograph of an unsmiling (supposed) client next to the statement, “I don’t need theories from my lawyers. I need answers.” Where is the line between the two? In what situations involving corporate governance could even the most experienced counsel only offer “theories” as opposed to “answers”?

43. (Then-)Chief Justice E. Norman Veasey of the Delaware Supreme Court observed in 2001 that


[a] spirational ideals of good corporate governance practices for boards of directors that go beyond the minimal legal requirements of the corporation law are highly desirable, often tend to benefit stockholders, might be a “safe harbor” in some cases, sometimes reduce litigation, and can usually help directors avoid liability. But they are not required by the corporation law and do not necessarily define standards of liability.285



To what degree do — and should — judicial decisions identify “aspirational” practices? To what degree should counsel recommend such practices to their clients? Would such efforts be counterparts to the mental health community’s comparatively recent movement of “positive psychology,” which focuses not on treating people who have specific mental and/or emotional issues of concern but on enhancing the typical person’s happiness, fulfillment, and senses of meaningfulness and harmony?286
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On the other hand, could the actual implementation of such elevated practices disadvantage a company, by making its motivations, strategies, and actions less predictable to its trading partners and to the market?287

Finally, to what degree should a corporation consider its own governance guidelines to be aspirational, as opposed to operational?

44. To what degree does a lawyer for a corporation, its board, one or more of its shareholders, or one or more of its directors or officers have a responsibility to learn the details of the company’s business, strategies, and operations?

45. Is there any operational equivalent for governance counsel — or for her shareholder, executive, or corporate clients — of mise en place (French for, “setting in place”), the culinary “practice of having all the ingredients and tools set to go before you even light the stove”?288 72Or, alternatively, improvising crisis solutions out of the items at hand?289

46. A familiar element of police dramas is a veteran officer’s advising his rookie partner to disregard some or all of “what they taught you in the academy,” in favor of the veteran’s “real-world” lessons.290 Are similar warnings given to new graduates of law and business schools as they encounter corporate governance situations? Are such warnings valid? Are they ethical?

47. In 1994, one chronicler of chess strategies asserted that


[t]hroughout history two basic approaches, tendencies, [and] schools of thought can be discerned: the technical and the creative. These two estimable opposing tendencies still contend for dominance in the world of chess.291
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However, the balance now seems to have shifted to the “technical”: players’ easy and low-cost access to massive databases of chess games, including numerical assessments of the effectiveness of different strategies in specific circumstances, has in the eyes of some experts


coincided with an impoverishment of style. . . . Many top players are so used to running openings by computers that they shy away from the ones that the computers rate poorly. [Grandmaster Garry] Kasparov believes that, as a result, intuition has been undermined. “When we played, it was very clear you couldn’t see everything,” he says. “Now it’s not about the pattern. It’s about number crunching.”292



Is there an equivalent concern that the emerging approaches of corporate governance counsel will be data-driven, noncreative, and perhaps potentially disruptive?293

Reductions

48. The story goes that Rabbi Hillel, when challenged (about two thousand years ago) to summarize the Torah during the time that the inquirer could remain standing on one foot, replied, “What is hateful to you, do not do to your fellow. That is the whole Torah: the rest is commentary. Go and study it.”

Poet and Zen practitioner Jane Hirshfield encapsulated the wisdom of that spiritual discipline: “Everything changes. Everything is connected. Pay attention.”

On a secular level, the cover of Michael Pollan’s In Defense of Food: An Eater’s Manifesto (2009) displays the simplest possible summary of the author’s thesis: “Eat Food. Not Too Much. Mostly Plants.” And one financial expert fit onto an index card, and then elaborated in a book, nine practical rules for personal finance.294
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How succinctly, and in what words, could the law of corporate governance be summarized?

49. First responders to medical emergencies may use the mnemonic “ABC” to remember the top priorities — [cleared] airway, breathing, and circulation — when examining the injured.295 Are there equivalent lists of crisis priorities for corporate (or shareholders’) counsel to apply?

50. Isaiah Berlin’s famous 1953 essay, The Hedgehog and the Fox, takes its name from “a line among the fragments of the Greek poet Archilocus which says, ‘The fox knows many things, but the hedgehog knows one big thing.’”

Berlin distinguished between “those, on one side, who relate everything to a single central vision, one system, less or more coherent or articulate, in terms of which they understand, think, and feel . . . and, on the other side, those who pursue many ends, often unrelated and even contradictory, connected, if at all, only in some de facto way.”

Is there a “single central vision” that should animate the philosophy and operations of corporate directors and officers? Of their in-house or outside counsel? Or are executives and/or their counsel better off as foxes?

51. Do any of the three major goals of corporate governance — transparency, independence, and accountability — conflict with each other? If such a situation occurred, do any of these principles ever automatically take precedence over another?

Or are these three goals like the elements of the “rock, paper, and scissors” game (also known as Roshambo), each of which always trumps another but succumbs to the third?


It was the old game of Scissors cut Paper, Paper wraps Stone, Stone blunts Scissors, that is played by children all over the world. The first is the Stone, two outstretched fingers are the Scissors, and a flat hand is the Paper. The closed fist is hammered twice in the air simultaneously by the two opponents, and at the third downward stroke, the chosen emblem is revealed. The game consists of guessing which emblem the opponent will choose, and of you yourself choosing the one that will defeat him.296



52. Dante’s Divine Comedy begins with the famous (and partially passive) passage,


Midway in the journey of our life

I came to myself in a dark wood,

for the straight way was lost. . . .

How I came there I cannot really tell,
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I was so full of sleep

When I forsook the one true way.297



Is there a single “straight way” or “one true way” through corporate governance situations?

To what degree is counseling corporate clients, or their executives or shareholders, on paths out of their “dark woods” not a precise and quantitative science but instead a qualitative art that must (a)tailor the advice to the needs of the specific client and situation,298 and (b) recognize that even in a specific context, a variety of approaches might be successful?

53. Are there any governance equivalents, on an institutional and on a personal level, of the categories of sins and sinners that Dante’s protagonist encounters in the Inferno or of the virtues and the virtuous that he encounters in Paradiso?

54. In the same way that a number of the Great Books, such as The Odyssey and Don Quixote, could be read as stories about the creation, interpretation, and power of other stories (or, “narratives”), to what degree do the rules and principles of corporate governance concern the process of generating other rules and principles?

Quantifications

A number of commentators have questioned, qualitatively and empirically, whether corporate governance ratings have been, are, and can be accurate predictors of corporate performance. In particular, citing a variety of previous studies,299 Paul Rose argued that the “corporate governance industry” had failed to isolate the specific elements of board structure that could be linked to performance.


For example, while the number of board members may be relevant in determining an effective corporate governance structure (e.g., three board members are too few, 17 generally are too many), the number of board members who are independent, the number of board members who qualify as financial experts, or the number of public boards on which these directors serve may not be relevant.300
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In fact, some analyses have concluded that “[f]irms with more independent boards . . . do not achieve improved profitability, and [may] perform worse than other firms”;301 and even one that claimed a link between “an active, independent board and superior corporate performance” acknowledged that the correlation “does not prove causation [, which] may be impossible to establish.”302

In 2008, one study found that although corporate governance ratings might be useful tools for investment managers attempting to fulfill their fiduciary obligations, they also dangerously oversimplified and over-standardized the situations of the rated firms.303 Indeed, “the conclusion of our analysis of the relation between a variety of measures of corporate performance and governance is that no one governance index does very well, let alone clearly outperforms the other indices or single governance components.”304

In 2021, an “ISS ESG Governance QualityScore Methodology Guide” included, as an appendix, a list of 412 individual factors involved.305
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55. Could corporate governance ratings be improved by “develop[ing] separate methodologies for . . . companies with and without a controlling shareholder”?306 Should such a technique be extended to create separate assessment approaches for corporations with one or more shareholders who own significant, but not controlling, blocks of shares? How would this approach relate to the differences between corporate governance systems in countries with concentrated share ownership and those in countries with dispersed share ownership?307

56. In what ways could an attempt to determine which governance initiatives might best improve a corporation’s governance parallel attempts, as discussed in Chapter 6, to determine which types of and formulas for compensation might best improve officers’ and directors’ performance? In what ways would the attempts to measure, and reward, the results of outstanding performance on the part of the firm (or of a director or officer) as distinguished from the general results of a rising market, be the same or different?

57. Would it be appropriate and useful for corporate governance ratings to include “an employee assessment of managerial behavior and ethics”?308

58. Do corporate governance rating firms pose the same risks of conflicts of interest as do credit rating agencies, discussed in Section 4.03(A)? Should governance rating firms be regulated in some way?309

59. Do corporate boards have a fiduciary duty to implement governance mechanisms that will enhance their governance ratings, even if the studies discussed suggest that these changes might not beneficially affect the corporation’s financial performance? Do boards ever have a fiduciary duty to implement such changes even if they might actually harm the corporation’s performance?310

60. In what ways might a board’s approach to improving its governance ratings be compared to a board’s “lip service” approach toward adopting 78corporate social responsibility programs? Also, as discussed in Chapter 7, might a board justifiably decide to implement only those governance mechanisms that align with the company’s existing strengths and predilections?

61. Can a board defend its adoption of corporate governance mechanisms on the grounds that, in the words of a former Chief Justice of the Delaware Supreme Court, “the ‘background music’ of optimum corporate governance principles establishes an environment that has to be generally helpful in a litigation or regulatory setting”?311

62. Could it be argued that, even if a board cannot definitively justify its implementation of specific governance mechanisms on the grounds of increased performance, their mere attempt to focus on improving their governance — their “raised consciousness,” as it were — will inevitably benefit the firm, including by forestalling governance and operational mistakes?

A Proposal

Despite shareholders’ decades of demands for increased transparency in governance, few boards of directors have publicly identified any specific revisions to these documents. Dozens of major corporations haven’t even put a date on their posted principles, leaving readers to wonder whether, when, and what modifications might have been made.

A number of trends in such amendments are relatively uncontroversial. For example, guidelines are now more likely to limit (or to limit further) the number of boards on which directors can sit, and to require directors to offer their resignations after significant changes in their health, or if their activities might harm the company’s reputation. Some corporations have clarified their policies on the role of a lead independent director, on boardroom confidentiality, and on preparations for management succession.

More vaguely, recent governance principles often mention the interests of stakeholders such as employees, customers, and communities; emphasize the board’s roles in ensuring compliance, managing risk, and maintaining the “corporate culture”; and promise efforts to increase diversity among the directors.

However, shareholders might be most concerned about any changes in: the age for directors’ “mandatory” retirement (still usually subject to the board’s discretion); term limits for directors; the criteria for board nominees and for directors’ qualifying as independent; director compensation; the amount or value of company stock that directors and senior officers are required to own; and policies for the approval of political contributions, charitable donations, and transactions in which a director or senior officer might have a conflict of interest.
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At no corporate cost whatsoever, boards could resolve to adopt two simple practices:

First, include at the beginning of each posted set of guidelines, and next to its Web link, not only its effective date, but also the date of the version that it supersedes.

Second, add an adjacent link to a “redlined” or “track changes” document that highlights every difference between these two versions.

When boards don’t like some of their own governance guidelines, they should at least show shareholders exactly what they’re installing instead.

(See also Appendix C, “Ten Tips Towards Transparency in Posting Core Corporate Documents.)

A Final (Introductory) Question


The composer [Igor] Stravinsky had written a new piece with a difficult violin passage. After it had been in rehearsal for several weeks, the solo violinist came to Stravinsky and said he was sorry, he had tried his best, [but] the passage was too difficult, [and] no violinist could play it. Stravinsky said, “I understand that. What I am after is the sound of someone trying to play it.”312



In what sense are today’s corporate directors and officers like Stravinsky’s violinist? In the world of corporate governance, which individuals and institutions can be compared to Stravinsky?
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Oracle cannot persuasively contend that its bylaws are like any other contract . . . while simultaneously arguing that it was permitted under corporate law to amend those bylaws in a manner that it could not have achieved under contract law. Modern federal law plainly favors the enforcement of contractual venue clauses, but even in the case of a form contract, a court merely gives effect to a bilateral agreement between the parties that any disputes they may have arising out of that agreement will be litigated in a particular forum. Here, in contrast, the venue provision was unilaterally adopted by the directors who are defendants in this action, after the majority of the purported wrongdoing is alleged to have occurred, and without the consent of existing shareholders who acquired their shares when no such bylaw was in effect. Under these circumstances, there is no basis for the Court to disregard the plaintiffs’ choice of forum, which Oracle does not contend is otherwise improper on any grounds, or so inconvenient as to warrant a transfer to another federal court under 28 U.S.C. §1404(a).
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Chapter 2 The Directors’ and Officers’ Powers and Processes (I) DUTY OF DUE CARE — PREPARATIONS AND PRECAUTIONS

2.01. The Rationality Requirement

2.02. The Requirement of Being Appropriately Informed

2.02(A). The Duty to Attend Meetings

2.02(B). The Duty to Know Basic Background Information About the Corporation and About Directors’ Responsibilities

2.02(C). The Duty to Prepare and to Participate

2.02(C)(1)(a). The Van Gorkom Decision

2.02(C)(1)(b). Fulfilling Directors’ Meeting-Related Duties

2.02(C)(1)(c). The Role of Robert’s Rules in Directors’ Meetings

2.02(C)(1)(d). Variable Voting for Directors

2.02(C)(2). The Delaware Supreme Court’s Disney Decision

2.02(C)(3). (Re)Drafting Exercise: Minutes of Directors’ Meeting

2.02(D). The Duty to Monitor the Corporation’s Activities and Performance

2.02(D)(1). The Caremark Decision

2.02(D)(2). The McCall and Abbott Laboratories Decisions

2.02(D)(3). The Delaware Supreme Court’s Disney Decision

2.02(D)(4). The Stone Decision

2.02(D)(4)(a). Special Concerns of Cybersecurity

2.02(D)(5). Other Requirements of, and for, Compliance Programs

2.02(D)(5)(a). The Sarbanes-Oxley Act
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2.02(D)(5)(b). The Federal Sentencing Guidelines

2.02(D)(5)(c). Compliance Committees and Chief Compliance Officers

2.02(d)(5)(e). Other Doctrines of Liability

2.02(E). The Duty to Enhance Decision-Making?: A Précis of Proclivities and Predilections

2.02(E)(1). Patterns of Pitfalls

2.02(E)(2). Preventive Procedures, Policies, and Protocols

2.02(F). Emergency Bylaws


INTRODUCTION


The fundamental role of the directors is to exercise their business judgment to act in what they reasonably believe to be the best interests of the Corporation and its shareholders.

— Apple Corporate Governance Guidelines (as of August 19, 2020)

Directors should have the duty of curiosity to ask difficult questions.

— Dr. Roger Raber, CEO, National Association of Corporate Directors (NACD), 20021




Corporate Governance Guidelines, on the Role of the Board

The Board oversees and strategically advises and sets the tone of, but does not duplicate, management’s day-to-day operation of the business of the Company, including budgeting as well as risk assessment and mitigation. Where necessary, the Board evaluates and decides whether to approve major strategic decisions. It ensures that management, while complying with relevant statutes and regulations and with the Company’s own policies, promotes the long-term economic value and vitality of the Company and its stock. The Board identifies candidates for election as Directors; it also selects and sets the compensation of, and ensures succession plans for (and, when necessary, removes), the CEO and other senior managers.


Under the Model Business Corporation Act (MBCA), “a ll corporate powers shall be exercised by or under the authority of the board of directors, and the business and affairs of the corporation shall be managed by or under the direction, and subject to the oversight, of the board of directors....”2 Similarly, the Delaware General Corporation Law indicates that “[t]he business and affairs of every [Delaware] corporation shall be managed by or under the direction of a 83board of directors....”3 Parallel provisions can be found in the corporate governance principles enunciated by the American Law Institute4 and by TIAA.5

Although the board thus has the authority both to manage the corporation directly and to monitor the officers’ management of operations, over the last 40 years, boards have increasingly emphasized — and, through “board engagement,”6 become more active in — the latter role.7 In 1980, the editor of the Harvard Business Review could observe that


[t]he strengthening of the corporate board of directors has not yet produced a clear or widely accepted conclusion about the board’s role in formulating, ratifying, changing, or evaluating corporate strategy. Discussion of this subject among chief executive officers (who are often also board chairmen) does not thrive. . . . Nonetheless, the forces shaping corporate governance, including restlessness among independent directors, are pressing boards toward greater participation in determining the future direction and character of their companies.8
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In 2008, a former president of Princeton University, himself a veteran member of for-profit and non-profit boards, acknowledged that


[b]oth sectors are putting more and more emphasis on the strategic-planning function of boards. . . . Boards in both sectors almost never make policy in any thoroughgoing way. Rather, they raise questions, debate policy choices, and eventually adopt or reject recommendations brought to them by the president or CEO. . . .

Boards can, however, participate effectively in the policy-making process: first, by asking the right questions, which are almost never purely financial in nature; second, by making sure that each realistic course of action has been identified and that a good-faith stab has been made at weighing the costs and benefits of the main options; and, third, by occasionally introducing new approaches.9



This chapter (concerning the duty of care) and Chapter 3 (concerning the duty of loyalty) address the fundamental responsibilities of directors and officers, both individually and as a group, in acting on behalf of the corporation, as well as their potential liabilities should they fail to satisfy those responsibilities. However, because the directors’ responsibility of overseeing the corporation’s operations and legal compliance raises issues of the board’s “good faith,” which Delaware courts have identified as an element of the duty of loyalty, this chapter also discusses the interrelationship of the duty of care, the duty of loyalty, and the obligation of good faith.

Generally speaking, the responsibilities of the board fall into two categories, the substantive and the procedural: first, they must monitor and engage in the management of specific aspects of the firm’s management; and second, in doing so they must follow the proper process.

As recently as 2016 (but not in its 2020 revision), the MBCA explicitly called for the board (substantively) to attend to the firm’s business operations, the major risks facing the firm, the performance and compensation of senior officers, and the preparation of the firm’s financial statements.10 Procedurally, it also required the board to institute policies and practices to ensure legal and ethical compliance; adopt effective internal controls; arrange for the board to be appropriately informed; and ensure the proper composition of the board and of its committees.11
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The distinction between these two elements of responsibility is essential to understanding the operation of the business judgment rule,12 a standard of review that presumes13 that directors and officers14 “have met the[ir] standard of conduct”15 — that is, they have fulfilled their duties of care and loyalty, and obligation of good faith, in making decisions,16 even if those decisions cause harm to the company. This can be diagrammed as follows:


Table 2.1

	

	DECISION SUBSTANTIVELY NOT HARMFUL

	DECISION SUBSTANTIVELY HARMFUL




	DECISION PROCEDURE APPROPRIATE

	Situation 1Directors and officers not liable

	Situation 2*Business Judgment Rule: Directors and officers not liable




	DECISION PROCEDURE INAPPROPRIATE

	Situation 3Directors and officers not liable

	Situation 4*Business Judgment Rule: Directors and officers liable (if presumption overcome)





If a decision, whether or not the decision-making process was appropriate, did not harm the corporation (as in Situations 1 and 3), there is no liability to ground a claim against the directors or officers. If the decision did harm the corporation, a shareholder must show, to hold specific directors or officers liable, that their decision-making process violated their fiduciary duties of care and/or loyalty (Situation 4). But in Situation 2, the business judgment rule protects from liability 86directors or officers who supported a decision that harmed the corporation, so long as the shareholder cannot establish that their decision-making process was inappropriate17: that is, “unless a clear case is made out of fraud, oppression, arbitrary action, or breach of trust.”18

Executives are thus encouraged to expose the corporation to (reasonable) risks. As Amazon’s CEO, Jeff Bezos, proclaimed to shareholders in 2015,


I believe we are the best place in the world to fail (we have plenty of practice!), and failure and invention are inseparable twins. . . . Most large organizations embrace the idea of invention, but are not willing to suffer the string of failed experiments necessary to get there.19



Or, as incoming Coca-Cola CEO James Quincey told the Wall Street Journal two years later, “If we’re not making mistakes, we’re not trying hard enough.”20

The directors’ duties of care and loyalty, and their obligation of good faith, track those duties traditionally required of agents such as officers.21 However, although caselaw and commentary generally do not emphasize the point, directors are not agents. Indeed, the Restatement (Second) of Agency Law specifically indicates that “[n] either the board of directors nor an individual director of a business is, as such, an agent of the corporation or of its [shareholders],”22 and the Restatement (Third) of Agency Law concurs.23 Directors are not agents because 87they are under the direct control neither of the shareholders24 — who at best can have them sued and/or discharged25 — or of the corporation, which the directors themselves control26 and on whose behalf an individual director has no authority to act.27

Yet the duties of agents apply to directors by analogy, because their status, though “sui generis,”28 resembles that of a fiduciary, such as a trustee of a trust.29 Indeed, 70 years ago the Delaware Supreme Court asserted that


[c] orporate officers and directors are not permitted to use their position of trust and confidence to further their private interests. While technically not trustees, they stand in a fiduciary relation to the corporation and its stockholders. A public policy, existing through the years, and derived from a profound knowledge of human characteristics and motives, has established a rule that demands of a corporate officer or director, peremptorily and inexorably, the most scrupulous observance of his duty, not only affirmatively to protect the interests of the corporation committed to his charge, but also to refrain from doing anything that would work injury to the corporation, or to deprive it of profit or advantage which his skill and ability might properly bring to it, or to enable it to make in the reasonable and lawful exercise of its powers.30



By contrast, corporate officers — such as the chief executive officer (CEO), president, vice president, secretary, and treasurer — are, when acting on behalf of the corporation, agents of the corporation,31 subject to the monitoring and control 88of, and to the same fiduciary duties as,32 the directors. However, officers, like directors,33 are not agents of, and thus do not owe fiduciary duties directly to, shareholders;34 nor are they agents of, or do they owe fiduciary duties to, directors.35 (Nor do corporations themselves, as entities, owe fiduciary duties to shareholders.36 If a shareholder wishes to launch a derivative suit against current or former directors or officers for breach of their fiduciary duties, she will be bringing the lawsuit on behalf of the corporation, to whom these duties were owed by the defendants.)

Only in January 2009 did the Delaware Supreme Court clarify that “corporate officers owe fiduciary duties identical to those of directors.”37 This statement should render obsolete a 2007 survey’s conclusion that “many lawyers do not 89provide full-bodied fiduciary duty advice to officers in their capacity as officers at all....”38 However, this decision did not specifically address the business judgment rule for officers, or the duty of care or oversight responsibilities of officers; questions might remain about whether counsel are appropriately educating officers on these topics.39

Thus, the following discussion of the duties of directors should be taken generally to apply to the duties of officers as well40 (although the directors, who act through discussion and voting at board meetings, are responsible for overseeing 90the performance of the officers, who directly and individually implement the initiatives approved by the board.)41



2.01–THE RATIONALITY REQUIREMENT


He knew as well as any man that most decisions are made on the spot and without thought; but it was proper and wise to behave as though men were as rational and deliberate as they pretended to be.

C.P. Snow, The Light and the Dark (1947)



A director’s duty of care can be divided into two components: her duty to be appropriately informed and her duty to make decisions rationally based on the information that she has obtained.

The rationality requirement is relatively easy to describe and to meet: under Delaware caselaw, it should be satisfied by any decision except one that cannot “be attributed to any rational business purpose,”42 or that “is so far beyond the bounds of reasonable judgment that it seems essentially inexplicable on any ground other than bad faith.”43

Thus, in 1968 a court upheld the Chicago Cubs’ board’s decision not to have the team play night games, even though all of the other major league teams were doing so; the court concluded that the board’s professed concern for the stadium’s neighborhood


might well be considered by a director who was considering the patrons who would or would not attend the games if the park were in a poor neighborhood. Furthermore, the long run interest of the corporation in 91its property value at Wrigley Field might demand all efforts to keep the neighborhood from deteriorating.44



An example of an indefensible decision is a board’s approving the requirement that an individual serving as both board chair and CEO receive personally a substantial bribe from an acquirer of the company: “it is inexplicable that independent directors, acting in good faith, could approve” such an arrangement.45 Another is the board’s decision, when facing a proposed takeover, to adopt defensive tactics that are “not reasonable in relation to any threat posed” to the interests of the shareholders.46

It is also possible that, in some extreme situations, plaintiffs might be able to show that a transaction approved by the board “was so one-sided that no business person of ordinary, sound judgment could conclude that the corporation has received adequate consideration”47 — that is, it is an “unconscionable case where directors irrationally squander or give away corporate assets.”48 In such a situation, not only the directors’ due care but also their loyalty and good faith might be called 92into question, if the court suspects them of having committed a fraud on the corporation and its shareholders.49

However, the elements of satisfying the duty to be informed are more complex, and perhaps easier for a plaintiff to challenge.



2.02–THE REQUIREMENT OF BEING APPROPRIATELY INFORMED


2.02(A)–The Duty to Attend Meetings


Directors’ Attendance and Participation

Directors are expected to attend in person and participate fully and candidly (including raising any questions, however basic, and requesting any clarifications or additional material necessary) in all meetings of the Board and Committees on which such Director serves. In extenuating circumstances and with the permission of the Chair of the Board or of the Committee, a Director may attend a meeting via telephone or videoconference. In considering whether to grant such permission, the Chair shall take into account the agenda for the meeting as well as the security of the technology available to connect the Director to the meeting. A Director who can attend a Board or Committee meeting neither in person nor electronically should notify the Chairman or the Chair of the appropriate committee as far as possible in advance of such meeting.
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The Board will consider carefully whether to nominate for re-election to the Board any Director who has not attended, in person or through technology, at least 75% of total number of Board meetings (regular meetings plus special meetings) and at least 75% of the total number of meetings of Committees of which he or she is a member, during a calendar year.


In 1957, though one corporate law text characterized any such requirement as “little more than a pious hope,”50 courts were already insisting that directors attend board meetings.51 The attendance requirement has only garnered more support since then: for instance, in 1981, the New Jersey Supreme Court noted, in Francis v. United Jersey Bank:


Directorial management does not require a detailed inspection of day-to-day activities, but rather a general monitoring of corporate affairs and policies. . . . Accordingly, a director is well advised to attend board meetings regularly. . . . Regular attendance does not mean that directors must attend every meeting, but that directors should attend meetings as a matter of practice.52

In 1978, the Securities and Exchange Commission (SEC)

recognize[d] that in particular instances directors may provide the board with valuable insight and expertise without actually attending formal meetings on more than an intermittent basis. However, we believe that these occasions are likely to be the exception and that, in general, attendance is an indication of effective board and committee functioning and is relevant to an evaluation of directors for election purposes.53



Therefore, the SEC required corporations to identify in their proxy statements those directors who did not attend at least 75% of the meetings held by the board as a whole or by a subcommittee of which they were then a member during the last fiscal year.54
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A number of companies have adopted, as part of their corporate governance policies, statements according to which directors are expected to exert their best efforts to attend every meeting of the board. The institutional investors California Public Employees’ Retirement System (CalPERS)55 and California State Teachers’ Retirement System (CalSTRS),56 as well as the Council of Institutional Investors,57 recommend that corporations adopt a board meeting attendance minimum of 75% for each director, and some corporate governance polices of individual firms have instituted such a requirement.58

Directors are generally not permitted to vote by proxy — that is, to delegate to another director their power to vote.59
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QUESTIONS–2.02(A)

1. By what process should a board receive and evaluate a director’s explanations for her absences from board or committee meetings, particularly if they arise from sensitive circumstances? For example, what if a director says, “I missed Monday’s meeting because I needed to get a restraining order against my spouse/partner”?

(1a) Should all members of the board, or only the chair or another designated member, be apprised of the reason(s) for a director’s absence?

(1b) Should a director be required to explain in writing the reasons for each absence, or for absences over a certain number? In what degree of detail? With what type (if any) of supporting documentation?

(1c) Is it within the province of the chair, another designated member, or the whole board itself, to excuse absences? Under what circumstances?

(1d) What process should a board follow when the reason offered by a director for his absence (for example, ongoing treatment for substance abuse or for depression) suggests that the director may be absent from, or possibly not operating at normal capacity at, future meetings?

2. The Delaware General Corporation Law specifically allows directors, “[u]nless otherwise restricted by the certificate of incorporation or by-laws,” to participate (and be counted as present at) board and committee meetings “by means of conference telephone or other communications equipment by means of which all persons participating in the meeting can hear each other.”60

(2a) Tom Wolfe’s 1987 novel Bonfire of the Vanities includes a scene in which several bond traders confer by speakerphone with their superior, Lopwitz, who is in London. The protagonist, noting cynically that the traders are smiling at the speakerphone box as though Lopwitz could see their expressions, suspects that one of his colleagues feels that their absent leader is trying


to play the nob on the terrace of some British cricket club and at the same time conduct a meeting in New York. . . . No doubt Lopwitz had his own audience on hand at the cricket club to watch this performance, as his great words bounced off a communication satellite somewhere up in the empyrean and hit Wall Street.61
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What concerns should boards have, and what practices or policies should they adopt to minimize them, that participation in board meetings by speakerphone or videoconference would:

i. enable impostors to impersonate members of the board?

ii. compromise the confidentiality of the proceedings?

iii. alter the interpersonal dynamics of communication, and thus of decision making, among the participants?

(2b) Should directors ever consider (assuming the relevant state law allows it) conducting a meeting entirely by text online—for instance, in a special chat-room facility, in which each director could type in his or her remarks? Would that technological arrangement be considered as allowing all participants to “hear each other”? What other considerations should the board take into account in evaluating such a proposal?

(2c) Under what circumstances should incorporators consider including, boards consider drafting, or shareholders consider proposing, provisions in the certificate of incorporation and bylaws that explicitly prevent virtual participation by directors? Should such provisions apply to all directors, to all meetings, and to all technologies?

(2d) Might it be considered a failure of the duty of care for a director or officer to remain less than completely accessible by electronic communication, at least during “business hours” (however those might be defined by the company)? How available must a director or officer be, if not physically present, under ordinary circumstances? In times of crisis?

In November 2007, a front-page story in the Wall Street Journal reported that even as the markets had been in turmoil four months previously because of the sub-prime mortgage collapse, James Cayne, the chief executive officer and chairman of Bear Stearns, “wasn’t near his Wall Street office [but] was playing in a bridge tournament in Nashville, Tenn., without a cellphone or email device....”62 The article added that
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[i]n summer weeks, he typically left the office on Thursday afternoon and spent Friday at his New Jersey golf club, out of touch for stretches, according to associates and golf records. In the critical month of July, he spent 10 of the 21 workdays out of the office, either at the bridge event or golfing, according to golf, bridge, and hotel records.



Although the golf club apparently prohibited members from carrying cell phones or e-mail devices on the course, “Mr. Cayne would occasionally use a land line near the course’s ninth hole to check in with the office.” When in Nashville, he and a co-president of Bear Stearns, who was also playing in the bridge tournament, participated in executive committee meetings by teleconference.

Two months after the article appeared, Cayne relinquished his position as CEO of the firm.

Similarly, in June 2010, two months after oil began gushing from an exploded BP drilling rig into the Gulf of Mexico, CEO Anthony Hayward — who only three weeks earlier had infuriated many observers by declaring that “I’d like my life back” — “spent the day off the coast of England watching his yacht compete in one of the world’s largest races.”63 (A company spokesperson insisted that “‘Tony receives regular updates from the gulf.’”)64 BP’s board replaced Hayward as CEO in late July 2010.



2.02(B)–The Duty to Know Basic Background Information About the Corporation and About Directors’ Responsibilities


Maybe you could tell me what you think is going on here. And please, speak as you might to a young child, or a golden retriever. It wasn’t brains that got me here, I can assure you of that.

— CEO John Tuld (Jeremy Irons), to a member of his firm’s risk management department, beginning an emergency meeting concerning a potential financial catastrophe.

— Margin Call (2011), written by J. C. Chandor

One of the running jokes of Mr. Chandor’s script is that the higher a person’s rank, the less he is likely to understand what the firm is actually doing. This ignorance is almost a point of pride. “I don’t get any of this stuff” — this line is repeated [by three successively higher levels of executives] and then Tuld.

— A.O. Scott, reviewing the movie for the New York Times65

I don’t know about technology and I don’t know about finance and accounting.

— Testimony of Bernard Ebbers, former CEO of WorldCom, Inc.66
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Directors’ Business Awareness

Each Director should be sufficiently familiar with the business of the Company, including its financial statements and capital structure, and the risks and competition it faces, to ensure active and effective participation in the deliberations of the Board and of each Committee on which he or she serves.


In its Francis decision, the New Jersey Supreme Court also indicated that


[a]s a general rule, a director should acquire at least a rudimentary understanding of the business of the corporation. Accordingly, a director should become familiar with the fundamentals of the business in which the corporation is engaged.67



The director at issue, who had allowed her two sons (themselves directors and officers) to embezzle funds from the corporation,


was not active in the business [of the firm] and knew virtually nothing of its corporate affairs. She briefly visited the corporate offices in Morristown on only one occasion, and she never read or obtained the annual financial statements. She was unfamiliar with the rudiments of [the firm’s business] and made no effort to assure that the policies and practices of the corporation, particularly pertaining to the withdrawal of funds, complied with industry custom or relevant law.68



For precisely this reason — and because the New York Stock Exchange listing requirements mandate disclosure of corporate efforts in this area69 — many of today’s firms provide, either in-house or through third parties, director orientation sessions to familiarize new directors with the fundamentals of the industry and of the company’s operations, as well as with the general responsibilities of directors.70 These “on-boarding” programs, which new directors may be required to attend, by some corporations’ 99bylaws or governance guidelines, “prior to or as soon as reasonably practicable” after being elected, often include meetings with and presentations by the company’s senior management and other executives, as well as tours of company facilities. Many firms also furnish their directors with, or reimburse them for the costs of, continuing education programs to update and further develop their knowledge and skills. The implementation of these programs often falls under the responsibilities of the corporation’s secretary, general counsel, or governance committee.


	The Online Supplement to this book includes, as Appendices D and E, respectively, detailed lists of Recommended Reading (and Reviewing) for New and Current Directors and suggestions for Preparing Professional Programs: Projects, Prototypes, Portfolios, and Priorities.




Directors’ Orientation and Continuing Education

All new Directors must participate in the Company’s Director Orientation Program, which should be conducted within two months of each new Director’s election.

This orientation includes visits to Company facilities and presentations by senior management to familiarize new Directors with: the Company’s business fundamentals; strategic plans; significant financial, accounting and risk management systems and issues; most recent regulatory filings (including the Annual Report on Form 10-K and annual proxy statement); governance documents (including the Certificate of Incorporation, By-Laws, committee charters, and Corporate Governance Guidelines); key policies and practices; compliance programs; Code of Business Conduct and Ethics; principal officers (including the CEO, CFO, and General Counsel); financial statements; and internal auditor(s) and independent auditors.

All other Directors are invited to attend the orientation program.

The Company will periodically provide the Board, by presentations at regular Board meetings and by material distributed between meetings, with continuing education on developments in governance and compliance, and in business trends and practices. The Company will also pay for reasonable expenses incurred by Directors who take external courses in continuing Director education.

Directors are strongly encouraged to attend, in person or through technological means, the Company’s annual presentation, and quarterly conference calls with, financial analysts.
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QUESTIONS–2.02(B)

1. Should all directors be required to take orientation and continuing education courses? If not, who decides which directors should take the courses, and how is the decision made? Should it be left up to individual directors to decide whether they wish to take such courses?

Is it sufficient for a corporation’s governance guidelines to say that “[d]irectors are required to continue educating themselves with respect to industry practices”?

2. Beyond discussions of the corporation’s industry and activities, and the legal responsibilities of directors, should corporations offer their own directors in-house courses in, or require them to attend outside programs on, such essential business skills as reading and interpreting financial statements? See Section 5.01 (A)(1)(b) and associated questions (concering directors’ “financial literacy”).

3. Could the materials supplied by the company to its directors during these programs be used as evidence to support directors’ claims that they had not been sufficiently and/or accurately informed of the corporation’s operations — or, conversely, to support the corporation’s claim that it had provided complete and correct information? Should the corporation and/or its directors preserve, for this reason, a copy of the materials as well as audio or video recordings of the presentations themselves?

4. Should at least one experienced director or corporate counsel be required to attend courses presented by the corporation itself, to ensure their accuracy and thoroughness?

5. Should the board require directors who choose to take orientation and continuing education courses offered by third parties to notify the board that they have taken such courses, and to furnish to the board a copy of the course materials that they received? If the content of those materials is inaccurate or incomplete, does the board have a duty to so advise those directors (and to warn the others)?

6. Principle 2.9.1 of the Council of Institutional Investors’ Global Principles of Accountable Corporate Governance suggests that “[d]irectors should receive training from independent sources on their fiduciary responsibilities and liabilities.” Should the board’s in-house counsel and regular outside counsel be considered sufficiently “independent” to give directors a general briefing on their responsibilities?

7. To what degree does outside counsel for the board, or for one or more officers or directors individually, have an ethical and/or practical obligation to become versed in the details of the corporation’s operations and of its industry/profession? To what degree does counsel for one or more shareholders have such an obligation?

8. (8a) Is there any standard for the minimum level of knowledge that directors should have about the specific operations of their own companies? About the industry/profession in which the company operates? Should companies offer outside directors courses in such areas, and should inside directors and other officers participate to provide their perspectives?
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(8b) Is there any standard for the minimum level of knowledge that directors should have about business skills (such as accounting) and areas of concern (such as computer security)? Would the relevant volumes of the (unflatteringly but approachably named) “__ for Dummies”71 and/or “Complete Idiot’s Guide to __”72 series offer an indication of appropriate skills, fields, and/or minimum background?



2.02(C)–The Duty to Prepare and to Participate


“I shall not flinch, you may depend on it, Mr. Lydgate,” said Mr. Bulstrode. . . . “Suitable directors to assist me I have no doubt of securing. Mr. Brooke of Tipton has already given me his concurrence, and a pledge to contribute yearly: he has not specified the sum — probably not a great one. But he will be a useful member of the Board.”

A useful member was perhaps to be defined as one who would originate nothing, and always vote with Mr. Bulstrode.

George Eliot, Middlemarch, Book 5, Ch.45 (1871-1872)

I’ve been on 19 boards and they put me on one comp[ensation] committee — and they regretted it. They’re looking for cocker spaniels, not Dobermans.

— Warren Buffett73

If you don’t see what you want, please ask.

— Sign posted in many stores




Procedures for Directors’ Meetings

Regular and special meetings of the Board and its committees should be conducted in a manner that ensures open communication, objective and constructive participation, and timely resolution of issues. The agenda shall be flexible enough to enable the discussion of late-breaking and/or unexpected developments.
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Agendas

Each Director may recommend agenda items for upcoming meetings. Each Director is free to raise during a meeting subjects that were not on the agenda for that meeting, although Directors are encouraged to make reasonable efforts to notify the Chairman before such meetings that they will raise such subjects at the meeting. Each Director is encouraged to request he presence of and/or a report by any member(s) of the Company’s management at a Board meeting, and supplemental materials to be distributed between Board meetings.

Contacting Management74

Directors have open access to the Company’s officers and other employees. A Director may initiate contact herself with Company personnel, or may request that the Chairman, Secretary, or a committee Chair make appropriate personnel available.

Directors are encouraged to arrange such contacts in a method that does not disrupt the Company’s ordinary business operations. Directors shall not, in these interactions, give direction to Company officers or other employees. Any written communications between a Director and an officer or other employee shall, unless inappropriate in the circumstances, be copied to the CEO, the Lead Director, the Chairman, and the General Counsel.

Directors’ Responsibility [Articles of Incorporation]

A Director’s responsibility to the Corporation shall be limited to discharging his or her duties as a Director, including his or her duties as a member of any committee of the Board of Directors upon which he or she may serve, in good faith, with the care an ordinarily prudent person in a like position would exercise under similar circumstances, and in a manner the Director reasonably believes to be in the best interests of the Corporation, all based on the facts then known to the Director.

In discharging his or her duties, a Director is entitled to rely on information, opinions, reports, or statements, including financial statements and other financial data, if prepared or presented by: (1) one or more officers or employees of the Corporation whom the Director reasonably believes to be reliable and competent in the matters presented; (2) legal counsel, public accountants, or other persons as to matters the Director reasonably believes are within such person’s professional or expert competence; or (3) a committee of the Board of which the Director is not a member if the Director reasonably believes the Committee merits confidence; but a Director is not acting in 103good faith if the Director has knowledge concerning the matter in question that makes reliance otherwise permitted by this Section unwarranted.

A Director shall not be liable for any action taken as a Director, or any failure to take any action, unless (a) the Director has breached or failed to perform the duties of the Director’s office in compliance with this Section, and (b) the breach or failure to perform constitutes willful misconduct or recklessness.



2.02(C)(1)(a)–The Van Gorkom Decision

In its Smith v. Van Gorkom75 decision in 1985, the Delaware Supreme Court shocked the corporate community by concluding that the directors of Trans Union Corporation had


breached their fiduciary duty to their stockholders (1) by their failure to inform themselves of all information reasonably available to them and relevant to their decision to recommend [a proposed] merger; and (2) by their failure to disclose all material information such as a reasonable stockholder would consider important in deciding whether to approve the [proposed] offer.76



Thus, the business judgment rule did not prevent the directors who voted to approve the transaction from being personally liable.

In brief, Jerome W. Van Gorkom, the company’s chairman and chief executive officer, himself proposed that the company be acquired through a leveraged buyout by an acquaintance, Jay A. Pritzker, for a price of $55 per share. Van Gorkom privately instructed the company’s controller to evaluate the feasibility of this price; although he was advised that the price was not optimal, Van Gorkom proceeded to propose the $55 price to Pritzker. Five days later, Pritzker adopted the proposal and insisted that the board approve or reject it within the next three days. The next day, Van Gorkom notified both senior management and the board that there would be separate special meetings, scheduled for the following day (a Saturday), without advising them of the purpose of the meetings. Although in its one-hour meeting senior management disapproved of the proposal, Van Gorkom nonetheless proceeded to the board meeting, at which the directors, all of them distinguished businessmen and all “well informed about the Company and its operations as a going concern,”77 ultimately approved the transaction. Dismissing any suggestion that the directors had breached their duty of loyalty, the court focused on their duty of care, under a standard of gross negligence78 — a standard whose parameters the court did not clearly define.79
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However, in concluding that the directors had indeed been grossly negligent, the court emphasized that:


	the meeting had been called on short notice;

	the directors had had no notice of the nature of the meeting;

	Van Gorkom had not provided a copy of the proposed agreement, or even a written summary of its terms, but had offered the board only a 20-minute oral presentation;

	Van Gorkom had not justified the $55 per share price;

	no informed members of senior management, whom the board might have consulted, had been present at the board meeting;

	Van Gorkom had not justified the necessity of the board’s reaching a decision within the accelerated deadline imposed by Pritzker;

	the board had, nonetheless, not requested more information, not challenged the sufficiency of the proposed price, not asked for a valuation of the company to be prepared, and not attempted to have Pritzker extend his deadline; and

	the board had approved the proposal in only two hours.



The Court found that “the directors were duty bound to make reasonable inquiry of Van Gorkom and [the company’s chief financial officer, who himself had learned of the proposed sale only an hour before the board meeting], and if they had done so, the inadequacy of [the information] upon which they now claim to have relied would have been apparent.”80

Beyond focusing the attention of directors and their counsel on the need to adopt — and document the board’s conformance with — proper procedures for making major decisions,81 the decision immediately raised fears that existing directors would resign to avoid such liability, that qualified candidates for board positions would remove themselves from consideration, and that rates for directors’ and officers’ insurance would spike.

The following year, in a development that would be taken advantage of by “[t] he vast majority of Delaware corporations”82 and would soon followed by other states, Delaware’s legislature enabled corporations to prospectively exculpate their directors from liability for breach of their fiduciary duty of due care. New subsection 105102(b)(7) of the state’s General Corporation Law explicitly allowed certificates of incorporation to include a “provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty as a director.”


Limitation of Liability of Directors [Articles of Incorporation]

To the fullest extent permitted by [state of incorporation] statutory or decisional law, as amended or interpreted, no Director of the Corporation shall be personally liable to the Corporation or its stockholders for monetary damages for breach of fiduciary duty as a Director. This Section does not affect the availability of equitable remedies for breach of fiduciary duties.

[Alternate:]

No Director shall be personally liable to the Corporation or its stockholders for monetary damages for breach of fiduciary duty as a Director, except for liability (i) for any breach of the Director’s duty of loyalty to the Corporation or its stockholders; (ii) for acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law, (iii) under [a specific provision], or any successor provision thereto, of the [corporate statute of the state of incorporation], or (iv) for any transaction from which the Director derived an improper personal benefit.

Any amendment, modification or repeal of the foregoing sentence shall not adversely affect any right or protection of a Director of the Corporation hereunder in respect of any act or omission occurring prior to the time of such amendment, modification, or repeal.

If after the stockholders have approved this section of the Certificate of Incorporation the [corporate law of the state of incorporation] is amended to authorize corporate action further limiting, or eliminating, the personal liability of Directors, then the liability of a Director of the Corporation shall be eliminated or limited to the fullest extent permitted by the [corporate law of the state of incorporation], as amended.


Because under this provision liability specifically cannot be limited for “any breach of the director’s duty of loyalty to the corporation or its stockholders,” “acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law,” unlawful payment of dividends, or “any transaction from which the director derived an improper personal benefit,”83 the exculpation operates 106only to protect directors from exposure threatened by Van Gorkom. Indeed, one observer noted in 2007 that


[c]onsidering the business judgment rule presumption, and in light of the prevalence of exculpatory charter provisions, it is not surprising that no Delaware court since Van Gorkom has premised director liability solely on a breach of the duty of care. This has led several commentators to conclude that the fiduciary duty of care exists only as an aspirational and unenforceable standard.84



Moreover, by encouraging shareholder derivative lawsuit plaintiffs faced with exculpation provisions to recast their claims as breaches of the obligation of good faith or the duty of loyalty,85 this legislative development ultimately resulted in a clarification of the relationship of these responsibilities, as discussed in Section 2.02(D)(4).



2.02(C)(1)(b)–Fulfilling Directors’ Meeting-Related Duties

Today, the corporate governance guidelines of many companies emphasize each director’s responsibility to prepare for,86 and to participate actively in setting the agenda for,87 and particularly in discussions during,88 board and committee meetings.

Conversely, the guidelines also call for the company to furnish with directors with relevant, and readily assimilable, information in time to allow them to review it before meetings. For example, “Efforts shall be made to make this material concise 107but in sufficient detail....; it shall be analytic as well as informational; and it shall include highlights and summaries whenever appropriate.”89


Materials for Directors’ Meetings

The Board is provided, electronically or in writing, sufficiently in advance of meetings (generally, four to six days before the meeting) to allow Directors to review the written material, with agendas and written background information and data with respect to Board/Committee agenda items, as well as other general information relevant to the Company’s businesses. Directors are expected to review these materials prior to the relevant meetings to enable their informed discussion of agenda items.

. . . Where appropriate, to focus Director involvement at the meeting the material shall include summaries of presentations to be made at the meeting. Requests for action by the Board will include the recommendation of management and materials to enable members of the Board to evaluate and make an informed decision on the proposals.

However, certain materials may be distributed only at the meeting to provide updated information, context, or as otherwise appropriate. In such a situation, the meeting schedule will allow sufficient time for the Board to review, consider, and discuss these materials before deciding on action to be taken. If the sensitivity of a matter precludes advance distribution of material, the Chairman and the CEO will consider contacting by telephone each member of the Board to advise them of the topic to be discussed.

The Board also receives regular updates during Board meetings. In addition, on a regular basis Directors are furnished updates by the Chairman and the CEO that include press releases and other Company communication and other information on the status of the Company’s operations.


The typical use of the passive voice in these particular guidelines obscures the details of the process by which these “board packages,”90 which may be 108subject to disclosure during shareholder derivative litigation,91 are to be assembled.

Generally, the corporation cannot selectively furnish information to individual directors: it must treat directors equally in this regard.92 However, if the articles of incorporation so provide, Delaware law allows directors to have unequal voting power.93
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2.02(C)(1)(c)–The Role of Robert’s Rules in Directors’ Meetings

One veteran executive recently observed that “Most [board] meetings I have participated in made some attempt to follow Robert’s Rules of Order; however, it is always a very light touch, and I have yet to encounter an expert.”94

Yet the introductory material to Robert’s Rules promises that,


The application of parliamentary law [from the French parler, to speak] is the best method yet devised to enable assemblies of any size, with due regard for every member’s opinion, to arrive at the general will on the maximum number of questions of varying complexity in a minimum amount of time and under all kinds of internal climate ranging from total harmony to hardened or impassioned division of opinion.95



Should Robert’s Rules be adopted by corporate boards (and board committees) to increase the efficiency and effectiveness of their meetings?

A board (or committee) meeting would qualify as a “deliberative assembly” under the Rules’ Section 1:1 — that is, as a “simultaneous aural communication” in which the participants: have equal votes; “are ordinarily free to act within the assembly according to their own judgment”; can, assuming that the meeting has been properly called and that a quorum is present, “act for the entire membership”; and are not considered to have withdrawn from the group just because they have disagreed with one or more of its collective decisions.

Sections 2:7 and 2:12 acknowledge, respectively, the governance precedence of a corporation’s articles of incorporation, and, secondarily, of its bylaws. Those documents, in connection with the state of incorporation’s corporate caselaw (which mentions Robert’s Rules only sparingly) and statutes, and supplemented by the company’s non-binding governance guidelines, resolve many procedural issues — such as the definition of a quorum and the requisite number or proportion of votes to approve a proposal.

But questions might well remain about a meeting’s “rules of order,” defined by Section 2:14 as the “written rules of parliamentary procedure formally adopted [to promote] the orderly transaction of business in meetings and to the duties of officers in that connection.” Under Section 2:15, “[t] he usual and preferable method by which an [organization] provides itself with suitable rules of order is . . . to place in its bylaws a provision prescribing that the current edition of a specified and generally accepted manual of parliamentary law shall be the organization’s 110parliamentary authority, and then to adopt only such special rules of order as it finds needed to supplement or modify rules contained in that manual.” (A loose analogy might be to a table of card-players’ agreeing to play “according to Hoyle,” or possibly, “according to Scarne,” perhaps with some specified variations or additional “house rules.”)

However, a board or committee leader shouldn’t be intimidated by this chunky checklist for chairpeople.

To begin with, boards can easily dispense with many of the Rules’ “customs of formality,” such as (under Section 3:11) addressing the presiding officer by title (“Mr./Ms. Chair”), rather than as “you,” or by name; and Rule 3.31 concedes that “If only one person is seeking the floor in a small meeting where all present know and can clearly see one another, the chair can recognize the member merely by nodding to him.”

Moreover, under Rule 49:21, “Procedure in Small Boards,” in board meetings “when there are not more than about a dozen members present,” various formalities can be abandoned in the name of efficiency: motions don’t have to be seconded; proposals that are “perfectly clear to all present” don’t have to be introduced as motions before being voted on; there are no limits on “the number of times a member can speak to a debatable question”; and “[i]nformal discussion of a motion is permitted while no motion is pending.”

Finally, Section 25:1 enables the board to suspend one or more of the rules, unless doing so would conflict with “a fundamental principle of parliamentary law” (e.g., under Section 25:11, if it would deny, other than as the result of a disciplinary proceeding, a member’s “right to attend meetings, make motions or nominations, speak in debate, give previous notice, or vote”).

In fact, for board members and their counsel, the core of Robert’s Rules appears to be a relatively manageable 220 pages:


	Chapter III (Sections 5-7), “Description of Motions in All Classifications”;

	Chapter V (Section 10), “The Main Motion”;

	Chapter VI (Sections 11-17), “Subsidiary Motions” (including, in Section 16, the often-misunderstood procedure to “call the question,” or, in more technical terms, “move the previous question”);

	Chapter VII (Sections 18-22), “Privileged Motions”;

	Chapter VIII (Sections 23-33), “Incidental Motions” (including the dreaded “point of order,” defined by Section 23:1 as a member’s asking the chair for a ruling on an alleged violation of the rules of order); and

	Section 48’s discussion of the preparation, wording, and approval of minutes.



Nonetheless, to prevent a particularly punctilious and/or pernicious participant from preempting their proceedings, boards might consider amending their bylaws and governance guidelines to:


	First, specify what rules of order — if any — govern board and committee meetings generally;

	Second, identify (and perhaps attach copies of) any home-brewed rules of order, by which the board might omit, and/or explicitly depart from or supplant, the treatment of various issues by the general rules of order;
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	Third, establish the board’s principles for activating Robert’s Rules, and any variations or alternatives. For instance, a relatively congenial and collaborative board might decide to “go full Robert’s” only if a certain number or percentage of the participating directors voted to do so at some point (or after a specified amount of time) during particular deliberations. In addition, or instead, boards might invoke — by the chair’s unilateral decision, by majority (or other) vote, or by default — their own rules of order for discussions of issues that they anticipate to be, or that have unexpectedly become, especially contentious or sensitive; and

	Fourth, designate (or set out the process for designating), for every meeting, a “parliamentarian” (armed with her own copies of the board’s own rules, if any, as well as both the abbreviated and complete versions of Robert’s Rules), to act, in the words of Section 47:46, in “purely an advisory and consultative [role] — since parliamentary law gives to the [meeting’s] chair alone the power to rule on questions or order or to answer parliamentary inquiries.”
Separately, even if a company decides to forego Robert’s Rules completely, the board’s chair, the chair of the governance committee, or the company’s (in-house or outside) counsel might provide the abbreviated version to every director, as useful and possibly thought-provoking material for discussions about enhancing the board’s procedures. A copy could also be furnished (with a tab marking its Chapter 16, “Secretary”) to any non-director charged with preparing the minutes of a board or committee meeting.






2.02(C)(1)(d)–Variable Voting for Directors

The default arrangement of Section 141(c)(4) of the Delaware General Corporation Law is that each director casts one vote: “The vote of the majority of the members of a committee or subcommittee present at a meeting at which a quorum is present shall be the act of the committee or subcommittee. . . .”

Section 141(d) enables corporations to create “classified” (or, “staggered”) boards, in which only a fraction of the seats can be filled by shareholder voting in a given year. This section also allows certificates of incorporation to designate certain seats on the board to be filled by the vote of specified classes or series of a company’s stock, and to indicate the voting powers of those directors, which “may be greater than or less than those of any other director or class of directors.”

In addition, under Section 141 (d), “the certificate of incorporation may confer upon 1 or more directors, whether or not elected separately by the holders of any class or series of stock, voting powers greater than or less than those of other directors” not only in board meetings but, “unless otherwise provided in the certificate of incorporation or bylaws,” also “in any committee or subcommittee.”96
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Boards reviewing or updating their governance documents, and shareholders interested in proposing amendments to those documents, might consider:


	First, should the certificate of incorporation grant special voting powers to the chair — for example, an additional vote, to break a tie vote among the directors? Or, perhaps, the ability to break only a “deadlock” — possibly defined in the certificate of incorporation as a continuing (over what period of time?) tie vote of directors addressing (which specific) issues?

	Second, could some directors have special voting powers that would be triggered by the occurrence of specific events, internal or external to the company? What would those powers, and those events, be? Would an emergency (as discussed in Section 2.02(F)) be among them? What type of director vote, or other process, would determine whether such a condition had been satisfied?

	Third, could a director lose her special voting powers, and/or some or all of her regular voting powers, under certain conditions — for instance, if she engages in conduct that, though entirely legal, embarrasses the corporation? What type of director vote, or other process, would determine whether such a condition had been satisfied?

	Fourth, should a certificate of incorporation grant more than one vote, on specific issues or on all issues, to independent directors (however those might be defined) — and/or less than a full vote, on specific issues or on all issues, to a chair who also serves as CEO?

	Fifth, should directors who have served for longer terms on the board have greater voting powers in some ways than other directors? Cf. Williams v. Geier, 671 A.2d 1368, 1370 (Del. 1996) (upholding “a form of ‘tenure voting’ whereby holders of common stock on the record date would receive ten votes per share. Upon sale or other transfer, however, each share would revert to one-vote-per-share status until that share is held by its owner for three years.”).

	Or would “tenure voting” for directors conflict with a concern that long-tenured directors might be seen as less than “independent,” and might thereby be deserving of fewer voting powers than the default? Would there be some type of arc (default; to greater; to default; to lesser, voting powers) over the course of a director’s tenure on the board?

	Sixth, could a board approve a committee charter that itself, without a corresponding provision in the articles of incorporation or bylaws, purported to grant greater or lesser voting powers than the default to one or more of the directors serving on the committee (for instance, greater voting powers to the committee chair)?
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QUESTIONS–2.02(C)(1)97

1. Though the famous remark is often attributed to his brother Groucho, it was Chico Marx (disguised, for the scene, as Groucho) who said, in the 1933 movie Duck Soup, “Who you gonna believe, me or your own eyes?” (Sixteen years later, George Orwell’s novel, Nineteen Eighty-Four would envision a ruling political “Party [that] told you to reject the evidence of your eyes and ears. It was their final, most essential command.”)

As psychologist Solomon E. Asch vividly demonstrated in the 1950s, some experimental subjects were literally willing to believe, or at least not to protest, group opinions blatantly at odds with the visual evidence. Each subject was asked to choose which of three vertical lines on one card was of the same length as a line on another card; each was surrounded by other people who had been secretly coached to choose the same wrong answer. Thus, the subject


is placed in a position in which, while he is actually giving the correct answers, he finds himself unexpectedly in a minority of one, opposed by a unanimous and arbitrary majority with respect to a clear and simple fact. Upon him we have brought to bear two opposed forces: the evidence of his senses and the unanimous opinion of a group of his peers. Also, he must declare his judgments in public, before a majority which has also stated its position publicly. . . . Of the 123 [subjects] put to the test, a considerable percentage yielded to the majority. Whereas in ordinary circumstances individuals matching the lines will make mistakes less than 1 percent of the time, under group pressure the minority subjects swung to acceptance of the misleading majority’s wrong judgments in 36.8 percent of the selections.98



In different versions of the experiment, Asch added either another “naive” (unrehearsed) subject, or a confederate who had been “instructed to respond correctly throughout”:99 “The results clearly demonstrated that a disturbance of the unanimity of the majority markedly increased the independence of the critical subjects.”100
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To combat this type of “groupthink”101 “informational cascade,”102 or “reputational cascade,”103 the U.S. military has trained “devil’s advocates”104 to raise different viewpoints and challenge consensus perspectives, although these individuals 115are generally taught to raise issues, then drop them. If they are too hard-charging in their role, says [the program director,] “[they] can also make it impossible for a decision to be made — the question is how do you accomplish the mission without bringing the organization to a halt.”105

(1a) Should a similar position be created among board members as a mechanism to prevent the board from being dominated by the views of a few directors and/or officers?106 Would it bolster board members’ arguments that they had fulfilled their duties of due care and loyalty?

(1b) How would such a position be assigned — by substantive area, so that several different devil’s advocates could be active on the board, each with regard to a different issue? Should directors share such a role with regard to the same issue? How often should such a position be rotated among directors?107
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(1c) Should outside experts (including special counsel?) be retained for purposes of serving as devil’s advocates with regard to particular issues, decisions, or transactions? To what extent do existing in-house or outside counsel already fulfill this role?

(1d) What time, expense, and resource limitations should the board put on the operations of the devil’s advocate and of the board’s consideration of her report?

(1e) In 2007, in a meeting with the Joint Chiefs of Staff concerning military options in Iraq, President George W. Bush advised one participant that “Somebody has got to be risk averse in this process, and it better be you, because I’m sure not.”108

Should a board and/or committee create the equivalent of a devil’s advocate specifically to challenge as inappropriately low the level of risk predicted or assumed by the remainder of the group? Should this role be assumed by corporate counsel?109

(1f) Under what circumstances should boards consider creating either of the following two related positions, or joining their functions to those of a devil’s advocate?

i. “Cassandra’s advocates,” who draw “attention as vividly as possible to alarming interpretations of the evidence at hand that might otherwise be overlooked”;110 and

ii. “Red teams,” used in the military to attempt penetrations of supposedly secure facilities and otherwise to identify and probe vulnerabilities in the organization or to otherwise challenge its processes.111 (The phrase has also been used to refer to devil’s 117advocates, or at least to groups charged with employing variant — also known as “Team B” — approaches.)112

(In a different context, computer experts retained to test the security of a company’s computer systems are often referred to as “white-hat hackers,” “gray hat hackers,” or “ethical hackers.”)113

(1g) How can the board minimize the effects of “groupthink” on the directors? For instance, would directors be less reluctant to voice dissenting or unpopular opinions if the decision under consideration did not require unanimous support? If the decision-makers voted or otherwise indicated their opinions “simultaneously, rather than one after the other”?114 If votes are cast in reverse order of the voters’ seniority?115

A classic illustration of the pressures on a dissenter is Reginald Rose’s Twelve Angry Men,116 which focused on the dynamics of (and the role of diversity in) the deliberations of jurors in a murder case who are 118required to produce a unanimous verdict of either guilty (in which case the defendant will be sentenced to death) or not guilty. Although the plot is driven by the persistence of a holdout juror (identified during a preliminary vote by a show of hands), at a relatively early point in the proceedings he offers:


I have a proposition to make to all of you. I’m going to call for another vote. I want you eleven men to vote by secret written ballot. I’ll abstain. If there are eleven votes for guilty, I won’t stand alone: we’ll take in a guilty verdict to the judge right now. But if anyone votes not guilty, we’ll stay here and talk it out.



Is there a formal or informal role for secret written ballots in the boardroom? If so, should their use be referred to, suggested, or required by the bylaws or other internal documents of the corporation?

(1h) In the movie version of How to Succeed in Business Without Really Trying, World-Wide Wicket Company president J. B. Biggley (Rudy Vallée) confides to an ambitious young associate the reason he fires so many executives: “Ideas, that’s what I look for! I keep hiring a lot of fellas who are supposed to have brilliant ideas, but not one of them will ever do what I tell him.”117

How are the processes for minimizing the effect of groupthink different for collections of officers, or of a mixed group of officers and directors, than for boards (or committees) of directors?

(1i) The long-popular “brainstorming” process, which attempts to minimize groupthink and enhance group creativity by soliciting uninhibited, free-flowing suggestions, has been attacked as ineffective: “Brainstorming didn’t unleash the potential of the group, but rather made each individual less creative.”118 Much more effective for these 119purposes might be a physical environment whose architecture forces individuals to cross paths and interact in the course of their daily routines.119

How could this physical (or virtual) architecture be harnessed for the purposes of board meetings?

2. What procedures should a board adopt to minimize the “bystander effect,” in which individual members of a group decline to intervene in a situation because each member takes into account both the availability and the inaction of the others?

The term was created in the wake of a front-page New York Times article on March 27, 1964: “37 Who Saw Murder Didn’t Call Police.” Martin Gansberg’s account of neighbors’ apathy to the unfolding murder of Catherine “Kitty” Genovese in Kew Gardens, Queens, sparked not only national outrage and introspection but also the creation of the 911 emergency telephone number.

The number of witnesses to the murder, and the unanimity of their unresponsiveness, have since been called into question.120 However, the general existence and dangerous consequences of the effect have not been challenged.121

Today, many universities offer “bystander training” or “bystander intervention” programs to encourage students to step forward to prevent harassment and other harms, including violence.122 In 2015, after a major explosion caused by a gas leak in Manhattan’s East Village, the utility Con Edison placed newspaper advertisements123 warning, “THE WORST THING YOU CAN DO IF YOU THINK YOU SMELL A GAS LEAK IS NOTHING . . . Don’t assume someone else will call 911 or [Con Edison]. Leave the area immediately, and make the call yourself.”
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3. How can the board combat the tendency of a group to reach an extreme position rather than a compromise position?124

4. In the early 1960s, Yale psychologist Stanley Milgram conducted an experiment still widely discussed. Unlike the Asch experiment noted on page 113, this situation tested a subject’s obedience, or compliance with authority, rather than his conformity (that is, his “action . . . when he goes along with his peers, people of his own status, who have no special right to direct his behavior”).125

Milgram discovered that at the direction and urging of a lab-coated “experimenter” as part of an ostensible “learning experiment” conducted in a well-appointed Yale laboratory, an astonishing 26 of 40 subjects were willing to use a (simulated) “shock generator” to administer to another person (a confederate of the experimenter) what they believed to be the strongest and most painful electrical shocks of which the device was capable.


At that point, the experimenter called a halt to the session. (The maximum shock is labeled 450 volts, and is two steps beyond the designation: Danger: Severe Shock.) Although obedient subjects continued to administer shocks [of increasing intensity], they often did so under extreme stress. Some expressed reluctance to administer shocks beyond the 300-volt level, and displayed fears similar to those [of the five subjects who refused to exceed this level, labeled as the highest of the “Intense Shock” settings]; yet they obeyed.126



In the original experiment, the pain supposedly suffered by the “victim” was conveyed to the subject only by thumps on the other side of a wall, and then by silence as the shocks increased. A subsequent variation — in which the victim mentioned “a slight heart condition” before the shocks began, and then delivered increasingly “agonized screams” and pleas to be released from the testing — resulted in no significant difference in 121the subjects’ obedience in delivering shocks up to the maximum level permitted.127

If authority figures in a laboratory setting could pressure volunteer subjects into committing such reprehensible behavior, might not individuals directors in a boardroom half a century later be tempted to repress their own misgivings (whether rational, intuitive, emotional, or otherwise) and accept the opinions of an executive or other purported expert?128 What steps, if any, should a board take to minimize the degree to which directors might be improperly influenced (or even intimidated) by such an “authority figure,” whether an internal employee or an external consultant? What steps, if any, should individual directors take to insulate themselves and their colleagues from such influence?

How should such considerations affect the interactions of the board, and of individual directors, with in-house counsel, with outside counsel for the board or for committees, and with outside counsel for entities with whom the corporation may do business?

5. In 1969, Philip Zimbardo identified the “broken window” effect: “[H] e found that a car parked on a sedate street in a middle-class New York neighborhood would sit unvandalized for days — that is, until [he] himself came back with a hammer and broke the first window.”129 Supporters of police crackdowns on low-level problems like graffiti and “squeegee men” cited this effect to argue that, figuratively and literally, “‘public order is a fragile thing, and if you don’t fix the first broken window, soon all the windows will be broken.’”130
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Is there a “broken window” effect, within each corporation and systematically across corporations, in corporate governance? If so, what are the governance equivalents of smashed windows or graffiti, and of the patrol officer whose intervention, or simple (continuous or regular) presence might prevent such disorder from escalating, or even from occurring?131

6. One commentator has suggested that courts adopt the following standard for directors’ gross negligence:


In determining whether a board was sufficiently informed in the making of a decision, where the board is operating under the assumption that the corporation is a going concern, “gross negligence means reckless indifference to or a deliberate disregard of the whole body of stockholders or actions which are without the bounds of reason.” However, where the board [as in Van Gorkom] is not operating under a going concern assumption, such that the directors are being asked to determine if a merger of the corporation is in the best interests of the shareholders, then gross negligence means a “significant indifference” to the interests of shareholders.132



Does this stricter standard for gross negligence in the merger context make sense? Even if courts do not adopt this approach, would it benefit shareholders to propose its inclusion in the bylaws of their corporations?

7. Under what circumstances, if any, might shareholders propose that a Delaware corporation adopt in its bylaws an exculpation provision under Section 102(b)(7) that only limits, instead of eliminating, the potential liability of a director for breaching her fiduciary duty of care? To what amounts, circumstances, and/or standards would the liability be limited?

8. Although Section 102(b)(7) does not exculpate officers (as opposed to directors) from liability for breaches of their duty of care,133 are 123there any alternative mechanisms by which boards can limit or minimize such liability for officers?

9. The Corporate Governance Guidelines of the General Motors Board of Directors provide that


[a]s a general rule, presentations on specific subjects should be sent to the Board members in advance to save time at Board meetings and focus discussion on the Board’s questions. On those occasions in which the subject matter is extremely sensitive, the information may be presented for the first time at the meeting.



How can this approach be reconciled with the liability and lessons of Van Gorkom? What situations might this guideline anticipate, and how could directors both serve the corporation and minimize their potential liability in those situations?134



2.02(C)(2)–The Delaware Supreme Court’s Disney Decision

The importance of memorializing the board’s decision-making process, and in particular of documenting the board’s reliance on specific sets of information, resurfaced about 10 years after Van Gorkom in an extraordinarily high-profile derivative lawsuit in Delaware. Shareholders of the Walt Disney Company alleged that the company’s directors had breached their fiduciary duties not only by awarding to Michael Ovitz an overly generous executive compensation and severance package 124upon his retention as president, but also by not terminating him for cause (which would have deprived him of severance payments in the amount of $130 million) when he left the company 14 months later.

After a series of decisions in the state’s lower courts, the Delaware Supreme Court held that Disney’s directors had not breached their duty of care in approving the Ovitz Employment Agreement (OEA). The Court’s review of the board’s procedure provides instructive suggestions not only for reaching decisions but also for insulating the directors from subsequent attack:135


In our view, a helpful approach is to compare what actually happened here to what would have occurred had the committee followed a “best practices” (or “best case”) scenario, from a process standpoint. In a “best case” scenario, all [compensation] committee members would have received, before or at the committee’s first meeting on September 26, 1995, a spreadsheet or similar document prepared by (or with the assistance of) a compensation expert (in this case, Graef Crystal). Making different, alternative assumptions, the spreadsheet would disclose the amounts that Ovitz could receive under the OEA in each circumstance that might foreseeably arise. One variable in that matrix of possibilities would be the cost to Disney of a non-fault termination for each of the five years of the initial term of the OEA. The contents of the spreadsheet would be explained to the committee members, either by the expert who prepared it or by a fellow committee member similarly knowledgeable about the subject. That spreadsheet, which ultimately would become an exhibit to the minutes of the compensation committee meeting, would form the basis of the committee’s deliberations and decision.

Had that scenario been followed, there would be no dispute (and no basis for litigation) over what information was furnished to the committee members or when it was furnished. Regrettably, the committee’s informational and decisionmaking process used here was not so tidy. That is one reason why the Chancellor found that although the committee’s process did not fall below the level required for a proper exercise of due care, it did fall short of what best practices would have counseled.

The Disney compensation committee met twice: on September 26 and October 16, 1995. The minutes of the September 26 meeting reflect 125that the committee approved the terms of the OEA (at that time embodied in the form of a letter agreement), except for the option grants, which were not approved until October 16 — after the Disney stock incentive plan had been amended to provide for those options. At the September 26 meeting, the compensation committee considered a “term sheet”[which was attached as an exhibit to the September 26 minutes, and] which, in summarizing the material terms of the OEA, relevantly disclosed that in the event of a non-fault termination, Ovitz would receive: (i) the present value of his salary ($1 million per year) for the balance of the contract term, (ii) the present value of his annual bonus payments (computed at $7.5 million) for the balance of the contract term, (iii) a $10 million termination fee, and (iv) the acceleration of his options for 3 million shares, which would become immediately exercisable at market price.

Thus, the compensation committee knew that in the event of an NFT [Non-Fault Termination, i.e., termination without cause], Ovitz’s severance payment alone could be in the range of $40 million cash, plus the value of the accelerated options. Because the actual payout to Ovitz was approximately $130 million, of which roughly $38.5 million was cash, the value of the options at the time of the NFT payout would have been about $91.5 million. Thus, the issue may be framed as whether the compensation committee members knew, at the time they approved the OEA, that the value of the option component of the severance package could reach the $92 million order of magnitude if they terminated Ovitz without cause after one year. The evidentiary record shows that the committee members were so informed.

On this question the documentation is far less than what best practices would have dictated. There is no exhibit to the minutes that discloses, in a single document, the estimated value of the accelerated options in the event of an NFT termination after one year. The information imparted to the committee members on that subject is, however, supported by other evidence, most notably the trial testimony of various witnesses about spreadsheets that were prepared for the compensation committee meetings.

The compensation committee members derived their information about the potential magnitude of an NFT payout from two sources. The first was the value of the “benchmark” options previously granted to [two other top Disney executives] and the valuations by [Raymond Watson, a compensation committee member and past board chair, who had structured those executives’ compensation packages] of the proposed Ovitz options. Ovitz’s options were set at 75% of parity with the options previously granted to [those two executives]. Because the compensation committee had established those earlier benchmark option grants to [those executives] and were aware of their value, a simple mathematical calculation would have informed them of the potential value range of Ovitz’s options. Also, in August and September 1995, Watson and [another member of the committee] met with Graef Crystal to determine (among other things) the value of the potential Ovitz options, assuming different 126scenarios. Crystal valued the options under the Black-Scholes method, while Watson used a different valuation metric. Watson recorded his calculations and the resulting values on a set of spreadsheets that reflected what option profits Ovitz might receive, based upon a range of different assumptions about stock market price increases. Those spreadsheets were shared with, and explained to, the committee members at the September meeting.

The committee’s second source of information was the amount of “downside protection” that Ovitz was demanding. Ovitz required financial protection from the risk of leaving a very lucrative and secure position at CAA [Creative Artists Agency], of which he was a controlling partner, to join a publicly held corporation to which Ovitz was a stranger, and that had a very different culture and an environment which prevented him from completely controlling his destiny. . . .

It is on this record that the Chancellor found that the compensation committee was informed of the material facts relating to an NFT payout. If measured in terms of the documentation that would have been generated if “best practices” had been followed, that record leaves much to be desired. The Chancellor acknowledged that, and so do we. But, the Chancellor also found that despite its imperfections, the evidentiary record was sufficient to support the conclusion that the compensation committee had adequately informed itself of the potential magnitude of the entire severance package, including the options, that Ovitz would receive in the event of an early NFT.

The OEA was specifically structured to compensate Ovitz for walking away from $150 million to $200 million of anticipated commissions from CAA over the five-year OEA contract term. This meant that if Ovitz was terminated without cause, the earlier in the contract term the termination occurred the larger the severance amount would be to replace the lost commissions. Indeed, because Ovitz was terminated after only one year, the total amount of his severance payment (about $130 million) closely approximated the lower end of the range of Ovitz’s forfeited commissions ($150 million), less the compensation Ovitz received during his first and only year as Disney’s President. Accordingly, the Court of Chancery had a sufficient evidentiary basis in the record from which to find that, at the time they approved the OEA, the compensation committee members were adequately informed of the potential magnitude of an early NFT severance payout.

Exposing the lack of merit in appellants’ core due care claim enables us to address more cogently (and expeditiously) the appellants’ fragmented subsidiary arguments. First, the appellants argue that not all members of the compensation committee reviewed the then-existing draft of the OEA. The Chancellor properly found that that was not required, because in this case the compensation committee was informed of the substance of the OEA.136
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Moreover, the court noted that, as the Court of Chancery had detailed, the compensation committee not only was supplied with a term sheet listing the key terms of the OEA but also was given a presentation by Watson and by a fellow committee member who had negotiated the agreement and had discussions with compensation-expert Crystal.137 That committee member’s notes also disclosed that the committee compared provisions of Ovitz’s agreement with those of two other top Disney executives.138 Although it might have been preferable for Crystal to have made a presentation to the committee, it was not required, because he had been available by telephone during the meeting to answer questions, and because two members of the committee had presented to the group the substance of his analysis.139

Distinguishing the deliberations of Disney’s compensation committee from that of the board in Van Gorkom, the Court observed that:


	the Disney board was not statutorily required to decide on Ovitz’s hiring, although the Trans Union board had been required to consider the merger agreement proposed to it;

	the Disney transaction was much less significant to the company financially than the merger proposal had been to Trans Union;

	the Disney committee meeting was not held on an accelerated basis; its members were aware before the meeting of the topic to be discussed; and they had in fact previously discussed the employment agreement among themselves informally; and

	the committee had before it a term sheet of the key terms of the OEA and heard a presentation by two of its members.



QUESTIONS–2.02(C)(2)

1. How can directors defend themselves against claims that they made a decision without having gathered all of the relevant facts? To what degree can corporate executives compare their decision-making process to that of the U.S. Marines, which has been portrayed as follows?


In environments where conditions can quickly flip and where the opposition can regroup and take the advantage in a heartbeat, the Marines consider indecisiveness a fatal flaw — worse than making a mediocre decision, because a mediocre decision, especially if swiftly rendered and executed, at least stands a chance. In planning missions, as well as in almost everything else, the point is constantly brought home to Marines that fast and bold is where it’s at.

[An unnamed colonel says:]”If you’re going to have a higher tempo than the enemy, you have to accept a higher degree of 128uncertainty. . . . If you strive for low uncertainty, you’ll have a longer decision-making process that is more likely to be driven to big win-or-lose decisions. . . . Small, frequent, rapid decisions will save you from having to come up with a big decision at the eleventh hour.”

[In the words of another colonel:]”Everyone is always looking for perfect truth, but you never have it. . . . Even if you did have it, the other guy is up to something, so by the time you execute it your truth isn’t perfect anymore.”

For all these reasons, Marines speak of the “70 percent solution,” by which they mean an imperfect decision whose saving grace is that it can be made right now.140



2. Conversely, to what degree should directors (and officers) adopt the military practice of developing “after-action reviews,” or AARs, which assess individual and group performance and recommend steps for improvement? See, e.g., The Center for Army Leadership, The U.S. Army Leadership Field Manual 101 (2008) (indicating that “[w] hen subordinates share in identifying reasons for success and failure, they become owners of a stake in how things get done”); Daniel Coyle, The Culture Code: The Secrets of Highly Successful Groups 140 (2018) (observing that “The goal is to create a flat landscape without rank, where people can figure out what really happened and talk about mistakes — especially their own.”); id. at 164-165 (providing practical pointers for conducting AARs).

Should such reports be prepared only after disappointments or debacles? According to two Harvard Business School professors, “[w] hen a win is achieved, the organization needs to investigate what led to it with the same rigor and scrutiny it might apply to understanding the causes of failure.” Francesca Gino & Gary P. Pisano, Why Leaders Don’t Learn from Success, Harv. Bus. Rev., April 2011, p. 68, at 73. See also Colin Powell, It Worked For Me 172-173 (2012) (concluding a discussion of the role of AARs in military battle exercises, and in his former role as secretary of state: “The goal of an AAR is to get everyone around a table to review the battle, learn what went wrong, learn what went right, and work out how to train to do better.”). Finally, some business professors have proposed studying “near misses” to 129identify and rectify the “[l]atent errors [that could] often exist for long periods of time before they combine with enabling conditions to produce a significant failure.” Catherine H. Tinsley et al., How to Avoid Catastrophe, Harv. Bus. Rev., April 2011, p. 90, at 92.

What role should the corporation’s counsel play in determining whether such a report should be created, in preparing the report, and in determining to whom it should be disseminated?

3. In 1982, the Second Circuit acknowledged that


[t]he circumstances surrounding a corporate decision are not easily reconstructed in a courtroom years later, since business imperatives often call for quick decisions, inevitably based on less than perfect information. The entrepreneur’s function is to encounter risks and to confront uncertainty, and a reasoned decision at the time made may seem a wild hunch viewed years later against a background of perfect knowledge.141



To the extent that the exigencies of the business world lead directors and officers to request their lawyers to provide legal advice “off the cuff” or otherwise without an opportunity to research and analyze the matter as fully as counsel would wish, how can the lawyers protect themselves against liability to their clients for incorrect advice or malpractice, and possibly against charges that they breached rules of professional ethics?

Note that although Model Rule of Professional Conduct 1.1 requires lawyers to provide “competent representation,” including furnishing “the legal knowledge, skill, thoroughness and preparation reasonably necessary for the representation,” Comment 3 indicates that


[i]n an emergency a lawyer may give advice or assistance in a matter in which the lawyer does not have the skill ordinarily required where referral to or consultation or association with another lawyer would be impractical. Even in an emergency, however, assistance should be limited to that reasonably necessary in the circumstances, for ill-considered action under emergency conditions can jeopardize the client’s interest.



However, “[t] his comment has never been directly addressed by courts applying the rules in disciplinary cases. Indeed, no reported decision of any court nor any state bar ethics opinion has ever cited this comment.”142

130

4. In U.S. v. Carroll Towing Co.,143 Judge Learned Hand held that


there is no general rule to determine when the absence of a bargee or other attendant will make the owner of the barge liable for injuries to other vessels if she breaks away from her moorings. However, in any cases where he would be so liable for injuries to others obviously he must reduce his damages proportionately, if the injury is to his own barge. It becomes apparent why there can be no such general rule, when we consider the grounds for such a liability. Since there are occasions when every vessel will break from her moorings, and since, if she does, she becomes a menace to those about her; the owner’s duty, as in other similar situations, to provide against resulting injuries is a function of three variables: (1) the probability that she will break away; (2) the gravity of the resulting injury, if she does; (3) the burden of adequate precautions. Possibly it serves to bring this notion into relief to state it in algebraic terms: if the probability be called P; the injury, L; and the burden, B; liability depends upon whether B is less than L multiplied by P: i.e., whether B is less than PL.



Should directors apply this cost (B) versus risk (P x L) analysis to their own decisions? Which, if any, of the components — burden, probability of harm, or liability — should they be expected to be most accurate about? Least accurate?

5. In Carroll Towing, the court left open the question of whether industry custom would control. Are there similar arguments to be made in the context of claims against a director for breach of fiduciary duty?

Two decades ago, the Chief Justice of the Delaware Supreme Court suggested that “modern trends in good corporate governance may become such well-established norms that the failure to follow the trends could conceivably result in liability in an egregious case.”144 With what trends, and in what situations, might that occur?

6. To what degree should directors be required to be familiar with mathematical approaches to making decisions under conditions of uncertainty?145

These approaches range from basic decision trees and game theory146 to “statistics, linear algebra, and algorithmic thinking,”147 as well as the 131more recent and esoteric fields of fuzzy logic (in which statements can be treated as true, false, or partially true, and the rules of inference are only approximate),148 chaos theory (which investigates the balance between stability and instability in dynamic systems),149 and complexity theory (which concerns the “emergent” and “self-organizing” behavior of systems “in which large networks of components with no central control and simple rules of operation give rise to complex collective behavior, sophisticated information processing, and adaptation via learning or evolution”).150

Of particular interest to the military, and potentially to executives as well, is the study of the so-called garbage can model of decision making, in which


problems, solutions, and participants move from one choice opportunity to another in such a way that the nature of the choice, the time it takes, and the problems it solves all depend on a relatively complicated intermeshing of elements. These include the mix of choices available at any one time, the mix of problems that have access to the organization, the mix of solutions looking for problems, and the outside demands on the decision makers.151 132Interconnections among these elements change “as problems, solutions, and decision makers move from one choice opportunity to another, and as choices are made.”152



7. In Disney, the Delaware Supreme Court held that, although two members of the committee could not recall in their testimony whether they had actually obtained or studied the spreadsheets that illustrated aspects of the proposed compensation arrangements for Ovitz, the lower court “attributed that lack of recollection to the length of time that had passed since the meeting and credited Watson’s testimony that he had shared his spreadsheets with the committee. We will not disturb that credibility determination.”153

What best practices should future boards and committees — and individual directors — adopt to prevent this issue from arising again?

8. (8a) The Chancery Court’s opinion in Disney indicated that “[a] precise amount of time for the length of the compensation committee meeting, and more specifically, the length of the discussion regarding the OEA [among other items addressed at the meeting], is difficult to establish,” although the minutes of the meeting reflected that the meeting began at 9:00 a.m. and ended no more than an hour later.154

What best practices should future boards and committees adopt to prevent this issue from arising again?

(8b) Would a director ever be well-advised to record, as do lawyers, the hours that he spends per day on the responsibilities of the position, and how that time is apportioned among the different tasks?

In a 1997 survey, directors reported spending 157 hours per year on work for the board, 38 percent more than in 1987. Pamela Sebastian, In the Boardroom, Wall St. J., Aug. 21, 1997, p. A1. A 2018-2019 survey by the National Association of Corporate Directors found that, on average, 133directors of publicly-traded companies claimed to spend about 245 hours per year on board duties.155

9. The Chancery Court observed in Disney that “[l]ess than one and one-half pages of the fifteen pages of [the board’s meeting] minutes were devoted to discussions of [Michael] Ovitz’s hiring as Disney’s new president.”156 Although “[t]here is little statutory, regulatory, or case law guidance on what should be included in corporate minutes,”157 one commentator suggested that the Chancery Court’s and Delaware Supreme Court’s decisions in Disney fundamentally changed the prevailing philosophy of preparing corporate minutes:


While minutes, by their nature, are not intended to be verbatim accounts of meetings, they should be sufficiently detailed to explain all that occurred during the course of the meeting. Presentations to the board should be well summarized, and discussions among directors should also be included. A mere recitation that “discussion ensued” may no longer be an adequate demonstration of the board’s level of review and informed deliberation.

Prior to the Disney case, there had long been a debate over the content of minutes. One view was to include only brief descriptions of board action. With that, there would be less opportunity for cross-examination and possibly embarrassment in any future litigation. In addition, there would be less risk that the minutes might be misconstrued. Fundamentally, according to this view, the purpose of minutes was limited to recording final actions taken by the board. Other means would be available to demonstrate the board’s diligence.

It is the author’s opinion that such reasoning is no longer viable. Rather, following the Delaware Supreme Court’s Disney decision, in order to assure that a corporate board gets the benefit of the business judgment rule, corporate minutes must be comprehensive, definitive, and inclusive of all of the materials, at least by reference, that the board considered prior to making its decision.158
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Do you agree? How detailed should the minutes be generally? In reflecting the board’s treatment of sensitive issues? Of executive sessions? Of matters subject to attorney-client privilege? In identifying the options considered,159 arguments made, suggestions offered, or questions raised by specific directors in the context of specific discussions? Of the literal “minutes” devoted to consideration of certain issues?160 Should boards adopt specific policies in this regard, or with respect to any of the above?

Should board or committee meetings, or any portion of them, ever be audio-and/or video-recorded? Under what circumstances? How should the original recording be treated once the minutes are prepared?

10. Can board and/or committee minutes be shielded from production on the grounds that they are protected by attorney-client privilege? Directors should remember that the attorney-client privilege and the confidentiality of “work product” prepared “in anticipation of litigation” do not automatically apply to protect from disclosure the minutes of board meetings or board committee meetings, especially if those documents are seen by the court as having been created in the ordinary course of the company’s business.161 However, if the minutes do reflect confidential consultations 135with counsel about specific matters, the company may be permitted to redact those portions as privileged.162

Can it be plausibly asserted that all of the minutes of a special litigation committee are privileged, and also protected as work product? Would such arguments be enhanced if counsel for the company, and/or special counsel for the committee, had been present for each of the committee’s meetings?

11. Should the board consider spinning off into a separate committee (and/or subcommittee), to protect minutes from disclosure, the directors’ responsibility for any detailed investigation and/or assessment of issues that are likely to result in litigation? Should minutes reflect whether, and if so why, a director recused herself from participating in the discussion and/or vote concerning a particular decision?

12. How specific should the minutes be about the reasons that particular transactions were approved? For instance, in one unreported decision, the Delaware Court of Chancery reviewed the board minutes and concluded that


the board may have approved the restructuring [transactions] to “foster stability.” Thus, it is likely that board members understood that the effect of the transaction was to have some preventative effect on unsolicited transactions. . . .

A triable issue of fact remains as to . . . the motivations behind it. . . .163



Should the minutes have indicated the intent of the directors in approving the proposal? If so, would that have removed the factual issue?

How would the analysis change, if at all, if the decisions in question were not to approve proposed transactions but to reject them?

Note that, in litigation, minutes might be construed to indicate, or at least to suggest, the board’s failure to consider significant information or options, such as the terms or possible targets of a corporate acquisition, or the fairness of amendments to a loan.164 But they might also convey the 136board’s awareness of and attention to emerging problems (or, perhaps, the opposite).165

13. Does a director have a right to have the minutes of a meeting reflect the reasons for her dissent (or support) for a particular proposal?166 If not, should that option regularly be granted to directors?

14. What procedures should the committee or board follow to ensure that minutes are accepted by the participants as accurate reflections of their meeting?167 How and when should revisions be suggested, considered, and approved?168 Should previous versions of amended minutes be 137retained?169 Can a director whose proposed amendments to the minutes were not accepted attach a dissent to the minutes of the previous meeting, or require that her dissent be recorded in the minutes of a following meeting?

15. Should the board adopt a specific policy concerning the procedure and normal schedule for preparation, circulation, and revision of minutes of board and committee meetings?

Such a policy, if followed, might preclude criticisms such as those leveled in April 2008 against Merck & Co. and Schering-Plough Corp., which appeared to have “created minutes of a crucial meeting [of medical experts] about a major study on their cholesterol drug Vytorin after a congressional panel began an investigation, drawing objections from one [participating consultant] that the document didn’t accurately reflect the meeting’s conclusions....”170

16. Once meeting minutes are finalized, how should the final copy be retained so that it is permanently identified as the official copy of the minutes adopted by the corporation? What procedures should be taken to prevent this copy from being revised or replaced?

17. How, if at all, should the process of preparing, reviewing, and approving minutes of a committee meeting differ from the process for (a) minutes of any other committee’s meetings, and (b) minutes of board meetings?

18. What should corporate policy be with regard to the distribution of minutes of committee meetings outside the committee? Should all directors get all committee minutes, as a matter of course?

19. What is the evidentiary effect of board minutes and committee minutes?

Corporate minutes are — when available, unambiguous and complete — considered the “best evidence” of the events of the corresponding meetings.171 Parol evidence with regard to those events is generally inadmissible.
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When a written contract exists, the parol evidence rule bars the admission of evidence of prior or contemporaneous oral agreements that would change the terms of the written one. However, one court has declared that the parol evidence rule does not apply to minutes because, unlike contracts, they do not themselves constitute obligations of the firm; thus, other documents can be admitted to clarify, or even to contradict, the statements in the minutes.172

In a dispute during which, although a CEO claimed to have circulated to the board minutes that indicated the directors’ approval of his new employment contract, two directors declared the minutes inaccurate on the grounds that “they never received the minutes for review and approval,” the appellate court held that “Minutes of a board of directors meeting are prima facie, but not conclusive, evidence of what they show, and parol evidence may be received to determine what actually took place at the meeting.”173 How should these precedents affect a board’s process of preparing and approving the minutes of its directors’ meetings?

20. Can the company successfully prevent minutes from being subject to discovery in litigation?

As the Delaware Court of Chancery recognized in the context of shareholder derivative litigation, the company’s interest in maintaining the confidentiality of these documents must be balanced “against the legitimate interests of the public in litigation filed in the courts, as well as stockholder interests in monitoring how directors of Delaware corporations perform their managerial duties.”174 There, the Court found that none of the complaint’s “references . . . to minutes of the board of directors and Audit Committee meetings threaten to chill internal deliberations of the board or any of its committees [by revealing] preliminary discussions, opinions, or assessments of board members.”175

21. Should directors be wary of taking their own notes at meetings to avoid difficulties in future litigation?176 Or should they take detailed notes to protect themselves — especially if they see at least one other director doing so?

22. (22a) Should a corporation adopt a policy that no directors create their own personal notes at board and/or committee meetings — or that 139if they do take notes, all such notes should be destroyed before the directors leave the meeting room?177 Or do directors have a right to take notes? (How does this compare to jury service, in which some courts bar jurors from taking notes on testimony?)178

(22b) To ensure enforcement of such a policy, should boards ban laptops and other personal computing devices in the meeting room, because destruction of electronic notes might be impossible to verify easily?

(22c) Should any policy discussed in this question be adopted generally, or only for specific meetings (or parts of specific meetings)? If such a policy is put in place for specific meetings, would that not raise outsiders’ suspicions that unethical if not illegal conduct had transpired during those sessions?

In a situation that the Delaware Court of Chancery characterized as involving “suspicious practices,”179 a special committee (consisting of one director) investigated whether the corporation had backdated stock options:


Notwithstanding the significant cost of the investigation, the importance of its results, and the need for transparency, no written report of the Special Committee’s findings and recommendations was ever prepared, submitted, or published. No board members were permitted to leave the room with any documents or notes from the meetings discussing the investigation. The presentation [made by the committee to the board] evidently was completed in a manner that left little, or no, paper trail. [The company] has instructed the directors in this litigation not to answer questions regarding the board meetings or their decision making.180
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(22d) At the other extreme, for which meetings or sessions might the board wish to prepare “very extensive or even verbatim minutes”?181 Should the board announce this in advance of the meetings or sessions, as a policy? Or, at the latest, announce at the beginning of the meeting (or of the appropriate portion of it) that such detailed minutes would be prepared? Is it appropriate to prepare “very extensive or even verbatim minutes” of only a selected portion of a meeting, while continuing to employ the usual form of minute-taking for all other portions of that meeting?

23. The Delaware Supreme Court appears to have carefully written its Disney decision to provide detailed background on the facts and the law for the benefit of other executives, lawyers, and commentators. Should the authors of corporate minutes make a similar effort to detail and explain technical issues in these documents?

24. Which corporate officer(s) and/or director(s) should prepare and sign the minutes?

Section 142(a) of the Delaware General Corporation Law, which generally does not refer to a corporate secretary, allows each corporation to identify in its own bylaws and board resolutions the titles and duties of its officers, and indicates that “[o]ne of the officers shall have the duty to record the proceedings of the meetings of the stockholders and directors in a book to be kept for that purpose.” The signing and recording duties could be held by different individuals, however.

By contrast, Section 8.40(c) of the Model Business Corporation Act requires the bylaws or board to “assign to an officer responsibility for maintaining and authenticating the records [required by that statute to be kept by] the corporation.” The Official Comment to that section elaborates that “[t] his assignment of authority, traditionally vested in the corporate ‘secretary,’ allows third persons to rely on authenticated records without inquiry as to their truth or accuracy.” Though, as under Delaware law, that officer could under the MBCA have any title, the MBCA itself defines secretary, in Section 1.40, as the corporate officer to whom these two responsibilities have been entrusted.

Should the bylaws of a corporation governed by Delaware law specify that the officer charged with drafting the minutes have the title of secretary? Whatever that officer’s title, should he or she also be required to maintain and authenticate records, as under the MBCA?

25. Who is authorized to appoint the acting secretary of a committee, if that role is not being assumed by the corporate secretary at a given meeting (or for all meetings)?
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26. Should courts address a plaintiff’s argument that directors have failed to exercise due care by reviewing the situation on a director-by-director basis, or on the basis of the operations of the board as a whole? Or is there no difference between the two approaches?182



2.02(C)(3)–(Re)Drafting Exercise: Minutes of Directors’ Meeting

Caselaw183 and law review articles offer little direct guidance for drafting minutes of a director’s meeting. However, keeping in mind the issues raised above, what concerns should a director (or a director’s or corporation’s counsel) raise after reviewing the following (deliberately non-optimal) draft?

To best protect the interests of the directors and the corporation, what should be added to this document? What should be removed? What should be re-worded, and how?

AZURE AZIMUTH, INC.

BOARD OF DIRECTORS MEETING — MINUTES

Directors present: Anita Aria, Bob Barrett, Colleen Connors, Dave Dillon

The Meeting was called to order.

The minutes of the previous month’s meeting were reviewed. Mr. Dillon proposed that the detailed report of the discussion concerning the last agenda item be replaced by the following: “The board voted to terminate the contract of Ellen Evers.” With that amendment, the board approved the minutes.

The board heard from Chief Financial Officer Frank Fender concerning the status of the company’s operations in New Jersey, New York, and Philadelphia. A motion was made, and passed, to expand the company’s rollout initiative to Maryland and Virginia.

Mr. Dillon raised the question of financing this initiative, and recommended that the company borrow $6.5 million from First National Bank, for three years. This proposal was approved.

The board reviewed the summaries of the past year’s charitable donation program, and determined that the company should contribute $50,000 before the end of this 142fiscal year to each of the following entities: Rainbow Homeless Shelter; Save the Dolphins Foundation; and the National Foundation for Curing Heart Disease.

When Ms. Connors returned to the room, she proposed that the Board make a charitable contribution to the State University. The board debated this issue and decided to postpone it.

The meeting was adjourned.




2.02(D)–The Duty to Monitor the Corporation’s Activities and Performance


Everything changes. Everything is connected. Pay attention.

— Jane Hirshfield, poet and Zen practitioner, summarizing the principles of Zen

So attention must be paid.

— Linda Loman, in Arthur Miller, Death of a Salesman (1949), Act One

I’d worry a lot less if I thought you were worrying enough.

— Tom Reagan (Gabriel Byrne), in Joel Coen & Ethan Coen, Miller’s Crossing (screenplay) (1990)




2.02(D)(1)–The Caremark Decision

The Francis court indicated that, beyond being required to understand the basics of the corporation’s operation, directors


are under a continuing obligation to keep informed about the activities of the corporation. . . . Directorial management does not require a detailed inspection of day-to-day activities, but rather a general monitoring of corporate affairs and policies.184



In particular, “[w]hile directors are not required to audit corporate books, they should maintain familiarity with the financial status of the corporation by a regular review of financial statements,”185 and may in some cases have a duty to investigate apparent irregularities or discrepancies revealed by those statements.186 Indeed, the director at issue in that case had breached her duty of care by not reading the company’s financial statements, which had “disclosed on their face the misappropriation of trust funds”187 by her sons: “[d]etecting a misappropriation of funds would not have required special expertise or extraordinary diligence; a cursory reading of the financial statements would have revealed the pillage.”188

Yet the duty of directors extends beyond reviewing the materials that are supplied to them as a matter of course: they have the responsibility to install systems to 143alert them to potential operational and legal problems. Although in 1963 the Delaware Supreme Court concluded in Graham v. Allis-Chalmers Mfg. Co. that “absent cause for suspicion there is no duty upon the directors to install and operate a corporate system of espionage to ferret out wrongdoing which they have no reason to suspect exists,”189 a Delaware Court of Chancery decision in 1996 revised the Graham analysis.

In In re Caremark International Inc. Derivative Litigation,190 the court reviewed — and ultimately approved — the fairness and reasonableness of a proposed $250 million settlement between Caremark and private and public parties, after the corporation had pleaded guilty to mail fraud. Shareholders had brought an action to recover this amount from the directors personally in the name of the corporation.

In addressing whether the directors had breached their duty of care by allowing the fraud to occur, Chancellor Allen, writing for the court, noted that:191


1. Potential liability for directorial decisions: Director liability for a breach of the duty to exercise appropriate attention may, in theory, arise in two distinct contexts. First, such liability may be said to follow from a board decision that results in a loss because that decision was ill advised or “negligent.” Second, liability to the corporation for a loss may be said to arise from an unconsidered failure of the board to act in circumstances in which due attention would, arguably, have prevented the loss. The first class of cases will typically be subject to review under the director-protective business judgment rule, assuming the decision made was the product of a process that was either deliberately considered in good faith or was otherwise rational. . . . [T]he business judgment rule is process oriented and informed by a deep respect for all good faith board decisions.

Indeed, one wonders on what moral basis might shareholders attack a good faith business decision of a director as “unreasonable” or “irrational.” Where a director in fact exercises a good faith effort to be informed and to exercise appropriate judgment, he or she should be deemed to satisfy fully the duty of attention. If the shareholders thought themselves entitled to some other quality of judgment than such a director produces in the good faith exercise of the powers of office, then the shareholders should have elected other directors. . . .

2. Liability for failure to monitor: The second class of cases in which director liability for inattention is theoretically possible entail circumstances in which a loss eventuates not from a decision but, from unconsidered inaction. Most of the decisions that a corporation, acting through its human agents, makes are, of course, not the subject of director attention. Legally, the board itself will be required only to authorize the most significant corporate acts or transactions: mergers, changes in capital structure, fundamental changes in business, appointment and compensation of the CEO, etc. As the facts of this case graphically demonstrate, ordinary business 144decisions that are made by officers and employees deeper in the interior of the organization can, however, vitally affect the welfare of the corporation and its ability to achieve its various strategic and financial goals. If this case did not prove the point itself, recent business history would. . . .

Modernly this question has been given special importance by an increasing tendency, especially under federal law, to employ the criminal law to assure corporate compliance with external legal requirements, including environmental, financial, employee and product safety as well as assorted other health and safety regulations. In 1991, pursuant to the Sentencing Reform Act of 1984, the United States Sentencing Commission adopted Organizational Sentencing Guidelines which impact importantly on the prospective effect these criminal sanctions might have on business corporations. The Guidelines set forth a uniform sentencing structure for organizations to be sentenced for violation of federal criminal statutes and provide for penalties that equal or often massively exceed those previously imposed on corporations. The Guidelines offer powerful incentives for corporations today to have in place compliance programs to detect violations of law, promptly to report violations to appropriate public officials when discovered, and to take prompt, voluntary remedial efforts. . . .

How does one generalize [the Graham] holding today? Can it be said today that, absent some ground giving rise to suspicion of violation of law, that corporate directors have no duty to assure that a corporate information gathering and reporting system exists which represents a good faith attempt to provide senior management and the Board with information respecting material acts, events or conditions within the corporation, including compliance with applicable statutes and regulations? I certainly do not believe so. I doubt that such a broad generalization of the Graham holding would have been accepted by the Supreme Court in 1963. The case can be more narrowly interpreted as standing for the proposition that, absent grounds to suspect deception, neither corporate boards nor senior officers can be charged with wrongdoing simply for assuming the integrity of employees and the honesty of their dealings on the company’s behalf.

A broader interpretation of Graham v. Allis-Chalmers — that it means that a corporate board has no responsibility to assure that appropriate information and reporting systems are established by management — would not, in any event, be accepted by the Delaware Supreme Court in 1996, in my opinion. In stating the basis for this view, I start with the recognition that in recent years the Delaware Supreme Court has made it clear[,] especially in its jurisprudence concerning takeovers, . . . the seriousness with which the corporation law views the role of the corporate board. Secondly, I note the elementary fact that relevant and timely information is an essential predicate for satisfaction of the board’s supervisory and monitoring role under Section 141 of the Delaware General Corporation Law. Thirdly, I note the potential impact of the federal organizational sentencing guidelines on any business organization. Any rational person attempting in good faith to meet an organizational governance responsibility would be bound to take into account this development and the enhanced penalties and the opportunities for reduced sanctions that it offers.

In light of these developments, it would, in my opinion, be a mistake to conclude that our Supreme Court’s statement in Graham concerning 145“espionage” means that corporate boards may satisfy their obligation to be reasonably informed concerning the corporation, without assuring themselves that information and reporting systems exist in the organization that are reasonably designed to provide to senior management and to the board itself timely, accurate information sufficient to allow management and the board, each within its scope, to reach informed judgments concerning both the corporation’s compliance with law and its business performance.

Obviously the level of detail that is appropriate for such an information system is a question of business judgment. And obviously too, no rationally designed information and reporting system will remove the possibility that the corporation will violate laws or regulations, or that senior officers or directors may nevertheless sometimes be misled or otherwise fail reasonably to detect acts material to the corporation’s compliance with the law. But it is important that the board exercise a good faith judgment that the corporation’s information and reporting system is in concept and design adequate to assure the board that appropriate information will come to its attention in a timely manner as a matter of ordinary operations, so that it may satisfy its responsibility.

Thus, I am of the view that a director’s obligation includes a duty to attempt in good faith to assure that a corporate information and reporting system, which the board concludes is adequate, exists, and that failure to do so under some circumstances may, in theory at least, render a director liable for losses caused by non-compliance with applicable legal standards. I now turn to an analysis of the claims asserted with this concept of the directors’ duty of care, as a duty satisfied in part by assurance of adequate information flows to the board, in mind.

Although Caremark’s board had been unaware of the statutory violations at issue,192 the court held that in such situations


only a sustained or systematic failure of the board to exercise oversight — such as an utter failure to attempt to assure a reasonable information and reporting system exists — will establish the lack of good faith that is a necessary condition to liability. . . . [Such] a demanding test of liability in the oversight context is probably beneficial to corporate shareholders as a class, as it is in the board decision context, since it makes board service by qualified persons more likely, while continuing to act as a stimulus to good faith performance of duty by such directors.193
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Because the plaintiffs had not shown that the directors had knowingly allowed the company to violate the law, or that they had lacked good faith in monitoring the company’s operations, the court found the claims against them personally to be “extremely weak.”194

In 2009, the court held that shareholders had established a Caremark claim where their complaint


fairly support[ed] the assertion that [American International Group’s] Inner Circle led a — and I use this term with knowledge of its strength — criminal organization. The diversity, pervasiveness, and materiality of the alleged financial wrongdoing at AIG is extraordinary. The proposition that [the defendant directors] Matthews and Tizzio, who the Complaint fairly alleges were directly knowledgeable of and involved in much of the wrongdoing, did not also know that AIG’s internal controls were inadequate and too easily bypassed is not, for present purposes, an interpretation to ground a Rule 12(b) (6) dismissal order on. Indeed, for present purposes, it is inferable that even when Matthews and Tizzio were not directly complicitous in the wrongful schemes, they were aware of the schemes and knowingly failed to stop them. In that regard, I find it inferable that Matthews and Tizzio were aware of misconduct that should have been brought to the attention of AIG’s independent directors (including the Audit Committee) but chose to conceal their knowledge, despite having a fiduciary duty to speak.195





Indeed, “a fiduciary of a Delaware corporation cannot be loyal to a Delaware corporation by knowingly causing it to seek profit by violating the law.”196



2.02(D)(2)–The McCall and Abbott Laboratories Decisions

In the wake of Caremark, the issue of directors’ personal liability for alleged lapses of their oversight197 responsibilities arose in McCall v. Scott,198 in which a 147shareholder derivative lawsuit was launched against the directors of Columbia/HCA Healthcare Corporation for their failure to discover and prevent ongoing and systemic health care fraud over a period of years by agents of the company.


Plaintiffs’ duty of care claims, however, arise out of allegations of nonfeasance by the Board (i.e., “intentional ignorance of,” or “willful blindness to” the “red flags” that were signs of potentially fraudulent practices) and challenge the Board’s failure to take action or investigate under the circumstances. The claims do not allege a conscious Board decision to refrain from acting.199



Although the corporation had adopted an exculpation provision under Section 102(b)(7), the plaintiffs argued that the directors’ failure to monitor fell under the category of “acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law,” and thus was not barred by the terms of that section. The Sixth Circuit reversed the district court’s ruling that only intentional conduct, but not reckless conduct, would fit within this category.200

In a revised opinion, the Sixth Circuit clarified that


Delaware courts do not discuss a breach of the duty of care in terms of a mental state more culpable than gross negligence. Rather, allegations of intentional or reckless director misconduct are more commonly characterized as either a breach of the duty of loyalty or a breach of the duty of good faith. . . . Thus, while it is true that duty of care claims alleging only grossly negligent conduct are precluded by a §102(b)(7) waiver provision, it appears that duty of care claims based on reckless or intentional misconduct [such as ignoring “red flags”] are not.201
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Two years later, in In re Abbott Laboratories Shareholder Derivative Litigation,202 the Seventh Circuit followed McCall in allowing a derivative lawsuit to proceed against directors in the face of an exculpation provision (identical to McCall’s, but based on Illinois law). Contrasting the situation with that of Caremark, in which the directors had allegedly been unaware of their company’s misconduct,203 the Seventh Circuit noted that this company’s failure to comply with federal regulations in manufacturing its pharmaceutical and diagnostic products could hardly have escaped the attention of the board: over a six-year period, the Food and Drug Administration had sent four separate warning letters to the company, which had also been the subject of a Wall Street Journal article on this issue.204

By contrast, in 2015 the federal district court in Delaware dismissed a derivative suit after concluding that the plaintiffs had merely cited all of the “ongoing investigations or lawsuits” concerning the hospice care company’s alleged frauds upon the Medicare and Medicaid systems, without establishing that “a majority of the Board even knew of each of the parts of that ‘catalog,’ much less of any actual wrongdoing”:205


But even were it a fair inference that a majority of the Board did know well before the institution of this suit that [the company] was this kind of statistical outlier as to crisis care admissions, it would be quite another thing to show that the Board knew this was due to outright fraud. And on that score, the Complaint’s lack of particularized allegations as to exactly what the Board knew or discussed during these years becomes very significant. There are no allegations, for example, about: (1) whether and 149how many times the Board met to discuss any of the facts asserted to have led to their knowledge of fraud; (2) how those facts would have come to the Board’s attention in the first place; or (3) whether any members of the Board initiated proceedings or investigations to learn more about any such facts. In the absence of such particularized allegations (or something like them), the asserted pervasiveness and duration of the improper billing scheme does not strongly suggest the Board’s bad faith intent or knowledge of the conduct.206



In 2017, one district court concluded that shareholder derivative plaintiffs had “alleged facts plausibly showing” that the Wells Fargo directors on a particular committee of the board had “disregarded an obligation to be reasonably informed about the business and its risks or consciously disregarded the duty to monitor and oversee the business,” thereby enabling employees to meet aggressively set goals for business generation by creating hundreds of thousands of bank accounts without authorization.207

That year, the Delaware Court of Chancery dismissed a Caremark claim that had been brought against Citigroup directors in the wake of the bank’s violations of anti-money-laundering (AML) regulations: “a board’s efforts can be ineffective, its actions obtuse, its results harmful to the corporate weal, without implicating bad faith.”208
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Also in 2017, the Supreme Court of Delaware found no Caremark liability where presentations to a company’s board had not only identified environmental problems “but also informed the board of the actions taken to address the regulatory concerns.”209 But in 2019, the Court held that a stockholder bringing a derivative law suit had satisfied Caremark’s pleading standard by showing that “a board has undertaken no efforts to make sure it is informed of a compliance issue intrinsically critical to the company’s business operation”:210 that is, that before listeria outbreaks had been linked to the ice cream manufactured by Blue Bell Creameries,


	no board committee addressed food safety issues;

	no regular process or protocols required management to keep the board apprised of food safety compliance practices, risks, or reports;

	no schedule called for the board to consider on a regular basis, such as quarterly or biannually, any critical food safety risks;

	during a key period leading up to the deaths of three customers, management received reports that contained what could be considered red, or at least yellow, flags, but the board minutes from the relevant period revealed no evidence that these were disclosed to the board;

	the board was given certain favorable information about food safety by management, but was not given important reports that presented a much different picture; and

	the board meetings were devoid of any suggestion that there was any regular discussion of food safety issues.211



The Court held that the board had not, simply by creating compliance manuals, commissioning food safety audits, reviewing the results of government inspections of company facilities, and receiving regular operational reports from officers, satisfied its Caremark duty to install a monitoring system with regard to “the obviously most central consumer safety and legal compliance issue facing the company.”212

Nor, in two subsequent decisions, would the Chancery Court dismiss a Care-mark claim where “[t] he complaint alleges facts that support an inference that the Company’s audit committee met sporadically, devoted inadequate time to its work, had clear notice of irregularities, and consciously turned a blind eye to their continuation,”213 or where it was “well-pled that the Board consciously ignored red flags that revealed a mission critical failure to comply with the [protocol for the clinical trial of an experimental drug] and associated FDA regulations[, thereby causing] monetary and reputational harm to the Company.”214

Most recently, the Chancery Court in 2021 rejected claims against members of a board whose Risk Committee had routinely received reports on consumer complaints, and updates on a current Federal Trade Commission investigation of 151the company’s practices;215 and held that unless the board had already been aware that the company was violating regulations, the agency’s Civil Investigative Demand (CID) did not constitute a “red flag” for Caremark purposes.216



2.02(D)(3)–The Delaware Supreme Court’s Disney Decision

Caremark’s focus on a director’s good faith was revisited by the Delaware Court of Chancery in 2005, in one of the series of decisions in the Disney litigation discussed in Section 2.02(C)(2).

Though acknowledging that “there are many aspects of [the directors’] conduct that fell significantly short of the best practices of ideal corporate governance,” the court declined to review that conduct, then ten years old, under the standards of the enhanced concern for corporate governance that had emerged after the Enron and WorldCom meltdowns and subsequent legislation.217 The court also distinguished “the law of corporate fiduciary duties and remedies for violation of those duties [from] the aspirational goals of ideal corporate governance practices[, which] are not required by the corporation law and do not define standards of liability.”218

Yet the court noted that its discussion of the relevant facts and legal principles was unusually detailed, not just for efficiency of appellate review, but “because of the possibility that the Opinion may serve as guidance for future officers and directors — not only of the Walt Disney Company, but of other Delaware corporations.”219
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In concluding that the directors had not breached their fiduciary duties in connection with the compensation and severance arrangements that they had approved for Ovitz, the court held that


the concept of intentional dereliction of duty, a conscious disregard for one’s responsibilities, is an appropriate (although not the only) standard for determining whether fiduciaries have acted in good faith. Deliberate indifference and inaction in the face of a duty to act is, in my mind, conduct that is clearly disloyal to the corporation. It is the epitome of faithless conduct.

To act in good faith, a director must act at all times with an honesty of purpose and in the best interests and welfare of the corporation. . . . A failure to act in good faith may be shown, for instance, where the fiduciary intentionally acts with a purpose other than that of advancing the best interests of the corporation, where the fiduciary acts with the intent to violate applicable positive law, or where the fiduciary intentionally fails to act in the face of a known duty to act, demonstrating a conscious disregard for his duties.220



In affirming this decision, the Delaware Supreme Court took the opportunity to “provide some conceptual guidance to the corporate community” on the “relatively uncharted” contours of the duty of good faith:221

This analysis tracked the Chancery Court’s identification of three different circumstances of bad faith. The easiest to address is “subjective bad faith,” which is clearly a breach of the duty and which occurs when a director acts with intent to harm the corporation.

More complicated are situations in which directors acted with gross negligence (including acting without informing themselves sufficiently) but “without any malevolent intent.”222 The Delaware Supreme Court held that the resulting breach of the duty of care would not also implicate the duty of good faith:


[G]rossly negligent conduct, without more, does not and cannot constitute a breach of the fiduciary duty to act in good faith. . . . [F]rom a legal standpoint those duties are and must remain quite distinct. Both our legislative history and our common law jurisprudence distinguish sharply between the duties to exercise due care and to act in good faith, and highly significant consequences flow from that distinction.223



That is, because Section 102(b)(7) of Delaware’s corporate law allows corporations to immunize directors from liability for breaches of the duty of care but not for breaches of the duty of good faith, to equate a breach of the duty of good faith with a breach of the duty of care would be to collapse this distinction and destroy the 153effect of the statute.224 Similarly, since Section 145 of that statute specifically prohibits corporations from indemnifying directors who did not act in good faith, to equate a breach of good faith with a breach of due care would defeat legislative intent by prohibiting indemnification of directors who acted with due care.225

The third category of misconduct falls between the first two: a director consciously disregards her responsibilities to inform herself and/or to act. In such a situation,


[t]he question is whether such misconduct is properly treated as a nonexculpable, nonindemnifiable violation of the fiduciary duty to act in good faith. In our view it must be, for at least two reasons.

First, the universe of fiduciary misconduct is not limited to either disloyalty in the classic sense (i.e., preferring the adverse self-interest of the fiduciary or of a related person to the interest of the corporation) or gross negligence. Cases have arisen where corporate directors have no conflicting self-interest in a decision, yet engage in misconduct that is more culpable than simple inattention or failure to be informed of all facts material to the decision. To protect the interests of the corporation and its shareholders, fiduciary conduct of this kind, which does not involve disloyalty (as traditionally defined) but is qualitatively more culpable than gross negligence, should be proscribed. A vehicle is needed to address such violations doctrinally, and that doctrinal vehicle is the duty to act in good faith.226



Not only had decades of Delaware precedent expressed such a conclusion, but


the legislature has also recognized this intermediate category of fiduciary misconduct, which ranks between conduct involving subjective bad faith and gross negligence. Section 102(b)(7)(ii) of the DGCL expressly denies money damage exculpation for “acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law.” By its very terms that provision distinguishes between “intentional misconduct” and a “knowing violation of law” (both examples of subjective bad faith) on the one hand, and “acts . . . not in good faith,” on the other. Because the statute exculpates directors only for conduct amounting to gross negligence, the statutory denial of exculpation for “acts . . . not in good faith” must encompass the intermediate category of misconduct captured by the Chancellor’s definition of bad faith.

For these reasons, we uphold the Court of Chancery’s definition as a legally appropriate, although not the exclusive, definition of fiduciary 154bad faith. We need go no further. To engage in an effort to craft (in the Court’s words) “a definitive and categorical definition of the universe of acts that would constitute bad faith” would be unwise and is unnecessary to dispose of the issues presented on this appeal.227



Citing the Disney situation, the Court of Chancery in 2016 found “a credible basis to investigate possible claims of breach of duty by the [Compensation] Committee and the Board” where the directors’ involvement in approving the retention, compensation, and not-for-cause termination of a senior executive “appear[ed] to have been tangential and episodic . . . A board cannot mindlessly swallow information, particularly in the area of executive compensation.”228



2.02(D)(4)–The Stone Decision

Nine months after the Court of Chancery’s Disney decision, the Delaware Supreme Court clarified the relationship of good faith to the duties of care and of loyalty.

In Stone v. Ritter,229 a shareholder derivative lawsuit had been brought against current and former directors of AmSouth Bancorporation, which had paid $50 million in fines and penalties to settle government and regulatory actions against it for failure to comply with money-laundering regulations. Affirming the Chancery Court’s dismissal of the claim, the Court held that


[i]t is important, in this context, to clarify a doctrinal issue that is critical to understanding fiduciary liability under Caremark, as we construe that case. The phraseology used in Caremark and that we employ here — describing the lack of good faith as a “necessary condition to liability” — is deliberate. The purpose of that formulation is to communicate that a failure to act in good faith is not conduct that results, ipso facto, in the direct imposition of fiduciary liability. The failure to act in good faith may result in liability because the requirement to act in good faith “is a subsidiary element[,]” i.e., a condition, “of the fundamental duty of loyalty.” It follows that because a showing of bad faith conduct, in the sense described in Disney and Caremark, is essential to establish director oversight liability, the fiduciary duty violated by that conduct is the duty of loyalty.

This view of a failure to act in good faith results in two additional doctrinal consequences. First, although good faith may be described 155colloquially as part of a “triad” of fiduciary duties that includes the duties of care and loyalty, the obligation to act in good faith does not establish an independent fiduciary duty that stands on the same footing as the duties of care and loyalty. Only the latter two duties, where violated, may result directly in liability, whereas a failure to act in good faith may do so, but indirectly. The second doctrinal consequence is that the fiduciary duty of loyalty is not limited to cases involving a financial or other cognizable fiduciary conflict of interest. It also encompasses cases where the fiduciary fails to act in good faith. . . .

We hold that Caremark articulates the necessary conditions predicate for director oversight liability: (a) the directors utterly failed to implement any reporting or information system or controls; or (b) having implemented such a system or controls, consciously failed to monitor or oversee its operations thus disabling themselves from being informed of risks or problems requiring their attention. In either case, imposition of liability requires a showing that the directors knew that they were not discharging their fiduciary obligations. Where directors fail to act in the face of a known duty to act, thereby demonstrating a conscious disregard for their responsibilities, they breach their duty of loyalty by failing to discharge that fiduciary obligation in good faith.230



Thus, directors protected by a provision exculpating them from liability for breaches of the duty of care would nonetheless remain liable for breaches of the duty of loyalty (for which Delaware law does not permit exculpation) involving their knowing failure to discharge their monitoring responsibilities in good faith. As the Delaware Court of Chancery reiterated the year after the Stone decision was issued, in dismissing a complaint against the two independent directors who constituted a firm’s compensation committee for issuing stock grants that were (apparently unknown to them) backdated,


Caremark itself encouraged directors to act with reasonable diligence, but plainly held that director liability for failure to monitor required a finding that the directors acted with the state of mind traditionally used to define the mindset of a disloyal director — bad faith — because their indolence was so persistent that it could not be ascribed to anything other than a knowing decision not to even try to make sure the corporation’s officers had developed and were implementing a prudent approach to ensuring law compliance.
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By reinforcing that a scienter-based standard applies to claims in the delicate monitoring context [created by Caremark], Stone ensured that the protections that exculpatory charter provisions afford to independent directors against damage claims would not be eroded.231



Indeed, (then) Vice-Chancellor Strine and his coauthors, in an extended historical, etymological, cultural, and legal analysis of the role of the duty of loyalty (and its element of “good faith”) in corporate law, have suggested that


it is possible to conceive of there being only one core duty, that of loyalty, and that the duty of care is itself simply a component of what is expected of a faithful — that is, loyal, fiduciary. That is, we think it uncontroversial that the corporate law duty of loyalty has an affirmative aspect, which demands that a fiduciary make a good faith effort to advance the best interests of the corporation and its stockholders. . . .

. . . the duty of care can properly be regarded as a subsidiary requirement of the duty of loyalty. A faithful fiduciary is duty-bound to try to act with care.232



QUESTIONS–2.02(D)(1)-(4)

1. In the Disney decision discussed above, the Court of Chancery indicated that

in instances where directors have not exercised business judgment, that is, in the event of director inaction, the protections of the business judgment rule do not apply. Under those circumstances, the appropriate standard for determining liability is widely believed to be gross negligence. . . . [citation omitted]233

However, the Court clarified that

This is not to say that all director inaction is not subject to the business judgment rule. As [one court] noted, “a conscious decision to refrain from acting may nonetheless be a valid exercise of business judgment.”234

157

(1a) Do you agree? Does this 1984 pronouncement survive Caremark and Stone? If it does survive, does it subject directors’ decisions to too much judicial scrutiny?

(1b) Where is the line between directors’ not taking a certain action because it has not occurred to them to do it, and their not taking that action because they have consciously considered taking it but decided not to? Whose burden is it to prove that?

(1c) Is the following passage of Ogden Nash’s Portrait of the Artist as a Prematurely Old Man235 of any instructional value for executives?

[I]t is probably better not to sin at all, but if some kind of sin you must be pursuing,
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Well, remember to do it by doing rather than by not doing.

(1d) Is the “gross negligence” standard noted by the Caremark, McCall, and Disney court the same “gross negligence” standard applied by courts in decisions involving torts? If not, how do the standards differ?

(1e) Can (and should) directors and officers be liable in tort to nonshareholders who have been injured — physically or commercially — by the executives’ failures of oversight?236 Note that except for certain situations involving strict liability under statute, “[t] ort-based suits for supervision and management ordinarily operate under a simple negligence standard.”237

2. (2a) About three years before the Delaware Supreme Court handed down its Stone decision, then–Chief Justice E. Norman Veasey wrote that

[a]lthough the duty of good faith may be subsumed in the duty of loyalty, the opposite may not be true. Thus, I think it may be accurate to consider the duty of good faith as an additional duty beyond the duty of loyalty, at least for some purposes. Certainly, a director who sublimates the corporate interest to the director’s own personal interest is probably acting disloyally and is probably not acting in good faith. But perhaps not all failures to act in good faith will necessarily implicate disloyal concepts of self-interest or self-dealing.

In my opinion, good faith requires an honesty of purpose and eschews a disingenuous mindset of seeming on the surface to act for the corporate good, but not caring for the wellbeing of the constituents of the fiduciary. Although the concept of good faith is not fully developed in the caselaw, an argument could be made that reckless, irresponsible, or irrational conduct but not necessarily self-dealing or larcenous conduct could implicate concepts of good faith. . . .

Irrationality is the outer limit of the business judgment rule and may be the functional equivalent of the waste test or it may show that a decision is not made in good faith. If the board’s decision or conduct is irrational or so beyond reason that no reasonable director would credit the decision or conduct, lack of good faith may, in some circumstances, be inferred.238
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Do any elements of this analysis survive Stone?

(2b) (Then-Vice) Chancellor Strine of the Delaware Court of Chancery and his coauthors proposed in 2010 that


every act must be taken for a proper corporate purpose and therefore every fiduciary act implicates the duty of loyalty. Moreover, precisely because a loyal fiduciary must protect the corporation, she is duty-bound to try in good faith to perform her duties with care. The job of a corporate fiduciary is a serious obligation, and a loyal fiduciary thus knows she must genuinely attempt to carry out her duties carefully, skillfully, and prudently.239



Can the duty of loyalty really subsume the duty of care? Are there any situations in which a director or officer could be breaching her duty of care but not her duty of loyalty?

If good faith can fairly be characterized as “the state of mind with which a director performs her duty of loyalty,”240 might it also be seen as “the state of mind with which a director performs her duty of care”? (2c) Is the “good faith” standard, as interpreted by Chief Justice Veasey or Chancellor Strine, the same as the “good faith” standard of the Uniform Commercial Code (U.C.C.) §1-201(b)(20): “honesty in fact and the observance of reasonable commercial standards of fair dealing”? If not, how do the standards differ?

3. One commentator has suggested that in the corporate governance context


“good faith” has functioned as a vise, a tool that judges can tighten and loosen in response to economic and political controversies. This tool gives judges leeway to speak to multiple audiences simultaneously. To corporate activists and academics, strict standards and harsh rhetoric send one message. To corporate managers and their lawyers, ultimate absolution sends another.

. . . Delaware has calibrated its good faith doctrine in its response to economic and political conditions associated with the 2001-2002 accounting scandals, Sarbanes-Oxley, and the subsequent backlash against the new law [; and also to the threat that proxy access and executive compensation] issues now on the federal [regulatory] agenda encroach particularly on the territory traditionally conceived as part of the states’ purview.241
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Can the “good faith” standard really be “calibrated” in this manner — and, once adjusted, can it be readily readjusted?

4. Although the Caremark decision has been credited with “superheat[ing] the burgeoning compliance movement” by “increas[ing] the perceived risk that companies, and their directors, would be found liable for failing to institute corporate compliance programs,”242 one law review article poses the following scenario:


Suppose that the board of directors determined that the nature of the company’s business created a risk that company employees might violate a certain federal regulation. The board of directors met extensively with both internal and external advisors, including legal and other relevant experts. After carefully gathering and evaluating all “material information reasonably available” to them, the board concluded that the costs associated with creating and maintaining an effective compliance program outweighed the benefits such a program offered. Company employees subsequently violate the regulation, as a result of which the company is indicted and later convicted. The company is required to pay a substantial fine that has a materially adverse effect on its earnings. . . .

Under Stone, . . . it seems possible that a conscious decision by a board of directors that the costs of a law compliance program outweigh the benefits no longer will be protected by the business judgment rule.243



Do you agree?
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5. In Guttman v. Huang,244 the Delaware Court of Chancery suggested that if independent directors’ gross negligence resulted in their corporation’s failure to adopt appropriate processes for verifying its financial statements, and these directors in turn sold shares which proved to have been significantly overvalued, the “improper personal benefits” (breach of loyalty) that they “innocently” received from the excessive sale price would justify denying them the protection of any exculpatory provision in the bylaws under §102(b)(7).


The court proceeded to pose as “a debatable proposition”

whether the Caremark loyalty-based standard provides the only basis of liability for a lack of oversight claim, reducing a failure of care to a violation of expected director conduct subjecting the directors to social shame and potential unseating at the polls, but not to legal liability, irrespective of the existence of an exculpatory charter provision.245



Why is this proposition “debatable,” and what are the best arguments in its favor?

Was Caremark correct to state that an action against directors for failure of oversight, without accompanying allegations of “either director self-dealing or the more difficult loyalty-type problems arising from cases of suspect director motivation, such as entrenchment or sale of control contexts[,] . . . is possibly the most difficult theory in corporation law upon which a plaintiff might hope to win a judgment”?246

6. There are at least two different relevant meanings of the word innocent: innocent as in not knowingly or negligently at fault (“He was innocent of the murder.”), and innocent as in non-negligently unknowing (“He was only twelve, and innocent of the ways of the world.”). How does Caremark distinguish between the two?

7. In Cede & Co. v. Technicolor, Inc., eight years after handing down its decision in Van Gorkom, the Delaware Supreme Court reviewed the duty of care of directors evaluating the terms of a cash-out merger of their corporation, and held that “the breach of the duty of care, without any requirement of proof of injury, is sufficient to rebut the business judgment rule . . . and 162[thus] requires the directors to prove that the transaction was entirely fair [both substantively and procedurally].”247

The Court had enunciated the “entire fairness” test in Weinberger v. UOP, Inc., in analyzing the appropriateness of the price paid by a corporation to buy out the other shareholders of its subsidiary, where the two corporations shared several directors:


The concept of fairness has two basic aspects: fair dealing and fair price. The former embraces questions of when the transaction was timed, how it was initiated, structured, negotiated, disclosed to the directors, and how the approvals of the directors and the stockholders were obtained. The latter aspect of fairness relates to the economic and financial considerations of the proposed merger, including all relevant factors: assets, market value, earnings, future prospects, and any other elements that affect the intrinsic or inherent value of a company’s stock. [citations omitted] However, the test for fairness is not a bifurcated one as between fair dealing and price. All aspects of the issue must be examined as a whole since the question is one of entire fairness.248



One commentator attacked Cede for “effectively conflating the duties of care and loyalty,” on the grounds that the entire fairness test, which allows the court to order a wide range of remedies, makes sense only when the directors have breached their duty of loyalty and should repay to the corporation the amount by which they personally and wrongfully benefited; if they breached only their duty of care, they probably had no personal benefit to return.249

In turn, he pointed out, Stone incorporated the duty of good faith into the duty of loyalty, “mak[ing] it doctrinally even more difficult to require causation [as an element of the plaintiff’s action], while simultaneously creating a conceptually difficult task of creating appropriate remedies.”250 Do you agree?

8. In 2006, four partners at the law firm Skadden recommended that


whenever a company has reason to believe that a problem may have occurred, it should investigate internally to find out exactly what took place and why. Although the company may pause to 163ask whether it really wants to know what happened, the answer is that it cannot afford not to know, particularly given the certification obligations that have been imposed upon chief executive and financial officers under Sarbanes-Oxley. Such knowledge is essential to determining whether disclosure to the government is called for, and whether any corrective action is required. This may be necessary to establish the company’s integrity, to limit the company’s exposure to civil liability, and to reduce the potential fine that may be imposed for the conduct.251



Suppose that a corporation has implemented an “early warning system” to alert directors to potential misconduct or non-compliance. Should it commit energy, expertise, and resources to investigating all reports of incidents that may “trip the alarm”? If not, what procedures should it put in place to identify those reports that should be followed up on, and whether the sensitivity of the alarm should be adjusted?252

Is this in any way comparable to the systems by which law enforcement authorities, who in response to “If you see something, say something” publicity campaigns may receive more anti-crime and anti-terrorism tips than they can fully investigate, determine which ones to follow up on? If so, how?

9. (9a) Two experts in corporate governance have suggested that the Disney decision indicates that directors should “[a]lways be active and attentive — [and] look not just for ‘red flags,’ but also ‘yellow flags.’”253 Where is the line between yellow flags and red flags (or 164between different shades of yellow flags)?254 Who is responsible for identifying warning signals to the board, and assigning them different levels of urgency (so that there is, one might say, no mis-apprehension)?

(9b) One author has proposed that


[a] fact-intensive test to evaluate the existence of a red flag should consider the following: (1) the potential harm to the company, (2) the time to react, (3) the source of the red flag, (4) the frequency of the red flag, and (5) the availability of the information in forming the red flag. By focusing on these elements to establish a conscious disregard, a court would avoid finding liability for a mere mismanagement of “business risk” and strike the correct balance between director authority and shareholder accountability.255



Should any of these factors be given more weight than any other(s)? What other factors might be relevant in evaluating whether directors should be personally liable for failing to oversee the company’s operations?

How could boards address these factors in creating internal guidelines or policies for identifying and responding to red flags?

(9c) Is there any difference between “red flags” and the corporate governance analogues to “broken windows” discussed in Question 5 on pages 121-122 above?

10. Do directors have a Caremark duty to monitor and manage risk that pervades and indeed is inherent in their entire industry?256
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Among the conclusions of The Financial Crisis Inquiry Report: Final Report of the National Commission on the Causes of the Financial and Economic Crisis in the United States257 was that


dramatic failures of corporate governance and risk management at many systemically important financial institutions were a key cause of this crisis. . . . Too many of these institutions acted recklessly, taking on too much risk, with too little capital, and with too much dependence on short-term funding. In many respects, this reflected a fundamental change in these institutions, particularly the large investment banks and bank holding companies, which focused their activities increasingly on risky trading activities that produced hefty profits. They took on enormous exposures in acquiring and supporting subprime lenders and creating, packaging, repackaging, and selling trillions of dollars in mortgage-related securities, including synthetic financial products. Like Icarus, they never feared flying ever closer to the sun.

Many of these institutions grew aggressively through poorly executed acquisition and integration strategies that made effective management more challenging. The CEO of Citigroup told the Commission that a $40 billion position in highly rated mortgage securities would “not in any way have excited my attention,” and the co-head of Citigroup’s investment bank said he spent “a small fraction of 1%” of his time on those securities. In this instance, too big to fail meant too big to manage.

Financial institutions and credit rating agencies embraced mathematical models as reliable predictors of risks, replacing judgment in too many instances. Too often, risk management became risk justification.258
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Yet almost two years earlier, in In re Citigroup Inc. Shareholder Derivative Litigation,259 the Delaware Court of Chancery held that the business judgment rule insulated directors from personal liability for their failure to reduce the bank’s exposure to risks from the subprime mortgage lending market:


To the extent the Court allows shareholder plaintiffs to succeed on a theory that a director is liable for a failure to monitor business risk, the Court risks undermining the well settled policy of Delaware law by inviting Courts to perform a hindsight evaluation of the reasonableness or prudence of directors’ business decisions. Risk has been defined as the chance that a return on an investment will be different than expected. The essence of the business judgment of managers and directors is deciding how the company will evaluate the trade-off between risk and return. Businesses — and particularly financial institutions — make returns by taking on risk; a company or investor that is willing to take on more risk can earn a higher return. Thus, in almost any business transaction, the parties go into the deal with the knowledge that, even if they have evaluated the situation correctly, the return could be different than they expected.

It is almost impossible for a court, in hindsight, to determine whether the directors of a company properly evaluated risk and thus made the “right” business decision. In any investment there is a chance that returns will turn out lower than expected, and generally a smaller chance that they will be far lower than expected. When investments turn out poorly, it is possible that the decision-maker evaluated the deal correctly but got “unlucky” in that a huge loss — the probability of which was very small — actually happened. It is also possible that the decision-maker improperly evaluated the risk posed by an investment and that the company suffered large losses as a result.

Business decision-makers must operate in the real world, with imperfect information, limited resources, and an uncertain future. To impose liability on directors for making a “wrong” business decision would cripple their ability to earn returns for investors by taking business risks. Indeed, this kind of judicial second guessing is what the business judgment rule was designed to prevent, and even if a complaint is framed under a Caremark theory, this Court will not abandon such bedrock principles of Delaware fiduciary duty law.



Noting that Citigroup had established procedures for monitoring market risk, and that (according to the plaintiffs’ own complaint) the bank’s Audit and Risk Management Committee had met 11 times in 2006 and 12 times in 2007,260 the court distinguished business risk management from oversight of internal compliance:
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There are significant differences between failing to oversee employee fraudulent or criminal conduct and failing to recognize the extent of a Company’s business risk. Directors should, indeed must under Delaware law, ensure that reasonable information and reporting systems exist that would put them on notice of fraudulent or criminal conduct within the company. Such oversight programs allow directors to intervene and prevent frauds or other wrongdoing that could expose the company to risk of loss as a result of such conduct. While it may be tempting to say that directors have the same duties to monitor and oversee business risk, imposing Caremark-type duties on directors to monitor business risk is fundamentally different. Citigroup was in the business of taking on and managing investment and other business risks. To impose oversight liability on directors for failure to monitor “excessive” risk would involve courts in conducting hindsight evaluations of decisions at the heart of the business judgment of directors. Oversight duties under Delaware law are not designed to subject directors, even expert directors, to personal liability for failure to predict the future and to properly evaluate business risk.261



Almost two years later, although it was not required to determine whether a duty to monitor risk was a component of the Caremark duty of oversight, the court stated that “[i]f an actionable duty to monitor business risk exists, it cannot encompass any substantive evaluation by a court of a board’s determination of the appropriate amount of risk. Such decisions plainly involve business judgment.”262 In a footnote, the court elaborated,


While a valid claim against a board of directors in a hierarchical corporation for failure to monitor risk undertaken by corporate employees is a theoretical possibility, it would be, appropriately, a difficult cause of action on which to prevail. Assuming excessive risk-taking at some level becomes the misconduct contemplated by Caremark, the plaintiff would essentially have to show that the board consciously failed to implement any sort of risk monitoring system or, having implemented such a system, consciously disregarded red flags signaling that the company’s employees were taking facially improper, and not just ex-post ill-advised or even bone-headed, business risks. Such bad-faith indifference would be formidably difficult to prove.263
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One commentator has warned that


[t]he financial models used in risk management (like all financial models) attempt to predict the future on the general assumption that the future will resemble the past in relevant aspects, which it often does not. The design and application of such models thus involves the exercise of significant business judgment, and failures of risk management should generally be viewed as failures of business judgment. . . .

[Thus] there can be little doubt that expanding oversight liability to improve risk-management practices at financial firms would be tremendously inefficient. The key limitation on oversight liability under current Delaware law is the scienter requirement. Expanding oversight liability in a meaningful way means eliminating that requirement, and eliminating that requirement means that courts would be reviewing the substance of risk-management decisions on the merits. Since risk-management decisions are business judgments, courts would be reviewing business judgments on the merits.

Worse, since virtually any business decision with a poor result can be characterized as a risk-management failure, expanding oversight liability for risk-management failures would authorize the court to review on the merits virtually any business decision made at any level of the firm’s business.264



(10a) Is this logic sound with regard to the decisions of financial firms?

(10b) Can this reasoning be extended to the operations of other — or all — types of companies?

(10c) To Jack and Suzy Welch (the late former chairman and CEO of General Electric, and the former editor-in-chief of the Harvard Business Review, respectively), boards of directors were generally not at fault for the harms caused to their companies and shareholders by “the newfangled financial instruments that sparked this crisis,” except that “boards should have at least sensed that ‘knowledge gap’ in their bones [and] should have pressed the CEOs and executive 169teams harder about their risk assessment systems, demanding to know how risk managers were being rewarded.”265

Yet shareholder activist (formerly, “corporate raider”) Carl Icahn dismissed that analysis as “nonsense”:


A board member should be able to understand when a company is leveraged up to 40 times the value of its assets, as some were. In my view, many were just not doing their jobs.

Jack Welch believes that some boards’ members should have pressed managements more on their risk strategies. Chances are that some directors did take this approach. But did they demand any change of course? Or did they just accept the management line that certain risks are necessary to generate returns?266



With whom do you agree?

11. Risk management is not addressed with much particularity by statutes or regulations.267 Regulation S-K requires publicly traded companies to “disclose the extent of the board’s role in the risk oversight of the [company], such as how the board administers its oversight function, and the effect that this has on the board’s leadership structure.”268 The NYSE listing requirements specify that a company’s audit committee is responsible for “discuss[ing] policies with respect to [the senior officers’] risk assessment and risk management.”269

(11a) Under Section 165(h) of the Dodd-Frank Act, bank holding companies and some other financial entities must create risk committees to “be responsible for the oversight of the enterprisewide risk management practices” of the company; and the committee must include “at least one risk management expert having experience in identifying, assessing, and managing risk exposure of large, complex firms.”270

More generally, under what circumstances might all boards consider creating a specialized risk management committee (and 170possible subcommittees or sibling committees to address different types of risks and/or responses)?271 How would such a committee function, and what special qualifications, if any, would the board seek in naming its members? What special qualifications, if any, would the (sub)committee members consider when selecting special counsel? Would its charter include any special provisions distinct from those in the charters of other committees?

For example, the Breeden Report recommended that the MCI (formerly, WorldCom) board “establish and oversee a Risk Management Committee” composed of at least three independent directors, at least one of whom “should have significant telecom operating or technology experience” and at least three of whom should have “experience in risk and telecom issues.”272 The committee


should review the Company’s risk disclosures in all disclosure documents such as the Form 10-K Annual Report. Working with such outside experts as it may retain, the Committee should carefully review management’s identification of all major risks to the business and their relative weight. These should include risks in technology and network operations, finance and accounting, legal, environmental, personnel, treasury, capital budgeting, or any other issues that could create significant risks to the Company’s results, reputation or capacity to serve customers. The Committee should regularly assess the adequacy of management’s risk assessment, its plans for risk control or mitigation, and disclosure. In discharging its responsibilities, the Risk Management Committee should consult from time to time with major shareholders.273



(11b) Under what circumstances should boards consider creating, in addition to or instead of a risk management committee, the position of a chief risk officer (CRO), whose duties would include “educating managers . . . in risk management; providing the necessary 171enabling methodologies, tools, and techniques”; and “monitoring the upstream reporting process, [while standing ready] — if communication through normal reporting channels should break down — to provide relevant information to the chief executive [officer]”?274

(11c) Is there always a clear line between the business risks that a corporation is “in the business of taking on and managing,” to which the Citigroup analysis applies, and other risks (including those of non-compliance) to which the Caremark analysis applies? Are there other categories of risks that directors must manage, and are they governed by different standards of responsibility and potential liability?275

(11d) Does it make a difference for purposes of the Caremark or the Citigroup analyses whether the red flags to which the directors allegedly did not appropriately react involved external and public developments (such as the economic distress of the subprime lending market nationwide) as opposed to internal and sometimes-proprietary information (such as the performance of particular segments of a bank’s operations)?276

(11e) How do the Caremark and Citigroup analyses apply, if at all, to industries in which each transaction or product can be seen as the result of a unique interaction of numerous factors so complex, unquantifiable, and volatile that few if any rules, models, or calculations can be relied on to predict, or engineer, success?
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In particular, the Academy Award–winning screenwriter William Goldman famously pronounced that


NOBODY KNOWS ANYTHING.

Not one person in the entire motion picture field knows for a certainty what’s going to work. Every time out it’s a guess — and, if you’re lucky, an educated one. . . . [T]hey’re trying to predict public taste three years ahead and it’s just not possible.277



(Put another way, studio executives might not know whether they’re approving the next Avatar — or the next Ishtar or John Carter.)278

(11f) How do the Caremark and Stone analyses apply, if at all, to a company’s development and deployment of software-dependent “big data” (and associated “predictive analytics”) techniques to identify, and base company decisions and operations on, correlations that might not be intuitively — or even non-intuitively — understandable?279
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(11g) Do directors and officers face a different standard of review and personal liability for their determination of what level of risk is appropriate for their firm (or for one of its ventures), as opposed to their monitoring and management of that risk?280

Are “best practices” for risk-setting decisions more developed than those for monitoring and managing that risk?281

12. Do directors have a Caremark-type duty (and analogous liability for their failure) to monitor conditions existing outside the firm — for instance, trends in the national or world economy — and react to them to prevent loss?282

Can this be seen as extending the duty of due care into a “duty to prepare,” especially for situations that, though foreseeable (if not of high probability), might occur suddenly and demand a quick and decisive response?283
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In 1996, Andrew Grove — the former chairman of the board, president, and CEO of Intel Corporation — discussed in detail the challenge of “strategic inflection points,” such as the rise of the Internet, that dramatically alter entire industries. He insisted that most executives, through a combination of denial284 and fear of change, squander their opportunities to identify and react quickly to these situations:


The dilemma is that you can’t suddenly start experimenting when you realize you’re in trouble unless you’ve been experimenting all along. It’s too late to do it once things have changed in your core business. Ideally, you should have experimented with new products, technologies, channels, promotions, and new customers all along. Then, when you sense that “something has changed,” you will have a number of experiments that can be relied on to expand your bag of tricks and your organization will be in a much better position to expand the scope of experimentation and to tolerate the increased level of chaos that is the precursor for repositioning the company in a new business direction. . . .

[However,] most management will do too little too late and therefore fritter away the protection that the bubble of their existing business would otherwise have provided them with. . . .

Looking back over my own career, I have never made a tough change, whether it involved resource shifts or personnel moves, that I haven’t wished I had made a year or so earlier.285



As Lawrence Summers, economist and former president of Harvard University, has observed, “[a] good rule of thumb for many things in life holds that things take longer to happen than you think they will, and then happen faster than you thought they could.”286
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One example of a corporation’s recognition of transformative changes in its underlying industry — which have been analyzed in detail in Harvard Business School professor Clayton M. Christensen’s works on “disruptive innovation”287 — is the internal memo, “The Internet Services Disruption,” by Ray Ozzie, who was serving as one of Microsoft’s Chief Technical Officers, on October 28, 2005. Ozzie observed that “[t] he ubiquity of broadband and wireless networking has changed the nature of how people interact, and they’re increasingly drawn toward the simplicity of services and service-enabled software that ‘just works’ ”; that businesses were similarly exploring the advantages of Internet-provided services and software; and that the emerging practice of “advertising-supported services and software . . . has the potential to fundamentally impact how we and other developers build, deliver, and monetize innovations.”288

He warned that:


Just as in the past, we must reflect upon what’s going on around us, and reflect upon our strengths, weaknesses and industry leadership responsibilities, and respond. As much as ever, it’s clear that if we fail to do so, our business as we know it is at risk. We must respond quickly and decisively.



Almost six years later, a co-founder of Netscape and board member of Hewlett-Packard declared that “we are in the middle of a dramatic and 176broad technological shift in which software companies are poised to take over large swathes of the economy,” and identified “[p]erhaps the single most dramatic example of this phenomenon” as “the suicide of Borders and rise of Amazon.”289

In October 2017, both General Motors and Ford Motor Company announced plans to bring all-electric (rather than hybrid) cars to market over the next few years;290 a G.M. executive indicated that the company would ultimately stop manufacturing cars with internal combustion engines.291 And in August 2021, President Biden “signed an executive order that call[ed] for the government to try to ensure that half of all vehicles sold in the United States be electric by 2030.”292

(12a) For instance, as January 1, 2000, approached, should not all directors have been aware of the looming and widely publicized Y2K threat that the software used by their own companies (and by firms that theirs dealt with) might register dates in the year 2000 as occurring instead in the year 1900?293

At what point should even those directors who had no technical background have been alerted to the Y2K concern? After it appeared on the cover of Newsweek magazine’s June 2, 1997, issue 177(headlined The Day the World Crashes)? As the issue became more widely publicized and discussed, at what point — January 1999? June 1999? December 1999? — could their ignorance of this danger have been considered (had their corporation suffered damages as a result, or even if their inactivity had increased the costs of belated Y2K-proofing) as a breach of their duty of care?

More generally, how much more — and how much more quickly — than a member of the general public should a director be familiar with emerging trends and threats?294 Should the “awareness time” and “reaction time” be greater for threats involving technological vulnerability? For instance, in 1998 a popular mystery novel for children, whose plot prominently featured elementary breaches of cybersecurity occurring in a fictional law office, led one commentator to suggest that it “could serve as a cautionary tale for many real-life professionals, who might well cringe at [the lawyer’s] sins of omission.”295 If Nancy Drew plots are driven by such elements, can real-life lawyers appropriately plead ignorance of them? (Fourteen years later, the ABA would revise an official Comment to its Model Rules of Professional Conduct to specify that the duty of providing competent representation requires a lawyer to “keep abreast of . . . the benefits and risks associated with relevant technology” for legal practice.296 Furthermore, the ABA would add to its Rule on “Confidentiality of Information” the requirement that “[a] lawyer shall make reasonable efforts to prevent the inadvertent or unauthorized disclosure of, or unauthorized access to, information relating to the representation of a client.”)297

(12b) Does the same analysis apply to a situation in which a corporation is aware that weather predictions for the next few years indicate a high probability of destructive weather, such as hurricanes or severe thunderstorms, in a specific area where its headquarters, warehouses, operations centers, or other significant facilities — or those of its key trading partners — are located?

Note that energy-trading firms and commodities traders have hired weather forecasters to advise them on this key factor in their 178markets.298 Might directors be liable if they do not ensure that the corporation retains, and considers the predictions of, such experts?

(12c) Can directors be held personally liable for their failure not to inform themselves, and ensure that their corporations are taking steps to cope with, the short-term and long-term threats of the phenomenon known as human-caused climate change, or global warming? Is it any defense to such liability to claim that the extent, speed, and even existence of this phenomenon have been disputed by some scientists?299

(12d) Does the fact that the SEC issued in 2010 an interpretive release “summariz[ing] a number of Commission rules and regulations that may be the source of a disclosure obligation for registrants under the federal securities laws” and reviewing “some of the ways climate change may trigger disclosure required by these rules and regulations”300 affect your answers to (b), and (c) above?

(12e) Can a corporation and its directors be held liable for supporting (especially without attribution),301 and helping to disseminate, scientific research that minimizes the extent of human-caused climate change, if at the same time it based its own business strategies on an assumption of a more significant global warming effect? Does the company violate any laws by not fully disclosing to shareholders302 179its estimated short-term and long-term financial risks (especially those that might result from anticipated regulation) under a global-warming scenario,303 especially if its internal planning incorporates such considerations? To what degree should committee,304 executive approval, and other “governance processes for these disclosures . . . be similar to those used for . . . financial disclosures”?305

(12f) Can directors be held personally liable for their failure to prepare procedures for corporate reaction to, and operation in, such situations as a public health crisis306 or an attack on the national, regional, or local power grid?307
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(12g) To what extent should directors of a company that is installing its own procedures to minimize the effects of possible technological, medical, or other emergencies attempt to require any of the company’s suppliers and other trading partners to adopt similar measures?308 How should the board respond to such demands from other companies?

(12h) In the situations above, could directors be personally liable for what might be characterized in hindsight as over-reacting to predicted or predictable risks?

For example, many corporations expended significant time and resources to prepare for Y2K, which ultimately resulted (perhaps in part because of such preparations) in much less disruption and loss than had been predicted. Could shareholders argue that directors should have understood that the Y2K issue had been over-hyped?

(12i) Can directors be personally liable for failing to ensure that the corporation obtained insurance coverage of sufficient scope and amount to protect it against losses from risks? If so, which risks would those be?

(12j) What are the applications in the enterprise risk-management context of following often-quoted statement by former Secretary of Defense Donald Rumsfeld?


[r]eports that say something hasn’t happened are always interesting to me because as we know, there are known knowns: there are things we know we know. We also know 181there are known unknowns: that is to say we know there are some things [we know] we do not know. But there are also unknown unknowns — the ones we don’t know we don’t know.309



(12k) To what degree should the board’s — and counsel’s — risk management processes involve provisions for redundancy, such as the “five empty FedEx jets that roam over the United States every night” in case the company needs them for emergencies?310

(12l) To what degree should the board’s — and counsel’s — risk management process specify in advance certain rules of crisis operation, 182acknowledging that in an actual emergency their judgment might be compromised?

For example, a best-selling account of a calamitous mountain-climbing adventure recalled one guide’s stressing “the importance of having a predetermined turn-around time on our summit day . . . and abiding by it no matter how close we were to the top,”311 because the author and his colleagues


were forced to make such critical decisions [as whether to stop short of the summit and retreat back down the mountain] while severely impaired with hypoxia. In pondering how this disaster could have occurred, it is imperative to remember that lucid thought is all but impossible at 29,000 feet.312



(12m) To what extent should companies “be required to provide qualitative disclosures regarding their approach to enterprise risk management”?313

13. The Wall Street Journal reported that some “boards conduct scenario planning to prepare for crises” — for instance, one simulated the death of its Chairman/CEO in a plane crash to examine its internal succession plan and preparations for informing regulators and the press of such an emergency.314
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(13a) To what degree should boards engage in such exercises? Which possible risks should they address, and at what expense? Should they consider the possibility that several members of the board and/or executive team might be incapacitated at the same time (if, for example, they were involved in an accident while traveling in the same vehicle)?

(13b) Many of those engaged in creating such plans may be aware of Secretary of State Alexander Haig’s notoriously erroneous pronouncement, during a White House press conference on March 30, 1981, in the wake of an assassination attempt on President Ronald Reagan, that “As of now, I am in control here, in the White House.”315

Should a succession plan designate specified individuals (or the holders of specified offices) as the interim successors of other specified individuals (or holders of specified offices) who can no longer serve? Or should a plan vest discretion in a particular group (such as the board as a whole, or a specified committee) or the holder of a certain office (such as the board chair or the CEO) to designate interim successors?

(13c) Does the board have a responsibility for overseeing programs to develop officers for promotion (to senior executive positions) and/or to be candidates for seats on the board?316

(13d) Can directors who have not instituted a succession plan be held personally liable for breaching their duty of care, if the absence of such a plan leads to commercial losses for their corporation?317

14. To what degree should a company publicly reveal details of its CEO succession process, and names of candidates for successors?
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In February 2011, proxy advisory firm Institutional Shareholder Services supported a shareholder proposal (submitted by the Central Laborers’ Pension Fund) that called for Apple’s board to adopt, and disclose, its succession plan for the office of its chief executive officer; to indicate its criteria for the position and its internal candidates; and to update the disclosure annually.318

At the annual shareholder meeting held that month, only 30 percent of the shares cast favored the proposal. Yet a Reuters report, noting that it was “standard procedure at many big companies like Ford Motor and Goldman Sachs” to reveal the vote tallies at the meeting, criticized Apple for disclosing this information only the day after the meeting, in a filing with the SEC: “That smacks of unnecessary reluctance to keep shareholders properly informed.”319 In July 2011, a source “familiar with the company” indicated that the “independent directors have discussed management succession in private sessions without Mr. Jobs at every board meeting for the past 12 years [but that] ‘[e]verybody in the room is sworn to secrecy as to what it [the succession] plan is.’”320 (The next month, Jobs stepped down as CEO and the board named chief operating officer Tim Cook his successor.)321

After Michael Pearson, the CEO and chair of Valeant Pharmaceuticals International, was hospitalized in late 2015 for severe pneumonia, the company first created a three-person committee to assume his responsibilities; days later, it appointed a director (who had once served as its chief financial officer) as interim CEO.322 Pearson returned to his office in late February 2016, and the company appointed as chair another director, who observed that Pearson’s “illness serves as a reminder of the importance of succession planning.”323

In early 2012, Berkshire Hathaway’s 81-year-old CEO Warren Buffett advised the company’s shareholders that the company had identified not only his successor but also two qualified backup candidates, but that none of the three would be publicly named.324 One columnist, though defending the secrecy as allowing the company “to change its mind later if circumstances warrant” and preventing the backup candidates from becoming “demoral[ized] . . . and . . . more prone to poaching by competitors,” consulted experts in “textual analysis” to divine, from scattered 185references in Buffett’s annual letters to shareholders, the preferred internal executive(s).325

By contrast, in October 2011, Walt Disney Co.’s announcement that CEO Robert Iger would remain in office until 2015 was interpreted as “a sign the board is eager to lock Mr. Iger in for a significant period of time, while also assuring an orderly transition.”326 And, foreshadowing the controversies that would erupt in 2016 over his competence and succession as chairman of CBS and of Viacom, Sumner Redstone in 2009 and 2014 announced to talk show host Larry King and to the Hollywood Reporter, respectively, that he did not plan ever to die.327

15. More broadly, the “scenario” method of anticipating and preparing for emerging situations, derived from “war game” techniques used by the military during and after World War II,328 focuses on identifying the information, participants, and trends that would be critical to the resolution of a given issue and clarifying their relationships and potential interactions.329

(15a) Might the failure of directors to engage in such a process ever ground claims for personal liability? Given the emphasis of this approach on alternate situations, imprecision, and unpredictability, could directors be liable if they based corporate decisions on what turned out to be a “wrong answer” from such a process?
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(15b) The U.S. Department of Homeland Security and other federal departments and agencies, as well as the United States Army and Air Force, have made use of the services of Sigma, a group of science-fiction authors, to “help managers think more broadly about projects, especially about potential reactions and unintended consequences.”330 What types of similarly creative and speculative consultants could inform executives who are constructing and analyzing business “scenarios”?

(15c) What is the role of corporate counsel in the “scenario” method of informing business decision making? Should such counsel be independently applying this approach to better evaluate possible developments in the caselaw, regulation, statutes, and best practices of corporate governance?

(15d) As corporations engage the services of “futurists” to “at least . . . help lend us a sort of mental flexibility, as well as the ability to think through trends that are otherwise easily dismissed,”331 should directors and officers (and their counsel) themselves attempt to identify 187such trends and their practical implications?332 Should they make a habit of reading science fiction,333 particularly short stories and novels concerning the fields of their (or their clients’) business? As promised by a remark attributed to genre grandmaster Frederick Pohl, “A good science fiction story should be able to predict not the automobile but the traffic jam.”

16. Does any duty to monitor external conditions and emerging challenges extend to reviewing what a corporation’s competitors are doing — for instance, how they are repositioning themselves? Note that in Shlensky v. Wrigley, discussed in Section 2.01, the court held that the directors of the Chicago Cubs organization had no duty to hold night games on their home field — as all of their competitors were doing — so long as they had a reasonable justification for this divergence.334

17. In recent years, a growing number of corporations have charged their own staffs with, or have hired specialty firms (often composed of former employees of law enforcement agencies and of the intelligence community) with experience in, conducting “competitive intelligence” operations — that is, gathering information on the plans of their competitors.335

(17a) Is there a duty to engage in competitive intelligence analysis, particularly if directors believe, or know, that their competitors are doing so?

(17b) Conversely, do directors owe a fiduciary duty to the corporation to educate themselves in the competitive intelligence tactics that can be applied against their firms, and to institute policies to thwart the use of such methods against the corporation?

18. Can directors be held personally liable for their failure to ensure that their corporations continue to introduce innovations so that their products and services will be perceived as “fresh” and “cutting-edge”?336 At what point would such a duty materialize — when demand reached a plateau of a certain duration; when demand started to fall, or fell below a certain percentage of prior sales; or when it declined a certain amount in 188proportion to the demand for competitors’ products, or to the state of the economy?

19. Alternatively, can directors be held personally liable for missteps in attempting to keep their companies’ offerings fresh? The most famous example of such an apparent commercial disaster, of course, is the Coca-Cola Company’s introduction of New Coke in April 1985 — yet that decision has been defended as ultimately, if perhaps inadvertently, enhancing appreciation of, and demand for, Classic Coke. (In July 2021, the company was reported to be preparing to change “the taste and look of one of its most popular soft drinks,” Coke Zero.)337

Such mistakes, if they endanger the viability of the brand itself, are often referred to as “jumping the shark,” a term introduced by a now-defunct website, jumptheshark.com, that began operation in December 1997.338 a reference to a now-infamous fifth-season episode of the television show Happy Days, in which the character Arthur “Fonzie” Fonzarelli (Henry Winkler) jumped on water skis over a swimming shark. The site invited visitors to identify “the defining moment when you know that your favorite television show has reached its peak.” (Ironically, Happy Days continued its high ratings for some time, and remained in production for seven years, after that episode was aired in 1977.)

20. The particularly protean nature of the software and Internet industries popularized the practice of “pivoting,” in which a company will “try out new ideas, shed them quickly if they don’t catch on, and move on to the next new thing.”339 How, if at all, are the responsibilities of directors and officers different in companies that are designed to “cycle quickly through different ideas until they find one that sticks”?340 More generally, what is the responsibility of the board to assess and to enhance the corporation’s resilience — that is, its “capacity . . . to prepare for disruptions, to recover from shocks and stresses, and to adapt and grow from a disruptive experience”?341 To what degree does such resilience depend on the board’s 189relinquishing direct control of the officers and instead fostering a company culture and information flow that encourage officers’ initiatives?342

21. Do any Caremark duties for the board attach to the possibility that by dealing with the governments of countries that engage in human rights violations, corporations are potentially exposing themselves to liability under the Alien Tort Claims Act?343
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22. Medical practitioners and hospital administrators use the term sentinel event to refer to


an unexpected occurrence, involving death or serious physical or psychological injury, or the risk thereof. Serious injury specifically includes loss of limb or function. The phrase “or the risk thereof” 191includes any process variation for which a recurrence would carry a significant chance of a serious adverse outcome.

Such events are called “sentinel” because they signal the need for immediate investigation and response.344



The category of sentinel events also includes operations on the wrong patient or wrong body part; abductions or rapes of patients; discharges of infants to the wrong families; and “[u]nintended retention of a foreign object in a patient after surgery or other procedure.”345 However, “not all sentinel events occur because of an error and not all errors result in sentinel events.”346

Since 1996, to retain its accreditation, a health care organization must submit in timely fashion to the Joint Commission on Accreditation of Healthcare Organizations (Joint Commission) a report, including a “root cause analysis” and “action plan,” with regard to any sentinel event that it has reported to the Joint Commission, or that others have reported concerning it.347 The Joint Commission incorporates that material — minus information that would identify the patients, professionals, and institutions involved — into a Sentinel Event Database for the use of health care organizations generally.348

(22a) What would constitute the corporate equivalent of a sentinel event? Are such situations the same as the “red flags” referred to in caselaw?

(22b) Should there be a similar database kept for corporate non-compliance?

(22c) Has Caremark effectively imposed a “root-cause analysis and action plan” requirement on corporations?

23. The Joint Commission seeks to reassure health care professionals and institutions that the information provided to it will be treated 192confidentially.349 Nonetheless, litigation has resulted as patients and relatives have attempted to obtain such reports through the discovery phase of their litigation against doctors and hospitals. Generally, such information has been privileged under state statutes or federal regulations designed to promote candid internal review of sentinel incidents350; however, in at least one instance a court ordered the information disclosed, on the grounds that the hospital’s own policy statement did not provide for confidentiality.351

Do the same concerns apply for businesses approached by other companies in their industry, and/or by government agencies, to engage in “war-gaming” or “table-top exercises” — that is, computer simulations intended to identify participants’ individual and joint vulnerabilities in responding to such situations as hacker attacks, terrorist strikes, and natural disasters? For instance, in 2006 and 2008 the Cyberstorm cybersecurity exercises, conducted under the auspices of the Department of Homeland Security, involved a wide range of agencies and private businesses; and in November 2013, “nearly 10,000 electrical engineers, cybersecurity specialists, utility executives, and F.B.I. agents” engaged in a simulation of an attack on the nation’s electrical grid.352 Are the records of these activities — including discussions of the weaknesses of individual companies participating — privileged under any statute or regulation? If not, should directors decline to participate if they fear that the exercises would create a record that could be harmful to them in subsequent litigation?

On the other hand, could it be argued that invited companies have a responsibility to their shareholders to engage in the exercises precisely in order to identify and fix their vulnerabilities (and to get a sense of how they compare to the vulnerabilities of other countries)?
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24. Does a “self-critical privilege” apply generally to the information uncovered, and recommendations made, in investigations commissioned by the board or officers to identify potential or actual problems?

One commentator concluded that such a privilege, “although controversial and not widely recognized, [would strike] the perfect balance between protecting the confidentiality of sensitive corporate information and promoting the public interest in full and fair disclosure of the information required for effective government oversight.”353 However, courts have found that the privilege “remains largely undefined and has not been generally recognized”;354 indeed, “[n] ot only has application of the privilege been rare, but many courts disagree over the extent to which the privilege should apply and whether any such privilege even exists.”355

25. The results of certain self-evaluations may be sheltered by the Critical Infrastructure Information Act of 2002,356 which protects from disclosure under the Freedom of Information Act, or to any “Federal, State, or local authority, or any third party, in any civil action arising under Federal or State law,” information that is not in the public domain but that is related to “security testing, risk evaluation, risk management planning, or risk audit” of a “critical infrastructure or protected system[]” — so long as the company has voluntarily submitted the information to the Department of Homeland Security (DHS) in good faith with a statement that it expects the information to be protected from disclosure.357
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How can a publicly traded corporation avail itself of this opportunity while also complying with the following guidance, issued by the SEC in October 2011?


Registrants should disclose the risk of cyber incidents if these issues are among the most significant factors that make an investment in the company speculative or risky. In determining whether risk factor disclosure is required, we expect registrants to evaluate their cybersecurity risks and take into account all available relevant information, including prior cyber incidents and the severity and frequency of those incidents. As part of this evaluation, registrants should consider the probability of cyber incidents occurring and the quantitative and qualitative magnitude of those risks, including the potential costs and other consequences resulting from misappropriation of assets or sensitive information, corruption of data or operational disruption. In evaluating whether risk factor disclosure should be provided, registrants should also consider the adequacy of preventative actions taken to reduce cybersecurity risks in the context of the industry in which they operate and risks to that security, including threatened attacks of which they are aware.358



26. The SEC’s October 2011 guidance also directed corporations to disclose costs associated with actual “cyber incidents” that they have suffered: for example,


if material intellectual property is stolen in a cyber attack, and the effects of the theft are reasonably likely to be material, the registrant should describe the property that was stolen and the effect of the attack on its results of operations, liquidity, and financial 195condition and whether the attack would cause reported financial information not to be indicative of future operating results or financial condition. If it is reasonably likely that the attack will lead to reduced revenues, an increase in cybersecurity protection costs, including [costs] related to litigation, the registrant should discuss these possible outcomes, including the amount and duration of the expected costs, if material. Alternatively, if the attack did not result in the loss of intellectual property, but it prompted the registrant to materially increase its cybersecurity protection expenditures, the registrant should note those increased expenditures.359



However, in February 2013, a New York Times editorial would note that, with a few exceptions, “American companies have been disturbingly silent about cyber attacks on their computer systems,” even though “[i]n some cases, such silence might violate [their] legal obligations”; and would suggest that the SEC make the disclosure guidance a binding obligation.360

How does this disclosure requirement differ from, and affect, any obligations of a company to notify its customers directly of data breaches that could have affected the customers’ privacy?361

27. In April 2008, even before the Delaware Supreme Court had definitively stated that the fiduciary duties of officers are the same as those of directors,362 the Bankruptcy Court for the District of Delaware approved the bankruptcy trustee’s action for failure to satisfy Caremark responsibilities, against the individual who had served as the debtor corporation’s vice president of operations and general counsel but not as a director.363

Do officers who do not also serve as directors have the same duties under Caremark as (a) officers who also serve as directors, or (b) directors who do not serve as officers? Does it make a difference to the analysis that, depending on an officer’s position, she might be not only more familiar with, but also more easily able to monitor and detect signals of, potential problems within certain of the corporation’s operations?

28. The By-Laws of ConocoPhillips provide, in the context of indemnifying officers (Article VIII, Section 4), that


a person shall be deemed to have acted in good faith and in a manner such person reasonably believed to be in or not opposed to the best interests of the Corporation, or, with respect to any 196criminal action or proceeding, to have had no reasonable cause to believe such person’s conduct was unlawful, if such person’s action is based on good faith reliance on the records or books of account of the Corporation or another enterprise, or on information supplied to such person by the officers of the Corporation or another enterprise in the course of their duties, or on the advice of legal counsel for the Corporation or another enterprise or on information or records given or reports made to the Corporation or another enterprise by an independent certified public accountant or by an appraiser or other expert selected with reasonable care by the Corporation or another enterprise.



Does this reference to good faith indicate the same good faith discussed in Stone? Is it appropriate for bylaws to offer a definition of good faith?

29. Section 141 (e) of the Delaware General Corporation Law provides that directors


shall be . . . fully protected in relying in good faith . . . upon such information, opinions, reports, or statements presented to the corporation by any of the corporation’s officers or employees, or committees of the board of directors, or by any other person as to matters the member reasonably believes are within such other person’s professional or expert competence and who has been selected with reasonable care by or on behalf of the corporation.



(29a) Does this reference to good faith involve the same good faith discussed in Stone?

(29b) Should such good faith reliance protect a director from liability not only for a breach of the duty of care but also for a breach of the duty of loyalty (i.e., for self-dealing transactions for which the director has not otherwise been immunized from liability)?364

(29c) What constitutes reasonable belief about an expert’s competence, and reasonable care in the expert’s selection?365 How does this apply to the selection of counsel for the board or for a board committee?

(29d) Are some fields of expertise so inherently unusual and/or questionable that
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(1) directors could not be found to have relied in good faith on a supposed expert in one or more of these areas, even if the directors argued that they “reasonably believe[d]” in that person’s competence and had selected him with reasonable care?366 For instance, could an intuitionist (or, psychic) be included in this category?

(2) directors’ actual good faith reliance on the expert could call into question the rationality of all of the directors’ decisions?367

Or, if they deliver results above the level of chance, does it really matter whether anyone knows how they work?368

(29e) Should directors be assumed to know about, and to ensure that their experts avoid, other corporations’ missteps that resulted in high-profile litigation (for instance, Disney’s offering Michael Ovitz a compensation agreement that contained an eye-opening severance package)?

30. Do directors have a duty of care to disclose to the board concerns about their own mental and physical health, at least insofar as suspected, incipient, or actual health problems might affect their ability to perform their functions as directors? About situations in their personal lives (such as the failure of a personal relationship;369 the death of a close friend or relative; or the health issues of someone for whom the director is, or might need to be, a caregiver) that are affecting, or might affect, their focus and/or performance? Does it matter whether any such problem might be seen by the director as affecting his performance only minimally, at least in the short term?370
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31. Do directors have a duty of care to disclose to the board concerns about the mental and physical health of other directors, or of officers? Are they subject to libel or slander suits if they report that “I think that Director X is beginning to show signs of mental decline” or “I think that Director Y is distracted because of a family member’s health issues” — and if so, should corporations require directors to waive their ability to sue for concerns expressed to the board by one director or officer about another? (Does it matter in this regard whether a director communicating such suspicions has a medical background?)371 Alternatively, should the board provide an anonymous reporting system, or would that only encourage abuse?

Immediately preceding the sudden resignation of Pfizer’s chairman and CEO in late 2010, the board “was worried about how [he] was handling the stress of his job” and had worked with him to find another executive to share his duties. Joann S. Lublin & Jonathan D. Rockoff, CEO’s Stress Worried Pfizer, Wall St. J., Dec. 7, 2010, p. B2 (quoting “a person familiar with the situation”: “‘The board was worried about him, and management was worried about him.’ ”).

One commentator has proposed that the board conduct “a systematic senior executive ‘pathology audit’” to identify “behavioral problems” such as narcissism and to determine how to rectify them. Jayne W. Barnard, Narcissism, Over-Optimism, Fear, Anger, and Depression: The Interior Lives of Corporate Leaders, 77 U. Cin. L. Rev. 405, 428 (2008).

32. Do privacy laws or the Americans with Disabilities Act of 1990372 prevent the board from: (i) requiring (internal and external) candidates for board or officer positions to submit to mental and physical fitness examinations, with the results to be furnished to the board, or (ii) requiring current directors and officers to submit to such examinations regularly, with the results to be furnished to the board?
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This might prevent situations like that of McDonald’s Corp., whose CEO James Cantalupo died suddenly from a heart attack in May 2004. That same month, his successor, Charlie Bell, underwent surgery for colon cancer only 16 days after assuming the office. Bell died of the disease in January 2005.

The issue of a leader’s health, which had led the New York Times to call for presidential candidates Barack Obama and John McCain “to fully disclose medical records that clearly bear on their ability to do that job,”373 resurfaced in the political context in July 2011 when a website reported that Rep. Michele Bachmann (R.-Minn.) suffered from migraine headaches, which had caused her to miss votes and to be hospitalized. The contender for the Republican presidential nomination insisted, “Let me be abundantly clear — my ability to function effectively has never been impeded by migraines and will not affect my ability to serve as commander-in-chief.”374

Representative Bachmann also supplied the media with a note from the House’s attending physician indicating that he and a neurologist had evaluated her and had concluded that the migraines were not frequent and were controlled by medication that she was taking.375

33. What are the obligations of the board to monitor the health of a director or senior officer who is recovering from a serious medical condition and/or procedure? Should the board require that the individual submit to a medical examination by a board-selected physician in order to retain her office during this period? See Joann S. Lublin, CEOs with Cancer Force Tough Choices, Wall St. J., Oct. 29, 2010, p. B8 (raising such a proposal and quoting one CEO’s disapproval).

34. Five years after the deaths in office of two successive CEOs, McDonald’s — which now devoted one board meeting a year to succession issues — confronted the issue again, when its president — considered the top candidate to be the next CEO — suddenly announced that for health reasons he was retiring.376
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(34a) Should a board of directors take particular care to monitor, or require special disclosure of, the health conditions of senior executives who are internal candidates to replace the CEO?

(34b) Should the board maintain a succession plan for executives other than the CEO and Chair — for instance, the company’s senior technology officer, and/or the chairs of key committees of the board?


Succession Planning

The Board, in conjunction with its Nominating & Governance Committee and with the CEO, shall develop, maintain, and annually review a succession plan for the CEO.

At least once annually, the Board will review the performance of the Company’s senior executives to determine their respective potentials (and personalized development programs to enable them effectively) to succeed, on an interim and/or long-term basis, the current CEO and other members of the Company’s senior management.

The CEO shall at all times make available to the Board, which shall review it annually, her recommendations of interim and long-term successor(s) if she were to suddenly leave the Company or become unable to perform her functions for the Company, as well as her recommendations for interim and longterm successors to other members of the Company’s senior management.

The Board shall itself maintain a succession plan for the position of the Chairman of the Board.


35. What are the obligations of the board to disclose publicly the health conditions of directors or officers, and/or to clarify their own executives’ public comments, particularly when those conditions might be life-threatening?

This issue was among those considered in Peter Elkind’s March 5, 2008, cover story in Fortune magazine: “The Trouble with Steve” revealed that for nine months before his successful surgery in July 2004 for pancreatic cancer, Jobs had attempted to cure himself through a special diet


as Apple’s board of directors and executive team secretly agonized over the situation — and whether the company needed to disclose anything about its CEO’s health to investors. Jobs, after all, was widely viewed as Apple’s irreplaceable leader. . . . News of his illness, especially with an uncertain outcome, would surely send the company’s stock reeling. The board decided to say nothing, after seeking advice on its obligations from two outside lawyers, who agreed it could remain silent. . . .377
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Ralph Whitworth, an activist institutional investor, served as chairman of Waste Management when its CEO was stricken with a fatal brain tumor. He says the issue is “a very tricky one,” but Apple should have disclosed Jobs’ illness promptly after assessing his situation — whether legally required to or not. “Good governance has nothing to do with following the minimum standards,” says Whitworth. “Executives should announce before they’re going into major surgery. Yes, your stock will go down. [But] how would the shareholders have felt if they said he died on the operating table?”

Former SEC chairman [Arthur] Levitt agrees. “It’s a difficult personal decision,” says Levitt. “But clearly if a CEO is going in for major surgery, that’s a disclosable item.”378



Indeed, several months after the Fortune article appeared, reporters remarked on and speculated about Jobs’s gaunt appearance at Apple’s introduction of its latest products379 and his subsequent decision not to 202attend the Macworld trade show.380 The discussion only intensified when Jobs released a statement in January 2009 that he had a “hormone imbalance”; and, in announcing that he would be taking a several-month leave of absence, he cryptically noted, “[M] y health-related issues are more complex than I originally thought.”381
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By contrast, the following month a Washington Post editorial commended Justice Ruth Bader Ginsburg for disclosing that she was being treated for pancreatic cancer: “[S] he promptly disclosed her condition with a level of specificity rarely seen before or since from a justice.”382

In late June 2009, Jobs returned to Apple amid reports that he had had a liver transplant two months previously and that the SEC was continuing an “informal probe” begun earlier in the year.383 A company spokesman “declined to say whether Mr. Jobs’s role had changed from what it was before his leave, and he declined to discuss his health. He also would not say when Mr. Jobs first returned to Apple.”384

In January 2011, Jobs revealed that he was about to take a second leave of absence from Apple “‘to focus on my health’ ”; he apparently remained “closely involved in the company’s strategic decisions and product development.”385 On August 24, he formally resigned the office of CEO. Steve Jobs passed away on October 5, 2011.

In July 2014, JPMorgan Chase & Co. chair and CEO Jamie Dimon announced in a memo to employees and shareholders that he had “curable” throat cancer and would be receiving radiation and chemotherapy treatments over the following eight weeks. A bank spokesman indicated at that time that “[t] he board had already established a 204short-term, medium term and longer-term succession plan.”386 Dimon noted that “[i]mportantly, there is no evidence of cancer elsewhere in my body,” and that “I feel very good now and will let all of you know if my health situation changes.”387 Five months later, Dimon, who had “remained involved with the bank” over the course of his treatments, told employees that his test “results came back completely clear, showing no evidence of cancer in my body . . . [My] prognosis remains excellent.”388

The following year, Goldman Sachs chair and CEO Lloyd Blankfein disclosed on the company’s website that he had a “highly curable” form of lymphoma, and that “[m] y doctors have advised me that during the treatment I will be able to work substantially as normal, leading the firm.”389 Like Dimon, Blankfein remained in office.390

However, in October 2015, after Oscar Munoz, the CEO of United Continental Holdings, was hospitalized for a heart attack, the company faced criticism for waiting four days before issuing a public statement indicating the nature of his health problems and identifying the new leadership of the company. Commentators observed that the newly-named interim CEO had come to United from Sara Lee Corp., which had disclosed almost a month after announcing its own CEO’s temporary medical leave (before she ultimately left her position) that she had had a stroke.391

Although in early November the company announced that Munoz would return to work by the end of the year, he had a heart transplant 205operation two months later, raising further concerns about United’s failure to disclose relevant information.392 In March 2016, Munoz returned to full-time work as United’s CEO.

In the spring of 2017, railroad company CSX declined to provide details about the health of its recently installed 72-year-old CEO, an industry titan who was then frequently working from home; who sometimes used an oxygen machine; and whose compensation had been approved by a vote at its annual meeting of shareholders,393 at which the CEO had advised the audience that the board was “fully apprised with my medical condition” and that his doctor had approved his remaining in office, and the chair had added that “[t] he board is satisfied there is no health issue with respect to [the CEO’s] performance.”394

However, several months previously, in the negotiations over his retention, the executive had “declined CSX’s request that an independent physician chosen by the company’s board review his medical records.”395 Instead, he had “furnished the board with a two-sentence letter from his personal doctor . . . that . . . read something like this: ‘I have treated this patient for a long time. He is fit to do the job.’”396

The company subsequently announced that the board would institute “a policy that requires its CEO to get a comprehensive physical performed by a medical provider chosen by the board.”397

36. What responsibility, if any, does the board have to correct misleading or false reports by outsiders, particularly those disseminated online, about the physical or mental health of its directors or officers? Such misinformation could — at least temporarily — harm the company’s performance. For example, in early October 2008, “Apple stock fell as much as 5 percent after a CNN-sponsored citizen-journalism [web]site . . . published a 206false item from a user reporting that Steve Jobs . . . had been rushed to the emergency room.”398

Once a company begins to respond to such statements, could it, by negative implication, be seen as at least partially confirming those items that it did not explicitly deny?

37. What responsibility, if any, does the board have to disclose — or to correct reports about — a medical condition of one of its executives if that condition would tend to undercut the perceived value of its products, and/or the credibility of the company and its executives?

In early 2012, Paula Deen, celebrity chef, revealed that three years previously she had been diagnosed as having Type 2 diabetes. Noted one commentator:


It would have been refreshing if the circumstances hadn’t been so self-serving: she was plugging her son Bobby’s new Cooking Channel show, “Not My Mama’s Meals,” which is devoted to lower-calorie recipes. And she had recently signed on as a paid pitchwoman for a diabetes drug.

What’s more, she had waited three long, greasy years since her diagnosis to come out. During that period, she promoted the deep-fried life without acknowledging her firsthand experience of how a person can be burned by it.399



38. In September 2008, Sergey Brin, a co-founder of Google who was then 35 years old, announced on a blog that his discovery that he had a gene mutation that made it more likely that he would contract Parkinson’s disease had left him “in a rather unique position. . . . I now have the opportunity to adjust my life to reduce those odds.”400

Was Brin required to make this disclosure, even though, as one press account indicated, “[m] edical experts said that those who carry that gene mutation are more likely than not to live disease-free” and that the disease “is typically a late-onset disorder, in which people often first exhibit symptoms in their 50s or 60s”?

Although, according to that article, “[a]nalysts said that they did not believe that the news about Mr. Brin would have a negative impact on Google’s shares,” would someone in his position be required to seek counsel about the appropriateness, method, and timing of making such a public disclosure?
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In June 2012, CEO and co-founder Larry Page missed Google’s annual meeting, and Google announced that he would not be attending several other engagements because he had “lost his voice.” Despite his e-mail to Google employees that “there is nothing seriously wrong with me” and that he would “continue to run the company,” the Wall Street Journal reported the concerns of some investors and analysts (one of whom noted Page’s recent lack of social-networking activity), and consulted a laryngologist about the possible ailments involved.401

In May 2013, Page disclosed through the company’s social networking service that vocal cord ailments were affecting his speech and breathing.402 Without indicating the methods, if any, by which these conditions were being treated, he insisted that “I’m fully able to do all I need to at home and at work.”403

39. What are the legal and ethical responsibilities of directors who become aware that an officer or fellow director who has a mental or physical ailment declines any (or optimal) treatment because she believes that it will hinder her performance as an executive?

As an example outside the corporate context, a friend of Charles Schulz, author and illustrator of the phenomenally successful Peanuts comic strip, recalled to a biographer of Schulz that


[h] e was always sad. . . . Who knows why? And I said to him, “You should go to a psychiatrist,” and he said, “No, I don’t want to go to a psychiatrist because it will take away my talent.”404



40. Upon being appointed to a position of responsibility in a social activism organization, the protagonist of Ralph Ellison’s Invisible Man is told by his superior, “We’d better go now so that you can get some sleep. . . . You’re a soldier now, your health belongs to the organization.”405

Do directors and officers have a fiduciary responsibility to the corporation to maintain their own health — by, for instance, eating healthfully and exercising regularly and taking appropriate medications for medical conditions that they may have?
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41. Do directors and officers have a responsibility to refrain from, or obtain board permission before, engaging in activities that are physically dangerous? In February 2012, Micron Technology CEO Steve Appleton died in the crash of the high-performance personal aircraft that he was piloting. He had survived serious injuries from a crash (while performing a stunt for a Micron video) several years previously, but had “credited his love of high-velocity sporting with helping him make snap business decisions”406 and had rejected the directors’ request that he discontinue his stunt flying.407

And in June 2021, Jeff Bezos, the 57-year-old founder, chairman, and CEO of Amazon.com, announced that the following month he and his brother Mark would be aboard the Bezos-founded Blue Origin, LLC’s first flight to carry people about 62 miles above the Earth’s surface (before the pilotless, autonomous vehicle — whose operation would not be governed by federal safety regulations — returned to Earth with the aid of a parachute): “It’s a thing I’ve wanted to do all my life. It’s an adventure. It’s a big deal for me.”

(41a) Should candidates for, or holders of, director or senior officer positions be required to disclose to the board their habits of, and plans to engage in, physically and/or psychologically risky activities? If so, how will risk be defined and measured and appropriate limits set?

(41b) Will the company require the executive to submit medical reports, and/or a physician’s (or other expert’s) assessment, before she can engage (or continue to engage) in this activity? Will the company be able to specify the medical or other experts who will provide these reports?

(41c) Will the company have any say in (or veto power over) the circumstances, equipment, leaders, and/or supervisors of an activity that it might approve for an executive?

(41d) If an executive requests approval to begin or continue a risky activity, which individual, group, or committee will make that determination on the company’s behalf? How (for instance, by majority vote?) will a group making such a decision resolve any disagreements among its constituents?
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(41e) What will be the penalty (reduction of compensation? termination?) for an executive who doesn’t fully disclose in advance the details of a proposed activity, who doesn’t request approval, and/or who disregards the company’s disapproval? Or are some executives so central to a company’s operations that they are effectively beyond penalizing?

(41f) Is an executive’s propensity (whether or not indulged) to engage in personally risky activities a risk factor that must be reported by the company in its securities filings? Should, or must, it be reported to the providers of “key man insurance” that covers that executive? Could lenders and other creditors design enforceable provisions of contracts that (if agreed to by the company) would treat such behavior by the executive as an event of default by her company?

(41g) What about executives’ involvement in activities that could result in deeply unsettling mental, spiritual, and/or emotional experiences — for instance, an extreme form of “encounter group” or “vision quest”? Could the executive argue that any such temporary stress would ultimately result in her personal transformation and improved executive functioning?

42. Do directors and officers breach their fiduciary duties to the corporation if they use cognition drugs (also known as neuroenhancers), which might improve their concentration or memory in the short term but might harm their creativity, lead them to overestimate the quality of their efforts, and result in undesirable mental and/or physical side effects?408 Is this any different from their drinking too much coffee? Does it make a difference if 210executives in competing companies are known, or rumored, to be using such drugs?409

43. In December 2009, the SEC amended 17 CFR Part 229, which addresses reporting and recordkeeping requirements for listed companies, to require that listed companies “disclose the extent of the board’s role in the risk oversight of the [company], such as how the board administers its oversight function, and the effect that this has on the board’s leadership structure.”410


Such disclosure

might address questions such as whether the persons who oversee risk management report directly to the board as a whole, to a committee, such as the audit committee, or to one of the other standing committees of the board; and whether and how the board, or board committee, monitors risk.411



How should shareholders interpret this information? What other information, if any, would be useful to them in this context?


2.02(D)(4)(a)–Special Concerns of Cybersecurity

In June 2012, Preet Bharara, the United States Attorney for the Southern District of New York, declared that


[e] very member of a board or executive suite is duty bound to protect the institution against material risk, whether they currently possess particular expertise or not. And yet, how many companies have a concrete plan in place to deal with a hack? How many conduct independent audits of their cybervulnerabilities? The answer, many in my position fear, is too few.412
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Four years later, Bharara told the Wall Street Journal that

There is no greater issue for people in business to be thinking about and caring about and being worried about than the cyberthreat. . . . [Instead of being just a technical security issue,] [i]t has to be, like everything else, a corporate-governance matter.413



In particular, boards concerned with the privacy of corporate information and communications might address not just computer and network security414 but the vulnerability of executives’ and employees’ cell phones,415 by measures including: barring cell phones from boardrooms (and installing security equipment to detect any transmissions from within the rooms);416 preventing unauthorized access to their videoconferencing systems;417 and ensuring that their photocopying machines’ hard drives, which might retain images of copied documents, have been irreversibly erased before the machines are discarded.418

Despite companies’ recently clarified responsibilities to disclose information about their cybersecurity risks and incidents,419

212


[f]irms seem to have responded cautiously to the SEC’s 2011 Cybersecurity Guidance. Despite the pervasive nature of cybersecurity risks across a broad range of industries, only a small minority of firms affected by such risks appear to have undertaken affirmative risk factor disclosures in response to the guidance.420



Today’s corporations — and their directors and officers — face an array of possible liabilities for breaches of cybersecurity.

For example:

In July 2016, a federal district court dismissed a single consolidated shareholder derivative lawsuit against executives of Target that had alleged management misconduct before and after the historic breach of the company’s network in late 2013, which had exposed to hackers a massive amount of customer data. Notably, for the purpose of any Caremark analysis, despite “an alert system . . . that worked beautifully[,] Target stood by as 40 million credit card numbers — and 70 million addresses, phone numbers, and other pieces of personal information — gushed out of its mainframes.”421

In October 2014, a federal district court upheld Wyndham Worldwide Corporation’s decision not to bring a lawsuit against its executives in the wake of three network attacks that had enabled hackers to obtain the personal information of more than 600,000 of the hotel company’s customers.

The court noted that even before receiving a shareholder’s demand for such a suit


[b]oard members had already discussed the cyber-attacks at fourteen meetings from October 2008 to August 2012. “At every quarterly Board meeting, the General Counsel gave a presentation regarding the Breaches, and/or [WWC’s] data-security generally.” Similarly, WWC’s “Audit Committee discussed these same issues in at least sixteen committee meetings during this same time period.” Board members’ understanding of the subject matter of Plaintiff’s demand had also already been developed pursuant to the FTC action, which stemmed from the same attacks. Finally, just before receiving Plaintiff’s demand, the Board received and investigated a “virtually identical” demand letter brought by Plaintiff’s counsel. In response to that letter, the Board formally charged the Audit Committee with a review and discussed the matter at multiple meetings.

These earlier investigations, standing alone, would indicate that the Board had enough information when it assessed Plaintiff’s claim.422
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Yet ten months later, the Third Circuit Court of Appeals held that the Federal Trade Commission had statutory authority to pursue Wyndham for “unfair” and “deceptive” practices, given that, despite serious lapses in its cybersecurity protections, the company’s website had claimed that its implementation of “industry standard practices” and “commercially reasonable efforts” protected customers’ information.423

In July 2015, the Seventh Circuit Court of Appeals granted class action standing to customers of Neiman Marcus, whose systems had been penetrated, on the grounds that these plaintiffs “should not have to wait until hackers commit identity theft or credit-card fraud in order to give the class standing, because there is an ‘objectively reasonable likelihood’ that . . . an injury will occur.”424 A year later, the Wall Street Journal reported that “[i]n some instances, courts are finding that the mere risk of identity theft stemming from data breaches counts as an injury that might merit compensation.”425

In March 2016, the Consumer Financial Protection Bureau launched its first enforcement action related to data security, asserting that Dwolla, Inc. had misrepresented its data security procedures and the safety of the customer data that it held. The Bureau ordered the online payment systems company not only to accurately describe its practices and “enact comprehensive data security measures and policies, including a program of risk assessments and audits,” but also to pay a $100,000 civil penalty.426

In April 2016, Sony settled for an estimated $15 million a class action lawsuit brought by employees whose work accounts had been penetrated in November 2014; but the company was still defending itself against a defamation, negligence, and invasion of privacy suit brought by a former executive who alleged that inaccuracies in an internal report disseminated online as a result of the hacking had damaged her ability to find another job.427
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In March 2017, Yahoo announced that CEO Marissa Mayer and other senior executives had not “properly comprehend[ed] or investigate[d]” a data breach in late 2014 in which information had been stolen from the accounts of more than 500 million users. Mayer surrendered her 2016 bonus and 2017 equity compensation, and the company’s general counsel resigned. Yahoo found that “[f]ailures in communication, management, inquiry and internal reporting contributed to the lack of proper comprehension and handling” of the situation.428 The company faced 43 consumer class-action suits and a stockholder class-action suit.429

In June 2014, SEC Commissioner Luis A. Aguilar, speaking at a New York Stock Exchange conference on cybersecurity, recommended to directors as a “conceptual roadmap” and source of “industry standards and best practices for managing . . . cybersecurity risks”430 the National Institute of Standards and Technology’s Framework for Improving Critical Infrastructure Cybersecurity,431 which identifies, and sets out elements of, “five concurrent and continuous Functions — Identify, Protect, Detect, Respond, Recover.”432

He also suggested that boards provide “cyber-risk education for directors”; ensure that at least some directors have “a good understanding of information technology issues that pose risks to the company”; create “a separate enterprise risk committee”; “devot[e] full-time personnel to cybersecurity issues”; and develop a response plan for 215cyber attacks (including procedures for making disclosures to customers, investors, and the public).433

Following a flurry of “ransomware” attacks,434 and especially the ones in the spring of 2021 that disrupted the operations of meat processor JBS and of the East Coast gasoline distributor Colonial Pipeline (which defensively suspended its activities for six days), the Biden administration publicly warned American businesses to adopt protective practices.435

Other sources of governance policies for cybersecurity (for companies generally, and for financial institutions — whose regulation might be considered best practices for other companies — specifically) include:


	the federal sentencing guidelines’ requirements for compliance programs (see Section 2.02(D)(5)(b)),436 which call for the participation of a company’s “governing authority” and “high-level personnel”;

	the Financial Industry Regulatory Authority’s (FINRA) February 2015 Report on Cybersecurity Practices,437 which recommends that “[b] oards should play a leadership role in overseeing firms’ cybersecurity efforts”;438
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	the Department of Justice’s Best Practices for Victim Response and Reporting of Cyber Incidents (Version 1.0) (2015),439 which recommends that “[o]rganizations should take the precautions outlined [herein] before learning of a cyber incident affecting their networks”;440

	the Federal Trade Commission’s Start With Security: A Guide for Business (2015)441 and Data Breach Response: A Guide for Business (2016)442 and

	the National Association of Corporate Director’s (NACD) Cyber-Risk Oversight (2014) handbook for directors, which recommends that “[d]irectors should consider whether it might be best to assign an individual board committee the responsibility for cybersecurity oversight, or whether this responsibility is best left to the full board”;443 that any such committee(s) “receive briefings on at least a quarterly basis” and the full board, “at least semiannually, or as situations warrant,”444 with appropriate notations in meeting minutes.445



Of particular note are the NACD’s appendices listing “[Ten] Questions Directors Can Ask to Assess the Board’s ‘Cyber Literacy’”446 and “[Twenty-Three] Questions for the Board to Ask Management About Cybersecurity.”447

QUESTIONS–2.02(D)(4)(a)

1. What other governance structures or mechanisms should the board put into place to bolster cybersecurity measures? For instance, in the wake of 217its 2014 data breach, Target created the position of Chief Risk and Compliance Officer (CRCO); “restructured its cyber risk assessment program” so that an information-security risk committee reported to the Enterprise Risk Committee; and created a Risk and Compliance Committee that “assumed the responsibility for overseeing [the company’s] risk management and its compliance programs.”448

2. Should the company appoint a Chief Information Security Officer?449

3. Should cybersecurity be the domain of the audit committee, of a risk committee, of another standing committee, or of its own dedicated committee?

4. How will the treatment of cybersecurity risks be incorporated into the company’s enterprise risk management?

5. Should the board “[d]esignate a lead Board member for data privacy issues (“Lead Cyber Director”) to foster greater informal contact with the Board on key issues and in crises”?450 Should it install a “cybersecurity expert director”?451

6. Should the board engage in “tabletop exercises”452 or other simulations of cybersecurity crises?

7. How quickly should the full board — and a company’s customers — be alerted to an actual, or suspected, cyberattack? At a U.S. House of Representatives Financial Services Committee meeting in October 2017, the former CEO of Equifax, which on July 29 of that year had first become aware of a cyber attack ultimately determined to have compromised the personal information of 145.5 million Americans, said that he had been informed of the issue on July 31, and of the extent of the breach on August 17:
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On Aug. 22, he said, he notified the lead member of the board of directors, and on Aug. 24 and 25, the full board was informed.

“Is it normal to wait that long?” asked Rep. John Delaney (D., Md.)

[Richard] Smith replied that the situation had been developing. “I thought that was an appropriate timeline,” he said.453



8. Can directors be personally liable if the board does not arrange for the company to secure an appropriate amount of cyberinsurance, and the company thereby suffers uninsured losses in the wake of a breach or attack?

9. Because companies whose networks and/or databases have been breached may have to struggle for coverage under the terms of their Commercial General Liability (CGL) insurance policies,454 boards are increasingly turning to specialized cyberinsurance policies.455 Which committee 219and/or officer(s) should be responsible for obtaining such coverage? If insufficient coverage has been secured to protect the corporation against all losses from a breach of its cybersecurity, can directors and/or officers be personally liable?




2.02(D)(5)–Other Requirements of, and for, Compliance Programs

The U.S. Department of Justice Criminal Division’s “Evaluation of Corporate Compliance Programs” memo,456 as updated in June 2020, begins with three “‘fundamental questions’ ” for prosecutors: (1) “Is the corporation’s compliance program well designed?”; (2) “‘Is the program being applied earnestly and in good faith?’ In other words, is the program adequately resourced and empowered to function effectively?”; and (3) “‘Does the corporation’s compliance program work’ in practice?” However, the document provides “neither a checklist nor a formula” for helping companies to satisfy the government on these issues.

Of the many factors listed, of particular interest to directors should be the following passage (at pages 10-11) of the “Commitment by Senior and Middle Management” section: “What compliance expertise has been available on the board of directors? Have the board of directors and/or external auditors held executive or private sessions with the compliance and control functions? What types of information have the board of directors and senior management examined in their exercise of oversight in the area in which the misconduct occurred?”


2.02(D)(5)(a)–The Sarbanes-Oxley Act

Section 404 of the Sarbanes-Oxley Act of 2002 requires the annual and quarterly reports of publicly traded corporations to include

an internal control report, which shall —


1. state the responsibility of management for establishing and maintaining an adequate internal control structure and procedures for financial reporting; and

2. contain an assessment, as of the end of the most recent fiscal year of the issuer, of the effectiveness of the internal control structure and procedures of the issuer for financial reporting.457
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Every registered public accounting firm that prepares or issues an audit report for the company shall attest to, and report on, the management’s assessment of its structure and procedures.458

In addition, Section 302 of the Act requires the chief executive officer and chief financial officer to certify in each quarterly or annual report not only that they have reviewed the report and believe it is true, but also that they are responsible for establishing and maintaining internal controls, that such controls ensure that material information is directed to them by subordinates, that they have included in the report their assessment of the effectiveness of the controls, and that they have disclosed to the company’s auditor and audit committee any “significant deficiencies in the design or operation” of the controls that could affect the report’s accuracy.459



2.02(D)(5)(b)–The Federal Sentencing Guidelines

The Federal Sentencing Guidelines take into account, in evaluating the extent to which a corporation should be culpable for criminal actions of its agents,460 the efforts made by the corporation “prior to the offense to prevent and detect criminal conduct, the level and the extent of involvement in or tolerance of the offense by certain personnel, and the organization’s actions after an offense has been committed.”461

In particular, a corporation’s adoption of “an effective compliance and ethics program” can reduce its “culpability score,” and thus its punishment — and even, perhaps, the possibility that the corporation will be prosecuted.462 Thus, one commentator has characterized compliance as “a de facto government mandate imposed upon firms by means of ex ante incentives, ex post enforcement factors, and formal signaling efforts.”463

First adopted by corporations on a large scale in the early 1960s, after antitrust prosecutions in the heavy electrical equipment industry, compliance programs were subsequently developed in response to scandals in illegal campaign contributions, kickbacks, bribes to foreign officials, insider trading, and defense industry 221fraud.464 Today, as “a core part” of a company’s enterprise risk management system,465 a company’s compliance program might address not only the obligation of its agents to adhere to federal and state regulations specific to the company’s industry (for instance, in such fields as banking and health care, or those with particular environmental issues), but also generic corporate concerns, such as sexual harassment policies, confidentiality policies, and the Foreign Corrupt Practices Act’s prohibitions466 of bribery, even when the interpretation and/or application of the underlying law may be uncertain.467

Under Section 8B2.1 of the Guidelines,

(a) To have an effective compliance and ethics program, . . . an organization shall —

(1) exercise due diligence to prevent and detect criminal conduct; and

(2) otherwise promote an organizational culture that encourages ethical conduct and a commitment to compliance with the law.

Such compliance and ethics program shall be reasonably designed, implemented, and enforced so that the program is generally effective in preventing and detecting criminal conduct. The failure to prevent or detect the instant offense does not necessarily mean that the program is not generally effective in preventing and detecting criminal conduct.

(b) Due diligence and the promotion of an organizational culture that encourages ethical conduct and a commitment to compliance with the law within the meaning of subsection (a) minimally require the following:

(1) The organization shall establish standards and procedures to prevent and detect criminal conduct.

(2) (A) The organization’s governing authority shall be knowledgeable about the content and operation of the compliance and ethics program and shall exercise reasonable oversight with respect to the implementation and effectiveness of the compliance and ethics program.

(B) High-level personnel of the organization shall ensure that the organization has an effective compliance and ethics program, as described in this guideline. Specific individual(s) within high-level personnel shall be assigned overall responsibility for the compliance and ethics program.

(C) Specific individual(s) within the organization shall be delegated day-to-day operational responsibility for the compliance and ethics 222program. Individual(s) with operational responsibility shall report periodically to high-level personnel and, as appropriate, to the governing authority, or an appropriate subgroup of the governing authority, on the effectiveness of the compliance and ethics program. To carry out such operational responsibility, such individual(s) shall be given adequate resources, appropriate authority, and direct access to the governing authority or an appropriate subgroup of the governing authority.

(3) The organization shall use reasonable efforts not to include within the substantial authority personnel of the organization any individual whom the organization knew, or should have known through the exercise of due diligence, has engaged in illegal activities or other conduct inconsistent with an effective compliance and ethics program.

(4) (A) The organization shall take reasonable steps to communicate periodically and in a practical manner its standards and procedures, and other aspects of the compliance and ethics program, to the individuals referred to in subdivision (B) by conducting effective training programs and otherwise disseminating information appropriate to such individuals’ respective roles and responsibilities.

(B) The individuals referred to in subdivision (A) are the members of the governing authority, high-level personnel, substantial authority personnel, the organization’s employees, and, as appropriate, the organization’s agents.

(5) The organization shall take reasonable steps —

(A) to ensure that the organization’s compliance and ethics program is followed, including monitoring and auditing to detect criminal conduct;

(B) to evaluate periodically the effectiveness of the organization’s compliance and ethics program; and

(C) to have and publicize a system, which may include mechanisms that allow for anonymity or confidentiality, whereby the organization’s employees and agents may report or seek guidance regarding potential or actual criminal conduct without fear of retaliation.

(6) The organization’s compliance and ethics program shall be promoted and enforced consistently throughout the organization through (A) appropriate incentives to perform in accordance with the compliance and ethics program; and (B) appropriate disciplinary measures for engaging in criminal conduct and for failing to take reasonable steps to prevent or detect criminal conduct.

(7) After criminal conduct has been detected, the organization shall take reasonable steps to respond appropriately to the criminal conduct and to prevent further similar criminal conduct, including making any necessary modifications to the organization’s compliance and ethics program.

(8) In implementing subsection (b), the organization shall periodically assess the risk of criminal conduct and shall take appropriate steps to design, implement, or modify each requirement set forth in subsection (b) to reduce the risk of criminal conduct identified through this process.468
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QUESTIONS–2.02(D)(5)(a),(b)

1. Is provision 8B2.1(b)(2)(A) of the Guidelines any different from the Care-mark duty, and if so, in what respect? Does adherence to either diminish, or preclude, the development of a corporate culture that emphasizes appropriate performance as morally and commercially valuable, rather than primarily as a means of avoiding liability?469

2. Under what conditions, if any, could directors legitimately decide that their corporation did not need to adopt such a compliance and ethics program, or that their program did not need to address a particular statute or regulation that the corporation was indeed required to comply with?

3. Can directors be found to have breached their duty of care, and thus to be personally liable, if their adoption of a poorly drafted program leads to insufficient understanding by employees of relevant regulations, and thus to a government prosecution of the corporation? Now that many corporations post on their websites full copies of their compliance program manuals, are directors charged with knowing the provisions of their competitors’ programs?

4. To what degree do state statutes and prosecutors take into account the adoption of compliance and ethics programs by corporations accused of having violated state laws (in addition to, or instead of, federal laws)?

5. Questions persist about the applicability of the attorney-client privilege and of the self-evaluative privilege to reports generated as the result of the implementation of a compliance policy. Are internal corporate deliberations about the development and language of such a policy, and early drafts of and discussion memos about the policy, privileged?



2.02(D)(5)(c)–Compliance Committees and Chief Compliance Officers

Some companies, possibly to fulfill one requirement of settlement of derivative litigation,470 have created compliance committees to oversee the company’s 224compliance with federal and state statutes and regulations and with the company’s own internal ethics and conduct codes; to educate the board and employees about those requirements; and to develop and implement a compliance program, including compliance reporting.

QUESTIONS–2.02(D)(5)(c)

1. If a company does not have a compliance committee,471 is its audit committee responsible for these functions? (Audit committees are discussed in Section 3.08(A)).

2. Should all, or at least a majority, of the members of the compliance committee be independent? If so, which standard of independence (as discussed in Section 3.01) should apply?

3. Should the charter call for at least one (or a majority? or all?) of the members of the compliance committee to have significant experience in the company’s industry?

4. Should there be any special qualifications (for instance, experience in compliance, or in law) for the chair of the compliance committee?

5. To what degree (less than a majority?) should membership of the compliance committee overlap with that of the audit committee? Some compliance committee charters call for one board member to serve on both committees: should that person not be a chair of either committee?

6. More generally, to what degree should the functions of the compliance committee and the audit committee overlap?


Compliance Committee Charter — Restricted Focus Provision

The responsibilities of the Compliance Committee shall not involve the Company’s compliance with laws, regulations, and policies concerning accounting, auditing, taxation, financial reporting, and securities-related disclosures, which are the domain of the Audit Committee, to whose Chair the Chair of the Compliance Committee shall convey such concerns and with which Committee the Compliance Committee shall coordinate.
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7. Does every communication from the compliance committee or the chief compliance officer (CCO) to the company’s general counsel constitute a communication for the purposes of receiving legal advice, and therefore a privileged attorney-client communication?472

8. Should the committee set up a phone number and e-mail address for the submission of (anonymous?) allegations of noncompliance?473

9. What is the relationship of the CCO to the committee? Does the CCO report to the committee potential violations of statutes or regulations?

10. To what degree is the compliance committee itself responsible for actual compliance, as opposed to oversight?


Compliance Committee Charter — Restricted Responsibility Provision

The Committee is responsible for oversight of, but management is ultimately responsible for, ensuring the Company’s compliance with applicable laws, regulations, and Company policies, or with governmental, industry, or other standards. The Committee is not responsible for initiating, planning, or conducting investigations.


11. Should a chief compliance officer (CCO) report to the compliance committee, to the CEO, to the general counsel, or to the board?474



2.02(D)(5)(d)–Other Doctrines of Liability

(1) The Responsible Corporate Officer Doctrine

A special exception to the application of Caremark and Stone is the strict criminal liability (fines and/or jail time) imposed under the “responsible corporate officer” doctrine for violations of the Food, Drug and Cosmetic Act475 by an executive who was in a position to have prevented her company from 226purveying dangerously defective food or drugs.476 As one expert noted, such liability “doesn’t require [the executive’s] knowledge that people are getting sick, and it doesn’t require knowledge that you are serving or selling an adulterated product.”477

QUESTIONS

Under what circumstances, if any, does the responsible corporate officer doctrine apply to directors who do not also serve as officers of the company?

What governance procedures or practices should the board adopt to minimize the potential that its managers may be subject to liability under the responsible corporate officer doctrine?

(2) Control Person Liability

Under Section 20(a) of the Securities Exchange Act of 1934,

Every person who, directly or indirectly, controls any person liable under any provisions of this title or of any rule or regulation thereunder shall also be liable jointly and severally with and to the same extent as such controlled person to any person to whom such controlled person is liable . . . unless the controlling person acted in good faith and did not directly or indirectly induce the act or acts constituting the violation or cause of action.478
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A majority of the Courts of Appeal interpreting this provision have found that it does not require “culpable participation” by the defendant;479 however, “they each apply different versions of this less rigorous test.”480

The application of this doctrine to members of the board’s audit committee is addressed in Question 1 of Section 3.08(A)(2).

QUESTIONS

Given the prevailing uncertainty about the degree of “control” necessary to establish liability under this theory, how can directors and officers best insulate themselves from potential personal liability for the acts of a subordinate?

Does the statute’s “good faith” safe harbor correspond to, or overlap with, the “good faith” contemplated by Caremark and Stone?

(3) “Personal Participation” Liability

Under the “personal participation” theory of liability,


a corporate officer can be held liable for his own wrongful acts. Liability attaches for torts that corporate officers “commit, participate in, or inspire, even though the acts are performed in the name of the corporation.” Courts have further clarified that individual liability attaches only where the officer “directed, ordered, ratified, approved, or consented to” the wrongful act, and that liability is only for “misfeasance or active negligence” in the commission of the tort as opposed to “nonfeasance or the omission of an act which a person ought to do.”481

. . .

[C] orporate officers are not liable for their corporation’s actions merely by virtue of their corporate positions. But when a corporate officer directly participates in the tortious conduct, personal liability may be imposed, even when the officer is acting on behalf of the corporation. Delaware courts have held that the officer’s mere knowledge of tortious activity is not sufficient. Individual liability attaches only where the officer “directed, ordered, ratified, approved, or consented to” the wrongful act. In other words, corporate officers are not derivatively liable for the torts of the corporation; however, corporate officers are directly liable for the torts they personally commit, whether on behalf of the corporation or otherwise.482
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QUESTION

To what degree can an executive’s potential personal liability as a “responsible corporate officer” or “control person,” and/or for her “personal participation,” be limited or extinguished by a corporation’s exculpation provision or by indemnification?

To what degree can it be covered by directors’ and officers’ insurance?





2.02(E)–The Duty to Enhance Decision-Making?: A Précis of Proclivities and Predilections


“Everybody Plays the Fool.”

The Main Ingredient song (1972) (J.R. Bailey, Rudy Clark & Ken Williams)



In 1946, the beginning of Dr. Benjamin Spock’s The Common Sense Book of Baby and Child Care advised parents to “TRUST YOURSELF. You know more than you think you do.”483 Although the latest edition of the best-seller retains this reassurance, which has been echoed by a number of authors,484 some of its recent companions on the nonfiction shelves warn that one’s common sense, intuition, and self-confidence can be dangerously misleading.

Indeed, years after concepts of “behavioral economics” and “neuroeconomics” were recognized in law review articles,485 popularized summaries of decades of research in cognitive psychology and behavioral economics emphasize repeatedly how far removed most people are from another iconic Spock — the relentlessly logical science officer of Star Trek — by illuminating the blind spots (in technical terms, the “bounded rationality”) that can betray even the most (subjectively) reasonable decision makers.

These books detail a disturbing variety of ways in which even people who embrace the rational rigors of decision theory, game theory, and systems analysis486 might naturally misjudge — or could easily be led to misjudge — the risks, rewards, 229and ramifications of their choices. (One expert concluded, “[i]f I were to distill one main lesson from the research described in this book, it is that [when making decisions] we are pawns in a game whose forces we largely fail to comprehend.”)487 Such assessments are demanded by, for instance, the “BPL” test of Carroll Towing (addressed in Question 4 after Section 2.02(c)(2)); any individual’s tendency to miscalculate could well be exacerbated by “group-think” or “informational cascade” processes (discussed in Question 1 after Section 2.02(C)(1)).

The argument can be made that as corporate crises multiply locally, nationally, and internationally, directors and officers should be among the first in line for these mass-market, minimal-math mental manuals. After all, an executive’s essential function is to make decisions, often under time and emotional pressure and with imprecise and incomplete information. Her fiduciary duties of care and loyalty thus require her to understand and minimize488 the ways in which her own mental tools and techniques might be flawed or compromised.

Corporations require that employees who operate critical, sophisticated, and/or hazardous equipment be appropriately trained. They should similarly advise directors and officers to review the recently accessible lessons on optimizing the decision-making process. (Similarly, although most people usually leave their breathing to instinct alone, numerous classes, books, and videos offer simple techniques that purportedly enhance both the efficiency and effectiveness of the breathing process, and supposedly confer such other benefits as relaxation and increased resistance to stress.)

Such a cognitive curriculum489 would also help to immunize executives against aggressive attempts by their competitors, creditors, and customers to exploit the dozens of vulnerabilities identified by these works.490 Just being aware of those strategies — like being aware of the “good-cop, bad-cop” interrogation pattern, 230the deployment of extended silences (in the hope that the other person will feel pressured to start talking), or the lesser-known “mirroring” technique491 — might automatically make someone more resistant to, if not entirely immune from, their effects. (On a more advanced, but ethically more questionable, level, executives aware of common cognitive vulnerabilities might only pretend to be succumbing to them — just as poker players study how to read body language, or “tells,” not only to learn more about the strength of other players’ poker hands, but also to understand how to mask their own inadvertent signals, and even how to deliberately send the “wrong” signals).492
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In the same way that many lawyers prepare their clients to avoid psychological tricks and traps when being deposed or cross-examined,493 they should encourage executives to read (and might even summarize for them) some of the reporting on cognitive countermeasures.494 Of course, counsel could also apply this information 232to enhance their own adversarial and cooperative efforts, as well as the ways in which they offer recommendations to clients.495

In addition, lawyers could take these issues into account in helping boards (perhaps with the assistance of experts)496 to develop and implement strategies, 233ranging from specific plans and procedures to more fluid guidelines and lists of considerations, for resolving complex and crisis situations.

Clint Eastwood’s Inspector “Dirty Harry” Callahan famously observed that “a man’s got to know his limitations.”497 Today, a surprising number of those foibles and fallibilities are wrapped up both literally and figuratively in bookstores across the country. Executives and their counsel can certainly afford to learn about them. Can they truly afford not to?


2.02(E)(1)–Patterns of Pitfalls


[Warren Buffett and I] both tend to collect the asininities of the world in a kind of checklist. And we try to avoid everything on the checklist.

— Charlie Munger, vice chairman of Berkshire Hathaway Inc.498




	Related to Self-Centeredness



Affect Heuristic. Optimism in assessing an option that the decision maker likes and pessimism in assessing an option that she dislikes.

Cognitive Dissonance (also known as Confirmation Bias). Dismissing information or arguments that contradict a theory or conclusion that one has previously adopted.499 (Cf. Motivated Reasoning, the tendency to analyze more carefully and critically the ideas, theories, or analyses that contradict one’s own.)

False Consensus Effect. Believing that one’s own views and preferences are widely shared.

Unrealistic Optimism/Self-Confidence. Overestimating one’s ability, and/or underestimating the time necessary, to overcome a challenge.500

Confusing Confidence with Correctness. Assuming that one’s confidence in a decision reflects the correctness of that decision.

Egocentric Bias. Overestimating one’s own contribution to a problem and/or its solution.

IKEA Effect. Attaching an inordinately high value to items (such as pieces of furniture) that one has created (or even merely assembled) oneself.

Planning Fallacy. Focusing on the details of the immediate situation, without taking into account statistical or other information or perspectives on similar situations.
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– May be linked to the “Law of Small Numbers.” Unjustifiably relying on small samples of a population to determine probabilities and proportions for the entire population

Plan Continuation Bias. Failing to reassess goals in light of new information.501

Behavioral Confirmation Effect (also known as the Pygmalion Effect). Interacting with other individuals according to one’s expectations or preconceptions of them, often leading to their (conscious or subconscious) conformity with those expectations or preconceptions.


	Related to Overreliance on the Familiar



Tendencies Concerning Credibility of Information


	Validity Effect (also known as the Illusion of Truth Effect). An unjustified sense that information is true, merely because one has encountered that information before. Linked to the Common Knowledge Effect: The tendency of members of a group to be more influenced by information that they had all been aware of than by information introduced to the group during the decision-making process.



Tendencies Concerning Evaluation of Prices or Positions


	Anchoring. Inappropriately beginning a decision or analysis by focusing on a certain number or position, without independently assessing its own validity.
For instance, people furnished an initial numerical cue (“Do you think that the population of Manhattan is more, or less, than 17 million?”) may tend to begin analyzing from that number (when subsequently asked, “How many people live in Manhattan?”) — a boon to negotiators making opening offers, solicitors for donations (“Would you pay $10 for ...?”), and salespeople setting prices (or imposing such limits as “12 cans per person”).


	Priming. A method of influencing decision makers by exposing them to information (even in a different context) before asking them to make a decision.
For example, college students in a “priming effect” experiment walked significantly more slowly after reading such words as “Florida” or “forgetful,” apparently because they subconsciously associated such words with old age. In another test, people instructed to shake their heads from side to side were more likely to disagree with a message that they heard, while those told to nod were more likely to agree with it.


	Status Quo Bias. Reflexive opposition to change.502

	Normalcy Bias. Denial of warning signs of danger or disaster.503
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Tendencies Concerning Assessment of Probability


	Availability Bias. Focusing inappropriately on more recent occurrences.

	Awareness Effect (also known as Ready Recall Effect, Recency Effect, Vividness Effect, or Saliency Bias). Overconcern with certain risks only because one has more awareness and/or readily available information about them. (Might also be called “misapprehension.”)504

	Denominator Neglect. The tendency to be drawn to options whose vivid imagery (winning by blindly picking 1 of the 8 red balls contained in an urn of 100 balls, as opposed to selecting from an urn that contained 1 red ball among 10 balls) masks the lower probability (8% vs. 10%) of its success.505

	Hindsight Bias. Assessing, after an event has occurred, that it had been more likely to occur (and that it would have been easier to predict) than one would have estimated before its occurrence.

	Black Swan Effect. Failure to envision or take into account the possibility of low-probability but extremely disruptive events, and retrospectively rationalizing such failure.506

	Confusing Correlation with Causation.

	Attributing Causality to Events Connected Largely by Chance/Luck.

	Believing the “Law of Small Numbers.” Drawing conclusions (such as that a roulette player is on a “lucky streak”) based on a relatively small but statistically unusual sample, and ignoring the tendency of “regression to the mean,” i.e., for a larger sample of results (gathered from a larger population and/or over a longer time) to approach more closely the results predicted by mathematics.

	Illusion of Control. Overestimating the degree to which one’s skill influenced, or can influence, events.

	Conjunctive Fallacy. Mistakenly concluding that a compound statement (for instance, “Jane is a college professor and wears glasses.”) is more 236likely to be true than a single statement (“Jane is a college professor.”). (Even though college professors may be more likely to wear glasses than other people are, logically the compound statement must be less likely to be true than the single statement.)



Tendencies Concerning Assessment of Utility


	Endowment Effect. Overvaluing an item one already owns; charging a higher price to sell it than one would pay to buy it.

	(Failure to Anticipate) Hedonic Adaptation. Not recognizing that the appeal of something currently attractive and/or novel may decrease over time.507

	Projection Bias (also known as Impact Bias). Predicting erroneously the value that one would attach to a possible future situation, especially by not considering that one’s values, tastes, and preferences might change over time.

	Social Comparison. Defining success by comparison to the status or situations of others, rather than in subjective or absolute terms.



Tendencies Concerning Avoidance of Risk


	Certainty Effect. Preferring an opportunity for a certain gain, even if of a lower value, than the chance of obtaining a higher amount (for example, preferring a promise to be paid a certain $20 tomorrow to an even chance of receiving either $60 or $0 tomorrow).

	Loss Aversion. Inappropriately large resistance to actual or prospective loss. (Related to Sunk Costs, the tendency to “throw good money after bad” instead of terminating a bad investment or course of action and recognizing, but limiting, one’s losses from it.)



Tendencies Concerning Misevaluation of Information and Choices


	Framing Effect. Perceiving an option as more attractive simply because the presenter emphasizes its positive aspect (“Seventy percent of patients suffer no significant side effects from this procedure”) rather than its negative aspect (“Thirty percent of patients suffer significant side effects”).

	Halo Effect. Judging a person, thing, or company positively simply because one aspect of it appears to be attractive.

	Choice Overload. Preferring a manageable number of options to a significantly larger number of options.508
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	Primacy Effect. Being overly influenced by the first elements of information presented during the decision-making process.

	Recency Effect. Being overly influenced by the last elements of information presented during the decision-making process.

	Compromise Effect. Avoiding one or more apparently extreme choices in favor of an intermediate option. (Related to the Decoy Effect, in which the deliberate inclusion of an inferior option enhances the decision maker’s appreciation of the other choices.)509

	“What You See Is All There Is” Bias. Jumping to conclusions; basing results on limited data, without taking into account its quantity and/or quality.





2.02(E)(2)–Preventive Procedures, Policies, and Protocols

Daniel Kahneman himself, at the conclusion of his extensive survey of cognitive traps, asked,


How can we improve judgments and decisions, both our own and those of the institutions that we serve and that serve us? The short answer is that little can be achieved without a considerable investment of effort. . . . Except for some effects that I attribute mostly to age, my intuitive thinking is just as prone to overconfidence, extreme predictions, and the planning fallacy as it was before I made a study of these issues. I have improved only in my ability to recognize situations in which errors are likely. . . .

Organizations are better than individuals when it comes to avoiding errors, because they naturally think more slowly and have the power to impose orderly procedures. Organizations can institute and enforce the application of useful checklists, as well as more elaborate exercises.510



Types of procedures suggested by Kahneman and others are identified below. What are executives’ and counsel’s role in suggesting, implementing, or perhaps opposing the use of, these techniques?
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BEFORE MAKING THE DECISION511


	Clarifying the company’s assumptions, opportunities, and vulnerabilities, preferably512 in written reports.

	“[C]ollecting close call reports and measuring things that go wrong,” then reviewing such incidents “to understand and address the root causes”; sharing this information inside the company (and maybe the industry); and testing solutions to be sure they work.513
– One practice, commonly associated with Toyota, involves investigating the source of a problem by asking “Why?” not once but five times (that is, demanding a further level of analysis four times, until the “root cause” is identified).514
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– Scenario planning (discussed in Questions 13 and 15 following Section 2.02(D)(4)).

– Self-evaluation (red teams/red cells/tiger teams/white hat hackers/war games) (discussed in Question 1(e) after Section 2.02(C)(1), and Questions 24, 25, and 26 after Section 2.02(D)(4)).

– “Premortems,” in which the participants assume that the proposed course of action was taken and, at a specified future time, turns out to have been a grave mistake; they attempt to identify what could have gone wrong, and why.515


	Clarifying elements of the decision’s substance and process.
– The exact question to be decided.

– The nature (numerically, if possible) of potential successful and unsuccessful outcomes.516

– The time available to reach a decision; whether that time can be extended; and the default situation if no decision is reached.

– What information is available.

– What information is not available, and when (if ever) it will be available.517

– How much information should be analyzed before a decision must be made.

– How reliable that information should be.518

– How the decision makers should insulate themselves — and their decision — from confusing and/or malign influences.519
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– At what point(s), if any, a decision will be reexamined and possibly modified.




In the corporate setting, the following considerations are also relevant:


	Who will make the decision?520
– The full board? A board committee?

– Is shareholder approval needed?

– How many votes is each voter entitled to cast?

– What is the process (including giving notice) for calling a meeting to have the vote taken?

– What information should/must be furnished to the voters?

– What is the relevant quorum of voters?

– What is the proportion of affirmative (or other) votes required for binding action once the quorum requirement has been met?

– Will the identities of the voters be kept confidential?

– Will the votes of the voters will be kept confidential?


	Creating processes, especially so-called “fast and frugal heuristics,”521 for decision making in fast-developing and/or crisis situations.522

	Refining estimates of outcomes — including the time necessary to complete a project523 — by adjusting the “baseline prediction, which you would make if you knew nothing about the case at hand,” by one’s “intuitive prediction” 241given the specific information available on the situation at issue.524 “When you have good reasons to trust the accuracy of your intuitive prediction — a strong correlation between the evidence and the prediction,” the result will be very close to the intuitive prediction; but if not, the result will be correspondingly closer to the baseline.525

	Continually applying Bayesian analysis to adjust the probabilities assigned to the validity of a hypothesis, in light of new information or results.526

	Evaluating the desirability of various outcomes under Kahneman’s “prospect theory,” which diverges from standard economic theory in:

	establishing a “neutral reference point” by which to assess good (better than the reference point) or bad (worse) outcomes;

	reflecting a “diminishing sensitivity” — that is, less than perfectly linear change in the utility — for gains (or losses) beyond this point, since “the subjective difference between $900 and $1,000 is much smaller than the difference between $100 and $200”; and

	incorporating the principle of loss aversion: “When directly compared or weighted against each other, losses loom larger than gains.”527




	Reviewing the principles of probability and statistics, in particular those concerning the riskiness of basing conclusions on small samples of data.



DURING THE DECISION-MAKING PROCESS


	Keeping a decision journal noting what decisions were made and why, for subsequent review. (However, counsel may advise against generating contemporaneous documents that could be used against the corporation and/or its executives in litigation.)528
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	Minimizing the effects of “groupthink” (as discussed in Question 1 following Section 2.02(C)(1)) by requiring participants in the decision-making process to prepare their initial analyses independently, and by appointing or retaining “devil’s advocates” to challenge emerging majority opinions.

	“Satisficing,” by settling for a result or choice that is “good enough” and moving on, rather than continuing to search for better options.529

	Using a “maximin” decision rule by selecting the option that would lead to the least-bad worst-choice outcome.



AFTER MAKING THE DECISION


	Conducting “after-action reviews,” both for bad outcomes and good ones, to enhance the decision-making process for future situations.530






2.02(F)–Emergency Bylaws

On its website,531 the venerable authority Merriam-Webster distinguishes two sometimes-simultaneous circumstances of special concern to boards: a “crisis” signifies “a critical or crucial time or state of affairs,” but an “emergency” is “a sudden unforeseen situation requiring prompt action to avoid disaster.”

Although boards might not be able to foresee all the particulars of an emergency, Section 110 of the Delaware General Corporation Law authorizes them to adopt, before or during such an event, “emergency bylaws,” which “may make any provision that may be practical and necessary for the circumstances of the emergency.”

In particular, boards should prepare bylaw provisions to govern situations in which they might not be able to contact, or determine the location of, or even the survival of, a significant number of their directors. (Perhaps the mildest of such disturbing possibilities would be a sudden and prolonged collapse, locally and/or nationally, of telephone and Internet service.)

Under Section 110, which was added to the DGCL in 1967, emergencies include “an attack on the United States or on a locality in which the corporation conducts its business or customarily holds meetings of its board of directors or its stockholders, [a] nuclear or atomic disaster, [and a] catastrophe.”
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In July 2020, the Delaware Legislature revised Section 110 (with effect retroactive to January 1, 2020) to specify that catastrophic situations include, but are not limited to, “an epidemic or pandemic, and a declaration of a national emergency by the United States government.”

Among other modifications to the corporation’s normal governance, Subsection 110(a) envisions changes to the process for calling a board or committee meeting, and the recharacterization of a quorum as “[t] he director or directors in attendance at [a board or committee] meeting, or any greater number fixed by the emergency bylaws.”

Although this Subsection provides that, before an emergency, the board can designate specific officers “or other persons” who could, in emergency conditions, be deemed directors “to the extent required to provide a quorum at any meeting of the board,” Subsection 110(g) creates a default rule that, once an emergency arises, “To the extent required to constitute a quorum at any meeting of the board..., the officers of the corporation who are present shall . . . be deemed, in order of ranks and within the same rank in order of seniority, directors for such meeting.”

Moreover, before or during an emergency, Subsections 110(b) and (c), respectively, enable the board to provide for lines of succession in case of the incapacity of specific “officers or agents of the corporation” and to “change the head office or designate several alternative head offices or regional offices, or authorize the officers to do so.”

A number of major corporations have already included in their bylaws emergency provisions, of varying lengths and detail. To date, there appears to be no caselaw construing such provisions.

Boards adopting, updating, or revising emergency bylaw provisions might consider:

First, though these are undoubtedly dire scenarios to contemplate, might boards be seen as having shirked their duty of care if they do not formalize such provisions — either in their bylaws or elsewhere?

Second, how will these bylaws define an “emergency”? Some companies simply characterize it (non)operationally, to include any emergency condition or catastrophic event as a result of which a quorum of the Board or one of its standing committees cannot readily be convened.

Others combine the failure to assemble a quorum with a reference to Subsection 110(a), or language tracking its broader conditions (in the fourth and fifth paragraphs above): for example, noting that their emergency bylaws will be activated “In the event of any emergency, disaster or catastrophe, as referred to in Section 110 of the DGCL, or other similar emergency condition, as a result of which a quorum of the Board of Directors or a standing committee of the Board of Directors cannot readily be convened for action.”

However, the 2020 amendments to Section 110 allow an emergency to exist “irrespective of whether a quorum of the board of directors or a standing committee thereof can readily be convened for action.” Thus, the board could adopt a definition that would activate its emergency bylaws even if a catastrophe had occurred far from any personnel, facilities, or activities of the company and its board.

Third, does an event identified in Subsection 110(a) — for instance, “a declaration of national emergency by the United States government” — automatically 244activate the board’s emergency bylaws, or can the board decide not to apply them, or even to remove these provisions from the bylaws? Would the company ever have valid reasons to resist the activation of its emergency bylaws?

Fourth, if there is any question about the existence of an “emergency” under the board’s definition, who would make the determination? If these are not all the same person, the chair, the CEO, or the president? A majority of the directors attending a board or committee meeting to address the question? A majority of the members of a committee of the board? One or more particular directors or officers designated by the board? The most senior director(s) or officer(s) present?

Fifth, is the board required, or even expected, to formally declare that it has determined that an emergency (by its bylaws’ definition) exists, and that its emergency bylaws have been activated? If so, which external parties would be entitled to, or should otherwise expect, such notice, and how is notice to be given (or, at least, attempted)?

Sixth, would it be wise for a creditor, or potential creditor, to require in its contractual arrangement with a corporation that once the board has made such a determination, the creditor is entitled, within a specific time period (or, as soon as possible), not only to (attempted) notice (through a specified method or methods), but also to a copy of the board’s current bylaws, including any emergency bylaws?

Seventh, would a provision allowing a creditor to terminate a contract upon the corporation’s declaration of an emergency be enforceable? By contrast, Sections 541(c)(1) and 365(e)(1) of the Bankruptcy Code (Title 11 of the United States Code) generally render unenforceable so-called “ipso facto” clauses, which purport to allow a party to terminate an agreement when the other party has entered bankruptcy proceedings. Should a corporation attempt to include in the contract a provision explicitly precluding the existence of an emergency as grounds for termination?

More generally, could a contractual provision legitimately include (or explicitly exclude) a corporation’s declaration of emergency as an event of default?

Eighth, should the board develop specific plans to identify to external parties (perhaps through some form of direct notification; and/or, if and when Internet access is available, through a Web page) the new designations and authorities of officers who have succeeded others, and/or the new location(s) of the company’s head office?

That might be preferable to, or at least a backup for, the somewhat circular certification system set out in the bylaws of one major company: “In the event of a national emergency or disaster which directly and severely affects the operations of the Corporation, . . . anyone dealing with this Corporation shall accept a certification by the Corporate Secretary or any three officers that a specified individual is acting as Chairman of the Board, Chief Executive Officer, President, Corporate Secretary, or Treasurer, in accordance with these Bylaws.”

Ninth, to prevent any confusion, should the officers themselves, before any emergency, privately and regularly be provided with an ordered list of the individuals in line to succeed current officers during an emergency?

In 1981, in the immediate aftermath of an attack on President Ronald Reagan, Secretary of State Alexander Haig erroneously told reporters at the White House, “Constitutionally, . . . [a]s for now, I’m in control here.” (Twenty years later, he 245clarified to the 60 Minutes televised news-magazine that “I wasn’t talking about transition. I was talking about the executive branch, who is running the government.”)

Tenth, because Section 110(g) envisions the completion of a quorum during an emergency by the elevation of (non-director) officers to the status of director, “in order of ranks and within the same rank in order of seniority,” should each director and officer regularly be provided with a list of the rank and seniority order of corporate executives, to avoid any (further) confusion under emergency conditions?

Both the preparation of such a list and the drafting of emergency bylaws might clarify the corporation’s own definition of seniority.

One Fortune 500 company’s bylaws specify that, if no directors are available, “the emergency committee shall consist of the three most senior officers of the Corporation who are available to serve, and if and to the extent that officers are not available, the most senior employees of the Corporation. Seniority shall be determined in accordance with any designation of seniority in the minutes of the proceedings of the Board, and in the absence of such designation, shall be determined by rate of remuneration.” Other boards might designate seniority by, at least in part, the length of the individual’s service (in a given position, or perhaps in total) to the company.

Eleventh, should the emergency bylaws, or (probably preferably, for security reasons) emergency procedures distributed to individual directors and officers, establish the procedures for their attempting to establish contact with each other (and, if necessary, verify each other’s identity) in emergency conditions?

For instance, if, as a number of emergency bylaws provide, a meeting of the board can be called by any director, and a single director can constitute a quorum, it might be possible for two entirely separate subsets of the board to hold meetings independently, each without knowledge of the other, if none of the directors in each group is able to establish contact with any of the directors in the other. (In that situation, which group’s actions would take precedence if there is a conflict? The group that includes the most senior member of both groups?)

Twelfth, to what degree should the emergency bylaws (or separate documents) set out special processes for attempting to establish contact with shareholders, during and/or immediately after an emergency, whether for purposes of electing (replacement) directors or otherwise?

Subsection 110(i)(i) enables the board, during an emergency, to “take any action that it determines to be practical and necessary” with respect to shareholder meetings, including postponing such meetings. Moreover, “No person shall be liable, and no meeting of stockholders shall be postponed or voided, for the failure to make a stocklist available [to stockholders] if it was not practicable to allow inspection during any such emergency condition.”

Thirteenth, which individual or group determines, and how, that a particular emergency, however the board has defined it, has ended?

Fourteenth, to what degree should the corporation, as a matter of security, resist making publicly available information about (i) the existence of such policies, (ii) the content of such policies, and (iii) the content of the procedures and protocols that they in turn invoke (for example, the emergency succession list)? Could shareholders be denied access to such documents in litigation? If it had to 246produce the documents, could the corporation prevail upon the court to put them under seal, review them in camera, and/or make available to shareholders or the public only redacted versions?

Fifteenth, the charters of many corporations’ board committees provide that unless otherwise provided in the charters, the bylaws of the corporation will also govern the operation of the committees. Should specific exceptions be made for the default application of the emergency bylaws of the board to any of the committees? If so, to which committees, and with regard to what provisions, should the emergency bylaws not apply?

In addition to any emergency bylaw provisions that they have added or are adding to their existing bylaws, the board might pre-draft sets of alternate provisions to be adopted during specific emergency circumstances, when, as permitted by the 2020 revisions to Section 110, “if a quorum cannot be readily convened for a meeting, . . . a majority of the directors present” could do so.

Boards and their counsel might also prepare different provisions and protocols for prospective local and/or firm-specific emergencies, such as the sudden incapacitation, in a traffic collision or airplane crash, of several of their directors, which would not necessarily qualify as an emergency under Section 110.

Among these grim ponderings, plans, and prospects, Subsection 110(d) provides personal protection: “No officer, director or employee acting in accordance with any emergency bylaws shall be liable except for willful misconduct.” Would it be possible — and if so, when would it be desirable — for bylaws to reduce this emergency exculpation?
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In June 2021, the Supreme Court overruled the Ninth Circuit Court of Appeals, and rejected ATS-based claims against domestic corporations for their alleged involvement in the trafficking of children into the Ivory Coast to perform forced labor on cocoa farms:


Nearly all the [defendant corporations’] conduct that [the plaintiffs] say aided and abetted forced labor — providing training, fertilizer, tools, and cash to overseas farms — occurred in Ivory Coast. The Ninth Circuit nonetheless let this suit proceed because respondents pleaded as a general matter that “every major operational decision by both companies is made in or approved in the U.S.” . . . But allegations of general corporate activity — like decisionmaking — cannot alone establish domestic application of the ATS.
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Without deciding whether the ATS applies to corporations as entities, the Supreme Court had previously held that “nothing in the text of the ATS evinces the [First Congress’s] requisite clear indication of extraterritoriality,” and that the statute’s historical background did not “overcome the presumption against application to conduct in the territory of another sovereign.” Kiobel v. Royal Dutch Petroleum Co. 133 S.Ct. 1659, 1666 (2013).
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In an April 2018 decision upholding the Second Circuit’s dismissal of claims against a Jordanian bank alleged to have funded terrorist groups that had injured or killed plaintiffs or their relatives, the Court resolved the legacy of Kiobel by holding that corporations cannot be liable under the ATS. Jesner v. Arab Bank, PLC, 138 S.Ct. 1386 (2018). In limiting the jurisdiction of international criminal tribunals to individuals, id. at 1400-1401, the Court found that


allowing plaintiffs to sue foreign corporations under the ATS could establish a precedent that discourages American corporations from investing abroad, including in developing economies where the host government might have a history of alleged human-rights violations, or where judicial systems might lack the safeguards of U.S. courts. And, in consequence, that often might deter the active corporate investment that contributes to the economic development that so often is an essential foundation for human rights.
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Morbidity and Mortality — or M and M—a weekly gathering of doctors, off limits to the public, which serves in most hospitals as a forum for the discussion of mistakes, complications, deaths, and unusual cases. It is a sort of quality-assurance conference where doctors hold one another accountable and learn from one another’s mistakes. They are some of the most candid and indelible meetings I have ever attended.
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	370. For two different approaches to the issue, compare Michael V. Copeland, A Sick CEO’s Full Disclosure, Fortune, Oct. 18, 2010, p. 47, at 48 (discussing how the head of a private company “in exquisite detail . . . described [before the 300 employees of his medical-technology company] his disease, how it was discovered, and what the future probably held for him and company he was leading”) with Serena Ng & Joann S. Lublin, AIG Chief Is Being Treated for Cancer, Wall St. J., Oct. 26, 2010, p. C1, at C2 (indicating that, according to sources, the CEO did not inform the board of the type of cancer involved).
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In January 2006, thirty minutes before Jobs and Disney CEO Bob Iger were to announce Disney’s acquisition of Jobs’s company Pixar, Jobs privately informed Iger that his cancer had returned and that


“Frankly, they tell me I’ve got a fifty-fifty chance of living five years . . . I’m telling you because I’m giving you a chance to back out of the deal.”

. . . [Iger recalled:] And I’m thinking, We’re in this post Sarbanes-Oxley world, and Enron, and fiduciary responsibility, and he is going to be our largest shareholder, and I’m now being asked to bury a secret. He told me only two people know this. [His wife] and his doctor. He told me, “. . . Not even the Apple board knows. Nobody knows, and you can’t tell anybody.”

. . . So I took a chance, and I said, “You’re our largest shareholder, but I don’t think that makes this matter. You’re not material to this deal. We’re buying Pixar, we’re not buying you. . . .”

So we announce the deal.



Brent Schlender & Rick Tetzeli, Becoming Steve Jobs: The Evolution of a Reckless Upstart Into a Visionary Leader 344-345 (2015).

Iger himself told his wife and Disney’s communications chief about Jobs’s prognosis. During the three years before Jobs took a leave from Apple for a liver transplant, “I always knew exactly what was going on with Steve medically. He and I would talk all the time, and since I kept things secret he confided in me.” Id. at 345-346.

This was not the first time that Jobs had kept personal information from his board. One of Apple’s initial directors recalled that it was only as the company had prepared in 1980 to go public that “he finally told us on the board” that a paternity test had indicated that Jobs was the likely father of a girl on whose behalf the County of San Mateo was suing him to provide child support: “but he kept insisting that there was a large probability that he wasn’t the father. He was delusional.” Walter Isaacson, Steve Jobs 90 (2011) (noting that the test had indicated a 94.1% probability that Jobs was the child’s father).

For an account of Jobs’s interactions with journalists writing about his health, and his involvement in the installation of Tim Cook as his successor, see Yukari Iwatani Kane, Haunted Empire: Apple After Steve Jobs 20-84 (2014).
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	380. See, e.g., Yukari Iwatani Kane & Nick Wingfield, Apple Shares Slump amid CEO Worries, Wall St. J., Dec. 18, 2008, at B6.


	381. See. e.g., Joe Nocera, Health Isn’t a Private Issue When You’re a Legend, N.Y. Times, Jan. 16, 2009, at B1 (concluding, at B4, that “his health is a material fact for Apple shareholders, and more disclosure is required . . . If Mr. Jobs wants privacy, he should resign from Apple.”); Peter Whoriskey, Apple Faces Issues of Disclosure, Wash. Post, Jan. 16, 2009, at D1 (reporting that after the announcement of Jobs’s leave, “the argument that the company has a duty to discover and disclose his health status has grown more persuasive, business and legal experts say”). Cf. David Larcker & Brian Tayan, It’s Personal. It’s Public., Wall St. J., Oct. 28, 2019, p. R9 (recommending that “[i]n these cases, the board should plan for the worst, while respecting the CEO’s privacy until . . . it’s obvious that the CEO’s prognosis won’t improve [and that] a CEO change is probable.”); Harvey Silverglate, The SEC Should Leave Steve Jobs Alone, Wall St. J., Feb. 2, 2009, at A15 (arguing that “while the legal meaning of ‘materiality’ has long been the subject of dispute and little regulatory definition, it should not dictate that corporate officers have no right to any privacy”); Victoria Schwartz, Disclosing Corporate Disclosure Policies, 40 Fla. St. U. L. Rev. 487, 490 (2013) (proposing that “individual corporations . . . contract with their high-level executives to determine the privacy disclosure policy that would apply to the executive’s personal information in light of that executive’s privacy preferences,” and then disclose that policy to shareholders).

One biographer observed that Jobs “did have a hormone imbalance, but it was because his cancer had spread into his liver. He was in personal denial about this, and he also wanted to be in public denial. Unfortunately, that was legally problematic, because he ran a publicly traded company.” Walter Isaacson, Steve Jobs 480 (2011). Asked whether the board should at that point have disclosed more about the CEO’s medical condition, Apple director (and former United States Vice President) Al Gore told Isaacson, “We hired outside counsel to do a review of what the law required and what the best practices were, and we handled it all by the book. I sound defensive, but the criticism really pissed me off.” Id. at 481-482.(Gore’s own casual disclosure at a management forum, around the time of the biography’s publication, that there would be “new iPhones coming out next month” caused at least one reporter to suspect “a major breach of discipline” if the remark had not been authorized by Apple’s notoriously secretive board. Chris Taylor, Gore’s Loose Lips Let New iPhones Slip, Sept. 21, 2011, http://mashable.com/2011/09/21/gore-iphone-5/. Directors’ obligations of confidentiality are discussed in Section 3.07(A).)
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3.02(A). Interested Director (or Officer) Transactions

3.02(B). Board Responses to Potential Changes of Control

3.02(B)(1). Conflict of Interest and the Duty of Loyalty

3.02(B)(2). Good Faith Component of the Duty of Loyalty

3.03. Related Party Transactions: SEC Regulation S-K

3.04. Identifying Independent Directors: The Exchanges’ Listing Requirements

3.05. Mechanisms for Independence

3.05(A). Meeting in Executive Session

3.05(B). “Lead Directors” or “Presiding Directors”

3.06. Compromised Independence?

3.06(A). “Structural Bias” and Personal Connections

3.06(B). Directors Dating Directors? Don’t.

3.07. Elements of the Duty of Loyalty: Discretion, in Word — and in Deed?

3.07(A). Leakers: The Duty Not to Reveal Details of Board Deliberations

3.07(B). Muddiers: The Duty Not to Dissent Publicly from the Board’s Position

3.07(B)(1). The ACLU Situation (2006)

3.07(B)(2). The Dartmouth Situation (2007)

3.07(C). Stainers: A Duty Not to Embarrass the Corporation?

3.07(C)(1). The “One-Name” Situation

3.07(C)(2). The “Imus” Situation
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3.08. Committees of the Board

3.08(A). The Audit Committee

3.08(A)(1). Composition

3.08(A)(2). Operation

3.08(A)(3). The Audit Committee Charter

3.08(B). The Executive Committee

3.09. Fiduciary Duties of Care and Loyalty in Near-Insolvency, Insolvency, and Reorganization

3.09(A). Zone of Insolvency

3.09(B). Deepening Insolvency

3.09(C). Reorganization

3.10. Clarifying the “Honest Services” Liability of Directors and Officers

3.11. Questions on Contractually Specifying Fiduciary Duties of Care and Loyalty


INTRODUCTION

The second of the fiduciary duties owed by directors and officers to their corporations is the duty of loyalty — that is, to act in the best interests of the company (rather than in their own personal best interests, or the interests of a third party).

As one court summarized it, to fulfill their duty of loyalty


[c]orporate officers and directors are not permitted to use their position of trust and confidence to further their private interests. While technically not trustees, they stand in a fiduciary relation to the corporation and its stockholders. A public policy, existing through the years, and derived from a profound knowledge of human characteristics and motives, has established a rule that demands of a corporate officer or director, peremptorily and inexorably, the most scrupulous observance of his duty, not only affirmatively to protect the interests of the corporation committed to his charge, but also to refrain from doing anything that would work injury to the corporation, or to deprive it of profit or advantage which his skill and ability might properly bring to it, or to enable it to make in the reasonable and lawful exercise of its powers.1



Thus, as analyzed in the Restatement (Third) of Agency,2 the duty of loyalty includes the responsibilities not to (unless permitted by the corporation): accept a material benefit from third persons while acting for the corporation; 249compete or otherwise deal adversely with the corporation on one’s own behalf or on behalf of a third party;3 or exploit for personal use, or communicate to outsiders, material confidential to the corporation.4

This chapter begins with a discussion of the ways in which state corporate law, federal regulations, and exchanges’ listing requirements attempt to prevent directors from pursuing their own interests at the expense of the corporation. Yet, as discussed later in the chapter, in this realm, as in the area of due care, corporations may install governance mechanisms that go beyond merely ensuring compliance with legal prohibitions. As the Chief Justice of the Delaware Supreme Court observed, such


aspirational paradigms . . . are not required to validate a particular transaction or to avoid directorial liability, but they could help in an adjudicative setting in two principal ways. First, these aspirational models could develop good working habits, conditioning directors to attempt to conduct themselves in a “bullet-proof” manner in a crisis where liability concerns may become an issue, rather than fashioning ad hoc protocols only when a crisis develops. Second, the atmospheric effects of good governance aspirational models may help a court to find that the directors are truly independent and have acted with due care and in good faith.5
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3.01–DISTINGUISHING NON-INTERESTED FROM INDEPENDENT

As the Council of Institutional Investors has summarized it,


[a] n independent director is someone whose only nontrivial professional, familial, or financial connection to the corporation, its chairman, CEO or any other executive officer is his or her directorship. Stated most simply, an independent director is a person whose directorship constitutes his or her only connection to the corporation.6



An “independent director” is commonly but loosely taken to mean an “outside director”: that is, a director who is not also employed as an officer by the corporation or one of its affiliates (although she may be so employed by another corporation) and who is thus more likely than a corporation’s “inside directors” (who serve it as both directors and officers) to supply an unbiased perspective to the board. Of course, as reflected in the more detailed standards (considered in Section 3.04) of the stock exchanges,7 even an outside director would not be truly “independent” if her relationship to the company or any of its other directors, officers, or shareholders8 would be likely to affect her judgment as a director: for instance, if she is a “grey director” (also known as an “affiliated outside director”) like “former company officers, relatives of company officers, and persons who are likely to have business relationships with the company, including commercial bankers, investment bankers and lawyers.”9 As the Delaware Court of Chancery indicated:
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“Independence” does not involve a question of whether the challenged director derives a benefit from the transaction that is not generally shared with the other shareholders. Rather, it involves an inquiry into whether the director’s decision resulted from that director being controlled by another. A director can be controlled by another if in fact he is dominated by that other party, whether through close personal or familial relationship or through force of will. A director can also be controlled by another if the challenged director is beholden to the allegedly controlling entity. A director may be considered beholden to (and thus controlled by) another when the allegedly controlling entity has the unilateral power (whether direct or indirect through control over other decision makers), to decide whether the challenged director continues to receive a benefit, financial or otherwise, upon which the challenged director is so dependent or is of such subjective material importance to him that the threatened loss of that benefit might create a reason to question whether the controlled director is able to consider the corporate merits of the challenged transaction objectively.10



The Court noted that even a director who satisfies this definition of “independence” can still be considered less than impartial if she has a


disabling “interest,” [which,] as defined by Delaware common law, exists in two instances. The first is when (1) a director personally receives a benefit (or suffers a detriment), (2) as a result of, or from, the challenged transaction, (3) which is not generally shared with (or suffered by) the other shareholders of his corporation, and (4) that benefit (or detriment) is of such subjective material significance to that particular director that it is reasonable to question whether that director objectively considered the advisability of the challenged transaction to the corporation and its shareholders. The second instance is when a director stands on both sides of the challenged transaction. See 8 Del. C.§144.[11] This latter situation frequently involves the first three elements listed above. As for the fourth element, whenever a director stands on both sides of the challenged transaction he is deemed interested and allegations of materiality have not been required.12



The Court acknowledged that “[c]onfusion over whether specific facts raise a question of interest or independence arises from the reality that similar factual 252circumstances may implicate both interest and independence, one but not the other, or neither.”13

Of particular interest is the situation in which one or more of the directors has a material self-interest in a particular proposed transaction, which is sometimes called a “self-dealing” transaction.14 Despite the accusatory connotations of the term, such arrangements might well be beneficial to both the director and the corporation. Given the potential for abuse in such circumstances, the Court must consider whether that director’s interest has “so infected or affected the deliberative process of the board as to disarm the board of its [business judgment rule] presumption of regularity and respect and cast upon the directors the burden . . . of the entire fairness form of judicial review.”15 The Delaware Court of Chancery has held that the entire fairness test — under which directors shown to be interested in a transaction must bear the burden of establishing the objective16 fairness (within 253a range of acceptable alternatives) both of the terms of the deal and the process by which it was approved17 — is appropriate


when the interested director controls or dominates the board as a whole or when the interested director fails to disclose his interest in the transaction to the board and a reasonable board member would have regarded the existence of the material interest as a significant fact in the evaluation of the proposed transaction. In such circumstances the interested director cannot plausibly claim that the appropriate board processes upon which investors are required to place their trust, functioned and thus he cannot plausibly claim the benefits of the normal presumptions.18
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An intermediate standard — also known as an “enhanced scrutiny” standard — of review applies when the effective disinterestedness of at least some, but less than a majority, of the members of the board has been credibly challenged. When a plaintiff establishes that “the realities of the decision-making context [at issue] can subtly undermine the decisions of even [technically] independent and disinterested directors,”19 the court will neither grant the directors the presumption of the business judgment rule nor compel them to establish entire fairness: instead, under this standard, the directors must demonstrate the legitimacy and unselfishness of their motivations, and establish that their actions fell within a range of responses appropriate under the circumstances.20 “[T] he metric for measuring fiduciary duties under the enhanced scrutiny test is reasonableness.”21

By barring corporations from granting loans to their directors and executive officers, the Sarbanes-Oxley Act of 2002 prevented one type of conflict-of-interest situation from arising.22



3.02–IDENTIFYING AND RESOLVING CONFLICTS OF INTEREST: STATE CORPORATE LAW


3.02(A)–Interested Director (or Officer) Transactions

Section 144(a) of the Delaware General Corporation Law provides that contracts or transactions that the director makes with (i) one or more of its directors and officers, or (ii) with another business entity whose directors and officers 255include one or more of the corporation’s directors or officers, or (iii) with another business entity in which one or more of the corporation’s directors or officers has a financial interest, are not void or voidable solely because of the potential or actual conflict of interest of the directors or officers involved.

However, to merit such protection, the contract or transaction must: be approved by a majority of the informed disinterested directors who are on the board (or who are on a special board committee evaluating the transaction); be approved by (assuming the existence of a quorum for the vote) the majority of shares voted by shareholders informed of the issue; or be fair to the corporation at the time that it was authorized, approved, or ratified by the board, committee, or shareholders, even if they were not fully informed.23

The first of these methods, director approval, invites disputes over the disinterestedness of the directors (and thus over the appropriate standard of review of the three24 discussed above).

The second, or shareholder-approval, method may itself immediately invoke the entire fairness standard, “[i]f the challenged transaction confers a unique benefit on a majority stockholder or other party that exercises de facto control over the 256corporation.”25 On the other hand, where no controlling shareholder was involved (or where a controlling shareholder did not “engage[ ] in a conflicted transaction”),26 and therefore the entire fairness standard of review does not apply, “the business judgment rule is . . . the appropriate standard of review for a post-closing damages action when a merger . . . has been approved by a fully informed, uncoerced majority of the disinterested stockholders.”27
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The third, or fairness, method effectively reproduces the result, if not the process, aspect of the entire fairness standard.

The Codes of Conduct adopted by many companies warn directors, as well as officers and other employees, to avoid not only actual conflicts of interest but also the appearance of such conflicts. A typical discussion of these concerns is:


A “conflict of interest” may exist whenever the interests of a director conflict in any way (or even appear to conflict) with the interests of a Company. While our directors should be free to make personal investments and enjoy social relations and normal business courtesies, they must not have any interests that adversely influence the performance of their responsibilities. A conflict of interest may arise when a director takes actions or has interests that may make it difficult to perform his or her Company responsibilities objectively. A conflict of interest also may arise when a director, or a member of his or her family, receives improper personal benefits as a result of his or her position with a Company, whether received from that Company or a third party. Gifts above a “de minimis” value to, loans to, or guarantees of obligations of, directors, or their respective family members may create conflicts of interest.28



That policy advises directors to address related questions to, and to bring reports of such situations to, “the Chairman of the Board or the Compliance Officer.”29

QUESTIONS–3.02(A)

1. What are examples of situations that involve both a director’s being interested in a transaction and her not being independent? Of situations in 258which she is interested but independent? Of situations in which she is independent but not interested?

2. What constitutes an “improper personal benefit” under a code of conduct? Is it broader or narrower than the “financial interest” of Delaware’s Section 144?

3. Are corporate codes of conduct, codes of ethics, and related-person transaction policies (which many large companies post on the governance or investor relations sections of their websites) strictly necessary with regard to conflict of interest situations? Are such issues not already addressed by statutes and caselaw? If the corporation’s code conflicts with statutes and caselaw in this respect, which governs?

4. Once a board of a Delaware corporation has received an inquiry concerning a potential conflict of interest, presumably it will determine whether it should allow the director (or the corporation itself) to pursue the transaction at issue, in which case the board will investigate immunizing the director from personal liability for the transaction by obtaining director or shareholder approval under Section 144.

What guidelines should a board or committee use in assessing whether to allow a director personally to pursue a transaction that may constitute a conflict of interest? Should any board committee issue advisory opinions as guidance for directors interested in undertaking certain types of transactions — in the manner that state Supreme Court Advisory Committees on Professional Ethics issue non-binding opinions in response to attorneys’ questions concerning the appropriateness of prospective courses of conduct? Why or why not?

5. Should a director seeking to recuse herself from voting on a certain issue be required to specify her reasons for bowing out?30 If so, to whom should these reasons be disclosed — only to the chair of the board? To a specified director or committee? To the board as a whole? To the shareholders? How much detail is necessary? In what circumstances, if at all, should a committee or the board be able to override a director’s attempt to recuse herself?

6. Should a director who has identified his conflict of interest with regard to a proposed transaction be allowed to participate — without voting — in the 259board’s discussion of that transaction? If not, should he be allowed to be present for the discussion?

7. Should the board develop specific policies with regard to the situations presented in Questions 4, 5, and 6 above, so that it is not accused of formulating ad hoc policies as situations arise? Or is each of such situations so fact specific that it would be better addressed on its own merits? Would an effective middle ground be for the board to identify principles, rather than strict policies, to govern its approach to these situations?

8. How should Questions 4, 5, 6, and 7 be answered if a director’s or officer’s circumstances could be seen as possibly giving her a nonfinancial but personally compelling interest in a policy under consideration by the corporation?

In the spring of 2011, “[s]hortly after he retired, the federal judge who struck down California’s voter-approved ban on same-sex marriage acknowledged publicly what had been rumored for months: He is gay and in a long-term relationship with another man.”31

Supporters of the ban quickly challenged his ruling as biased, especially because the judge’s own ruling would have allowed him to marry his partner.

On appeal, a federal district court held that the judge had had no duty to recuse himself in these circumstances:


[In] a case involving laws restricting the right of various members of the public to marry, any personal interest that a judge gleans as a member of the public who might marry is too attenuated to warrant recusal. Requiring recusal because a court issued an injunction that could provide some speculative future benefit to the presiding judge solely on the basis of the fact that the judge belongs to the class against whom the unconstitutional law was directed would lead to a [statutory] standard that required recusal of minority judges in most, if not all, civil rights cases. Congress could not have intended such an unworkable recusal statute.

. . . The single characteristic that Judge Walker shares with the Plaintiffs, albeit one that might not have been shared with the majority of Californians, gave him no greater interest in a proper decision on the merits than would exist for any other judge or citizen.

[Moreover,] disqualifying Judge Walker based on an inference that he intended to take advantage of a future legal benefit made available by constitutional protections would result in an unworkable standard for disqualification. Under such a standard, disqualification would be based on assumptions about the amorphous personal feelings of judges in regards to such intimate and shifting matters as future desire to undergo an abortion, to send a 260child to a particular university or to engage in family planning. So too here, a test inquiring into the presiding judge’s desire to enter into the institution of marriage with a member of the same sex, now or in the future, would require reliance upon similarly elusive factors.32. . .

[T]he Court observes that Judge Walker, like all judges, had a duty to preserve the integrity of the judiciary. Among other things, this means that if, in an overabundance of caution, he were to have disclosed intimate, but irrelevant, details about his personal life that were not reasonably related to the question of disqualification, he could have set a pernicious precedent. Such a precedent would be detrimental to the integrity of the judiciary, because it would promote, incorrectly, disclosure by judges of highly personal information (e.g., information about a judge’s history of being sexually abused as a child), however irrelevant or time-consuming.33



In what situations could analogous reasoning be applied to corporate directors and officers? How could the language of corporate bylaws be clarified?

Could a board legally choose to reject this reasoning with regard to some circumstances? If so, what language, if any, should it add to bylaws to reflect the corporation’s policy in this regard?

9. Caselaw establishes that directors who are members of board committees charged with assessing and making recommendations in situations with regard to which other directors have potential or actual conflicts of interest must themselves be independent generally and disinterested with regard to the transaction at issue. This independence will become a key issue, especially if the entire fairness test is being applied, in connection with a proposal that a parent corporation buy out the shares of the minority shareholders of its subsidiary. As one decision stressed, the special committee established by the board of the subsidiary to assess the fairness of the merger proposal must not only be composed of independent directors, but must also have counsel who are independent of the parent.34
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Does the test for establishing the disinterestedness of committee members in such situations differ from the test for establishing the disinterestedness of directors — or committee members — generally? If so, how? If not, should it?35

10. How can companies overcome arguments that the advantages of adding independent directors to the board are to some degree offset by these directors’ “informational disadvantages relative to insiders” — that is, their inability to acquire the corporate information necessary for them to contribute effectively?36

262



3.02(B)–Board Responses to Potential Changes of Control


3.02(B)(1)–Conflict of Interest and the Duty of Loyalty

The corporate governance community has devoted much attention to the board’s justifications for instituting defenses to a hostile tender offer for the corporation’s shares, especially because of the possibility that in order to retain their own positions the directors will seek to repel even attractive offers.

In 1985, the Delaware Supreme Court held in Unocal Corp. v. Mesa Petroleum Co.37 that


[w]hen a board addresses a pending takeover bid it has an obligation to determine whether the offer is in the best interests of the corporation and its shareholders. In that respect a board’s duty is no different from any other responsibility it shoulders, and its decisions should be no less entitled to the respect they otherwise would be accorded in the realm of business judgment. . . . There are, however, certain caveats to a proper exercise of this function. Because of the omnipresent specter that a board may be acting primarily in its own interests, rather than those of the corporation and its shareholders, there is an enhanced duty which calls for judicial examination at the threshold before the protections of the business judgment rule may be conferred. . . .

In the face of this inherent conflict directors must show that they had reasonable grounds for believing that a danger to corporate policy and effectiveness existed because of another person’s stock ownership. . . . However, they satisfy that burden “by showing good faith and reasonable investigation. . . .” Furthermore, such proof is materially enhanced, as here, by the approval of a board comprised of a majority of outside independent directors who have acted in accordance with the foregoing standards. . . .

The restriction placed upon a selective stock repurchase [by the target corporation of its own outstanding shares, except those held by the initiator of the tender offer] is that the directors may not have acted 263solely or primarily out of a desire to perpetuate themselves in office. . . . Of course, to this is added the further caveat that inequitable action may not be taken under the guise of law. . . . However, this does not end the inquiry. . . .

A further aspect is the element of balance. If a defensive measure is to come within the ambit of the business judgment rule, it must be reasonable in relation to the threat posed. This entails an analysis by the directors of the nature of the takeover bid and its effect on the corporate enterprise. Examples of such concerns may include: inadequacy of the price offered, nature and timing of the offer, questions of illegality, the impact on “constituencies” other than shareholders (i.e., creditors, customers, employees, and perhaps even the community generally), the risk of nonconsummation, and the quality of securities being offered in the exchange.



The following year, the Court held in Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc.38 that if the board’s defensive measures, though appropriate under 264Unocal’s “enhanced scrutiny” test, have driven the potential acquirer to raise the tender offer to a point so attractive that “it became apparent to all that the breakup of the company was inevitable,”


[t]he duty of the board had thus changed from the preservation of Revlon as a corporate entity to the maximization of the company’s value at a sale for the stockholders’ benefit. This significantly altered the board’s responsibilities under the Unocal standards. It no longer faced threats to corporate policy and effectiveness, or to the stockholders’ interests, from a grossly inadequate bid. The whole question of defensive measures became moot. The directors’ role changed from defenders of the corporate bastion to auctioneers charged with getting the best price for the stockholders at a sale of the company. . . .

The original threat posed by Pantry Pride — the break-up of the company — had become a reality which even the directors embraced. Selective dealing to fend off a hostile but determined bidder was no longer a proper objective. Instead, obtaining the highest price for the benefit of the stockholders should have been the central theme guiding director action. Thus, the Revlon board could not make the requisite showing of good faith by preferring the noteholders and ignoring its duty of loyalty to the shareholders.



In 2011, the Delaware Court of Chancery, in upholding the validity of a board’s adoption of a “poison pill” defensive measure against acquisition, clarified that


[the target’s management argues] that there is less justification for Unocal’s approach today than when Unocal was decided because boards are more independent now and stockholders are better able to keep boards in check. Whether or not this is true does not have any bearing on whether Unocal applies, though. Unocal applies to both independent outside directors, as well as insiders, whenever a board is taking defensive measures to thwart a takeover. Independence certainly bears heavily on the first prong of Unocal, but it is not outcome-determinative; the burden of proof is still on the directors to show that their actions are reasonable in relation to a perceived threat (that is, they still must meet Unocal prong 2 before they are back under the business judgment rule).39



QUESTIONS–3.02(B)(1)

1. Should a board reacting to a tender offer for its shares create a special committee of independent (non-management) directors to evaluate and recommend responses — including the invitation of competing offers? Should independent directors who hold more than a certain number and/or value of shares be excluded from the committee?
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2. Should a board create a special committee even before any tender offer is made, in order to evaluate prospective defenses and the circumstances under which the board could activate them? If so, should all committee members be independent directors and/or hold less than a certain number of value of shares?

3. Conversely, should a corporation create a special committee of independent directors to evaluate the corporation’s own potential acquisitions of other entities? Commentators have suggested that CEOs might engage in “empire building” through excessive, wasteful, and/or ill-considered acquisitions that enhance not shareholder value but the executives’ compensation packages40 and status.41 How could a board ensure that even non-management directors would not be susceptible to the same motivations?

4. Who should decide for the corporation that it should back out of some or all of an agreement (merger, acquisition, or other) with another entity on the grounds that to continue would breach the directors’ fiduciary duties to shareholders and/or to creditors?42



3.02(B)(2)–Good Faith Component of the Duty of Loyalty

In the 2009 decision of Lyondell Chemical Company v. Ryan, the Delaware Supreme Court clarified that a board’s “Revlon duties” come into being not when the company is merely “in play” but “only when a company embarks on a transaction — on its own initiative or in response to an unsolicited offer — that will result in a change of control.”43

After another entity’s securities filing disclosed that it was poised to acquire a substantial block of Lyondell stock and might be interested in acquiring the company, Lyondell’s directors held a special meeting of the board, at which they decided neither to activate defensive measures against a takeover nor to actively solicit other offers.

Because an exculpatory provision in the corporation’s charter44 immunized the directors from liability for any breach of their duty of care, a dissident 266shareholder alleged that by adopting a wait-and-see approach the directors had breached the good faith component of their duty of loyalty, as clarified in the Court’s Stone v. Ritter decision:45 “[w] here directors fail to act in the face of a known duty to act, thereby demonstrating a conscious disregard for their responsibilities, they breach their duty of loyalty by failing to discharge that fiduciary obligation in good faith.”46

The Court of Chancery in Lyondell declined to resolve this issue on the defendant directors’ motion for summary judgment, because “[t] he record, as it presently stands, does not, as a matter of undisputed material fact, demonstrate the Lyondell directors’ good faith discharge of their Revlon duties — a known set of ‘duties’ requiring certain conduct or impeccable knowledge of the market in the face of [the] offer to acquire the Company.”47

The Delaware Supreme Court, however, awarded summary judgment:


The Lyondell directors did not conduct an auction or a market check, and they did not satisfy the trial court that they had the “impeccable” market knowledge that the court believed was necessary to excuse their failure to pursue one of the first two alternatives. As a result, the Court of Chancery was unable to conclude that the directors had met their burden under Revlon. In evaluating the totality of the circumstances, even on this limited record, we would be inclined to hold otherwise. But we would not question the trial court’s decision to seek additional evidence if the issue were whether the directors had exercised due care. Where, as here, the issue is whether the directors failed to act in good faith, the analysis is very different, and the existing record mandates the entry of judgment in favor of the directors.

As discussed above, bad faith will be found if a “fiduciary intentionally fails to act in the face of a known duty to act, demonstrating a conscious disregard for his duties.” The trial court decided that the Revlon sale process must follow one of three courses, and that the Lyondell directors did not discharge that “known set of [Revlon] ‘duties.’” But, as noted, there are no legally prescribed steps that directors must follow to satisfy their Revlon duties. Thus, the directors’ failure to take any specific steps during the sale process could not have demonstrated a conscious disregard of their duties. More importantly, there is a vast difference between an inadequate or flawed effort to carry out fiduciary duties and a conscious disregard for those duties.

Directors’ decisions must be reasonable, not perfect. . . . [I]f the directors failed to do all that they should have under the circumstances, they breached their duty of care. Only if they knowingly and completely failed to undertake their responsibilities would they breach their duty of loyalty. The trial court approached the record from the wrong perspective. Instead of questioning whether disinterested, independent directors 267did everything that they (arguably) should have done to obtain the best sale price, the inquiry should have been whether those directors utterly failed to attempt to obtain the best sale price.

Viewing the record in this manner leads to only one possible conclusion. The Lyondell directors met several times to consider Basell’s premium offer. They were generally aware of the value of their company and they knew the chemical company market. The directors solicited and followed the advice of their financial and legal advisors. They attempted to negotiate a higher offer even though all the evidence indicates that Basell had offered a “blowout” price. Finally, they approved the merger agreement, because “it was simply too good not to pass along [to the stockholders] for their consideration.” We assume, as we must on summary judgment, that the Lyondell directors did absolutely nothing to prepare for Basell’s offer, and that they did not even consider conducting a market check before agreeing to the merger. Even so, this record clearly establishes that the Lyondell directors did not breach their duty of loyalty by failing to act in good faith. In concluding otherwise, the Court of Chancery reversibly erred.48



QUESTIONS–3.02(B)(2)

1. Under what circumstances would a court find that directors responding to an acquisition offer had not acted in good faith, and thus had breached their duty of loyalty?49 Would these be any different from the circumstances in which a court found that the directors’ response had not been reasonable?50
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2. Suppose that a corporation has adopted exculpatory provisions in its corporate documents, and has thereby minimized its directors’ potential liability for breaches of the duty of care. Because the Stone and Lyondell decisions emphasize that to be found not to have acted in good faith, a director must have knowingly disregarded her duties, has the corporation thus discouraged its directors from monitoring and advising the corporation, and even from investigating what their legal responsibilities are in certain situations?

3. Should boards develop internal policies or guidelines to aid directors in situations like that of Revlon, in which courts have given directors no specific direction on discharging their fiduciary duties? How would such policies or guidelines be constructed?





3.03–RELATED PARTY TRANSACTIONS: SEC REGULATION S-K

Separate from questions of independence and interest is the issue of whether a director or officer is a related party with regard to a transaction that the corporation enters into.

SEC Regulation S-K51 requires corporations to disclose in their filings with the agency “related party transactions,” defined as those completed or proposed transactions in an amount over $120,000 and in which a “related person” had or will have a direct or indirect material interest. For these purposes, a “related person” includes a director, a nominee for a directorship, an executive officer, a person that the corporation knows owns more than 5% of the company’s stock, or an “immediate family member” of any of these. In turn, “immediate family member” includes a child, stepchild, parent, stepparent, spouse, sibling, father-or mother-in-law, son-or daughter-in-law, brother-or sister-in-law, and any person sharing the household of the director, director nominee, executive officer, or of a holder of 5% or more of the company’s stock.

As a result, corporations have instructed their directors and officers to inform the corporation (in some instances, by requiring them to complete annual questionnaires) of potential related party transactions, and have announced policies to determine whether the transactions do in fact meet the criteria above, and if so, whether to approve of them. Grounds for objection include that the transaction would constitute a conflict of interest for the director, and/or that it would destroy a director’s independence (as discussed below).
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Thus, Merrill Lynch’s “Related Transactions Policy” (before that company’s merger in September 2008 with a subsidiary of Bank of America) directed:


In reviewing Related Party Transactions, the CEO and GC [General Counsel] or the Nominating Committee will be provided with full details of the Related Party Transaction, including:


	the terms of the transaction;

	the business purpose of the transaction;

	the benefits to the Company and to the relevant Related Party; and

	whether the transaction would require a waiver of the Company’s Code of Ethics.



In determining whether to approve a Related Party Transaction, the CEO and the GC and the Nominating Committee will consider, among other things, the following factors to the extent relevant to the Related Party Transaction:


	whether the terms of the Related Party Transaction are fair to the Company and such terms would be on the same basis if the transaction did not involve a Related Party;

	whether there are business reasons for the Company to enter into the Related Party Transaction;

	whether the Related Party Transaction would impair the independence of an outside Director;

	whether the Related Party Transaction would present an improper conflict of interest for any Director or Executive Officer of the Company, taking into account: (i) the size of the transaction; (ii) the overall financial position of the Director or Executive Officer; (iii) the direct or indirect nature of the Director or Executive Officer’s interest in the transaction; (iv) and the ongoing nature of any proposed relationship, and any other factors deemed relevant; and

	whether the Related Party Transaction is material, taking into account: (i) the importance of the interest to the Related Party, (ii) the relationship of the Related Party to the transaction and of Related Parties to each other, (iii) the dollar amount involved, and (iv) the significance of the transaction to Merrill Lynch & Co., Inc.’s investors in light of all the circumstances.





QUESTIONS–3.03

1. To which categories of related person transactions, if any, might corporations wish to grant blanket approval, by requiring the director or officer only to inform the appropriate person or committee, who would then merely check to confirm that the transaction fell within one of these categories, and then approve and disclose it?

2. The governance monitor’s report for the reorganizing WorldCom (subsequently known as MCI) recommended the addition to its articles of incorporation of specific criteria, including those below, for directorial non-independence. Should other companies adopt similar provisions?
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[ ] If the individual is an officer, director or employee of a non-profit organization that receives donations from the Company in excess of $100,000 during any year, unless grants to a university shall have been exempted from this requirement by the Governance Committee after a review to determine the business purpose of grants to the particular institution;

[ ] If the individual is a spouse or relative living in the same household of (i) any elected political official who has received donations from the Company or any senior officer during the current or past five years, (ii) any senior member of any regulatory body with authority over the company, (iii) any person with government contracting responsibility for the company, (iv) a governor or member of a political executive body, or (v) a legislator who sits on any committee with jurisdiction to enact laws governing the Company or its business operations;

[ ] if the individual has had any personal commercial transactions with the CEO during the past ten years, or serves as an officer, employee, partner, or owner of any organization that has been involved in any commercial transactions with the CEO personally during the past five years, except for routine retail or commercial transactions;

[ ] the individual has previously served as the company’s CEO; or

[ ] the individual is a spouse or relative living in the same household of any of the persons listed in this section.52



Note that the corporate governance guidelines of some companies similarly recognize that a director’s independence may be compromised “if the Company makes substantial charitable contributions to an organization with which [she] is affiliated.”53 Some guidelines require advance notification to the board chair of such contributions54 or even bar them entirely.55



3.04–IDENTIFYING INDEPENDENT DIRECTORS: THE EXCHANGES’ LISTING REQUIREMENTS

In the context of corporate governance, many of the issues of a director’s duty of loyalty involve the extent to which she can be considered independent, that is, unbiased and unprejudiced, with respect to decisions being made by the board. 271Reforms instituted by the Sarbanes-Oxley Act of 2002, and by the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 led the stock exchanges to impose stricter requirements of independence for several aspects of governance.56

For a corporation’s stock to be listed on the NYSE and Nasdaq exchanges, a majority of its directors57 and all members of the board’s audit committee58 and compensation committee59 must qualify as independent. In addition, under the NYSE and Nasdaq requirements, all members of the nominating committee must be independent.60 The best practices and principles set out by major institutional investors61 and by the Business Roundtable62 concur. However, questions remain about the degree to which the performance of the company can be empirically linked to its proportion of independent directors63 and about the wisdom of some companies’ allowing only their CEO to be an inside director.64
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It is the board’s responsibility to affirmatively determine,65 and (in conjunction with the election of directors and the composition of board committees) to report,66 the independence of the directors, based on an examination of the particular facts and circumstances of each individual’s “commercial, industrial, banking, consulting, legal, accounting, charitable, and familial relationships, among others.”67 A director’s ownership of stock in the company does not, by itself, compromise that director’s independence.68

However, as summarized below, the exchanges’ listing requirements,69 which are not identical to the independence standards established by Delaware statutes and caselaw,70 identify six major ways in which a director’s independence may be conclusively precluded: through the director’s (or a family member’s) serving as an employee of the corporation, the director’s (or a family member’s) serving as an employee of certain other entities, or the director’s (or a family member’s) having 273an ownership interest in certain other entities. The exchanges’ restrictions on these activities (which are not themselves illegal, but which will presumptively destroy a director’s independence and thereby prevent the company from being listed on the exchanges) are echoed by the directorial independence guidelines issued by major institutional investors.71

Disqualifications if:


(A1) Director Employed by Corporation

The NYSE and Nasdaq listing requirements disqualify a director from being considered independent if she is currently, or has been at any time during the preceding 3 years, an employee of the corporation, or if during any 12-consecutive-month period within those 3 years she received more than $120,000 in compensation from the company (excluding certain types of payments). (Non-employee directors are colloquially also called “outside directors.”)

(A2) Director’s Family Member72 Employed by Corporation

Under the NYSE listing requirements, no immediate family member of the director can be currently employed, or can have been employed during the preceding 3 years, as an executive officer of the company. Nor can an immediate family member have received, during any 12-consecutive-month period within the preceding 3 years, more than $120,000 in compensation (with some exceptions) from the company.

(B1) Director Employed by Certain Other Entities

To prevent even the appearance of impropriety, particularly “backscratching” among executives or between executives and those charged with auditing their companies, the listing requirements bar three specific types of relationships:73
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(a) Relationship with Auditors

Under the NYSE and Nasdaq listing requirements, a director cannot be a current partner of or employee of the firm that is the company’s current internal or external auditor. If the director is not a current partner or employee but was one within the preceding 3 years, the director cannot have worked on the company’s audit.

(b) Relationship with Trading Partners

Under the NYSE listing requirements, to be considered independent a director cannot be a current employee of a company that made payments to or received payments (including charitable contributions) from the corporation for property or services in an amount which, in any of the last 3 fiscal years, exceeds the greater of $1 million or 2% of the other company’s consolidated gross revenues (with some exceptions).

The Nasdaq listing requirement is similar, but bars the director only from serving as an executive officer or partner of that trading partner, and only in circumstances where the payments exceed the greater of $200,000 or 5% of the other company’s consolidated gross revenues for the fiscal year in question or any of the preceding three fiscal years (with some exceptions).

(c) Compensation Set at Other Company by Corporation’s Executive Officer(s)

The NYSE and Nasdaq listing requirements prohibit a director from being considered independent if at any point within the last 3 years she served as an executive officer of another company at the same time that any of the corporation’s present executive officers served on that other company’s compensation committee.

(B2) Director’s Family Member Employed by Certain Other Entities

(a) Family Member’s Relationship with Auditors.

Under the NYSE requirements, a director’s immediate family member cannot be a current partner of the firm that is the company’s current internal or external auditors; cannot be a current employee of such a firm who participates in the firm’s audit, assurance, or tax compliance practice; and cannot have worked on the listed company’s audit within the past 3 years as a partner or an employee of such a firm.

The Nasdaq requirements prohibit the family member from being a current partner of the company’s outside auditor, and from having worked on the company’s audit as a partner or employee of the company’s outside auditor at any time during any of the past 3 years.

(b) Family Member’s Relationship with Trading Partners

The NYSE requirements restrict a director’s family member from being an executive officer of any organization with which the company conducts 275the level of business or charitable contributions described in (B1)(b) above. The Nasdaq requirements are similar, but they also ban the family member from being a partner and specify that the level of business must have been conducted within the preceding 3 fiscal years.

(c) Family Member’s Compensation Set at Other Company by Corporation’s Executive Officers

The NYSE and Nasdaq requirements restrict a director’s family member from having been within the last 3 years an executive officer of another company, if at any time during her service to that company any of the corporation’s present executive officers served on the other firm’s compensation committee.

(C1) Director Has Ownership Interest in Certain Other Entities

Under the Nasdaq requirements, a director cannot be a controlling shareholder of the trading partner doing the level of business described in (B1)(b) above, or (as also reflected in the NYSE requirements) a current partner of the firm that is the company’s outside auditor.

(C2) Immediate Family Member Has Ownership Interest in Certain Other Entities

Under the Nasdaq requirements, a director’s immediate family member cannot be a controlling shareholder of the trading partner doing the level of business described in (B1)(b) above.



QUESTIONS–3.04

1. Are the listing requirements too restrictive in terms of prohibiting financial and ownership relationships for independent directors? In seeking to insulate and isolate directors from potential conflicts of interest, are they actually eliminating from consideration many of the qualified individuals whose experience and connections would be most useful to a corporation?

Do these requirements overly constrain the contacts and conduct of current independent directors, depriving the corporation of information and experiences that such directors could otherwise contribute?74 One commentator has argued that, as opposed to independent directors, inside directors “can add value to the corporate board because they have the information, knowledge, and resources that not only increase corporate 276performance, but also may enable them to more accurately monitor and police the actions of other insiders.”75

2. Is it unrealistic for the NYSE’s definition of “immediate family member” to include “anyone (other than domestic employees) who shares such person’s home” but not to include romantic partners who maintain separate residences? What about the situation in which two people maintain separate residences but in fact spend about four days each week together in one of the two residences? Three days a week? Six days?

3. How do the preclusions of the listing requirements compare to the ABA Model Rules of Professional Responsibility’s restrictions against conflicts of interest for lawyers? Are the listing requirements overbroad in prohibiting not only actual but also potential conflicts of interest?

4. Should corporations insert in their bylaws even more restrictive definitions of independence than those contained in the NYSE and Nasdaq listing requirements? If so, what should those be?

5. Suppose that Corporation A is selecting a supplier for a major contract. Corporation B and Corporation C make almost equivalent goods, but Corporation C’s are of slightly less quality and cost slightly more than Corporation B’s. One of Corporation A’s directors, D, has a spouse who is the chief executive officer of Corporation B.

Can the board of Corporation A legitimately decide to give the contract to Corporation C instead of Corporation B in order to preserve the independence of its director D? What further information, if any, might you need to know to make this decision?

6. One commentator has proposed that an Independent Directors Staff (IDS) — “a group of professionals working under the exclusive control of the Independent Directors and not subject to the authority of the CEO” — would not only provide relevant information to the independent directors but


would be able to elaborate on the information that the Independent Directors receive directly from management. The IDS would also make sure that the information was presented in workable form and received in a timely manner before board meetings. It could also request follow-ups and clarifications and allow directors to communicate and exchange information among themselves well in advance of meetings. The IDS, moreover, would assist Independent Directors in 277performing any additional tasks that are part of their duties, and facilitate control over the implementation of board decisions. . . .

[The IDS would also produce] an evidentiary trace having important repercussions on the courts’ application of fiduciary standards [with respect to the independent directors’ decision-making].76



The commentator notes77 that this concept was originated by former Justice Arthur Goldberg, who in 1972 had called for more oversight of the corporation by a committee of independent directors, which


would need authorization to hire a small staff of experts who would be responsible only to the board and would be totally independent of management control. In addition, the committee should also be empowered to engage the services of consultants of the highest competence.

As the eyes and ears of the directors, these independent experts and their staff assistants and consultants would look into major policy questions and report to the committee and through them to the board as a whole before decisions are taken on management recommendations. . . .

[This approach] could assure an independent source of creativity. It could be a check and balance on management decisions.78



Do you agree?

7. What should be the requirements for the independence of members of a corporation’s advisory committee (see Section 5.01 (D)(1)), who serve as a sounding board for management but are neither current directors nor current officers, but instead are retired directors or officers, or are members of the professional, political, and geographic communities in which the corporation operates? To what degree do members of such a committee have a duty of loyalty (and/or of care) to the corporation?
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8. Should the corporation (or the independent directors themselves) retain separate counsel for the independent directors as a group?79

9. Under what circumstances, if any, should the corporation provide counsel for an advisory committee?

10. Do the independence criteria enunciated in the listing requirements also help identify situations in which a director might (for instance, because of a personal grudge) cast a biased vote against a transaction that in fact would have benefited the company?



3.05–MECHANISMS FOR INDEPENDENCE


3.05(A)–Meeting in Executive Session

To reinforce the power of independent directors, and to ensure that their discussions are not compromised by the presence of management, the NYSE80 and Nasdaq81 listing standards require (as of 2003), and major institutional investors 279recommend,82 regular board meetings in “executive session” — that is, meetings attended only by the independent directors (none of whom is herself an officer) and by those officers whom they invite. Because an “executive session” actually excludes executive officers, the term is a misnomer.83

Some experts have recommended scheduling the executive session, as “the most important part of the board meeting,” immediately before the meeting of the full board, “or even the night before,” because at the end of the full board meeting “everyone is trying to make a plane.”84 Topics of the executive session (which is not referred to in either the Delaware General Corporation Law or the Model Business Corporation Act, and which caselaw generally mentions only in passing)85 might include the performance and compensation of, and succession plans for, the “inside directors” (particularly the CEO), as well as consideration of proposed transactions such as mergers that might ultimately result in the involuntary departure of one or more inside directors.

Perhaps the most notable “executive session” of recent years was featured in a Delaware Court of Chancery decision introduced as “outlin[ing] carefully the relevant facts and law, in a detailed manner . . . in part, because of the possibility that 280the Opinion may serve as guidance for future officers and directors . . . of other Delaware corporations” in the exercise of their fiduciary duties.86

The gathering in question immediately followed the November 25, 1996 meeting of the board of the Walt Disney Company. Under the listing standards’ current definition, however, it would not qualify as an executive session, because of the presence of (and because it was also convened and conducted by) Michael Eisner, who was then serving not only as the chair of Disney’s board but also as its CEO.

The Court noted that “Eisner himself testified that this was not an official executive session, but instead he gathered the non-management directors in a room to discuss [Disney President Michael] Ovitz.”87 According to the Wall Street Journal, Eisner testified that he had not convened a formal executive session because “it would be so difficult to get Michael Ovitz out of the room.”88

In one of several Delaware decisions finding Disney’s directors not personally liable for having approved an employment agreement that had allowed Ovitz to leave office after only fourteen months with a severance package valued at approximately $130 million — or for having discharged him through a Non-Fault Termination (“NFT”) instead of terminating him for cause, which would have contractually deprived him of that payment — the Court of Chancery summarized the trial testimony about this gathering:


Although there was no mention of Ovitz’s impending termination at the board meeting, it is apparent, despite the lack of a written record, that directly following the board meeting, there was some discussion concerning Ovitz at the executive session which was held at Disney Imagineering in a glass-walled room. . . . One of the more striking images of this trial is that apparently Ovitz was directly outside the glass walls — looking in at this meeting — while his fate at Disney was being discussed. There are no minutes to show who attended the executive session, but I am reasonably certain that at least Eisner [and four other directors] were in attendance. In the absence of further evidence, I must conclude that no other directors attended this session. It is also clear that Eisner notified the directors in attendance at the executive session that it was his intention to fire Ovitz by year’s end. . . .

Beyond Ovitz’s impending doom . . . there is some controversy as to whether any details of the NFT and the cause question were discussed at this meeting . . .

Because of . . . numerous discrepancies, I cannot conclude that [one director] questioned Eisner during this meeting regarding cause, nor can I conclude that the conversation that took place between [that director 281and another] occurred after the executive session in the presence of those who were in attendance.89



In another now-outmoded application of the term, the Court observed that after a compensation committee meeting on September 26, 1995, “In executive session, the board was informed of the reporting structure that Eisner and Ovitz agreed to . . . Eisner led the discussion regarding Ovitz. . . . Upon resuming the regular session, the board deliberated further, then voted unanimously to elect Ovitz as President.”90

Five years later, the Court suggested that another company’s independent directors should have convened in executive session to address whether the company’s founder and current board chair posed a “threat” to the company’s plans, rather than (in a “strange interlude”) considering that issue “in his presence.” The Court noted that “it was a less than adroit way to have an important discussion — a discussion that should have occurred in an executive session with [that director and certain other directors] absent.”91



3.05(B)–“Lead Directors” or “Presiding Directors”

If the board chair is also the CEO (a consolidation of management power opposed by many commentators on corporate governance),92 she certainly should not attend, much less lead, an executive session (except for the limited purpose of providing information on specific topics of interest to the independent directors).

Although such a procedure is not specifically addressed by the listing requirements, the board can appoint from among the independent directors a “presiding director” to lead this meeting. If the board chair is not also the company’s CEO, but the chair herself does not meet the independence standards of the relevant exchange, the presiding director’s role might be enlarged to that of “lead director”93 (sometimes called the “lead independent director”), who in addition to chairing executive sessions,


generally advises on board meeting schedules and agendas, . . . oversees the flow of information to the board, and serves as a liaison between the independent directors and the CEO. The lead director may also play a key role in overseeing performance evaluations of the CEO and the board, 282be available for communication with shareholders, and lead the board in crisis situations.94



QUESTIONS–3.05

1. One commentator has suggested that when meeting in executive session directors might be more prone to making less than fully informed decisions and thus more likely to become personally liable to shareholders.95 How could such a concern be most effectively addressed?

2. Should a company’s bylaws, or corporate governance guidelines, include a (non-exhaustive) list of situations that would require a meeting to be held in executive session? If so, what would those situations be, beyond those identified above?

(One, presumably, would be the board’s compensation decisions for an executive officer who was also a board member.)

3. Who can call — and who can end — a meeting into (or out of) executive session? Any one of, or a specified percentage (or just a simple majority of), the eligible participants? Can someone who is not herself eligible to attend an executive session convene one, vote in favor of convening one, 283and/or suggest that one be held? Does it make a difference if the session is to take place immediately before or after a previously scheduled meeting of the board? What if the proposed session would occur at a much different day or time than a regularly scheduled meeting of the board?

4. Must the identity of the person who convened an executive session be disclosed to the participants? To the remainder of the board?

5. Who should preside at, and who should set the agenda for, an executive session? The lead director, if there is one? The participant who has served the longest as a director of the company? The chair of a specific committee (or of one of several designated committees) of the board, if she is eligible to attend?

6. Assuming that the number of independent directors present at a meeting in executive session could constitute a quorum of the board, should a corporation’s bylaws limit the nature of the decisions that could be made and resolutions that could be adopted at such a meeting? If so, what limits should be introduced?

In one decision, for example,96 the bylaws at issue provided that “[m]eetings of the Executive Board may be held in executive session, . . . but only if either: (a) No action is taken at the executive session requiring the affirmative vote of Directors; or (b) The action taken at the executive session involves personnel, pending litigation, or enforcement actions.” Facing the court was the question of whether the action taken by the board in executive session involved “pending litigation.”

7. Should minutes be taken of executive sessions, at least to record the identities of the participants, the issues discussed, and possibly the time spent on some (or all) of the issues? How much less detail should such minutes include than is found in minutes of the regular meetings of the board? If the corporate secretary does not attend executive sessions, who records the minutes?

8. Should any minutes and/or other records of an executive session be maintained separately from the minutes of the board’s regular meetings? Should they be under the control of, and readable by, the corporate secretary?

9. Can directors meeting in executive session take binding action? Even if the directors in attendance constitute a quorum for the purpose in question, should they not at least discuss their conclusions with the remainder of the directors before calling for a formal (or, possibly, for the formality of a) vote of the whole board?

10. Should the board ever delegate to the directors who are meeting in executive session the power to take action on a certain issue? Would that necessitate formally creating a committee of those directors? Or would that group essentially be acting as a form of “executive committee”? (See Section 3.08(B)).
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11. To what degree, if any, are the normal operating procedures of board meetings automatically (or specifically, as reflected in the company’s bylaws or governance guidelines) modified, or specially subject to revision, during an executive session?

12. Should directors and counsel (and any other company agents) attending a meeting in executive session be advised that it is part of their fiduciary duty of loyalty not to reveal to non-independent directors any elements of the discussion at the meeting, other than those distributed in minutes or otherwise approved? Who determines, and how, the degree to which directors (and others) who were ineligible to participate will be informed about all of the decisions reached, and topics discussed at, the meeting? Should they be told about the degree of support (unanimous? overwhelming? a bare majority?) that those decisions commanded? The positions of, and/or votes of, individual participants in the deliberations? For discussions that did not conclude in a vote, the “sense of the group”? (By contrast, is a director who was eligible to attend the executive session, but who could not be present, entitled to be “brought up to speed,” in complete detail, on the events of the meeting?)

13. Can a board committee (or subcommittee) that — unlike the compensation, audit, and nominating committees — is not required by the current listing standards to be composed entirely of independent directors, conduct its own “executive sessions,” restricted to independent members of the committee, and possibly with different procedural rules than those of the committee?

14. In Restoring Trust: Report . . . on Corporate Governance for the Future of MCI, Inc.,97 court-appointed monitor Richard C. Breeden noted that


the “lead director” structure carries its own problems. By describing one director as more important, in essence, than the others, this may create a generally undesirable group dynamic. Since the overall objective of most governance initiatives is to create a board in which every member is independent, informed and active, the selection of one to take primacy over others tends to cut against this objective.



Do you agree? How could this objection be overcome?

15. The Commentary on Section 303A.03 of the NYSE Listed Company Manual requires that the presiding director’s name be disclosed in the corporation’s annual proxy statement or Form 10-K; or, if this position is rotated among the independent directors, that the company “disclose the procedure by which a presiding director is selected for each executive session.”

What are the advantages and disadvantages of rotating the position of presiding or lead director? What procedures should be implemented to select such a director for each executive session? Or should the position 285be rotated quarterly, or annually, or at some other set period? Should all of the independent directors be eligible to (and, possibly, required to) take a turn in the rotation?98

16. Assuming that the independent directors choose to select one of their number to be the permanent lead independent director, by what process should they do so? What qualities or characteristics should they consider in evaluating the different candidates?

Two experts on corporate governance have suggested that


in many boardrooms today, [a lead director] is already recognized by management and other directors. This is a natural concomitant of responsibility for audits, compensation, and nominations being placed in the hands of committees composed of only outside directors. The chair of one of these committees usually emerges as a leader of the outside directors. In other cases, it may be the director with the most seniority or the one who is most respected by the other directors.99



Do you agree?

17. Should the independent directors (or the lead director) designate in advance a “backup” lead director to assume these responsibilities in the event that the lead director is unavailable for some reason?

18. Should the corporate bylaws provide that if the chair/CEO becomes incapacitated, conflicted, or otherwise unavailable to serve effectively, the permanent lead independent director be immediately installed as her interim replacement?

19. Should stricter requirements of independence be imposed on the lead independent director than on the other independent directors? If so, what should they be?

In particular, should the lead independent director have to have even fewer and/or weaker personal, professional, and/or financial connections to the CEO than do the other independent directors?

20. Under what circumstances, if any, should the independent directors choose a lead director for the purpose of a particular task, initiative, or project, rather than to preside over executive sessions generally?

21. In December 2009, the SEC amended 17 C.F.R. Part 229, which addresses reporting and record-keeping requirements for listed companies, to require that


[i]f one person serves as both principal executive officer and chairman of the board, [the company must] disclose whether [it] has a lead independent director and what specific role the lead independent director plays in the leadership of the board. This 286disclosure should indicate why the [company] has determined that its leadership structure is appropriate given the specific characteristics or circumstances of the [company].100



How should shareholders interpret this information? What other information, if any, would be useful to them in this context?




3.06–COMPROMISED INDEPENDENCE?


3.06(A)–“Structural Bias” and Personal Connections

In In re Emerging Communications, Inc. Shareholder Litigation,101 the Delaware Court of Chancery held three directors personally liable for breaching their duty of loyalty in failing to adequately protect the interests of minority shareholders whose shares were subject to a “going-private” transaction whose terms the court found to be unfair.

The chairman of the board, who was also the chief executive officer and controlling shareholder, had initiated and driven the transaction for his personal benefit, at the expense of the shareholders; a director who served both as the chairman’s personal counsel and as the corporation’s general counsel was found to have championed the chair’s personal interests over those of the shareholders; and a third director, whose business expertise should have led him to oppose the terms of the transaction, instead voted in favor of it. The court, detailing the ways in which much of the other two directors’ compensation and employment was dependent on the chairman, found them not to be independent.102

Yet, even if all specific financial, familial, or institutional relationships that could compromise a particular director’s independence with regard to the CEO103 287are absent, each director is arguably subject to a pervasive — and possibly subconscious — “structural bias” in favor of fellow directors. One commentator has identified three separate forms of such a bias:


First, structural bias can be understood as a form of implicit conspiracy: directors may pursue their group interests consciously, even in situations where there is no obvious personal benefit. Second, structural bias may be understood as the effect of relationships: directors may favor friends and colleagues over distant shareholders. Third, structural bias may be understood as a psychological phenomenon: a manifestation of in-group bias, which may operate on an unconscious level. . . . [E]ach of these paradigms may be applicable, to a greater or lesser degree, to any situation involving structural bias.104



The potential for structural bias is particularly relevant in situations in which the directors constituting a special litigation committee of the board must decide whether the corporation should institute an action (or not oppose a shareholder’s derivative action) against current and/or former directors and/or officers of the corporation. In this context, noted the Supreme Judicial Court of Massachusetts, the “structural bias” suspicion


is not unfounded. A number of commentators have recognized the possibility of inherent bias when “independent” directors pass judgment on other directors. In Cox & Munsinger, Bias in the Boardroom: Psychological Foundations and Legal Implications of Corporate Cohesion, 48 Law & Contemp. Probs. 83, 84-85 (No. 3, 1985), the authors “examine[d] several social-psychological mechanisms that can generate bias in the directors’ assessment of the suit, including biases established by appointment of members to the board or a special litigation committee, control of pecuniary or nonpecuniary rewards made available to the independent directors by the defendant members of the board of directors, the independent directors’ prior associations with the defendants, and their common cultural and social heritages.” Id. at 84-85. They concluded that, “in combination, these several psychological mechanisms can be expected to generate subtle, but powerful, biases which result in the independent directors’ reaching a decision insulating colleagues on the board from legal sanctions.” Id. at 85. In another article, the following contention appears: “[A] derivative action invokes a response of group loyalty, so that even a ‘maverick’ director may feel compelled to close ranks and protect his fellows from the attack of the ‘strike suiter.’ . . . [A] refusal to protect one’s peers once events have transpired is seen as disloyal treachery.” Coffee & Schwartz, 288The Survival of the Derivative Suit: An Evaluation and a Proposal for Legislative Reform, 81 Colum. L. Rev. 261, 283 (1981). As the Supreme Court of Delaware has noted, even in the case of an independent director, “[t]he question naturally arises whether a ‘there but for the grace of God go I’ empathy might not play a role.” Zapata Corp. v. Maldonado, 430 A.2d 779, 787 (Del. 1981).105



By contrast, in In re Oracle Corp. Derivative Litigation106, the specific structure of concern was Stanford University. A shareholder derivative lawsuit that asserted that several of the corporation’s directors and officers had committed insider trading sparked the creation of a special litigation committee (SLC) of the board. The SLC determined that, in the best interests of the corporation, the suit be terminated. However, the plaintiff challenged the independence of the members of the SLC, and thereby, the legitimacy of the SLC’s conclusion.

Under Delaware precedent, the board bore the burden of establishing the independence of the SLC’s members;107 yet the Court found its arguments ultimately unpersuasive. In particular, the SLC’s own report did not identify many of the following concerns:


[D]uring discovery, it emerged that the two SLC members — both of whom are professors at Stanford University — are being asked to investigate fellow Oracle directors who have important ties to Stanford, too. Among the directors who are accused by the derivative plaintiffs of insider trading are: (1) another Stanford professor, who taught one of the SLC members when the SLC member was a Ph.D. candidate and who serves as a senior fellow and a steering committee member alongside that SLC member at the Stanford Institute for Economic Policy Research or “SIEPR”; (2) a Stanford alumnus who has directed millions of dollars of contributions to Stanford during recent years, serves as chair of SIEPR’s Advisory Board and has a conference center named for him at SIEPR’s facility, and has contributed nearly $600,000 to SIEPR and the Stanford Law School, both parts of Stanford with which one of the SLC members is closely affiliated; and (3) Oracle’s CEO, who has made millions of dollars in donations to Stanford through a personal foundation and large donations indirectly through Oracle, and who was considering making donations of his $100 million house and $170 million for a scholarship program as late as August 2001, at around the same time period the SLC members were added to the Oracle board. Taken together, these and
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other facts cause me to harbor a reasonable doubt about the impartiality of the SLC.

It is no easy task to decide whether to accuse a fellow director of insider trading. For Oracle to compound that difficulty by requiring SLC members to consider accusing a fellow professor and two large benefactors of their university of conduct that is rightly considered a violation of criminal law was unnecessary and inconsistent with the concept of independence recognized by our law. The possibility that these extraneous considerations biased the inquiry of the SLC is too substantial for this court to ignore. I therefore deny the SLC’s motion to terminate.108



Though the court acknowledged that the SLC members had no direct fund-raising responsibilities to Stanford — and that in any event, as tenured professors, they would not have risked their academic job security had they concluded that the derivative suit should be pursued109 — it found that economic considerations were not the only means by which directors could be presumed to have lost their independence.


Delaware law should not be based on a reductionist view of human nature that simplifies human motivations on the lines of the least sophisticated notions of the law and economics movement. Homo sapiens is not merely homo economicus. We may be thankful that an array of other motivations exist that influence human behavior; not all are any better than greed or avarice, think of envy, for one. But also think of motives like love, friendship, and collegiality, think of those among us who direct their behavior as best they can on a guiding creed or set of moral values.

Nor should our law ignore the social nature of humans. To be direct, corporate directors are generally the sort of people deeply enmeshed in social institutions. Such institutions have norms, expectations that, explicitly and implicitly, influence and channel the behavior of those who participate in their operation. Some things are “just not done,” or only at a cost, which might not be so severe as a loss of position, but may involve a loss of standing in the institution. In being appropriately sensitive to this factor, our law also cannot assume — absent some proof of the point — that corporate directors are, as a general matter, persons of unusual social bravery, who operate heedless to the inhibitions that social norms generate for ordinary folk.110
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In sum, “[w]hether the SLC members had precise knowledge of all the facts that have emerged is not essential [to a determination of whether they were independent], what is important is that by any measure this was a social atmosphere painted in too much vivid Stanford Cardinal Red for the SLC members to have reasonably ignored it.”111 Although the court recognized that precedent did not present a consistent analysis of such non-economic pressures,112 it stressed that its assessment of such influences did not imply that either of the SLC members would necessarily have succumbed to them.113

The next year, the Delaware Supreme Court confronted a form of the structural bias issue in Beam v. Stewart.114 Beam, a shareholder of Martha Stewart Omni-media (MSO), had instituted a shareholder derivative lawsuit against Stewart, claiming that in her allegedly-improper selling of her ImClone stock, and her subsequent reaction to the authorities’ interest in that sale, Stewart had breached her duties of good faith and loyalty to MSO.115 Because Beam asserted “demand futility” — that is, that she had filed her suit instead of making a demand on the board to file it, alleging that the board was so compromised that it was incapable 291of legitimately assessing the merits of her suit — the issue of the board’s independence was central to her case.

Examining the plaintiff’s discussion of the evidence of the depth of the friendship and social interaction between Stewart and the three other directors at issue,116 the court concluded that


[a]llegations that Stewart and the other directors moved in the same social circles, attended the same weddings, developed business relationships before joining the board, and described each other as “friends,” even when coupled with Stewart’s 94% voting power, are insufficient, without more, to rebut the presumption of independence. They do not provide a sufficient basis from which reasonably to infer that [the three directors at issue] may have been beholden to Stewart. Whether they arise before board membership or later as a result of collegial relationships among the board of directors, such affinities — standing alone — will not render presuit demand futile. . . .

To create a reasonable doubt about an outside director’s independence, a plaintiff must plead facts that would support the inference that because of the nature of a relationship or additional circumstances other than the interested director’s stock ownership or voting power, the non-interested director would be more willing to risk his or her reputation than risk the relationship with the interested director.117



Thus, the plaintiff had not proved her case for demand futility; because she had not made demand on the board, the Chancery Court had correctly dismissed the count at issue.118

By 2005 a commentator could observe that “[t] he overwhelming majority of courts . . . have rejected the structural-bias concept” in favor of assessing, on a case-by-case basis, whether the influences on each member of a special litigation committee could compromise that director’s independence.119 Indeed, 8 years earlier, the Chief Justice of the Delaware Supreme Court had suggested that
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[f]riendship, golf companionship, and social relationships are not factors that necessarily negate independence. There is no place in corporate America today for empty formalities, adversarial boards, chilly boardroom atmospheres, timidity, or risk-averseness. Likewise, there is nothing to suggest that, on an issue of questioning the loyalty of the CEO, the bridge partner of the CEO cannot act independently as a director. To make a blanket argument otherwise would create a dubious presumption that the director would sell his or her soul for friendship. Yet, the directors must be aware of any appearance that they lack independence. In short, the better practice is that each director should be “like Caesar’s wife” — “above reproach.”120



However, six years later Maryland’s highest state court required that in evaluating the independence of members of a special litigation committee (SLC),


[t]he court should require that the directors at least attest to the lack of a significant business, personal, or social relationship with the SLC members and state why they chose the SLC members [to appoint to the board as independent directors to serve on the SLC] and how they learned of them. Inquiring only into the SLC members’ formal or financial ties with the defendants is inadequate. Nonetheless, the independence inquiry does not require the directors to show, beyond all doubt, that no conceivable theory of influence exists between them and the SLC. The defendants should state the nature of their prior relations with the SLC members. The defendants should address whether the SLC members have any joint pursuits outside of the business world, whether in recreational, social, religious, or non-profit organizations.121



In her dissent, Judge Battaglia argued that the standard for independence of SLC members be confined to whether they are “financially involved in any 293way with the challenged board decision,”122 and inquired about the extent of the information that these directors would have to furnish to establish their independence: “Will the circuit court review the per stirpal lineage of each SLC member and explore whether an SLC member is within six degrees of separation from the members of the board of directors?”123

In 2015, the Delaware Supreme Court determined that a shareholder derivative lawsuit plaintiff had not had to make a formal demand to the board that the corporation launch the legal action itself,124 because at least one of the directors had a relationship with the defendant that could be expected to affect the director’s judgment about whether to approve the suit: in this context, the Court instructed,


it is important that the trial court consider all the particularized facts pled by the plaintiffs about the relationships between the director and the interested party in their totality and not in isolation from each other, and to draw all reasonable inferences from the totality of those facts in favor of the plaintiff. In this case, the plaintiffs pled not only that the director had a close friendship of over half a century with the interested party, but that consistent with that deep friendship, the director’s primary employment (and that of his brother) was as an executive of a company over which the interested party had substantial influence. These, and other facts of a similar nature, when taken together, support an inference that the director could not act independently of the interested party. Because of that, the plaintiffs pled facts supporting an inference that a majority of the board who approved the interested transaction they challenged could not consider a demand impartially. . . .

Close friendships of [fifty years] are likely considered precious by many people, and are rare. . . . [W]hen a close relationship endures for that long, a pleading stage inference arises that it is important to the parties.125
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In 2016, the Delaware Supreme Court found that a shareholder plaintiff had created a reasonable doubt as to a director’s impartiality by observing that the director and her husband co-owned a private airplane with the company’s chairman, former CEO, and controlling shareholder:


Co-ownership of a private plane involves a partnership in a personal asset that is not only very expensive, but that also requires close cooperation in use, which is suggestive of detailed planning indicative of a continuing, close personal friendship. In fact, it is suggestive of the type of very close personal relationship that, like family ties, one would expect to heavily influence a human’s ability to exercise independent judgment.126



Two and a half years later, the Court found legitimate concerns about the impartiality of a director called on to decide whether to sue the company’s CEO, where the director, Rankin,


worked at Blue Bell for decades and owes his entire career to Ed Kruse, the current CEO’s father, who hired Rankin as his administrative assistant in 1981 and promoted him five years later to the position of CFO, a position Rankin maintained until his retirement in 2014. In 2004, while serving as CFO, Rankin was elected to Blue Bell’s board, and has served since then. Moreover, the complaint alleges that the Kruse family showed its appreciation for Rankin not only by supporting his career, but also by leading a campaign that raised over $450,000 to name a building at the local university after Rankin.127





3.06(B)–Directors Dating Directors? Don’t.

Many major companies prohibit managers from engaging in personal relationships with subordinates, even if those involvements are entirely consensual.

Such strictures certainly reduce the possibilities that a company will face, and be found liable on, claims for sexual harassment and/or creating a hostile work environment. They also protect workplace morale, by preventing some perceptions of unprofessional and preferential treatment.

Should boards bar romantic relationships among their own directors?
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Beyond any considerations of morality, or concerns about the destabilizing effect of a (possibly extramarital) relationship, there are at least ten problems that a company could avoid by adopting such a policy — even if the board believed that sexual harassment would be unlikely among its directors, and even if the “inside” directors, who also serve the company as officers, were already prohibited from such relationships by a policy governing employees.

First, a romantic relationship among directors could well complicate, and compromise, the board’s ability to identify, as required by the NYSE’s and Nasdaq’s listing rules, the directors that it deems independent.

Both exchanges require that a majority of the board, and all members of its audit and compensation committees, be independent. Nasdaq Listing Rule 5605 specifically disqualifies from this status anyone “having a relationship which, in the opinion of the Company’s board of directors, would interfere with the exercise of independent judgment in carrying out the responsibilities of a director.” (Some companies’ governance guidelines instruct directors to disclose material personal relationships with “senior management,” but these documents usually don’t address specifically a director’s involvement with other directors.)

Second, even if a director (D1) qualified generally as independent, she might not be considered disinterested for purposes of voting on a transaction involving: another director (D2) with whom she is or was romantically involved; a person close to D2; and/or a company at least partially owned or managed by D2 or by someone close to D2.

The traditional concern in such situations is that D1 would be inappropriately inclined to favor, to the company’s detriment, a transaction directly or indirectly benefiting D2; or, in the separate context of derivative lawsuits, that D1 would be inappropriately inclined to protect D2, either by denying a well-founded shareholder demand for a company-initiated suit against, or by approving a motion to dismiss a valid shareholder derivative lawsuit against, D2.

However, a romantically disappointed and/or dumped D1 might vindictively vote against a transaction that might benefit not only D2 (or a person or company linked to D2) but also the company; or D1 might vote to approve an unjustified lawsuit against D2.

Some former lovers could concur with William Faulkner that “The past is never dead. It’s not even past.”128 So, in some circumstances, might the Delaware Court of Chancery, which has held that, “[a] lthough mere recitation of the fact of past business or personal relationships will not make the Court automatically question the independence of a challenged director, it may be possible to plead additional facts concerning the length, nature or extent of those previous relationships that would put in issue that director’s ability to objectively consider the challenged transaction.”129

Third, although many companies’ corporate governance guidelines require directors to disclose any business or personal relationships that could create even the appearance of a conflict of interest (and nominating committees might be well advised to ask board candidates about connections of any sort to current directors, 296and also to other candidates), in the absence of a strict ban on “in-boardroom” romantic relationships, directors delightedly dating each other might not perceive a potential problem.

Fourth, directors would be understandably reluctant to invite the rest of the board, and corporate counsel, to assess the relative strengths of their loyalties to each other and to the company.

They might even, to forestall speculation or rumors, decide not to recuse themselves from voting on, and possibly from participating in the board’s discussions of, transactions that could constitute conflicts for their partners in a relationship.

After such a tainted approval, to insulate the transaction from attack (or to justify not pursuing the conflicted directors) the board might have to shoulder the serious burden of demonstrating the “entire fairness” of the underlying transaction: that is, the fairness of both (a) the process (how the deal was “initiated, structured, negotiated, disclosed to the directors, and how the approvals of the directors and the stockholders were obtained”) and (b) the substance (including, for a proposed merger, “the economic and financial considerations . . . including all relevant factors: assets, market value, earnings, future prospects, and any other elements that affect the intrinsic or inherent value of a company’s stock.”).130

Fifth, directors might legitimately not know (and might in good faith disagree, with each other, and/or others, on) the point in their blossoming relationship (the first kiss?) at which disclosure would be appropriate, and when might they be expected, or obligated, to update the board on their passions’ progress.

Sixth, having learned of such a relationship (possibly through a tip from a third director, D3 — which could further complicate intraboard “conflicts”), the board would have the extremely delicate responsibility of assessing whether either or both of the dating directors still qualified as independent in general and/or with regard to particular transactions.

Seventh, as noted in Section 3.06(A), those fact-sensitive determinations have not been easy even for courts.

Eighth, in making this inquiry, what evidence would or should the board consider, request, or (try to) compel the production of?

Should the board take at face value the directors’ denials of a disqualifying effect (D1 and D2, separately, to the board: “We simply enjoy long and intimate talks with each other.”; or, on the other end of the spectrum, “Our involvement is purely physical.”)?

Should the board review personal e-mails (and possible attachments) that had been exchanged by dating directors unwise enough to use their company-issued accounts and/or devices? Could they ask for copies of other communications? Hear from witnesses? Take into account “evidence” that a court would dismiss as hearsay? Engage a private detective to surveil suspected sweethearts?

Ninth, there might be further fallout for the relationship — and for the board’s stability and efficiency — if the directors’ statements to the board diverged on their respective levels of commitment, illustrating the popular wisdom that in relationships, “one person always loves the other more.”
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For instance, what if D1, regardless of the “independence”-related consequences, told the board, “D2 is the love of my life,” but D2, separately (whether to protect D1, or just to limit D2’s own potential liability), advised them that “We both consider our relationship to be just a harmless fling”? What if D1 then found out what D2 had said?

Tenth, the discovery of any violations of this policy (just as several major public corporations have, in recent years, learned that their leaders broke company rules that prohibited personal relationships with subordinates) might provide a useful opportunity for the board to reexamine the soundness of those directors’ previous judgments and loyalty generally, and to reassess their relationship to the company itself.

Indeed, the simplicity of the restriction, its obvious benefits to the company, and the ability of (at least an outside director) simply to leave the board if he wished to pursue a promising relationship with a remaining director, would make noncompliance very difficult to defend (except, possibly, by claiming honest ambiguity about when initial interactions were considered as, or became, romantic).

Companies adopting a rule prohibiting directors from dating each other should not only make that known to candidates for the board, but also require all directors annually to indicate their own compliance and to acknowledge their obligation to report any violations of which they become aware.

A cautionary tale:

In a case decided in 2013 by the U.S. District Court for the Eastern District of Pennsylvania,131 two directors, one of whom was also the chief operating officer (and later became the CEO), and the other of whom became a vice president, were romantically involved from around the time the latter joined the board and did not inform the board about their marriage to each other five years later.

In their respective positions, each was involved in making, and in influencing, decisions about the other’s compensation and tenure. About eighteen months after the marriage, the board discovered the relationship, and removed them both, sparking litigation and counter-litigation between the couple and the firm.

The court denied the company’s motion for summary judgment on its claim that that the couple had breached their fiduciary duty of loyalty, “[b]ecause we find that there is a genuine issue of material fact as to whether [the couple] disclosed their romantic relationship before they were married, and because we find that there is a genuine issue as to the material fact of whether the transactions governing their compensation after they were married were fair,” id. at *6, under the “entire fairness” standard.

But the court rejected, for two reasons, the couple’s argument that, before they were married, they had not been self-interested when voting on each other’s compensation:


First, the definition of “interest” is broader than the[y] suggest. . . . [I]nterest does not depend on a categorical analysis. Instead, a director is “interested” if there are “factors weighing upon his exercise of judgment with respect to that decision which conflict or are inconsistent with the concept of a single, uncompromised loyalty to the corporate interest” [treatise 298citation omitted]. Second, even if [each of the pair] did not each have a personal stake in the other’s compensation — a proposition we do not concede — their romantic relationship could lead each to be controlled by the other such that each would lack the requisite independence for disinterest.132



Thus, although at first blush it might seem intrusive and inappropriate for a board to bar consenting adults — who had satisfied the board’s own standards for nomination and who had then been elected by the shareholders — from engaging in romantic relationships with each other, such a blanket policy might productively preclude even more intrusive investigations and inquiries by the board.

At the least, when taking a position and casting a vote on a critical issue, each director might be able to insist, much more credibly than did The Godfather’s133 Michael Corleone (Al Pacino) to his skeptical brother (James Caan), who had just mockingly echoed the advice of their lawyer, Tom Hagen (Robert Duvall): “It’s not personal, Sonny. It’s strictly business.”

QUESTIONS–3.06

1. In “A Word About the Oracle Case,” a concluding section of its Beam opinion, the Delaware Supreme Court distinguished the burden of proof at issue in Oracle. There,


[u]nlike [in Beam’s] demand-excusal context, where the board is presumed to be independent, the SLC [special litigation committee] has the burden of establishing its own independence by a yardstick that must be “like Caesar’s wife” — “above reproach.” Moreover, unlike the presuit demand context, the SLC analysis contemplates not only a shift in the burden of persuasion but also the availability of discovery into various issues, including independence.134



The court continued, “[w] e need not decide whether the substantive standard of independence in an SLC case differs from that in a presuit demand case.”135 Does this standard of independence in fact differ, and if so, in what ways?

2. Could courts enunciate one specific test for structural bias, somewhere between the business judgment rule (which generally presumes that a director fulfilled her duties of due care and loyalty, and places on the shareholder the burden of showing reasonable doubt that this is so) and the entire fairness standard (deployed in certain circumstances to place the burden on a director to show she did fulfill these duties, against a presumption that she did not)? What should that test be? Under what circumstances 299would courts declare their suspicion of structural bias in the decision at issue and trigger the application of such a test?136

3. How does the question of structural bias relate to “the phenomenon of group polarization — that groups over time become more extreme in the direction of the average opinion of individual group members”?137 What steps, if any, could boards take to minimize the combination of these and other tendencies138 that might impair independent decision making?

4. What type of discovery concerning the extent of directors’ interrelationships should be allowed in Beam-type, demand-excusal situations? In that case, the Delaware Supreme Court reminded the bar that “plaintiffs might successfully have used a Section 220 books and records inspection to uncover such facts.”139

In subsequent demand-futility litigation that turned on the alleged non-independence of directors, the Delaware Court of Chancery noted that such an inspection might have allowed shareholder plaintiffs “to review the minutes of board meetings and determine how the directors handled the CEO’s proposals or conduct in various contexts. Armed with this information, the plaintiffs may have been able to link the alleged relationships to directors’ conduct through particularized facts.”140

However, although Section 220(1) of the Delaware General Corporation Law allows shareholders to inspect the “corporation’s stock ledger, a list of its stockholders, and its other books and records,” both the Council of Institutional Investors and the SEC have protested that the information obtained in that limited manner may inadequately reflect the directors’ lack of independence.141

What additional forms of discovery, if any, should be permitted in this context? What burden, if any, should plaintiffs have to meet in order to be allowed such discovery?
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5. The Beam opinion noted that


[t]he analysis applied to determine the independence of a special committee in a merger case also has its own special procedural characteristics. In such cases, courts evaluate not only whether the relationships among members of the committee and interested parties placed them in a position objectively to consider a proposed transaction, but also whether the committee members in fact functioned independently.142



How can a court evaluate independence as a matter of fact? Knowing that this is the test to be applied, how should board members in such a situation proceed in order to avoid personal liability?

6. As a practical matter, what limits do Oracle and Beam suggest that independent directors should observe with regard to their social and other personal interactions with other directors, if they are interested in remaining independent for purposes of a special litigation committee or otherwise? Are these limits different for friendships between two “outside” (non-officer) directors? Between two “inside” (officer) directors? Between an inside and an outside director?

7. What should a candidate for a position on the board as an outside director be asked about his or her friendships or other relationship with current directors? With officers? With other candidates? What should current directors have to disclose on an ongoing basis to the corporation, and to whom? To the board as a whole? To counsel for the board?

8. Should counsel advise independent directors that in the event they serve on a special litigation committee, their friendships with other members of the board will be subject to discovery — presumably including not only document review but also depositions?

9. What do the Oracle and Beam decisions suggest about whether directors should engage in any romantic and/or physical relationship with each other? Do they owe a duty to the corporation to disclose any such interactions?

10. Can the presence of directors’ close friends on the board, far from being pernicious, actually improve the group’s decision making? A former president of Princeton University, himself a longtime board member, has observed that


long associations and friendships can and do contribute to the effective functioning of organizations. Personal relationships often lead people to devote more time and attention to the task at hand than they would do otherwise. Friends are also sometimes more willing to raise hard questions early on and to be more direct in their criticisms than are mere acquaintances, who may fear that their comments will be misunderstood or motives questioned. There is no way to legislate against personal relationships as a potential barrier 301to independent decision making without simultaneously sacrificing advantages worth more than whatever protection against abuse stricter rules can purchase.143



Should the board take this effect into consideration in examining potential candidates for directors? How much does this effect offset any concerns of structural bias?

11. Is there a danger that the board members who are least connected socially with other directors, and thus potentially least likely to be accused of structural bias, might also be less valuable to a corporation, because they might lack a useful network of contacts outside the corporation?

12. To the Norwegian playwright Henrik Ibsen, “the strongest man in the world is he who stands most alone.”144 Should boards actively seek out as inside and outside directors those individuals who, in addition to their other experience and expertise, are known for “calling it as they see it,” and “not suffering fools gladly”? Would individuals with such reputations be able to overcome suspicions of structural bias in the eyes of a court? Would there nonetheless remain arguments for not inviting them to join a board, or particular committees of the board?145

Are there equivalent pressures on a corporation’s in-house and outside counsel (including special counsel retained for internal corporate investigations) that amount to a form of structural bias? How should these be taken into account by counsel in interacting with individual directors? How should these be taken into account by a court, and in what situations?

13. A Vice-Chancellor of the Delaware Court of Chancery suggested that after 16 years’ service as an “outside director,” one of Enron’s directors might not have qualified as truly independent in his role as chairman of the corporation’s audit committee:


After that period of time, it is only human for feelings of collegiality and kinship between the director and management to run 302rather deep. . . . This is not to say that a director of long standing should not serve as a director, only that forceful advocates will contend that such directors are not well-suited to independently chair the committee.146



Should corporate bylaws be written to deny independent status to outside directors who have served as directors — and/or as committee chairs — for longer than a certain number of years? How many years of service would trigger the change? What other factors might be taken into account? See also Section 5.03(C), and page 650, Question 1.

14. In Cede & Co. v. Technicolor, Inc.,147 the Delaware Supreme Court insisted that it had “never held that one director’s colorable interest in a challenged transaction is sufficient, without more, to deprive a board of the business judgment rule presumption of loyalty.” Under what circumstances, if any, could suspicions of the other directors’ structural bias toward one (or more) conflicted director serve to deprive the other directors of this presumption?

15. Should corporations adopt a policy of not donating (or not donating more than a specified, relatively modest amount) to organizations on which their outside directors serve, so as not to create the appearance of a potential conflict of interest (and thus of compromised independence) of those directors? Should this policy also apply to non-profit organizations on whose boards a corporation’s own inside directors serve as outside directors, or in some other capacity (for instance, as organizers of a special fund-raising event held by the organization)?148
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3.07–ELEMENTS OF THE DUTY OF LOYALTY: DISCRETION, IN WORD — AND IN DEED?

In the corporate, judicial, and academic domains, recent developments have underscored the fiduciary duty of an agent not to divulge confidential information of her principal. However, it remains unsettled whether, and to what degree, a director or officer is allowed to disagree publicly with her principal, or engage in conduct that arguably embarrasses her principal. Although, as discussed at the beginning of this chapter, directors are not agents (though officers are), it remains instructive to review the relevant components of the duty of loyalty as enunciated by the two most recent Restatements of the Law of Agency.


3.07(A)–Leakers: The Duty Not to Reveal Details of Board Deliberations


I wasn’t too happy to see some “inside sources” quoting my all-hands [meeting] comments to the outside press — STOP IT!

— Yahoo CEO Carol Bartz, in a company-wide e-mail, January 16, 2009149

“I have a new strategic communications approach to recommend,”[Secretary of Defense Robert] Gates said in his trademark droll tones, according to an account later provided by his colleagues.

What was that, [National Security Advisor Tom] Donilon asked?

“Shut the f[ — ] up,” the defense secretary said.

— David E. Sanger, Confront and Conceal: Obama’s Secret Wars and Surprising Use of American Power (2012)150
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Under Section 395 of the Restatement (Second), an agent has a default duty “not to use or communicate information confidentially given him by the principal or acquired by him during the course of or on account of his agency . . ., in competition with or to the injury of the principal, on his own account or on behalf of another.” Section 396(b) adds that this duty survives the termination of the agency relationship.

The Restatement (Third) states this obligation even more simply: under Section 8.05(2), “[a]n agent has a duty . . . not to use or communicate confidential information of the principal for the agent’s own purposes or those of a third party.”

Clearly, under both of these standards, boardroom leaks such as those that plagued Hewlett-Packard (H-P)151 in the mid-2000s constitute breaches of the fiduciary duty of loyalty of the director or directors responsible. Carly Fiorina, the company’s former CEO and board chair, recalled that when she learned that several board members had been speaking to a Wall Street Journal reporter who was preparing a detailed account of an H-P board meeting concerning a reorganization of the company, “[i]t is hard to convey how violated I felt. Until a Board makes a decision, its deliberations are confidential. Whoever did this had broken a bond of trust with me and every other Board member.”152 She added, “Whoever had done this was arrogant and foolish enough to believe that their personal agenda, whatever it was, outweighed every other consideration, including the best interests of the company.”153

At Fiorina’s request, outside counsel Larry Sonsini attempted to identify the leakers. After interviewing the members of the board, he concluded that at least two individuals had been responsible for the leaks, although he named only 305one: Tom Perkins, who admitted having spoken to the press, but asserted that he had only been a second source.154

After Fiorina was removed (for unrelated reasons) from both of her positions at the company, Patricia Dunn, her successor as board chair, aggressively pursued new leaks that had supplied CNET.com with information on the management of Mark Hurd, the company’s new CEO.155 The investigation that Dunn commissioned — which, disastrously156 for H-P and several of its executives, employed the controversial technique of pretexting — identified director Jay Key-worth as the source. According to director Perkins’s account of the climactic board meeting in May 2006, Keyworth apologized and claimed that he had thought he was “just helping the company through a rough patch with the press. Aren’t directors supposed to do that?”157
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QUESTIONS–3.07(A)

1. What policies should corporations implement to prevent directors and officers from leaking information? For example, Hewlett-Packard annually required its directors to agree not to grant interviews or provide comments to the press without prior authorization from the company.158

Should such policies (or employment agreements) require directors and officers prospectively to waive certain aspects of their privacy, in case the corporation decides to pursue an internal investigation to identify a leaker?

2. Does it automatically qualify as a breach of a director’s duty of loyalty for her to disobey an anti-leaking policy, or could a director be given credit for her claimed attempt to protect the corporation’s public image? Does some form of bad intent, or bad faith, have to be shown for the company to take reprisals against a director for her unauthorized communication with the press? Does it make a difference to these analyses if several of the directors jointly make such public disclosures?159



3.07(B)–Muddiers: The Duty Not to Dissent Publicly from the Board’s Position


It was then that Sonny Corleone made an unforgivable error in judgment and procedure. He said eagerly, “The Tattaglia family guarantees the return of our investment [in the heroin trade, which Don Corleone had opposed,] without any percentage from us?” . . .

[Afterwards, t] he Don nodded his head thoughtfully. Then he turned to his son and said gently, “Santino, never let anyone outside the family know what you are thinking. Never let them know what you have under your fingernails.”

— Mario Puzo, The Godfather (1969)

[In April 2009, National Economic Council Director Lawrence Summers] leaned back in his chair and offered me some advice[:] I had a choice. I could be an insider or I could be an outsider. Outsiders can say whatever they want. But people on the inside don’t listen to them. Insiders, however, get lots of access and a chance to push their 307ideas. People — powerful people — listen to what they have to say. But insiders also understand one unbreakable rule: They don’t criticize other insiders.

— Senator Elizabeth Warren, A Fighting Chance (2014)

[Mayor George Shinn of River City, Iowa:] Will you members of the school board stop bickering in public?

— Meredith Wilson, The Music Man (1957)



Though a director’s duty not to leak confidential boardroom information to the press is relatively uncontroversial, much more ambiguity might surround attempts to claim that a director has a duty not to dissent publicly from positions that the board has adopted. The purest form of this controversy appears in situations where the board has examined only publicly available material in arriving at a majority position, so that a director’s public dissent cannot be attacked by the board on the grounds that it breaches the duty of confidentiality by exposing trade secrets or other sensitive internal information.

For instance, court decisions generally summarize all of the factual evidence and legal reasoning on which the majority decision is based, and no one suggests that by writing a (rational and civil) dissent a judge is violating any duty, even the duty of collegiality.

Indeed, in 2007 interview that Justice John Paul Stevens gave to the New York Times Magazine (which might have caused some readers to wonder whether he had exposed too much of the court’s internal operations),160 he revealed that his discovery in 1969, while investigating a scandal on the Illinois Supreme Court, that one of its justices had written but had not (in the interests of collegiality) released a dissent had strongly influenced him to publish his own dissenting opinions: “I don’t believe in suppressing dissent. . . . If you disagree you should say so. . . . I just feel I have an obligation to expose my views to the public.”161

Does the same rationale apply to directors?


3.07(B)(1)–The ACLU Situation (2006)

In 2006, just such a controversy erupted at, ironically enough, a meeting of the 83-member national board of the American Civil Liberties Union (ACLU). After 308public and private disputes had arisen between Executive Director Anthony Romero and several directors over several of Romero’s executive actions and public justifications for them, Board President Nadine Strossen appointed a 10-member Rights and Responsibilities Committee to examine the fiduciary duties of board members.

By a vote of nine to one, the Committee proposed that the ACLU adopt a policy that contained such provisions as:


	Where an individual director disagrees with a board position on matters of civil liberties policy, the director should refrain from publicly highlighting the fact of such disagreement.

	A director may publicly disagree with an A.C.L.U. policy position, but may not criticize the A.C.L.U. board or staff.




Directors should remember that there is always a material prospect that public airing of the disagreement will affect the A.C.L.U. adversely in terms of public support and fund-raising.162



This attempt to restrict dissent to internal discussions sparked a variety of heated reactions and commentary online163 and in the print media,164 which in turn attracted the attention of the head of the Charitable Regulations Bureau of the Office of the New York Attorney General. That official reportedly offered the ACLU counsel an off-the-record warning about imposing restraints on public dissent and criticism by board members of a charitable not-for-profit organization regulated by the Attorney General.165 On July 11, 2007, Ms. Strossen announced that the proposal had been withdrawn.166
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3.07(B)(2)–The Dartmouth Situation (2007)

In the fall of 2007, Dartmouth College’s Board of Trustees became the center of nationwide attention — which was only enhanced by full-page advertisements taken out by dissident alumni in major newspapers167 — as it re-evaluated the century-old process that allowed alumni to elect almost half of the board members.168 On September 8, the board limited the power of alumni and alumni-elected trustees: it resolved to add 8 new trustee-chosen seats (and retain the option of adding more), and to limit alumni to selecting by absolute-majority vote one candidate for each alumni trustee vacancy.169

Propelling this decision, the board acknowledged, was its recognition that widely published attacks on the performance of the College administration, which are reported in education publications and national news media, are noticed by the higher education community and the public generally. We are concerned that contentious elections may be adversely affecting Dartmouth’s public standing.170 Moreover, “[w] e have been advised that such rhetoric has prompted some faculty members to question whether alumni and Trustees value faculty scholarship and appreciate the faculty’s commitment to teaching.”171

As this controversy reached a head, the Dartmouth student newspaper speculated that four of the alumni-elected trustees were linked to anonymously run websites that attacked Dartmouth’s board and administration and their proposals to change the board’s governance structure.172 Beyond dispute, though, were the signatures of these four trustees on an August 6 letter to alumni (a response to the board chairman’s own letter) that asserted that an 1891 board resolution had settled the composition of the board and that opposed any change to the board’s makeup.173

The chairman told the newspaper that a generations-old board policy authorized only the chair to speak publicly on board matters, and added that “[t] here is a strong argument that by voluntarily coming on the Board one does give up 310the right to say whatever is on your mind.”174 In turn, one of the alumni trustees asserted that “[i]f [the chair] feels it is his right to express his views, I think all trustees have that right. . . . When it comes to something as fundamental as whether or not alumni should be disenfranchised, trustees should have a right to speak.”175

One adherent of this philosophy was T.J. Rodgers, a prominent executive in the semiconductor industry and a 3-year veteran of the board. Rodgers expressed his displeasure with Dartmouth’s administration and board in an interview whose summary took up half a page in a September issue of the Wall Street Journal. Characterizing his treatment by the board as shabby and accusing most of the trustees of serving on the board mainly to “feel good about [them]selves and brag to our compatriots,” Rodgers identified a number of disturbing trends at the college, including over-enrollment, classes taught by non-tenure-track faculty, and a shortage of faculty in some departments.176

Rodgers was careful, however, not to divulge specific numbers with regard to faculty staffing, and he also said, “I obviously don’t want to talk a lot about what happens in board meetings. . . .”177 He recognized that he might be “severely criticized, unfairly and personally,” for granting the interview, but acknowledged that even if he were ousted from the board, “[i]t’s worth it. . . . Doing what is right for the college that I love is more important than holding what is largely a ceremonial position.”178

In January 2010, the Grafton County (New Hampshire) Superior Court, on grounds of standing, granted the College’s request for summary judgment on its motion to dismiss an alumni lawsuit attacking the governance changes;179 fifteen months later the New Hampshire Supreme Court affirmed.180

But the College’s governance controversies had not ended: in February 2012, “a group of former and current faculty, staff, and employees” alleged in a letter to the state’s attorney general that various trustees were mismanaging the institution’s endowment while enriching themselves.

QUESTIONS–3.07(B)

1. Is it appropriate for a company to include in its corporate governance guidelines such provisions as the following, from the guidelines of (a) Exxon Mobil, and (b) Wal-Mart Stores? Is a director violating her fiduciary duty of loyalty if she disregards either of them?
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(1a) The proceedings and deliberations of the Board and its committees are confidential. Each director will maintain the confidentiality of information received in connection with his or her service as a director, and the CEO will speak for the corporation.

(1b) The Board believes that the management speaks for the Company. Individual Board members may, from time to time, meet or otherwise communicate with various constituencies that are involved with the Company. It is expected, however, that Board members would do this with the knowledge of the management and, absent unusual circumstances or as contemplated by the committee charters, only at the request of management. Generally, directors should refer investors, market professionals and the media to the CEO or another individual designated by the Company.

(1c) Does it make a difference to your analysis that this provision is not part of a director’s employment contract or of the corporation’s bylaws, but only of the corporate governance guidelines?

2. Were the ACLU dissenters and Rodgers violating the duty of confidentiality provisions of the Restatements? Were the subjects of their complaints (internal disagreement about the ACLU’s positions and concern about the staffing of certain departments at Dartmouth) previously unknown to the public? Does it make a difference that Rodgers disclosed no hard numbers or any details of the board meetings?

3. Could the ACLU dissenters and Rodgers legitimately argue that they were actively attempting to correct internal problems with their own organizations, and thus that their disclosures did not cause “injury to the principal”?

Could these individuals successfully compare themselves to corporate or governmental whistle-blowers, or to plaintiffs in a shareholder derivative lawsuit, who in order to save the principal long-term and critical damage, might in the best interests of the company be responsible for inflicting on it (what they hoped was) short-term embarrassment?181

Could they also analogize their actions to those of a surgeon who cures a patient by performing an invasive, and possibly painful, procedure?

For instance, Steve Jobs, who had returned to Apple after it acquired his company NeXT, in late 1996 and early 1997 shared during off-the-record talks with a Fortune magazine journalist his misgivings about certain aspects of Apple’s operations:


Steve described what he was finding at Apple, in the hope that I would push ahead with a story about the sorry state of things in Cupertino. He spoke freely, although he insisted that I disguise any 312quotes I wanted to use. At one point he rhetorically asked: “Why do I feel like it’s my fiduciary responsibility to see a negative story about my own company?”182



Saving not only his former firm but “global finance” itself was the justification claimed in March 2012 by Greg Smith, an executive director of Goldman Sachs and the head of the firm’s equity derivative business in Europe, the Middle East, and Africa. In an instantly notorious op-ed article in the New York Times explaining “Why I Am Leaving Goldman Sachs,” Smith asserted that the firm’s


environment now is as toxic and destructive as I have ever seen it.

To put the problem in the simplest terms, the interests of the client continue to be sidelined in the way the firm operates and thinks about making money. Goldman Sachs is one of the world’s largest and most important investment banks and it is too integral to global finance to continue to act this way. The firm has veered so far from the place I joined right out of college that I can no longer in good conscience say that I identify with what it stands for. . . .

. . . I truly believe that this decline in the firm’s moral fiber represents the single most serious threat to its long-term survival. . . .

I hope this can be a wake-up call to the board of directors. Make the client the focal point of your business again. . . . People who care only about making money will not sustain this firm — or the trust of its clients — for very much longer.183



Yet while no doubt supporting many outsiders’ suspicions about the firm, Smith may not have revealed confidential information as such. He 313furnished few specifics beyond the statements that “I attend derivative sales meetings where not one single minute is spent asking questions about how we can help clients” and “Over the last 12 months I have seen five different managing directors refer to their own clients as ‘muppets,’ sometimes over internal e-mail.”184

4. Similarly, could the ACLU dissenters and Rodgers argue that under Section 8.05(2) of the Restatement (Third), if indeed they had disclosed confidential information, it was not for “[their] own purposes” but in the best interests of their organizations? (This argument might effectively override specific guidelines that corporations may have adopted to require directors and officers not to speak independently to the press or other outsiders.)

(4a) If a director resigns or refuses to stand for re-election “because of a disagreement . . . on any matter related to [the corporation’s] operations, policies, or practices,”185 how much detail can and should the director, consistent with her duty of loyalty, include in any written correspondence to the corporation “concerning the circumstances surrounding his or her resignation [or] refusal,” given that the corporation is required to file (and thereby grant the public access to) a copy of any such document as an exhibit to its “Current Report” on the SEC’s Form 8-K?186

(4b) How much detail can, and should, the corporation provide in completing Form 8-K, which requires disclosure of “a brief description of the circumstances representing the disagreement that the [corporation] believes caused, in whole or in part, the director’s resignation [or] refusal to stand for reelection”?187

(4c) How much detail can, and should, the director provide in any response that the director makes concerning his or her agreement with, or “the respects in which he or she does not agree” with, the 314disclosure made by the corporation, which response must itself be promptly filed by the corporation?188

(4d) Is it appropriate for a director resigning or refusing to stand for re-election to negotiate the substance of her communication(s) to the board, and/or of her response to the corporation’s statement about the circumstances of her departure? Does it make a difference if these negotiations also include the terms of compensation, benefits, or consulting arrangements that she will receive from the corporation or one of its affiliates?

(4e) Does it make a difference to the situation in (4a) through (4d) whether the dissident director is not also an officer? Is also an officer but does not intend to resign from her office? Is also an officer and does intend to resign from her office?189

(4f) Should non-disparagement clauses, by which an executive agrees not to make negative remarks about her firm, its personnel, and its products or services, be included in executives’ employment contracts, or only in severance agreements?190

When Yahoo CEO Carol Bartz was fired by telephone call in September 2011, she told Fortune reporter Patricia Sellers that the board (from which she resigned shortly thereafter) “was . . . spooked by being cast as the worst board in the country. . . . Now they’re trying to show that they’re not the doofuses that they are.”191 The magazine subsequently reported that “Bartz did indeed have a non-disparagement clause in her employment contract, on which there is still around $10 million outstanding.”192

5. Although no court-martial was involved, the military career of General Stanley McChrystal, the commander of U.S. and NATO forces in Afghanistan, came to an abrupt end with his resignation less than two days after President Obama read Michael Hastings’s profile, The Runaway General, that appeared in the July 8, 2010, issue of Rolling Stone (at page 90).
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By one account, before accepting the general’s resignation the president asked him “to explain statements made by him and his aides mocking the vice president as a nobody, National Security Adviser James Jones as a ‘clown,’ and the president himself as uncomfortable with military leaders and initially unengaged on defense policy.”193

Yet a careful reader of the article would notice that although various views were attributed to McChrystal by (often unnamed) sources, and less-than-respectful comments were made by the general’s aides in the reporter’s presence, the journalist had offered few direct and controversial quotations of the general himself. Indeed, three months after the general’s resignation, an Army investigation into the article


found that it was not the general or senior officers on his staff who made the most egregious comments . . . [but did] not wholly resolve who was responsible for the inflammatory quotations, most of which were anonymous. . . .

. . . [T]he report noted that he might not even have been present to hear some of the disrespectful comments by members of his staff regarding Mr. Obama, Vice President Joseph R. Biden Jr. and some of their top aides.194



In April 2011, a report by the Defense Department’s inspector general “found no proof of wrongdoing by the general, his military aides and his civilian advisers. Pentagon officials said they were unable to confirm the events as reported . . ., and found the evidence ‘insufficient’ to demonstrate a violation of Defense Department standards.”195 But according to one account, the Obama administration “believed he had shown poor judgment for allowing a journalist inside his command and for assembling a staff whose members would make such statements within earshot of a reporter.”196

Similarly, a number of the Republican candidates in the 2016 presidential election were criticized for allowing to pass unchallenged audience questions that inaccurately characterized President Barack Obama as a member of the Muslim faith.197
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(5a) Should corporate policies limiting dissent include in that category the tolerance by an officer or director of inappropriate comments made in her presence?

(5b) What level of proof should be required for a board to take action against an executive for damaging comments that she made — or that she did not protest?

6. Would management be more likely to support a director’s involvement in a sensitive meeting if the organizers had announced that participants would be subject to the “Chatham House Rule”? Under the current (2002) version of that rule,198 participants in a meeting “are free to use the information received, but neither the identity, nor the affiliation of the speaker(s), nor that of any other participant, may be revealed” to others.

Or, since — as acknowledged by the London-based international policy institute that promulgated, promoted, and lent its name to it — the “rule” is not legally binding, should a company’s management instead condition a director’s participation in certain meetings on all parties’ having signed, in advance, formal nondisclosure agreements?

The confidentiality expectations for a meeting under the Chatham House Rule fall well short of those for discussions or conversations characterized as “off the record,” whose participants generally expect not just anonymity but that their remarks will not be quoted at all.

Neither the Chatham House Rule nor the off-the-record arrangement can apply in full to a board or committee meeting, because the minutes of those meetings should indicate at least the presence or absence of each individual director, and, at least on a general level, the topics discussed and decisions reached by the group.

But should a director assume that (at least the draft version of) those minutes could quote, with or without attributing to her, any statements that she makes during such the meeting? If she opposes the quotation of her remarks, and/or being quoted by name, must those references be removed from the minutes?

Conversely, could she insist that the minutes, beyond recording her vote on a particular proposal, reflect — by verbatim quotation or otherwise — that she made a specific statement or raised a certain issue or question?




3.07(C)–Stainers: A Duty Not to Embarrass the Corporation?


Alvy Singer (Woody Allen) [breaking character to speak to the audience, while stuck on a movie line in front of a pontificating poseur]: It’s just maddening!

Poseur: Wait a minute, why can’t I give my opinion? It’s a free country!

Singer: . . . Do you have to give it so loud?

— Woody Allen & Marshall Brickman, Annie Hall (screenplay) (1977)
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Shut Up and Sing

— Title of Dixie Chicks movie (2006)199

If I had an opinion, I wouldn’t express it.

— Justice Stephen Breyer, on the controversy over

Justice Ruth Bader Ginsburg’s public comments (later retracted as “ill-advised”) on presidential candidate Donald Trump, July 2016



A separate responsibility addressed by the Restatements is the agent’s duty of good conduct. Section 380 of the Restatement (Second) requires the agent, “[u] nless otherwise agreed, . . . not to conduct himself with such impropriety that he brings disrepute upon the principal or upon the business in which he is engaged.”

Similarly, Section 8.10 of the Restatement (Third) states that “[a]n agent has a duty, within the scope of the agency relationship, to act reasonably and to refrain from conduct that is likely to damage the principal’s enterprise.” Comment c of Section 8.10 elaborates: “The conduct of agents appointed by a principal may constitute the basis on which third parties assess the principal’s reputation; when a principal is an organization and not an individual person, its agents may largely define its character.”

Both Restatements make clear that the agent’s duty of good conduct can extend well beyond his or her activities within the scope of the agency relationship. Comment a to Section 380 recognizes that the employer “has such interest in the general integrity of his business household that it may be a serious breach of duty for one of [the employees] to acquire a deserved reputation for loose living, or to commit a serious crime.” Comment c to Section 8.10 specifically requires that to constitute a breach of this duty, the off-hours conduct at issue be “nonetheless closely connected to the principal or the principal’s enterprise and . . . likely to bring the principal or the principal’s enterprise into disrepute.”200

In generations past, such a duty was imposed by movie studios on their male and female stars through the inclusion in contracts of morals clauses, which provided that an actor’s contract could be terminated for such behavior.201 The Wall Street Journal commented, in the wake of actor Mel Gibson’s anti-Semitic tirade in August 2006, that with the demise of the studio system such morals (or “bad-boy”) clauses had become much less common in 318entertainment industry contracts.202 Indeed, since the Walt Disney Company’s contract to distribute Gibson’s movie Apocalypto contained no such provision, the company remained obligated to Gibson.203 However, recently such clauses have 319reportedly “become commonplace in mainstream publishing,” and in “many industries.”204

Typical of the language of a morals clause is the following, which the Ninth Circuit enforced in 1950 against a screenwriter who had refused to give testimony to a Congressional committee about whether he was a member of the Communist Party:


The employee agrees to conduct himself with due regard to public conventions and morals, and agrees that he will not do or commit any act or thing that will tend to degrade him in society or bring him into public hatred, contempt, scorn, or ridicule, or that will tend to shock, insult or offend the community or ridicule public morals or decency, or prejudice the producer or the motion picture, theatrical or radio industry in general.205



Today, many of the offenses (particularly, various forms of sexual conduct) that might once have caused a studio or other employer to invoke a morals clause are undoubtedly no longer distressing to society at large. In fact, some formerly (and still generally) objectionable conduct might even be seen as enhancing the commercial prospects of some performers.206

However, especially when disseminated by means of the Internet,207 speech or conduct that is seen as offensive by or discriminatory against racial, religious, gender, ethnic, and/or other groups208 would seem, today more than ever, to ground dismissal under a morals clause. If a director’s or officer’s employment 320contract did not contain such a clause or a corporate code of conduct (for directors, officers, and/or all employees)209 prohibiting the actions at issue, the corporation might cite either of the Restatements in support of an implied duty of good conduct.

Such a duty might even be seen as calling for a director or officer to restrain herself from opining publicly (or, where confidentiality could not be assured, even privately) on various controversial issues, especially if those topics bear no direct relation to the operations of the corporation210 or conflict with positions that the company has publicly adopted.211 Superstar athlete, and endorser of extremely 321popular athletic shoes, Michael Jordan has dismissed as “said . . . in jest” his earlier expression of resistance to public political involvement: “Republicans buy sneakers, too.”212

Increasingly, corporations’ governance principles call for directors to offer to submit (or actually to submit) their resignations if the directors become — or are likely to become — the subject of negative publicity that could damage their and the company’s reputation.

Notably, these situations are not confined to a director’s being convicted or indicted, criminally or civilly fined, or having a judgment entered against her in a lawsuit, in connection with her activities on behalf of the corporation.

Instead, some boards expect a resignation to be submitted if the director (or another board member) indicates — or if a board committee somehow otherwise determines — that the director has committed “an act which might tend to bring [her] into public disrepute, contempt, scandal, or ridicule, or an act which might tend to reflect unfavorably on the Company or its business or reputation.”

For other boards, the trigger is the director’s simply having become “the subject of media attention that reflects unfavorably on his or her continued service on the Board.”

Even more loosely, some boards want an offer of resignation if the director’s “change in personal circumstances,” “changed circumstances,” or simply “circumstances,” might possibly besmirch the director’s or company’s reputation.

One recent study indicated that a CEO’s public statements on social issues may benefit sales of the company’s products and also help change public opinion.213 However, another analysis found that a plurality of respondents believed that outspoken executives were primarily interested in garnering media attention, building their own reputations, or expressing themselves candidly, rather than in attempting to benefit society or the company’s employees and customers.214 It remains unclear when a “social media attack” should be considered “material” and therefore disclosed in a quarterly 8-K SEC filing by the target company.215
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The election216 of President Donald Trump in November 2016, and his propensity for making pronouncements through Twitter, only accelerated the polarization and politicization of consumer (and employee)217 response to the perceived positions of corporations218 or their executives.219 However, as discussed in Section 1.01 (at pages 6-7), executives are becoming — and might be expected to become — increasingly outspoken on social issues.
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Circumstances in which the duty of good conduct might be particularly relevant follow.


3.07(C)(1)–The “One-Name” Situation


You probably can’t, because of stockholders, right?

— Podcaster Joe Rogan, apparently inviting Elon Musk, during his September 2018 interview, to smoke marijuana



If the company is so publicly identified with the director or officer, and vice versa, that damage to the individual’s reputation could directly harm the reputation of the company, there might be an enhanced duty of good conduct. Such situations would be quite likely where the executive is so well known as to be referred to publicly by only a first name, such as Martha or Oprah. The conduct of such an individual would probably be more prone to trigger boycotts or otherwise harm the company than would the conduct of a director or officer, however senior, less identified with the company.

Perhaps the premier current example of popular identification of an executive with a company is Elon Musk, the CEO of Tesla and of SpaceX. In the space of two years, Musk: appeared to accuse on Twitter a British diver, who had criticized Musk’s proposal to supply a miniature submarine to rescue a dozen boys from a flooded cavern in Thailand, of being a pedophile (July 2018); tweeted that he had “secured” funding for taking Tesla private at a price of $420 per share (August 2018) (sparking shareholder lawsuits, unheeded220 demands by directors that he refrain from further tweeting, and a personal and corporate settlement with the SEC);221 appeared to smoke marijuana during a popular podcast222 (September 2018); referred in a tweet to the SEC as “the Shortseller Enrichment 324Commission” (October 2018); told a 60 Minutes interviewer, “I do not respect the SEC” (December 2018); sent out an unapproved tweet indicating that Tesla would manufacture about 500,000 cars in 2019 (February 2019);223 tweeted that Tesla’s stock price was “too high” and that pandemic stay-at-home orders were “fascist” (April 2020); and tweeted that he was reopening, despite the pandemic-related shutdown orders of local officials, Tesla’s plant in Fremont, California (May 2020).224



3.07(C)(2)–The “Imus” Situation

Although radio’s popular “shock DJ” Don Imus was widely vilified and was removed from the air following his on-air remarks in April 2007 about the women’s basketball team of Rutgers University, his lawyer quickly sued CBS for $120 million, claiming that the network had breached Imus’s contract.

Indeed, that contract contained what might be construed as a “reverse morals clause”:


Company [CBS Radio] acknowledges its familiarity with the program conducted by Artist [Imus] on the station [WFAN] prior to company’s ownership thereof, and it [sic], and its familiarity with the reviews and comments, both favorable and unfavorable concerning Artist and his material by critics, reviewers, and writers of the various media both in New York and nationally. Company acknowledges that Artist’s services to be rendered hereunder are of a unique, extraordinary, irreverent, intellectual, topical, controversial and personal character and that programs of the same general type and nature containing these components are desired by the Company and are consistent with Company rules and policies.225



In this context, the company might be said to have waived its ability to enforce — without prior warning, at least — an implied good conduct duty against this individual.
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QUESTIONS–3.07(C)

1. If there is an implied duty of good conduct for directors and officers, are its parameters the same as those of morals clauses?

2. If not, should corporations be asking their directors and officers to execute (perhaps on a regular basis) agreements containing morals clauses? If a corporation asks only certain of its directors and officers to sign such agreements, could the remaining individuals argue that they are not subject to such a duty?

3. Are there circumstances under which the board has a duty itself to monitor any high-profile executive’s activities? If so, should a distinction be made between the executive’s “on-the-clock” activities (in the office, on business trips, at business functions) and “off-the-clock” activities (at home, at private social functions, at the supermarket)?

For top executives who serve as the public image of the company, is such a distinction even possible?

After Martha Stewart had been accused of insider trading, a shareholder of Stewart’s company brought a derivative action against Stewart and directors of the corporation for “breach[ing] their fiduciary duties by failing to ensure that Stewart would not conduct her personal, financial, and legal affairs in a manner that would harm the Company, its intellectual property, or its business.”226

The court rejected the claim that the board had a duty to monitor Stewart’s “personal affairs, because such a requirement is neither legitimate nor feasible.”227 Significantly,


under the terms of her employment agreement, Stewart may be terminated for gross misconduct or felony conviction that results in harm to [the company’s] business or reputation but is permitted discretion over the management of her personal, financial, and legal affairs to the extent that Stewart’s management of her own life does not compromise her ability to serve the company.228
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Is this enough protection for the corporation? Who decides when an executive’s management of her “personal affairs” compromises her ability to serve the company?

4. Does the “duty not to embarrass,” if there is one, extend to a director’s or officer’s:

(4a) not using (at least, not publicly) products or services of one of the firm’s competitors;

(4b) not publicly disparaging the company’s products, services, or customers;229 and/or

(4c) not publicly suggesting that consumers should limit their consumption or use of the company’s products or services?

For example, years before his high-profile and highly litigious departure230 from the offices of chairman and CEO of Papa John’s, John Schnatter, the pizza chain’s founder, stated on a British radio program in February 2009 that “[p]izza’s actually healthy for you if you don’t eat too much of it. You can’t eat five or six slices but if you eat one or two slices it’s very nutritious.”231 His interviewer responded, “I’m not sure your investors would want to hear you tell people[,] don’t eat too much of our pizzas.”232

Similarly, John Mackey, the co-founder, chairman, and CEO of Whole Foods Market, told the Wall Street Journal six months later that “We sell all kinds of candy. We sell a bunch of junk.”233 In 2017, Mackey acknowledged in the introduction to a co-authored book on healthful eating that “I’ll be the first to tell you that I wouldn’t eat many of the products we sell.”234

(4e) publicly suggesting that the company’s shares are overpriced?235
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5. (5a) One commentator has taken the extreme position that “essentially all political contributions by large public corporations today constitute bad faith [because] management simply must know that a substantial percentage of the shareholders do not share its political views.”236 On an individual basis, do directors and officers have a duty not to make, in their personal capacity, donations of money, goods, or services to groups that have taken positions on controversial issues?

For instance, in January 2009 reports surfaced that activist groups were boycotting the businesses of individuals who had donated $100 or more to a campaign supporting the successful (but later judicially overturned) Proposition 8 — which barred same-sex marriage in California — and each of whom had (perhaps unknowingly) thereby made her name, address, donation amount, and (if she had listed it) employers’ name, a matter of public record under California state law.237
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(5b) Are there any circumstances under which a corporation should ban its directors and officers (or perhaps all personnel) from making political donations without the company’s prior approval? In late 2010, MSNBC, which had adopted such a policy, suspended two on-air employees — Joe Scarborough and Keith Olbermann — for violating it.238

6. Do the directors of the company have a Caremark (or any other) duty to:

(6a) advise their key employees (including the directors themselves) to report any contretemps that are likely to surface in the mainstream media or online?

(6b) institute a system (such as regular Web searches) to detect reports of potentially embarrassing conduct by their directors, officers, and other employees?

(6c) publicly disclose the substance of any such reports?239

7. Should it make a difference to any of the above analyses whether the reports are accurate, only partially accurate, or completely inaccurate (and possibly fodder for “urban rumors”)?240
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8. Should it make a difference to any of the above analyses whether the organization in question is conducted on a for-profit rather than a not-for-profit basis?

9. On July 17, 2007, after having been publicly unmasked as the individual who had been posting pseudonymously on the Yahoo Finance forum messages about his own company, John Mackey — the co-founder, chairman, and CEO of Whole Foods Market — issued a statement that “I sincerely apologize to all Whole Foods Market stakeholders for my error in judgment in anonymously participating in online financial message boards. I am very sorry and I ask our stakeholders to please forgive me.”

On the same day, he posted on his personal (nonanonymous) blog the following:

Dear Stakeholders,

A special committee of our Board of Directors is conducting an independent internal investigation into online financial message board postings related to Whole Foods Market and Wild Oats Markets. In light of this, it is in the best interests of the company to temporarily hold off on posting on my Company blog. . . . I look forward to resuming our conversations and plan on being in touch with you again soon.241

(9a) Should boards bar their directors and officers from operating their own blogs, and/or from posting material in other online forums? Alternatively, should boards insist that their directors and officers clear in advance, with company lawyers and/or with a special committee or office, all material that they post online, whether on their own blogs or in other forums, or e-mail to individual customers or commentators?

(9b) What restrictions should boards place on the ability of their directors and officers to post material in e-mail to individual customers or commentators,242 on their own personal blogs, on other websites, and on their personal social media streams?

In March 2011, Bob Parsons, the CEO of domain name registrar GoDaddy, tweeted, “Just back from hunting problem elephant in Zimbabwe. Here’s my vacation video. Enjoy.” The message linked to a graphic video showing him “fatally shooting an elephant,” which sparked a variety of criticism, including the observation that “he neglected to perceive 330the offensive classist message the imagery conveys.”243 Parsons, asserting that he had helped the local population defend their crops from elephants and noting that elephant had served as food, predicted that “our business is going to go up. . . . Americans . . . will see that I’m helping people get access to food and protect their crops.”244

In 2012, fashion firm Francesca’s Holdings Corp. fired its chief financial officer for having used his Twitter account to make such public comments as “Dinner w/Board tonite. Used to be fun. Now one must be on guard every second” and “Board meeting. Good numbers = Happy Board.”245

Of particular concern is the possibility that such communications will violate the SEC’s Regulation FD,246 which bars publicly traded companies, or their agents, from selectively disclosing material, nonpublic information to certain types of securities professionals, or to shareholders who could reasonably be expected to make trades based on that information, before the information is made generally available to the public. In 2008, the SEC clarified that a website could constitute a “recognized channel of distribution” through which general public disclosure can be made. Factors to consider in this context include whether and how a company advises investors and the public that it operates, and will be posting relevant information on, the website; whether it has a pattern or practice of posting such information on the site; whether the site is designed to present such information efficiently and in a prominent and accessible format;247 and whether the company has given sufficient notice to investors and the market that important information will be made available through the site at a specific time.248

In July 2012, Netflix CEO Reed Hastings posted on his personal Facebook page a message of congratulations to his colleagues, announcing to the world that “Netflix monthly viewing exceeded 1 billion hours for the first time ever in June.” This information had not been filed with the SEC; nor had it appeared in a formal press release or other announcement (or in the Netflix’s subsequent press release that same day) — and it reached the market only “incrementally.”249 Ten months 331later, the Commission announced that it would not pursue a Regulation FD enforcement action against Netflix and its CEO, and elaborated that


We take this opportunity to clarify and amplify two points. First, issuer communications through social media channels require careful FD analysis comparable to communications through more traditional channels. Second, the principles outlined in the 2008 Guidance — and specifically the concept that the investing public should be alerted to the channels of distribution a company will use to disseminate material information — apply with equal force to corporate disclosures made through social media channels.250



In particular, although Hastings had originally protested (in a posting on his Facebook page itself) that with 200,000 subscribers the page effectively qualified as a recognized channel of distribution,251 the Commission warned that Regulation FD might be violated


even if the individual in question has a large number of subscribers, friends, or other social media contacts, such that the information is likely to reach a broader audience over time. Personal social media sites of individuals employed by a public company would not ordinarily be assumed to be channels through which the company would disclose material corporate information. Without adequate notice that such a site may be used for this purpose, investors would not have an opportunity to access this information or, in some cases, would not know of that opportunity, as the same time as other investors.252



(9c) Should boards issue to their directors and officers a code of conduct for personal online activity — including, perhaps, a prohibition on pseudonymous posting about oneself or one’s company (also known as sock puppetry), and possibly a prohibition on surfing erotic websites — even for activities conducted through Internet accounts that are not related to the company?

(9d) Should such a code include prohibitions on various types of conduct in — or at least a reminder not to violate the terms of service of — “virtual worlds” like SecondLife and such “massively multiplayer online roleplaying games” (MMORGs) as Everquest and World of Warcraft? Note that some such sites include as 332part of their terms of service the warning that “‘[r]ole-playing’ is not an excuse for violating this or any other policy.”253

(9e) Given the ability of many mischievous and malicious individuals to hack into and deface websites, do boards have a duty to safeguard the integrity of their and their executives’ sites, so that, for instance, their official content is not replaced or augmented by embarrassing or libelous material, which might harm the reputation of the company — either because the new material is seen as the company’s own or because the incident exposes the company’s technological vulnerability?

10. Should the board require the company’s high-profile executives to agree prospectively that if embarrassing information — whether wholly, partially, or not accurate — is reported, the corporation and not the executives themselves will be in charge of “damage control”254 — including a possible decision to ignore the reports?

For example, in a May 2008 Commencement speech at Bentley College, John Mackey acknowledged that


I have been particularly challenged over the past year. I’ve seen the Federal Trade Commission accuse Whole Foods of being a monopoly and try unsuccessfully to break up our merger with Wild Oats, been heavily criticized in the media for Internet postings I did on Yahoo! about Whole Foods and Wild Oats, been investigated by the Securities and Exchange Commission concerning those same Internet postings, and fought a proxy battle against activists who sought to remove me from both the Whole Foods Board of Directors and as the Chairman of the Board. I’ve seen an amazing number of negative articles written about me with remarkably inaccurate stories and outright lies being told. Perhaps the hardest thing of all was that I was unable to respond to any of these attacks as the Whole Foods Board imposed complete media and blog silence on me while their own Special Investigation and the SEC Investigation were taking place. I was not able to defend myself publicly in any way and therefore had no way to try to set the record straight.

It was a pretty difficult time for me. Many times I was tempted to lash out in anger at the injustice of the situation and self-pity was frequently a temptation that I had to struggle with.255
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11. More generally, does the board have a duty to develop a strategy for reacting to “social media attacks”? (Such a plan would address, among other issues: under what circumstances the board, or a subset of the directors, should be notified; what information they should be provided with by management; and how quickly (if at all) they should respond publicly.256 Should a board create an “integrated reputation governance (IRG) committee”257 for this purpose?

12. Should directors and officers be required to submit for review (and possible editing or veto) the manuscripts of books, or opinion articles, or CDs that they hope to have published (or to self-publish)? If so, how much weight should the reviewers give to whether the views expressed by an executive appear to be aligned with the perspectives of the company’s current and potential customers?

In August 2009, the Wall Street Journal printed an op-ed article by John Mackey, who noted the health benefits that Whole Foods afforded most of its employees; however, he also asserted that “the last thing our country needs is a massive new health-care entitlement that will create hundreds of billions of dollars of new unfunded deficits and move us much closer to a government takeover of our health-care system,” and recommended instead “less governmental control and more individual empowerment.”258

This time it was the company’s customers who took to the Web, expressing their fury at Mackey and proposing a boycott of Whole Foods: As one posted, “We want CEOs to understand that they benefit from promoting progressive policies and face costs when they take right-wing stands.”259 The company “sent letters to customers apologizing for any offense and created a forum on its website to discuss the issue.”260
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A company spokeswoman said that Mackey had expressed his own opinion, and that Whole Foods had no official position on the health care issue,261 a statement echoed by Mackey on his own blog.262

Several months later, Mackey reflected, “People want me to suppress who I am. I guess that’s why so many politicians and CEOs get to be sort of boring, because they end up suppressing any individuality to conform to some phony, inauthentic way of being. I’d rather be myself.”263 Indeed, Mackey added that he saw no “scientific consensus” about the cause of climate change and suggested that “hysteria about global warming” would result in higher taxes, increased regulation, “and in turn lower our standard of living and lead to an increase in poverty.”264

By February 2015, Mackey was telling one business periodical,


I have found that there are some things Americans just can’t talk about. People are so polarized on these issues. I don’t want Whole Foods attacked by flash mobs because I mentioned something to Bloomberg Businessweek.265

A year later, he clarified to another interviewer,

I obviously want to be honest and not deceive people, but at the same time I don’t want to hurt Whole Foods Market. . . . I’m happy to explain my views to people in private but because I’m the cofounder of the company . . . people make a very close identification between Whole Foods and me. It might not be fair, but it’s just reality.266



13. Under what circumstances, if any, should a corporation offer a director or officer an employment agreement containing a provision such as the one Don Imus had? On the other hand, should an employment candidate’s request for such a provision be grounds for terminating that person’s candidacy?

14. Does a candidate’s request for such a provision in his or her employment contract put the corporation on notice that it has a duty to investigate his 335or her prior conduct, and/or a Caremark duty to monitor reports of his or her behavior?

15. Can a corporation or an executive secure insurance for commercial damage suffered by the company (or for personal liability that attaches to the executive) as the result of inappropriate remarks or objectionable (though not necessarily illegal) behavior by the executive?267

16. (16a) In what circumstances might, and should, a company insist that even its personnel — whether executives or lower-level employees — restrict their activities outside of work? Should the standards be different for different levels of personnel?

For instance, Goldman Sachs has reportedly pressured employees who engaged in such noncontroversial conduct as performing and recording rap music and giving guided tours of the financial district. A former employee of a different financial institution said, “People expect their bankers to behave like bankers. . . . You’re not supposed to be known for anything else or stand out for anything besides your work.”268

(16b) Does it make any difference if an employee is engaged in social or political activism — and what cause she has championed? Although one of its executives “helped administer a group of Web pages that served as a rallying point for [Egyptian] activists long before crowds gathered in Tahrir Square,” Google asserted that during this period he was on leave and not acting as the company’s agent, and that the company does not concern itself with the activities of its employees on their own time.269

17. In the movie, Goodfellas, two criminal superiors of protagonist Henry Hill (Ray Liotta) prevail upon him to leave his mistress and return to his wife (Lorraine Bracco) — not out of any moral consideration (both reassure him that he could still “do what you want to do” in terms of infidelity), but because her fury after discovering the affair threatens the stability of their organization and its operations:


Paul Cicero [Paul Sorvino]: This is no good. . . . You’ve got to straighten this thing out. . . . You’ve got to go back. I mean, it’s the only way. You’ve got to keep up appearances.

Jimmy Conway [Robert DeNiro]: We’ve got to have calm now, you understand? With her, we don’t know what the hell she’s going to do.270
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Should executives of a legitimate enterprise be similarly concerned about the damage that could be inflicted on a company by the failed relationship — or other legal or extralegal entanglement — of a director or officer? If so, what if anything can they do to protect the company in such situations?271

Beyond negative publicity for that individual and the company,272 such situations could result in exposure of sensitive corporate information. For example, General Motors discovered that in 2002: In the course of her divorce from former chairman and CEO Jack Welch, filings by Jane Welch disclosed and focused public attention on the lavish perks (including post-retirement benefits) that the company had provided her husband.273

Welch later recalled,


it didn’t matter how right or aboveboard I thought the contract was. The talk about my contract was causing GE to be associated with the corporate messes of the time. And that association was hurting the company and the people to whom I had committed my whole career. Finally, after a few days of debate with close friends and several discussions with Jeff [Immelt, GE’s chairman, CEO, and 337president] and GE board members, I decided to revise my employment contract. As I said in an op-ed piece in the Wall Street Journal entitled, “My Dilemma and How I Resolved It,” “[. . .] In this environment, I don’t want a great company with the highest integrity dragged into a public fight because of my divorce proceedings. I care too much for GE and its people.”274



Similarly, the contentious divorce of the owners of the L.A. Dodgers baseball team led the husband’s lawyer to observe that Major League Baseball Commissioner Bud Selig took over the team’s finances even though the League


knew everything about the Dodgers’ financial situation. But after the post-nup was invalidated, they grew uncomfortable with the ongoing divorce and the publication of Major League Baseball data and decided that they needed to do something to step in so the divorce didn’t linger.275



18. Are a corporation’s directors and senior officers normally to be considered “public figures” by courts resolving their actions against other persons for alleged defamation?276

19. Under what circumstances, if any, should corporations decline to publicize possibly controversial policies that the corporation has adopted?277 Who (the CEO? the board?) should make this decision?
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20. Do directors and officers have a duty not to make (at least gratuitously, outside the scope of their work for their corporations) public or private statements that might trigger “hacktivist” attacks on and/or penetration of their companies’ websites, computer networks, and customer databases? For instance, the prominent but shadowy group


Anonymous, which first gained widespread notice with an attack on the Church of Scientology in 2008, has since carried out hundreds of increasingly bold strikes, taking aim at perceived enemies including law enforcement agencies, Internet security companies and opponents of the whistle-blower site WikiLeaks.278



21. Do corporations that believe they are a target of such hacker groups have a responsibility to bulk up their computer defenses? A 2012 attack by Anonymous on the Vatican’s website was reportedly thwarted “because, unlike Sony and other hacker targets, [the Vatican had] invested in the infrastructure needed to repel both break-ins and full-scale assaults.”279

22. Do directors and officers have a duty not to publicly disclose unusual but deeply held personal beliefs that might embarrass their companies?280 Does the board have a duty to investigate whether board or officer candidates have expressed such beliefs?281

23. Alternatively, do executives who publicly espouse traditional moral principles thereby diminish the privacy accorded to their own personal conduct? In 2015, one court unsealed documents that had been filed in a sexual assault case against comedian Bill Cosby, finding that, outside of his status as a public figure and entertainer, he “has donned the mantle of public moralist and mounted the proverbial electronic or print soap box to volunteer his views on, among other things, child-rearing, family 339life, education, and crime [and thereby] voluntarily narrowed the zone of privacy that he is entitled to claim.”282

24. Does a senior executive have a duty not to state explicitly certain policies or beliefs that his or her company endorses? Does it make a difference whether the public already knows, or generally could expect, what the company’s position on a certain issue is or would be? Or whether the statements, even if controversial, could be expected to reinforce the company’s popularity among some of its customers?

In July 2012, Dan Cathy, the president and CEO of Chick-fil-A, sparked national controversy; calls for boycotts of, and “eat-ins” and same-sex “kiss-ins” at, the chain’s restaurants; and politicians’ pledges to prevent the opening of the chain’s restaurants in their jurisdictions, by telling a reporter for a religious newspaper that the company was “very much supportive of the family — the biblical definition of the family unit. . . . We know that it might not be popular with everyone, but thank the Lord, we live in a country where we can share our values and operate on biblical principles.”283 Around the same time, he said in a radio interview, “I think we are inviting God’s judgment on our nation when we shake our fist at [H]im and say, ‘We know better than you as to what constitutes a marriage.’”284

Commentators observed that Cathy and his family, who own the company, “have long been public about their religious beliefs; anybody with a Google toolbar could easily surmise that Mr. Cathy opposes same-sex marriage,”285 and that the statements “echo an ethos the company has never hidden.”286 In fact, the family had previously “given millions of dollars to organizations trying to stop same-sex marriage” but Cathy’s widely publicized comments now “set up eating at the chain as a kind of cultural litmus test”287 and sparked governmental attempts to limit the chain’s expansion.288
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Amidst the media firestorm, the company announced its commitment to “treat every person with honor, dignity, and respect — regardless of their belief, race, creed, sexual orientation, or gender,” and stated that it would “leave the policy debate over same-sex marriage to the government and political arena.”289 Yet at least one journalist suggested that the controversy might ultimately reinforce the allegiance of some of the company’s customers: “The Cathy family’s public faith is as much an ingredient of Chick-fil-A’s success as the dill pickle slices on their chicken sandwiches.”290

25. At what point should an executive who has become a subject of law enforcement’s or regulators’ attention disclose that to the board?291 Should companies create specific policies to address this issue?





3.08–COMMITTEES OF THE BOARD

State corporate laws generally provide, as does Delaware’s, that boards of directors may designate committees and appoint members of the board to them, and that such committees, as provided by board resolution or by the corporation’s bylaws, “shall have and may exercise [with a few exceptions] all the powers and authority of the board of directors in the management of the business and affairs of the corporation.”292
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Committee Formation and Focus

The Board will at all times have an Audit Committee, a Compensation Committee, and a Governance Committee, all of whose members will meet the required criteria for independence set forth by the New York Stock Exchange, any applicable laws, rules and regulations, and these Corporate Governance Guidelines. Each Committee shall be composed of at least three Directors.

Subject to applicable legal requirements and stock exchange listing requirements, the Board may, from time to time, taking into account the report and recommendations of the Governance Committee on such a proposal, eliminate Committees, consolidate two or more Committees (other than the Audit Committee), or establish or maintain additional Committees, as it deems necessary or appropriate. [A majority of the members of each additional Committee shall meet the criteria for independence.]

Unless otherwise provided in the charter of a Committee, topics that are typically addressed by a Committee may instead be addressed by the full Board, as determined by the Chair of the relevant Committee in consultation with the Chairman of the Board.


This Section considers in detail the nature and operations of the audit committee and of the executive committee; the nominating, compensation, and public responsibility committees are considered in Sections 5.03, 6.01, and 7.03, respectively.

Other “standing” (i.e., long-term) committees for some corporations include those involving: risk management (especially for financial firms); finance; pensions; information technology (with regard to acquiring, adopting, and/or developing such technology); independence/conflicts; compliance; disclosure; and mergers and acquisitions.

As discussed in Section 3.06(A), ad hoc or “special” committees may be created for such purposes as: reviewing, and recommending a response to, proposed or instituted shareholder derivative lawsuits (as “special litigation committees”); considering the approval or ratification of a self-dealing transaction by an executive; investigating allegations of corporate and/or executive misconduct; and evaluating proposed transactions, or candidates for an executive position.

Operational considerations for either type of committee, which may be addressed generally in the corporation’s bylaws or in the charter of a particular committee, include:


	How many directors must vote in favor of the creation of a particular committee for its creation to be a valid act of the board?

	What is the size of the committee? Should the size be specific (e.g, five members), or variable (e.g., three to seven members)?293 Can the committee, or only the board itself, amend the size of the committee?
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	Who selects the chair and the other members of a committee (including filling vacancies)? The board as a whole? The chair of the board? Does the board select the committee chair, who then names the committee members? Do the committee members, once named and convened, elect or otherwise select their own chair?

Committee Membership; Designation of Chair

The Board designates Committee members, upon the recommendation of the Nominating and Governance Committee, taking into account the desires of individual Board members and suggestions of the Chairman and the CEO [and the Committee Chairs]. Committee assignments and Chair appointments are made each year after election of Board members. Considerations such as the Director’s continuity, experience and expertise, availability, Board tenure, and preferences, and Committees’ goals and responsibilities, are significant in Committee placement. The Board prefers to select new Committee Chairs from Directors who have experience on the relevant Committee.

The Board may designate one or more Directors as alternate members of any Committee (other than the Audit Committee). Such members may replace any absent or disqualified members at any meeting of the Committee pursuant to the Company’s bylaws. [Designate succession order? Designate alternates before a problem/issue arises?] [In the absence or disqualification of any member of a Committee, the member or members thereof present at any meeting and not disqualified from voting, whether or not the member or members constitute(s) a quorum, may unanimously appoint another member of the Board to act at the meeting in the place of any such absent or disqualified member.]

Consistent with the charters of the various Board committees, all of the members or any individual member of a Committee may be removed from the committee with or without cause by the affirmative vote of a majority of the Board.

Generally, each Director is expected to serve on two Committees.

* * *

Chair

* * *

The Chair of a Committee shall be designated by the Board. In the absence of such Chair, the members of the Committee may designate the Chair by majority vote of the full Committee. [Alternative: In the absence of a Committee Chair, the most senior Committee member (in terms of Committee service) chairs the Committee meeting.]

There will be a preference for directors to serve at least one year on the relevant Committee before serving as the Chair of such Committee and to serve at least one year on the relevant Committee after serving as its Chair.

The Governance and Nominating Committee usually recommends replacement of a Committee Chair at least one year prior to such Chair’s anticipated retirement from the Board to allow for an overlap of Committee membership with the new Committee Chair, and periodically reviews whether 343rotation of the position of Committee Chair is desirable due to the length of a Director’s service as Chair or other reasons. However, rotation shall not be mandatory, because the Board believes that experience, expertise, and continuity are more important than rotation. Committee members and Chairs may be rotated in response to changes in the membership of the Board and in all cases should be rotated only if rotation is likely to increase Committee performance or facilitate the work of the Committee.

A Director may serve on more than one Committee concurrently but other than in exceptional circumstances shall not serve as the Chair of more than one Committee at any time. Generally, no Director shall serve on more than two Committees, not including the Executive Committee, concurrently.



	Is it appropriate to select as a member of a committee a director who voted against the committee’s creation, and/or who indicates that she does not wish to serve on it?

	Under what circumstances, if any, is it appropriate to create a committee that has one director as its sole member?

	Under what circumstances, if any, is it appropriate to include a nondirector as a member of a committee?

	What is the term of service of committee members? One year? The length of their remaining tenure as directors?

	Who can remove a member of the committee — the chair of the board, the chair of the committee, and/or a certain proportion of the other directors? What constitutes grounds — if any are needed — for such removal?

	Will alternate members of the committee be chosen? If so, are they expected (or even authorized) to attend all meetings of the committee? To participate in those meetings?

	Do all of the rules set out in articles of incorporation and bylaws concerning the procedures of the board (e.g., notice — and waiver of notice — of meeting times and agenda items; remote participation by telephone or video; quorum and voting requirements; and action without a meeting) automatically apply to the operations of the committee? Can the committee change these rules for its own work? If so, which ones should it change, and how — and what is the process for doing so? Must the entire board approve any such changes for them to be effective?

	Should directors be required to serve on several different committees in sequence? If so, is there a preferred sequence for such rotation? If not, should there be a term limit on how long (or how long without an interruption) a director can serve on a particular committee?

	Are members of particular committees barred by the corporation from serving concurrently (or for a specified period of time) on (certain types or certain numbers of) other committees, either of the corporation itself or of other corporations? If so, under what circumstances (if any) and how can such a restriction be waived?

	Should there be a time or term limit on the tenure of a committee chair? Should members of the committee rotate into and out of the position of chair on a set schedule?

	Is the corporate secretary automatically the secretary of every board committee, or can each committee name its own secretary? What process would a committee use to name its own secretary?
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	Are directors welcome to attend meetings of board committees of which they are not members? Are officers welcome to attend?

Attendance of Non-Directors at Board and Committee Meetings

The General Counsel, Chief Financial Officer, and the Secretary regularly attend all or portions of Board meetings. Other members of management are asked to attend Board and Committee meetings as the Chairman, Secretary, and appropriate Committee chair determine to be appropriate.

All non-management directors who are not members of a Committee may attend and observe meetings of such Committee, but shall not participate in any discussion or deliberation unless invited to do so by such Committee, and in any event shall not be entitled to vote [and shall not counted towards the presence of a quorum].

Each Committee may, at its discretion and at the invitation of the chair of such committee, include in its meetings members of the Company’s management, representatives of the Company’s outside advisors, any other personnel employed or retained by the Company or any other persons whose presence the Committee believes to be necessary or appropriate.

Notwithstanding the foregoing, each Committee may also exclude from its meetings any persons it deems appropriate, including, but not limited to, any non-management director who is not a member of such Committee.



	Conversely, can committees hold their own executive sessions?

Executive Sessions of Committees

An executive session of any Committee may be held upon the request of the chair of that Committee or the request of any member. An executive session of a Committee will be presumed to include all members of that Committee, and only such non-members of that Committee who are specifically invited; provided, however, that if a Committee includes non-independent members, any independent member of the Committee can request an executive session of only the independent members of the Committee.



	Should all members of the board generally have access to all of the documents reviewed and generated by each committee? If not, what should the exceptions be?
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	What issues is each committee authorized to decide (and, perhaps, act on) itself, instead of merely making recommendations to the board?294




3.08(A)–The Audit Committee

The most common committees of the board (often called standing committees) are the nomination/governance committee (discussed in Chapter 5), the compensation/benefits committee (discussed in Chapter 6), and the audit committee, which is discussed below. New requirements of, and for, the audit committee not only reinforce the above discussions about the need for the board as part of its duty of care to monitor the corporation’s performance, but they also illustrate the importance of independence of the committee members, as part of their duty of loyalty.

In a September 1998 speech entitled “The ‘Numbers Game,’”295 SEC Chairman Arthur Levitt discussed the pressures on corporate management to falsify their earnings reports, and detailed some common methods for doing so. He then proposed


immediate and coordinated action: technical rule changes by regulators and standard setters to improve the transparency of financial statements; enhanced oversight of the financial reporting process by those entrusted as the shareholders’ guardians; and nothing less than a fundamental cultural change on the part of corporate management as well as the whole financial community.



The eighth of nine specific proposals involved “Strengthening the Audit Committee Process”:


[Q]ualified, committed, independent and tough-minded audit committees represent the most reliable guardians of the public interest. Sadly, stories abound of audit committees whose members lack expertise in the basic principles of financial reporting as well as the mandate to ask probing questions. In fact, I’ve heard of one audit committee that convenes only twice a year before the regular board meeting for 15 minutes and whose duties are limited to a perfunctory presentation.

Compare that situation with the audit committee which meets twelve times a year before each board meeting; where every member has a financial background; where there are no personal ties to the chairman or the company; where they have their own advisers; where they ask tough questions of management and outside auditors; and where, ultimately, the investor interest is being served.
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The SEC stands ready to take appropriate action if that interest is not protected. But, a private sector response that empowers audit committees and obviates the need for public sector dictates seems the wisest choice. I am pleased to announce that the financial community has agreed to accept this challenge.

As part eight of this comprehensive effort to address earnings management, the New York Stock Exchange and the National Association of Securities Dealers have agreed to sponsor a “blue-ribbon” panel to be headed by John Whitehead, former Deputy Secretary of State and retired senior partner of Goldman, Sachs, and Ira Millstein, a lawyer and noted corporate governance expert. Within the next 90 days, this distinguished group will develop a series of far-ranging recommendations intended to empower audit committees and function as the ultimate guardian of investor interests and corporate accountability. They are going to examine how we can get the right people to do the right things and ask the right questions.



That Committee recognized that


it is not the role of the audit committee to prepare financial statements or to engage in the myriad of decisions relating to the preparation of those statements. The committee’s job is clearly one of oversight and monitoring, and in carrying out this job it acts in reliance on senior financial management and the outside auditors. A proper and well-functioning system exists, therefore, when the three main groups responsible for financial reporting — the full board including the audit committee, financial management including the internal auditors, and the outside auditors — form a “three-legged stool” that supports responsible financial disclosure and active and participatory oversight. However, in the view of the Committee, the audit committee must be “first among equals” in this process, since the audit committee is an extension of the full board and hence the ultimate monitor of the process.296



The Committee’s recommendations for publicly listed companies with a market capitalization above $200 million include that: (1) members of the audit committee be considered independent only “if they have no relationship to the corporation that may interfere with the exercise of their independence from management and the corporation”;297 (2) the audit committee be composed solely of independent directors; (3) the committee consist of at least three members, all of whom were (or would shortly after appointment become) “financially literate”; (4) the committee have a written charter that it would review annually; (5) the SEC promulgate rules requiring corporations to disclose to shareholders any such charter and whether the committee had satisfied its responsibilities under it; (6) the NYSE and NASD listing rules specify that the committee has the authority to select, evaluate, and replace the outside auditor; (7) these rules require that the audit committee investigate the outside auditor’s independence from management; (8) the outside auditor discuss with the committee the quality of the company’s 347accounting principles; and (9) the committee report to shareholders that it had discussed the financial statements with the outside auditor and with management.


3.08(A)(1)–Composition

Many of the Committee’s key recommendations became elements of the Sarbanes-Oxley Act of 2002,298 which instructed the SEC to direct national securities exchanges and associations to bar the listing of securities of corporations that did not meet these standards; of the SEC’s 2003 final rule on “Standards Relating to Listed Company Audit Committees”;299 and of the listing requirements adopted in 2003 by the New York Stock Exchange (NYSE)300 and the National Association of Securities Dealers Automated Quotation System (Nasdaq).301

The new policies also appear in the corporate governance guidelines enunciated by the Business Roundtable,302 the California Public Employees’ Retirement System (CalPERS),303 the California State Teachers’ Retirement System (CalSTRS),304 the Council of Institutional Investors,305 and TIAA-CREF.306

According to the Sarbanes-Oxley Act, the audit committee is responsible


for the appointment, compensation, and oversight of the work of any registered public accounting firm employed by [the issuer] (including resolution of disagreements between management and the auditor regarding financial reporting) for the purpose of preparing or issuing an audit report or related work, and each such registered public accounting firm shall report directly to the audit committee.307
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In general, corporations listed on any of those exchanges must have an audit committee of at least three members, composed entirely of independent directors. The same six categories of preclusions from independence that are noted above (at Section 3.04) are applicable here, but the broad language of the standards, which disqualifies any “individual having a relationship which, in the opinion of the company’s board of directors, would interfere with the exercise of independent judgment in carrying out the responsibilities of a director,”308 clearly justifies other disqualifications from independence.

The listing requirements do allow non-independent directors to join the audit committee “under exceptional and limited circumstances,” which must be disclosed by the board to the shareholders before the next annual shareholder meeting. Even in such instances, however, the director cannot be a current officer or employee or an immediate family member of such an officer or employee.

The three sets of listing requirements specify that the committee must have at least three members, that all members be financially literate (or, in the case of the NYSE, become financially literate within “a reasonable period of time after his or her appointment to the audit committee”), and that at least one member have accounting or related financial management expertise.

The NYSE leaves the definition and satisfaction of the literacy and expertise requirements to the business judgment of the board. By contrast, the Nasdaq listing standards define financial literacy as being “able to read and understand fundamental financial statements, including a company’s balance sheet, income statement, and cash flow statement,” and financial expertise as “past employment experience in finance or accounting, requisite professional certification in accounting, or any other comparable experience or background which results in the individual’s financial sophistication, including” but not necessarily limited to “being or having been a chief executive officer, chief financial officer or other senior officer with financial oversight responsibilities.” However, in 2015, SEC Chair Mary Jo White cautioned that “[j]ust meeting the technical requirements of financial literacy may not be enough to fully understand the financial reporting requirements or to challenge senior management on major, complex decisions.”309

The SEC requires310 companies to identify by name, or alternatively to explain the absence of, any audit committee “financial expert,” that is, someone who, as or as a supervisor of a principal financial officer, principal accounting officer, controller, public accountant, or auditor, has acquired
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an understanding of generally accepted accounting principles and financial statements;

the ability to assess the general application of such principles in connection with the accounting for estimates, accruals, and reserves;

experience preparing, auditing, analyzing, or evaluating financial statements that present a breadth and level of complexity of accounting issues that are generally comparable to the breadth and complexity of issues that can reasonably be expected to be raised by the [company’s] financial statements; experience actively supervising one or more persons engaged in such activities;

an understanding of internal controls and procedures for financial reporting; and

an understanding of audit committee functions.311



As the corporate monitor for MCI (the reorganizing WorldCom), Richard Breeden recommended that


[i]n addition to meeting all minimum standards of the SEC, NYSE, or NASDAQ, each member [of the audit committee] should have individual financial expertise such as would be gained as (i) a senior lending or investment officer of a financial institution, (ii) a supervisor of financial or accounting operations as a corporate treasurer, chief financial officer or CEO (if directly and materially involved in overseeing financial operations), (iii) service as a senior regulator in a federal or state supervisory agency involved with financial reporting or solvency issues, (iv) service as a senior audit partner in a public accounting firm, (v) employment as an investment or portfolio manager actively managing assets of more than $500 million for not less than three years; or (vi) comparable financial experience.312



QUESTIONS–3.08(A)(1)

1. The Breeden Report recommends that in addition to qualifying as independent directors “within the meaning of the Company’s independence standards, . . . Audit Committee members should not be permitted to receive any fees or other remuneration from or through shareholders holding more than a 1% interest in the Company.”313

Should such a requirement be adopted generally for members of all companies’ audit committees? For members of their other committees?

2. Why is “financial literacy,” which appears to be defined on such a basic level that it would meet the minimum requirements imposed on directors by the 350Francis case — discussed in Chapter 2, Section 2.02(B) — not required of all directors, rather than of just those on the audit committee? By implicitly recognizing that directors not on the audit committee may not have these basic financial skills, are the listing requirements effectively countenancing directors’ not learning these skills? Could such a director use this as a defense to a charge that his lack of financial skills enabled negligent and/or unscrupulous individuals to cause great losses to his corporation?

3. Why do the NYSE listing standards grant a director “a reasonable period of time” to acquire this level of knowledge and skill after being appointed to the audit committee? What would be a reasonable period of time for this education, and how could it be accomplished most effectively and efficiently?

4. Why is the higher standard of “financial expertise” not required of all directors on the audit committee?

5. What “exceptional and limited” circumstances would lead a board to conclude that the best interests of the company and its shareholders would be served by allowing a non-independent director to be a member of the compensation committee, as specifically permitted under the exceptions to the Nasdaq listing standards?314

6. To what degree might structural bias qualify the conclusions reached by directors concerning which of their fellow directors are independent, especially if some of their fellow directors might arguably be non-independent because of a relationship — outside the six major categories identified above — that might influence their judgment? What types of relationship might those be?

7. Section 301 of the Sarbanes-Oxley Act adds to the Securities and Exchange Act of 1934 a provision, 15 U.S.C. §78j-1(m)(3)(B), that disqualifies from audit committee membership, as non-independent, only those directors who accept consulting, advisory, or other compensation from the company (other than for being a director or committee member) and those who are “affiliated persons” of the company or its subsidiaries (i.e., do not hold or control 5% or more of the company’s shares, or serve as a director or officer of a company that does). Why does the Act incorporate a looser definition of independence for purposes of audit committee membership than do the listing requirements?

8. Beyond its insistence on the independence of directors on the audit committee, the Sarbanes-Oxley Act contains a variety of requirements to 351minimize any potential pressures on the accounting firm that conducts a corporation’s audit to compromise its integrity. For instance, a corporation’s auditor generally also cannot provide non-audit services, including bookkeeping, design and implementation of financial systems, appraisal services, and actuarial services (§201(a)); their auditing services for the firm must be pre-approved by the audit committee (§202); the partner(s) of the accounting firm that have primary responsibility for conducting and for reviewing the corporation’s audit cannot perform those services for more than 5 years consecutively;315 and an auditing firm is precluded from conducting the audit if within the year prior to the commencement of the audit, the firm employed, and allowed to participate in an audit of the corporation, the corporation’s current CEO, controller, chief financial officer, or chief accounting officer (§206).

(8a) Why aren’t similarly strict prohibitions required with regard to outside law firms or other professionals, who presumably might also feel that they could lose their commercial relationship with a client corporation if their reports did not conform to what they believed to be the expectations of the client’s directors or officers?

(8b) Indeed, a New York City Bar Association task-force report on “the lawyer’s role in corporate governance” noted that there are pressures on lawyers to acquiesce in wrongful client conduct, reflecting in part the increased competitiveness of the profession. Outside lawyers are pressed to attract and retain clients. A law firm partner’s compensation — or even a small law firm’s survival — may depend on the business referred by the CEO of a major client. The mobility of clients insures a heightened sensitivity to client satisfaction. The “client,” for this purpose, is logically perceived as the corporate manager who has retained the lawyer to represent the company, making problematic the willingness of the lawyer to advise against or report misconduct by that same manager, or a law firm’s willingness to monitor its leading rainmakers who have “portable” business. These pressures have increased over the past three decades. Many firms, in order to retain “star” partners, have adjusted their compensation systems away from “lock-step” seniority models to performance-based models that reward business generation and client retention.


For in-house lawyers, the obvious pressure is to retain their compensation and their jobs, and their role as a valued member of the management “team,” rather than incur the wrath of a CEO or other high-ranking officer.
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It is difficult to assess the degree to which such pressures in fact influence lawyer conduct. . . . Nonetheless some of the recent scandals do suggest that occasionally lawyers have bent to management pressures, and failed to ask the questions or take the actions that might have prevented or mitigated corporate misconduct.316



What measures should law firms adopt to ensure the independence of their attorneys who serve as outside counsel to corporations? What measures should boards, or board committees, take to maximize the independence of their outside and inside counsel?

(8c) The report also considered, but dismissed, the possibility that the “type or mix of compensation” of in-house counsel could endanger their independence, but suggested that such compensation


should not be determined solely by any business manager to whom a lawyer reports. Rather, the Board should review compensation awards to the General Counsel to ensure that any potential conflicts are adequately managed. The General Counsel or his or her delegates should have appropriate input into the compensation of other in-house lawyers.317



Do you agree that the form(s) of compensation — which might include some mixture of salary, bonuses, stock, and stock options — will not affect in-house counsel’s independence? Should the board or its compensation committee adopt a specific policy with regard to the corporation’s method of compensating in-house counsel? If so, how should that policy differ from any policies adopted with regard to compensation of the corporation’s directors and/or senior officers?

(8d) Since 2010, the SEC required listed companies to discuss their compensation policies for “employees, including non-executive officers, as they relate to risk management and risk-taking incentives.”318 What disclosures should be made in this regard for in-house counsel and members of her staff?



3.08(A)(2)–Operation

The Sarbanes-Oxley Act requires audit committees to establish procedures for receiving, retaining, and reacting to complaints received by the corporation concerning internal accounting or auditing, and also for the confidential, anonymous submission of concerns by employees “regarding questionable accounting controls, or auditing matters.”319
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Moreover, a corporation must include in its annual report an “internal control report” stating management’s responsibility “for establishing and maintaining an adequate internal control structure and procedures for financial reporting,” as well as an assessment of its structure and procedures over the fiscal year just ended.320

Finally, in each annual and quarterly report, whose financial sections they must review and certify the accuracy and completeness of, the chief executive officer and chief financial officer must indicate that they are personally responsible for establishing and maintaining these controls; and they must report on their conclusions about the effectiveness of the controls.321

QUESTIONS–3.08(A)(2)

1. Is the duty of care of audit committee members different from that of other directors, or from that of the audit committee members in the performance of their other corporate responsibilities?


The National Association of Corporate Directors (NACD) has argued that

[e]ffective audit committees are not and cannot be auditors. Rather, they should focus on reviewing financial risks, and overseeing risk management. While they should exercise constructive skepticism as they question management and auditors about the quality of management’s financial reporting, and the quality of controls, they must rely for the most part on the financial and reporting judgments of the full-time managers and professionals, and the advice and reports of the auditors.

Legal standards for the liability of audit committee members should recognize these realities. While the content of duty will certainly vary with director specialization, there should not be a higher duty or different quality of care attached to audit committee membership. Rather, audit committee members, like other outside directors, should be held to the general standard of acting in good faith and ordinary care in the best interests of the corporation.

Thus, an audit committee member can meet his or her duty of ordinary care by participating in meetings, reviewing reports of management and the internal and external auditors, and asking appropriate questions. Meeting a standard of ordinary care can and should afford audit committees the usual protections of the business judgment rule.322



One commentator notes that “[c]ase law is relatively sparse in this area, and the few decisions that address the issue of audit committee member 354liability do not provide much guidance regarding the standard of care to which an audit committee member will be held.”323

He recommends that although exculpation provisions generally do not prevent personal liability for securities law violations, directors should ensure that their firms have adequate directors’ and officers’ insurance as well as indemnification provisions; in addition, they should investigate forming their own indemnification contracts with the corporation.324 However, indemnification is generally not available for breaches of the duty of good 355faith325 and may violate public policy if granted for violations of federal (as opposed to state) law.326

Are there any additional ways to protect members of the audit committee from potential liability, especially in light of suggestions that the SEC’s regulations, which call for the institution of financial controls that give “reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements,”327 impose an objective standard that trumps the ordinary protections of the business judgment rule for these directors,328 and in light of caselaw subjecting audit committee members to control personal liability (discussed in Section 2.02(D)(5)(d)(2)?329

Do a provision of the audit committee’s charter — and language in the annual reports and proxy statements — to the effect that the committee oversees but does not vouch for the accuracy of the corporation’s financial statements, effectively disclaim such a responsibility, and protect committee members from personal liability in that context?

2. The Dodd-Frank Act requires certain financial institutions to create risk committees.330

More generally, the SEC requires publicly traded corporations to “disclose the extent of the board’s role in the risk oversight of the [company], such as how the board administers its oversight function, and the effect that this has on the board’s leadership structure.”331 The Commission explained,
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Companies face a variety of risks, including credit risk, liquidity risk, and operational risk. . . . This disclosure requirement gives companies the flexibility to describe how the board administers its risk oversight function, such as through the whole board, or through a separate risk committee or the audit committee, for example. Where relevant, companies may want to address whether the individuals who supervise the day-to-day risk management responsibilities report directly to the board as a whole or to a board committee or how the board or committee otherwise receives information from such individuals.332



Under what circumstances should the board create one or more “risk committees,” separate from the audit committee? What type(s) of risks would such a committee monitor, and how would the responsibilities of its members otherwise differ from those of board members generally and from those of members of the audit committee?

3. Is the duty of care demanded of audit committee members in any way relevant to the potential exposure of these directors to charges of securities regulations?

At least one court has found no liability for audit committee members under Section 10(b) of the Securities Act of 1934333 and under Rule 10b-5, finding that the plaintiff had not shown that these directors “engaged in conscious misbehavior or acted recklessly” in signing SEC filings that misrepresented the company’s financial situation: “[T] he Complaint falls short of identifying the information which they had a duty to monitor as Audit Committee members and that would have disclosed the fraud had they done so.”334

Another court similarly dismissed an action brought against audit committee members under the Private Securities Litigation Reform Act (PSLRA),335 holding that the plaintiffs had not “state[d] with particularity facts giving rise to a strong inference that the defendant acted with the required state of mind.”336 The court added that under this statute “scienter must be plead as to each act or omission sufficient to give rise to a strong inference that the defendant acted with at least extreme recklessness.”337

4. Another observer suggests that structural bias will undercut the supposed independence of the audit committee members.


[N]otwithstanding the clear legal mandate regarding directors’ duties, common practice has been that the company’s CEO and others actually make the truly important decisions, including those about nominees for directorships and about potential auditing 357firms. Further, even where authority is formally vested in the directors or a committee to choose the accounting firm, or in the directors and shareholders to choose new directors, it has often been true that management made the initial choice and promoted that choice to the formal decision-makers.

[In addition, m]anagers, auditing professionals, and directors often know one another, personally and professionally, and even if they do not, they will probably share the same values, educational and social backgrounds, and thus think similarly.338



Do you agree? Would you argue that any structural bias affecting the members of the audit committee tends to be more or less strong than that affecting the members of the board in general, or the members of other committees?

5. One author argues that reliance on the audit committee may, as a matter of cognitive psychology, be misplaced:


First, the group polarization known as the “risky shift” means that in any situation where there is real risk to the corporation — that is, under conditions of relative loss, where monitoring would make a real difference — there is a likely bias that may operate to shift decisionmakers away from risk aversion and toward risk preference. Group bias is especially pronounced where there is no clearly right or wrong answer, a characteristic of director decisions regarding financial disclosures, where the line between aggressive accounting and misrepresentation may be debatable . . .

Second, egocentric biases, such as optimism and the illusion of control, tend to increase risk taking. . . . Once a decision has been made, cognitive dissonance makes it difficult to shift directions. Repeat players, like directors, are even more subject to cognitive conservatism — a tendency to maintain first impressions by ignoring new information — than are novices. . . .

Third, . . . without individual accountability [of the members of the committee], group decisions may be less careful than individual decisions.339



Do you agree? If so, what would make the audit committee, as opposed to other committees or to the board as a whole, particularly susceptible to these effects? How should a board, or counsel, attempt to minimize the effects? Should those measures be different in kind or degree than measures taken to minimize these effects on the board or on other committees?
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3.08(A)(3)–The Audit Committee Charter

Three years before the passage of the Sarbanes-Oxley Act, the SEC required corporations to disclose whether they had adopted charters for their audit committees, and if so, to include such charters in their proxy statements at least once every 3 years, because “[the SEC] believes that audit committees that have their responsibilities set forth in a written charter are more likely to play an effective role in overseeing the company’s financial reports.”340

However, in April 2003, the SEC required the audit committees of corporations that wished to be listed on national securities exchanges and associations to adopt a charter “that specifies the scope of its responsibilities and the means by which it carries out those responsibilities; the outside auditor’s accountability to the audit committee; and the audit committee’s responsibility to ensure the independence of the outside auditor.”341

A sample charter for an audit committee is included in the Online Supplement to this book.342




3.08(B)–The Executive Committee

None of the Delaware General Corporation Law (DGCL), the Model Business Corporation Act, and the NYSE and Nasdaq listing standards requires a board of directors to create an “executive committee.” Only a small minority of major corporations currently appear to have such a committee.

In fact, executive committees are barely referred to in the policy statements of major institutional investors and proxy advisors and are not discussed at length in reported state or federal decisions — although it does seem that minutes of executive committee meetings are just as available for production to shareholders as are minutes of board meetings.343

Yet an executive committee typically and traditionally is authorized to exercise the full power of the board between regular board meetings, to the extent that any committee can legally do so. (Under DGCL Sections 141(c)(1) — or 141 (c) (2), for companies incorporated after July 1, 1996, or that were incorporated before that date but have chosen to be governed by that provision instead — subject to some exceptions, committees generally cannot unilaterally approve, 359adopt, or recommend to shareholders any action or matter required by that statute to be submitted to shareholders for approval; nor can they amend the corporation’s bylaws.)

Perhaps one reason for the relative and recent scarcity of executive committees is that — beyond the ability of directors to take action without a meeting under DGCL Section 141(f)(1), by unanimous consent “in writing, or [since 2000] by electronic transmission” — directors who are now very familiar with Zoom (and equivalent teleconferencing technologies) may consider it less of a burden than ever before to participate in regular or special meetings of the full board.

In that sense, the typical reference in executive committee charters to the committee’s having been formed to take actions “when the board is not in session” may now be outmoded. (Early in his career, stand-up comedian Steven Wright told audiences of complaining to the worker he found locking up the front door of a grocery store, “The sign says you’re open ‘twenty-four hours.’ He said, ‘Yes, but not in a row.’ ”)

As contrasted with the charters of the Audit, Nominating, and Compensation Committees, those of Executive Committees are generally both more concise and more vague.344

QUESTIONS–3.08(B)

1. Which directors should be on the executive committee ex officio (i.e., by virtue of their other positions in the corporation) — the CEO (if also a director), the board chair, the lead independent director (if any), and/or the chairs of specific committees (such as the audit, nominating/governance, compensation, and risk committees)?345

2. Does the board chair, if she is also a member of the executive committee, automatically become the chair of that committee? If not, how is the executive committee’s chair chosen (or changed), and by whom?

3. Does an executive committee, by its nature, have any “regular,” as opposed to “special,” meetings? Which directors and/or officers can call an executive committee meeting, of either type?

4. How would (and should) the executive committee’s composition and role be affected by the activation of a corporation’s emergency bylaw provisions, if the company has them?

5. Should a company’s bylaws and/or its executive committee’s charter specifically prohibit that committee from taking certain types of actions, in routine and/or emergency situations, that would otherwise be permitted to it under the state of incorporation’s corporate statute?

6. Should a company’s bylaws require that a certain number and/or proportion of the members of the committee be independent directors? That 360the presence of a certain number and/or proportion of independent directors is required to constitute a quorum?

7. Should the committee’s voting protocols depart from the default “one-director, one vote” and “majority rules” practices, which could concentrate committee (and thus, board) power in the hands of a very small number of directors? Should an executive committee charter adopt variable voting and/or supermajority (or even unanimity) rules for some or all of its decisions?

8. Can the executive committee create a subcommittee of itself? Can the executive committee, as the full board generally can under DGCL Section 141 (c), create new board committees and/or subcommittees of those new (or of previously existing) committees?

9. Is it a recommended practice for the executive committee, rather than the full board, to determine, on the basis of a Special Committee’s investigation and report, not to pursue a shareholder’s allegations of wrongdoing by agents of the corporation?346

10. Is it a recommended practice for the executive committee itself to create such a Special Committee?347

11. Would it ever be appropriate for the executive committee (as permitted by DGCL Section 141 (c)) to consist of only one director? For a subcommittee of the executive committee to consist of only one director?

12. Is it a recommended practice for the executive committee, rather than the full board, to hire, or to fire, the CEO/president?348

13. Is it a recommended practice for the “executive committee” itself to supplant the CEO?349
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14. Can any other committee create its own executive subcommittee to exercise the power of that committee between that committee’s regular and special meetings?

15. By what procedures and on what timetable should an executive committee report its actions to the full board and/or to other committees?

16. Should the full board be required to formally and affirmatively ratify any, any specific types, or all, of the decisions of the executive committee? Or, can at least some of the committee’s decisions be deemed to have been ratified tacitly by the board, if no objection has been raised by any board member (or, by a majority of the directors) within a specific time?

17. Is it assumed that most members of the executive committee will be officers of the company, and thus will not be independent directors? If so, would the creation of an executive committee be a step toward the German model of two-tier boards, which consist of a management board (the executive committee) and a supervisory board (the remainder of the directors)?350

Several commentators have suggested that a two-tier board structure would improve the governance of domestic corporations. For instance, one asserts that a


[t]wo-tier system would separate the functions of management and monitoring, increase the accountability of management, implement a system of checks and balances on the two governing bodies, allow for superior feedback on management decisions, and result in less opportunity for corruption to go unnoticed.351



Another adds that under this system,


the chief executive officer and other senior executives will be unable to influence or dominate the board meetings as they cannot be present or represented on the supervisory board. Also, the members of the supervisory board will not owe any loyalties or feel obligated to support the decisions of the managing board since managing directors will be appointed by the supervisory board. . . .

Since the supervisory board will conduct its own meetings, the board can schedule enough time to fully analyze and discuss how the corporation is performing. It may focus on the relevant or most pressing issues instead of what the chief executive officer wants to report. . . .
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Since the supervisory board nominates and appoints those individuals who serve on the managing board, the management board has a greater incentive under the two-tier model to provide accurate and organized reports and data to the supervisory board in a timely manner.352



One of the earliest advocates of two-tier boards suggested that the separation of management from supervisory responsibilities


could ameliorate the presently vague and overly-broad liability standards of American corporate law. Instead of liability concepts so indeterminate that they are rarely applied, the liability of directors could be more closely defined in relation to their respective functions. The supervisory group could also be given the task of deciding matters such as management salaries, corporate opportunity, conflicts-of-interest, and other matters in which managers have a self-interest. This would seem to be a better solution to conflict-of-interest problems than the present American doctrine of approval by the disinterested directors, which opens the way for reciprocal dealings.353



Do you agree with these analyses? Would not an effective use of executive sessions of a one-tier board achieve most of the advantages — including diminution of structural bias — that these authors claim for the two-tier system? Have developments in the law of director and officer liability since 1973 diminished the relevance of the last excerpt above?




3.09–FIDUCIARY DUTIES OF CARE AND LOYALTY IN NEAR-INSOLVENCY, INSOLVENCY, AND REORGANIZATION

As a corporation approaches insolvency,354 the nature of the duties of care and loyalty owed by its directors and officers do not change; however, they may become enforceable not only by the corporation’s shareholders but also by its creditors.
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3.09(A)–Zone of Insolvency


As the Delaware Court of Chancery stated in 2004,

[w]hen a firm has reached the point of insolvency, it is settled that under Delaware law, the firm’s directors are said to owe fiduciary duties to the company’s creditors. This is an uncontroversial proposition and does not completely turn on its head the equitable obligations of the directors to the firm itself. The directors continue to have the task of attempting to maximize the economic value of the firm. That much of their job does not change. But the fact of insolvency does necessarily affect the constituency on whose behalf the directors are pursuing that end. By definition, the fact of insolvency places the creditors in the shoes normally occupied by the shareholders — that of residual risk-bearers. Where the assets of the company are insufficient to pay its debts, and the remaining equity is underwater, whatever remains of the company’s assets will be used to pay creditors, usually either by seniority of debt or on a pro rata basis among debtors of equal priority.

In insolvency, creditors, as residual claimants to a definitionally-inadequate pool of assets, become exposed to substantial risk as the entity goes forward; poor decisions by management may erode the value of the remaining assets, leaving the corporation with even less capital to satisfy its debts in an ultimate dissolution. The elimination of the stockholders’ interest in the firm and the increased risk to creditors is said to justify imposing fiduciary obligations towards the company’s creditors on the directors. A strand of authority (by no means universally praised) therefore describes an insolvent corporation as becoming akin to a trust for the benefit of the creditors. This line of thinking has been termed the “trust fund doctrine.” Under a trust fund approach, the directors become trustees tasked with preserving capital for the benefit of creditors who are deemed to have an equity-like interest in the firm’s assets.355



Thus, the business judgment rule would apply to directors of corporations in the zone of insolvency against attacks from shareholders who alleged that the directors were, to protect the interests of creditors, pursuing less risky (and less potentially profitable) strategies than would be suitable were the directors looking out for shareholder interests alone.356 Moreover, Section 102(b)(7) exculpation provisions in the bylaws or articles of incorporation would protect directors not only against derivative lawsuits brought by shareholders but also against those brought by creditors.357

Indeed, in some situations the directors’ “duty to responsibly maximize [the company’s] value . . . might require pursuing a strategy that neither the stockholders nor the creditors would prefer.”358
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In 2007, the Delaware Supreme Court’s decision in North American Catholic Educational Programming Foundation, Inc. v. Gheewalla359 established that directors of an insolvent company do not owe fiduciary duties to creditors:


[T]he need for providing directors with definitive guidance compels us to hold that no direct claim for breach of fiduciary duties may be asserted by the creditors of a solvent corporation that is operating in the zone of insolvency. When a solvent corporation is operating in the zone of insolvency, the focus for Delaware directors does not change: directors must continue to discharge their fiduciary duties to the corporation and its shareholders by exercising their business judgment in the best interests of the corporation for the benefit of its shareholder owners. . . .

It is well settled that directors owe fiduciary duties to the corporation. When a corporation is solvent, those duties may be enforced by the shareholders, who have standing to bring derivative actions on behalf of the corporation because they are the ultimate beneficiaries of the corporation’s growth and increased value. When a corporation is insolvent, however, its creditors take the place of the shareholders as the residual beneficiaries of any increase in value.

Consequently, the creditors of an insolvent corporation, like shareholders, have standing to maintain derivative claims against directors on behalf of the corporation for breaches of fiduciary duties.360



Furthermore,


[r]ecognizing that directors of an insolvent corporation owe fiduciary duties to creditors, would create uncertainty for directors who have a fiduciary duty to exercise their business judgment in the best interest of the insolvent corporation. To recognize a new right for creditors to bring direct fiduciary claims against those directors would create a conflict 365between those directors’ duty to maximize the value of the insolvent corporation for the benefit of all those having an interest in it, and the newly recognized direct fiduciary duty to individual creditors. Directors of insolvent corporations must retain the freedom to engage in vigorous, good faith negotiations with individual creditors for the benefit of the corporation. Accordingly, we hold that individual creditors of an insolvent corporation have no right to assert direct claims for breach of fiduciary duty against corporate directors. Creditors may nonetheless protect their interest by bringing derivative claims on behalf of the insolvent corporation or any other direct nonfiduciary claim [e.g., for breach of contract; alleging fraud or fraudulent conveyance; for breach of implied covenants of good faith and fair dealing; and/or under bankruptcy law or general commercial law] that may be available for individual creditors.361



In 2015, the Court of Chancery clarified that the board of an insolvent company is not bound to ensure that its decisions benefit creditors’ interests at least as much as those of other claimants: “[W] hen directors make decisions that appear rationally designed to increase the value of the firm as a whole, Delaware courts do not speculate about whether those decisions might benefit some residual claimants more than others.”362

QUESTIONS–3.09(A)

As courts and commentators have discussed in detail, the inception, nature, and priority of the directors’ zone of insolvency fiduciary duty to creditors remains in important respects unclear:

1. Although insolvency itself may be defined under a state’s corporate law, caselaw, and/or under its version of the Uniform Fraudulent Transfer Act, when exactly does a company enter the zone of insolvency?363

2. When the corporation is in this situation, can conflicting interests of constituencies truly be reconciled by a board that adopts the strategy of maximizing the value of the company, as opposed to maximizing the interests of 366shareholders or of creditors?364 How does a board pursue such a strategy? Is it any different in practice than the directors’ Revlon duty, in the face of an acquisition offer too good to turn down, to ensure “the maximization of the company’s value at a sale for the stockholders’ benefit”?365

3. Should the dynamics of the interaction of, and the power balance between, the board and the officers of the corporation change as the corporation enters the zone of insolvency? If so, in what way? If not, why not?

4. May creditors bring derivative actions against directors of a corporation that is solvent but in the zone of insolvency?366

5. Would it clarify existing law to hold instead that directors owe a duty to creditors only once the corporation has formally filed a bankruptcy petition (or had an involuntary petition filed by some of its creditors)?367

6. Should courts enforce agreements that corporations made with their creditors by which the creditors waived the right to pursue derivative actions against the corporation?

7. Alternatively, should courts enforce agreements that corporations made with their creditors by which the creditors were entitled to special protections once the corporation entered the zone of insolvency? What protections might creditors provide for in such an agreement? If some creditors extracted such concessions from the corporation and others did not, would 367the directors, once the zone of insolvency had been reached, be breaching their duty to other creditors by allowing the concessions to be enforced? Should the corporation have to advise potential creditors about the existence of these provisions?

8. Especially in light of Gheewalla, what does the zone of insolvency argument add to the legal protections already available to creditors — for example, the terms of their agreements with the corporation, their liens on corporate assets, the implied covenant of good faith and fair dealing, and the law of fraudulent conveyances?368 Some commentators have argued that


corporate directors have no special duties to creditors, whether or not the corporation is in or near insolvency. . . . There is limited authority for creditors’ right to sue to enforce the directors’ duties to the corporation, but the creditors’ right does not change the fact that the duties are owed to the corporation.369



9. On the other hand, do the terms of existing loan agreements effectively constrain management of a corporation entering the zone of insolvency from taking inappropriate risks to rescue the company? Two authors, detailing the nature of many of these provisions, have concluded that “[l] enders . . . are quite capable of taking care of themselves. Rather than adding ill-defined fiduciary duties to the contracts that they write, a better course may be to ensure that such duties do not impede the exercise of the contractual rights for which creditors have bargained.”370

Yet do such arrangements give some creditors too much power over corporate governance?

10. Should the board of a corporation that might be approaching the zone of insolvency create a special committee (possibly with its own counsel and accountant) to advise it concerning the boundaries of this status and of its duties once the corporation (at least arguably) has crossed into the “zone”?



3.09(B)–Deepening Insolvency

In 2006, the Delaware Court of Chancery resoundingly rejected the doctrine of deepening insolvency, under which directors, officers, lenders, counsel, and others who enabled a financially ailing business to continue to operate are targeted for allegedly harming the interests (and reducing the ultimate recoveries) of shareholders and creditors by delaying the liquidation of the firm.371 The court acknowledged 368that this concept “has been discussed at length in federal jurisprudence, perhaps because the term has the kind of stentorious academic ring that tends to dull the mind to the concept’s ultimate emptiness. Delaware law imposes no absolute obligation on the board of a company that is unable to pay its bills to cease operations and to liquidate.”372 The Delaware Supreme Court, without opinion, affirmed.373

The Chancery Court held that


[i]f the board of an insolvent corporation, acting with due diligence and good faith, pursues a business strategy that it believes will increase the corporation’s value, but that also involves the incurrence of additional debt, it does not become a guarantor of that strategy’s success. That the strategy results in continued insolvency and an even more insolvent entity does not in itself give rise to a cause of action. Rather, in such a scenario the directors are protected by the business judgment rule. To conclude otherwise would fundamentally transform Delaware law.

The rejection of an independent cause of action for deepening insolvency does not absolve directors of insolvent corporations of responsibility. Rather, it remits plaintiffs to the contents of their traditional toolkit, which contains, among other things, cause of action for breach of fiduciary duty and for fraud. The contours of these causes of action have been carefully shaped by generations of experience, in order to balance the societal interests in protecting investors and creditors against exploitation by directors and in providing directors with sufficient insulation so that they can seek to create wealth through the good faith pursuit of business strategies that involve a risk of failure. If a plaintiff cannot state a claim that the directors of an insolvent corporation acted disloyally or without due care in implementing a business strategy, it may not cure that deficiency simply by alleging that the corporation became more insolvent as the result of the failed strategy.

Moreover, the fact of insolvency does not render the concept of “deepening insolvency” a more logical one than the concept of “shallowing profitability.” That is, the mere fact that a business in the red gets redder when a business decision goes wrong and a business in the black gets paler does not explain why the law should recognize an independent cause of action based on the decline in enterprise value in the crimson setting and not in the darker one. If in either setting the directors remain responsible to exercise their business judgment considering the company’s business context, then the appropriate tool to examine in the context of the directors is the traditional fiduciary duty ruler. No doubt the fact of insolvency might weigh heavily in a court’s analysis of, for example, whether the board acted with fidelity and care in deciding to undertake more debt to continue the company’s operations, but that is the proper role of insolvency, to act as an important contextual fact in the fiduciary 369duty metric. In that context, our law already requires the directors of an insolvent corporation to consider, as fiduciaries, the interests of the corporation’s creditors who, by definition, are owed more than the corporation has in its wallet to repay.374



QUESTIONS–3.09(B)

1. Do you agree with the arguments that in both the zone of insolvency situation and the deepening insolvency situation, existing corporate law already protects creditors from inappropriate actions of directors and officers? If not, should the fiduciary duties of these executives be expanded in either or both of those situations, or do these two doctrines depend on laws other than those of fiduciary duties?

2. Procedurally, does it matter to directors and officers that in a deepening insolvency action, not only the plaintiffs but some of the defendants (for instance, lenders to the corporation) may be creditors?

3. Does Trenwick protect lawyers from liability for deepening insolvency claims? One commentator suggests that the decision’s emphasis on the business judgment rule, which does not apply to lawyers, might leave lawyers vulnerable; however, she notes that if Trenwick dismisses deepening insolvency actions against directors and officers, one might expect lawyers, who would effectively be being charged with aiding and abetting the insiders’ actions, to be dismissed as well.375

In a similar vein, it has been suggested that corporate counsel take heart if the corporate documents contain an exculpation provision, which would appear to excuse not only the corporation’s executives, but also its lawyers, from liability as alleged aiders and abettors of misconduct; however, the lawyer might be concerned if the corporation has inadequate directors’ and officers’ liability insurance, which might lead a plaintiff to attempt to recover from counsel.376



3.09(C)–Reorganization


As midnight [of September 14, 2008] approached, the resolution to file [for bankruptcy reorganization] was put to a vote and passed. Some of the [Lehman Brothers] directors had tears in their eyes. [Board chairman, and CEO, Richard] Fuld looked up and said, “Well, I guess this is good-bye.”

One of the bankruptcy lawyers . . . laughed. “Oh, no. You’re not going anyplace,” she said. “The board will be playing a pivotal role going forward.”

— Andrew Ross Sorkin, Too Big To Fail 371 (2009)
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In a Chapter 11 reorganization, the default rule is that the corporation’s directors and officers retain their management positions, but now manage the new legal entity known as the “debtor in possession.” The Bankruptcy Code thereby encourages directors to consider reorganization early rather than, if they were to fear that a bankruptcy filing would result in their automatic ouster (and possible disgrace), pursuing risky strategies that might only aggravate and accelerate the company’s financial troubles. In addition, the executives’ skills and institutional knowledge help support and stabilize the attempted reorganization at a critical time.

This policy, like the business judgment rule, recognizes that a company’s distress is not necessarily the result of executives’ breaches of their fiduciary duties of care and loyalty. Indeed,


[i]n March 2010, a court-appointed examiner in the bankruptcy of Lehman Brothers, Anton R. Valukas, issued a report that, at over 2,200 pages and a cost of more than $36 million, . . . did not appear to have produced a smoking gun, for while it raised questions about the firm’s behavior, it also appeared to exonerate its board.

Mr. Valukas stated that, while Lehman’s directors should have exercised greater caution, they did not cross the line into “gross negligence.” Instead, he concluded, “Lehman was more the consequence than the cause of a deteriorating economic climate.”377



However, a party in interest in the bankruptcy proceeding can move to have the court appoint a trustee to manage the company (with the possible assistance of some of the current directors and officers):378


(1) for cause, including fraud, dishonesty, incompetence, or gross mismanagement of the affairs of the debtor by current management, either before or after the commencement of the case, or similar cause, but not including the number of holders of securities of the debtor or the amount of assets or liabilities of the debtor; or

(2) if such appointment is in the interests of creditors, any equity security holders, and other interests of the estate, without regard to the number of holders of securities of the debtor or the amount of assets or liabilities of the debtor.379



In addition, the United States Trustee is directed to make such a motion


if there are reasonable grounds to suspect that current members of the governing body of the debtor, the debtor’s chief executive or chief financial officer, or members of the governing body who selected the debtor’s 371chief executive or chief financial officer, participated in actual fraud, dishonesty, or criminal conduct in the management of the debtor or the debtor’s public financial reporting.380

Such an appointment has been characterized as “an ‘extraordinary’ remedy,” and must be justified by “clear and convincing evidence.”381



For a discussion of the effects of reorganization proceedings on the ability of shareholders to schedule and hold annual and special meetings, see Section 4.05(A)(3).

QUESTIONS–3.09(C)

1. Is it appropriate for a creditor to require in its commercial arrangements with a corporation that the company accept an independent “chief restructuring officer” (CRO) if its financial situation declines beyond a certain point and/or if the company files a Chapter 11 petition for reorganization?382

2. Noting that shareholders and creditors must obtain the bankruptcy court’s approval to commence (or to continue existing) derivative lawsuits on behalf of a reorganizing corporation, since such actions are considered property of the bankruptcy estate,383 one commentator has proposed that “[b]ankruptcy courts should refuse to hear motions for leave to pursue a derivative suit alleging a breach of fiduciary duty by the debtor’s current management until the concerned parties in interest have presented a motion for the appointment of a trustee,”384 whose authority can be specified by the court in the context of the situation at hand. Do you agree with this requirement, particularly given that “the standard for appointing a trustee in bankruptcy is much lower than that required to impose personal liability on a director”?385
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3.10–CLARIFYING THE “HONEST SERVICES” LIABILITY OF DIRECTORS AND OFFICERS

A controversial sentence beginning the United States Code’s chapter criminalizing fraud provides that “[f] or the purposes of this chapter, the term ‘scheme or artifice to defraud’ includes a scheme or artifice to deprive another of the intangible right of honest services.”386

In February 2000, the Supreme Court denied certiorari to review one application of this statute (to defendant politicians convicted of political patronage and nepotism in awarding thousands of civil service jobs).387 However, in dissenting from this denial Justice Scalia noted that “the statute has been invoked to impose criminal penalties upon a staggeringly broad swath of behavior, including misconduct not only by public officials and employees but also by private employees and corporate fiduciaries,” and that “[i]f the ‘honest services’ ” theory — broadly stated, that officeholders and employees owe a duty to act only in the best interests of their constituents and employers — is taken seriously and carried to its logical conclusion, presumably the statute also renders criminal a state legislator’s decision to vote for a bill because he expects it will curry favor with a small minority essential to his reelection; a mayor’s attempt to use the prestige of his office to obtain a restaurant table without a reservation; a public employee’s recommendation of his incompetent friend for a public contract; and any self-dealing by a corporate officer.”388

He concluded that


[i]n light of the conflicts among the Circuits; the longstanding confusion over the scope of the statute; and the serious due process and federalism interests affected by the expansion of criminal liability that this case exemplifies, I would grant the petition for certiorari and squarely confront both the meaning and the constitutionality of §1346. Indeed, it seems to me quite irresponsible to let the current chaos prevail.389



In May 2009 the Court granted certiorari to the appeal of newspaper-owner Conrad Black from his fraud conviction390 for involvement in Hollinger International’s payment of sizeable “non-competition fees” to its senior executives. Writing for the Seventh Circuit Court of Appeals, Judge Richard Posner had concluded that


[t]he defendants do not deny that Hollinger was entitled to their honest services. They were senior executives of Hollinger and owed the corporation fiduciary obligations, implying duties of loyalty and candor. It is not as if Black had merely been using his power as controlling shareholder 373to elect a rubber-stamp board of directors or to approve a merger favorable to him at the expense of the minority shareholders. He was acting in his capacity as the CEO of Hollinger when he ordered [the corporation’s general counsel] to draft the covenants not to compete and when he duped the audit committee and submitted a false 10-K. On his own theory, the fees that he collected, which the jury was entitled to find were never owed to him, were management fees rather than dividends. The defendants’ unauthorized appropriation of $5.5 million belonging to a subsidiary of Hollinger was a misuse of their positions in Hollinger for private gain, which is just the kind of conduct that we said in United States v. Bloom, 149 F.3d 649, 655-57 (7th Cir. 1998), was the essence of honest services fraud.391



At the end of its 2009-2010 term, the Supreme Court issued three decisions clarifying the scope and application of the single statutory sentence behind the “honest services” doctrine. In Skilling v. United States,392 the Court reviewed principles of statutory interpretation, and the history of the doctrine itself, and concluded that


there is no doubt that Congress intended §1346 to reach at least bribes and kickbacks. Reading the statute to proscribe a wider range of offensive conduct, we acknowledge, would raise the due process concerns underlying the vagueness doctrine. To preserve the statute without transgressing constitutional limitations, we now hold that §1346 criminalizes only the bribe-and-kickback core of [earlier] case law. . . .

In light of the relative infrequency of conflict-of-interest prosecutions in comparison to bribery and kickback charges, and the inter-circuit inconsistencies they produced, we conclude that a reasonable limiting construction of §1346 must exclude this amorphous category of cases. . . .

Holding that honest-services fraud does not encompass conduct more wide-ranging than the paradigmatic cases of bribes and kickbacks, we resist the Government’s less constrained construction absent Congress’ clear instruction otherwise. . . .

Interpreted to encompass only bribery and kickback schemes, §1346 is not unconstitutionally vague. . . .

As to arbitrary prosecutions, we perceive no significant risk that the honest-services statute, as we interpret it today, will be stretched out of shape. Its prohibition on bribes and kickbacks draws content not only from [earlier] case law, but also from federal statutes proscribing — and defining — similar crimes.393
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The Court vacated the conviction of Enron’s former CEO and remanded to the Fifth Circuit Court of Appeals the question of whether he had, under this analysis, committed honest services fraud.

Similarly, finding that Black had validly objected to the honest services jury instructions at his trial, the Court remanded the Black decision to the Seventh Circuit Court of Appeals for reconsideration of his conviction in light of the new construction of that doctrine.394

In 2010, the Court vacated and remanded395 to the Ninth Circuit Court of Appeals the indictment of a member of the Alaska House of Representatives on an honest services theory for “failing to disclose a conflict of interest or by taking official actions with the expectation that he would receive future legal work for doing so.”396

In 2016, the Court vacated the conviction of Robert McDonnell, former governor of Virginia, and his wife, Maureen McDonnell, for honest services fraud, holding that “[s]etting up a meeting, talking to another official, or organizing an event (or agreeing to do so) — without more — does not fit th[e] definition of ‘official act’ ” under the federal bribery statute.397

QUESTION–3.10

Does the “honest services” cause of action expand the existing duties of care and loyalty of directors and officers or their civil or criminal liability for breaching these duties?398



3.11–QUESTIONS ON CONTRACTUALLY SPECIFYING FIDUCIARY DUTIES OF CARE AND LOYALTY

1. To what degree should the board cause the corporation to contractually indicate, and obtain written agreement with its description of, the fiduciary duties of

(1a) directors who also serve as officers;

(1b) independent (non-management) directors; and

(1c) officers who do not also serve as directors?
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2. If the corporation fails to provide this information, what will the default fiduciary duties of its officers and directors be?

3. Will the corporation and members of the board be more likely to be found liable themselves for contributing to a director’s or officer’s breach of fiduciary duty if

(3a) they fail to provide this information and to obtain directors’ and officers’ written agreement to it; or

(3b) they provide the information but do not furnish directors and officers with timely updates on the state and federal caselaw, statutes, and regulations relevant to their work?

4. What documents should include such information, especially if a corporation does not execute formal employment agreements with all of its directors and/or officers?

Is it sufficient for the corporation to distribute a set of policies such as a code of conduct and/or governance guidelines to its directors and officers, and to provide updates (to the individuals and/or the documents) when legal developments warrant them? Should the corporation require all directors and officers to indicate in writing that they have read and agreed to these policies?

For instance, Time-Warner399 adopted:


(i) a Corporate Standards of Business Conduct statement (revised Feb. 2012), which covers such areas as equal employment opportunity; sexual harassment; environmental, health, and safety laws; honesty, fraud, and whistle-blowing; insider trading; e-mail privacy; confidentiality of proprietary information; conflicts of interest; and compliance;

(ii) a Code of Ethics for Our Senior Executive and Senior Financial Officers (adopted Jan. 22, 2004), responding to the Sarbanes-Oxley Act of 2002 by specifically emphasizing that accounting records must be correct and complete, and requiring an officer’s signature in agreement;

(iii) Policies and Procedures Governing Related Party Transactions (revised Feb. 24, 2016); and

(iv) Guidelines for Non-Employee Directors (revised Feb. 24, 2016).
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The introduction to the last of these documents states that


[t]hese guidelines are intended to assist the Corporation’s non-employee Directors in the performance of their duties, by providing a convenient summary of the applicable standards in a number of areas that are commonly confronted by directors of public companies, including conflicts of interest, corporate opportunities, confidentiality, fair dealing with third parties, securities trading, and certain other areas. In some cases, the standards set forth below are derived from applicable laws or the New York Stock Exchange listing standards; in others, they are based on the Standards of Business Conduct applicable to corporate employees.

Three principles apply to each of the areas discussed below. First, in order to assist the Board in complying with applicable laws and regulations, the General Counsel will apprise the Board on an on-going basis about significant regulatory changes affecting the Directors’ responsibilities. Second, if Directors have questions about these guidelines, or concerns about a potential violation of these guidelines, they should contact the General Counsel or other officers indicated below. Third, these guidelines are not intended to be an exhaustive description of the rules that apply to Directors, but are intended to provide guidance in key areas. For example, Directors and their immediate family members and affiliated entities are separately subject to the Corporation’s Policy and Procedures Governing Related Person Transactions.



The material following that preface covers subjects including: general fiduciary duties; conflicts of interest; corporate opportunities; disclosure and confidentiality; fair and ethical dealing with third parties and employees; use of corporate assets; insider trading; and compliance.



[image: ]

	1. Guth v. Loft, Inc., 5 A.2d 503, 510 (Del. 1939).


	2. Restatement (Third) of Agency, §§8.02-8.06.


	3. This includes a director’s or officer’s taking for herself a “corporate opportunity.” See Broz v. Cellular Information Systems, Inc., 673 A.2d 148, 154-155 (Del. 1996) (summarizing Delaware precedent: “a corporate officer or director may not take a business opportunity for his own if: (1) the corporation is financially able to exploit the opportunity; (2) the opportunity is within the corporation’s line of business; (3) the corporation has an interest or expectancy in the opportunity; and (4) by taking the opportunity for his own, the corporate fiduciary will thereby be placed in a position inimicable to his duties to the corporation.”).

However, since 2000, Del. Gen. Corp. L. §122(17) has allowed a corporation to “[r] enounce, in its certificate of incorporation or by action of its board of directors, any interest or expectancy of the corporation in, or in being offered an opportunity to participate in, specified business opportunities or specified classes or categories of business opportunities that are presented to the corporation or 1 or more of its officers, directors or stockholders.” One survey concluded that “public companies have shown a significant appetite for enacting [such] waivers[, which have] not been received negatively among investors.” Gabriel Rauterberg & Eric Talley, Contracting Out of the Fiduciary Duty of Loyalty: An Empirical Analysis of Corporate Opportunity Waivers, 117 Colum. L. Rev. 1075, 1147 (2017).


	4. For a more detailed examination of the duty of loyalty’s negative and affirmative aspects, or what might be called non-betrayal and devotion, see Lyman Johnson, After Enron: Remembering Loyalty Discourse in Corporate Law, 28 Del. J. Corp. L. 27, 37-42. (2003). Cf. Claire A. Hill & Brett H. McDonnell, Disney, Good Faith, and Structural Bias, 32 J. Corp. L. 833, 857 (2007) (distinguishing the negative and affirmative aspect of a director’s good faith — i.e., absence of “intentional dereliction” of one’s duty, and presence of “genuine care” for the interests of shareholders).


	5. E. Norman Veasey, The Defining Tension in Corporate Governance in America, 52 Bus. Law. 393, 399 (1997).


	6. Council of Institutional Investors, Corporate Governance Policies §7.2 (updated Sept. 2007).


	7. Sandys v. Pincus, 152 A.3d 124, 131 (Del. 2016) (observing that “the Zynga board determined that [two outside directors] do not qualify as independent directors under the NASDAQ Listing Rules.”).


	8. See Gregory H. Shill, The Golden Leash and the Fiduciary Duty of Loyalty, 64 UCLA L. Rev. 1246, 1251 (2017) (examining independence concerns in situations where activists pay the directors they have installed on the board special bonuses if the company reaches certain performance benchmarks, and concluding that such “golden leash” arrangements have “the potential to broadly benefit investors, companies, and the capital markets”); David Gelles, Debate Over Activists’ Paying of Board Nominees, N.Y. Times, Nov. 26, 2013, p. B1 (noting that although “Hedge funds want to compensate [their] director nominees” for their time and for possible controversies over their candidacies, “companies say that it is not clear who the activist director is really working for — its shareholders, or the hedge fund”).

In 2016, after obtaining SEC approval, Nasdaq instituted Rule 5250(b)(3), which requires listed companies to disclose “the material terms of all agreements and arrangements between any director or nominee for director, and any person or entity other than the Company (the ‘Third Party’), relating to compensation or other payment in connection with such person’s candidacy or service as a director of the Company.” See also Section 5.01 (C).


	9. Sanjai Bhagat & Bernard Black, The Uncertain Relationship Between Board Composition and Firm Performance, 54 Bus. Law. 921, 923 (1999). See also Laura Lin, The Effectiveness of Outside Directors as a Corporate Governance Mechanism: Theories and Evidence, 90 Nw. U. L. Rev. 898, 919-920 (1996) (observing that “grey directors may have a greater incentive to monitor management in order to protect their own companies’ investments in the firm,” their “knowledge of the business may also increase their ability to serve as effective monitors,” and their business relationship with the firm may give them “leverage over the firm’s management”; but that their interests “may not necessarily be aligned with those of the firm’s shareholders. Instead, grey directors may view their board seats as a means for securing their business relationships with the company.”).


	10. Orman v. Cullman, 794 A.2d 5, 25 n.50 (Del. Ch. 2003).


	11. [Delaware General Corporation Law §144 concerns such transactions by directors.]


	12. 794 A2d at 25 n.50.


	13. Id. See also In re Tyson Foods, Inc. Consolidated Shareholder Litigation, 919 A.2d 563, 581-83 (Del. Ch. 2007) (distinguishing between disinterestedness and independence, and noting that some of the defendants had emphasized their independence but not whether they were disinterested with respect to the transactions at issue); Usha Rodrigues, The Fetishization of Independence, 33 J. Corp. L. 447, 465 (2008) (observing that the Delaware General Corporation Law “does not contain a single reference to independent directors [but] speaks only of the narrower concept of ‘interested directors.’ Directorial independence is an important part of Delaware law, but the concept arises solely from judicial opinions, not statutes.”); Donald C. Clarke, Three Concepts of the Independent Director, 32 Del. J. Corp. L. 73, 73 (2007) (“discuss[ing] the critical differences between independent, outside, and disinterested directors, [and] arguing that these manifestations serve different purposes and should not be confused with each other”).


	14. Such transactions are referred to as “related party” transactions by the SEC’s Regulation S-K, and as “director’s conflicting interest transactions” in Section 8.60 of the ABA’s Model Business Corporation Act, but have no specific name in Section 144 of the Delaware General Corporation Law. Concerns in this regard were raised by the offer made by Sears Holdings’ CEO, Edward Lampert, to have his hedge fund, ESL Investments, buy assets, including the Kenmore appliance business, from the failing retailer. Suzanne Kapner, Lampert Puts Sears Board on the Spot, Wall St. J., Aug. 20, 2018, p. B1 (observing that “Sears’s board has good reason for not wanting to rush into a transaction that could be viewed as self-dealing”).

Similar issues surfaced in connection with Adam Neumann, co-founder of WeWork, who, while serving as its CEO, personally acquired an interest in buildings that the firm rented, and also owned an LLC that sold to WeWork, for $5.9 million, trademark rights concerning the word, “We.” See Eliot Brown & Maureen Farrell, The Cult of We: WeWork, Adam Neumann, and the Great Startup Delusion (2021); Reeves Wiedeman, Billion Dollar Loser: The Epic Rise and Spectacular Fall of Adam Neumann and WeWork (2020).


	15. Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1134, 1153 (Del. Ch. 1994), aff’d, 663 A.2d 1156, 1168 (Del. 1995).


	16. Gesoff v. IIC Industries, Inc., 902 A.2d 1130, 1145 (Del. Ch. 2008) (stating that to satisfy the entire fairness test “the transaction itself must be objectively fair, independent of the board’s belief”). See also J. Travis Laster, The Effect of Stockholder Appeal on Enhanced Scrutiny, 40 Wm. Mitchell L. Rev. 1443, 1448 (2014) (observing that “unavoidable ambiguities” [as well as] the inherent vagaries of litigation and a natural reluctance to substitute judicial judgment for business persons’ decision making, preserve a de facto element of deference even under the entire fairness test”).


	17. As a seminal decision explained,


The concept of fairness has two basic aspects: fair dealing and fair price. The former embraces questions of when the transaction was timed, how it was initiated, structured, negotiated, disclosed to the directors, and how the approvals of the directors and the stockholders were obtained. The latter aspect of fairness relates to the economic and financial considerations of the proposed merger, including all relevant factors: assets, market value, earnings, future prospects, and any other elements that affect the intrinsic or inherent value of a company’s stock.



Weinberger v. UOP, Inc., 457 A.2d 701, 711 (Del.1983). See also Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1134, 1140 (Del. Ch. 1994), aff’d, 663 A.2d 1156 (Del. 1995) (acknowledging that the determination of “fairness” “will inevitably constitute a judicial judgment that in some respects is reflective of subjective reactions to the facts of a case. ‘Fairness’ simply is not a term with an objective referent or clear single meaning.”); In re Nine Systems Corp. Shareholders Litigation, 2014 WL 4383127 (Del. Ch.), at *47 (citing Cinerama in concluding, of a recapitalization, that “a grossly unfair process can render an otherwise fair price, even when a company’s common stock has no value, not entirely fair”), aff’d sub nom. Fuchs v. Wren Holdings, LLC, 129 A.3d 882 (Del. 2015).


	18. Cinerama, 663 A.2d at 1153 (emphasis in the original). See also Stephen B. Brauerman, Delaware Insider: When Business Judgment Isn’t Enough: The Impact of the Standard of Review on Deal Litigation, Bus. L. Today, May 2014, at 3 (observing that “it is easier to win on a motion to dismiss when the standard is business judgment, while entire fairness virtually guarantees a trial with a difficult burden to overcome.”).

If the conflict is caused by a majority shareholder’s domination of the board, the court will apply an ‘intrinsic fairness” standard of review equivalent to the “entire fairness” standard. See, e.g., Matter of Reading Co., 711 F.2d 509, 517-518 (3d Cir. 1983) (indicating that “[w] here . . . the plaintiff can prove that the majority shareholder has used his control over the corporation’s board of directors to engage in self-dealing, the Delaware courts will judge the self-dealing action of the dominated board by the test of ‘intrinsic fairness.’ ” [citations omitted]). The entire fairness standard has also been applied to the decisions of a board’s compensation committee to award stock to outside directors, when all three members of the committee received some of the awards themselves. Calma v. Templeton, 114 A.3d 563, 577-578 (Del.Ch. 2015), at *8.

Under that standard, those asserting the validity of the corporation’s actions have “the burden of establishing its entire fairness to the minority stockholders, sufficient to ‘pass the test of careful scrutiny by the courts.’” Gradient OC Master, Ltd. v. NBC Universal, Inc., 930 A.2d 104, 130 (Del. Ch. 2007) (indicating that “[u]pon a determination that a shareholder has fiduciary duties and has engaged in a self-dealing transaction, the standard of ‘intrinsic fairness’ (or ‘entire fairness’. . .) applies, having the effect of shifting the burden of proof to defendants.”). See also Schreiber v. Bryan, 396 A.2d 512, 518 (Del. Ch. 1978) (noting that “[a] lthough under the business judgment rule an aggrieved party bears the burden of showing gross and palpable overreaching [citations omitted], when the test of intrinsic fairness is deemed to apply, the burden shifts to the defendants to show the entire fairness of the transaction under the careful watch of the courts.”).


	19. Reis v. Hazelett Strip-Casting Corp., 2011 WL 4346913 (Del. Ch.), at *8.


	20. See, e.g., Mercier v. Inter-Tel (Del.) Inc., 929 A.2d 786, 810 (Del. Ch. 2007); Paramount Comm’s Inc. v. QVC Network Inc., 637 A.2d 34, 45 (Del. 1993). Recently, the test was applied to management’s institution of bylaw amendments perceived as “entrenchment measures related to a potential change in control.” In re Ebix, Inc. Stockholder Litigation, 2016 WL 208402 (Del. Ch.), at *19.


	21. Chen v. Howard-Anderson, 87 A.3d 648, 673 (Del. Ch. 2014), quoting In re Netsmart Techs., Inc. Shareholder Litigation, 924 A.2d 171, 192 (Del. Ch. 2007) (“Unlike the bare rationality standard applicable to garden-variety decisions subject to the business judgment rule, the [enhanced scrutiny] standard contemplates a judicial examination of the reasonableness of the board’s decision-making process [that] is more searching than rationality review, and there is less tolerance for slack by the directors.”).


	22. Sarbanes-Oxley Act of 2002, §402(a) (codified at 15 U.S.C. §78m(k)).


	23. Among the key Delaware decisions applying and interpreting this section are:

Fliegler v. Lawrence, 361 A.2d 218, 222 (Del. 1976) (directors or officers who satisfy the requirements of §144(a) have not thereby immunized their transaction completely from judicial scrutiny);

Marciano v. Nakash, 535 A.2d 400, 404 (Del. 1987) (where shareholder deadlock prevents shareholders from ratifying a transaction on which directors are on both sides, and an independent committee of the board is unavailable to ratify the transaction, the interested directors bear the burden of meeting the “intrinsic fairness” test: that is, of showing that the directors acted in good faith and that the transaction is scrupulously fair to the corporation);

In re Wheelabrator Technologies, Inc. Shareholders Litigation, 663 A.2d 1194, 1203 (Del. Ch. 1995) (holding that shareholder ratification of a transaction does not extinguish a plaintiff’s claim of breach of the duty of loyalty, but instead “either change[s] the standard of review to the business judgment rule, with the burden of proof resting upon the plaintiff, or . . . leave[s] ‘entire fairness’ as the review standard, but shift[s] the burden of proof to the plaintiff”); and
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Section 5.01 (C) addresses the ways in which so-called “super directors” might help other independent directors to overcome informational inadequacies and imbalances.


	37. 493 A.2d 946, 954-955 (Del. 1985) (italics added). Note that the Unocal analysis of a “defensive action” does not apply to a board’s mere rejection of an acquisition offer. Gantler v. Stephens, 965 A.2d 695, 705 n.23 (Del. 2009). However, as in Gantler, a plaintiff might be able to “plead, in addition to a [self-interested] motive to retain corporate control, other facts sufficient to state a cognizable claim that the Director Defendants acted disloyally” in turning down the offer. Id. at 707.

In a controversial 3-2 decision, the Court applied Unocal’s enhanced scrutiny test to the board’s implementation of protections against even “friendly” mergers, preventing the emergence of a successful third-party bidder. Omnicare v. NCS Healthcare, Inc., 818 A.2d 914, 931 (Del. 2003). See J. Travis Laster, Omnicare’s Silver Lining, 38 J. Corp. L. 796, 808 (2013) (observing that the enhanced scrutiny standard “applies not only to hostile bids, but also to other recurring and readily identifiable situations in which fiduciaries face potential conflicts of interest and boards confront a heightened risk of structural and cognitive bias”).


	38. 506 A.2d 173, 182 (Del. 1986); see also Paramount Communications Inc. v. QVC Network Inc., 637 A.2d 34, 44 (Del. 1994) (collecting previous decisions of the Court, including Revlon, to illustrate that “[i]n the sale of control context, the directors must focus on one primary objective — to secure the transaction offering the best value reasonably available for the stockholders — and they must exercise their fiduciary duties to further that end”). Cf. Paramount Communications, Inc, v. Time, Inc., 571 A.2d 1140, 1152 (Del. 1989) (holding that the business judgment rule standard of review applies if there was no change of control, and asserting that the board must still act in the best interests of the corporation and its shareholders).

In another decision, the Court found that the board had fulfilled its Revlon duty, because


the Board met regularly to discuss strategic alternatives and formed an independent Special Committee to steer the process. The Special Committee retained its own financial and legal advisors, conducted a publicized review of strategic alternatives, and met with every party which made a serious overture. As important, after receiving only one formal offer for $50 per share, the Board drove the price up before agreeing to the Buyout Group’s “best and final offer” of $51.25. The Board relied upon Morgan Stanley’s opinion that the price was fair. It also negotiated some favorable deal terms, including a fiduciary out clause and a reverse termination fee. These actions sufficiently counter any inference that the Defendant Directors “utterly failed to attempt to obtain the best sale price.”



In re BJ’s Wholesale Club, Inc. Shareholders Litigation, 2013 WL 396202 (Del. Ch.), at *7, quoting Lyondell Chem. Co. v. Ryan, 970 A.2d 235, 244 (Del.2009).

The Court reiterated in 2014 that Revlon
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E. Norman Veasey, Should Corporation Law Inform Aspirations for Good Corporate Governance Practices — Or Vice Versa?, 149 U. Pa. L. Rev. 2179, 2183 (2001).


	70. See, e.g., In re EZCORP Consulting Agreement Derivative Litigation, 2016 WL 301245 (Del. Ch,), at *36 (noting that “a finding of independence (or its absence) under one [of these] source[s] of authority is not determinative for purposes of the other,” although “the two sources of authority are mutually reinforcing and seek to advance similar goals”); In re Oracle Corp. Derivative Litigation, 824 A.2d 917, 941 & 941 n.62 (Del. Ch. 2003) (acknowledging that “even the best minds have yet to devise across-the-board definitions that capture all the circumstances in which the independence of directors might reasonably be questioned. By taking into account all circumstances, the Delaware approach undoubtedly results in some level of indeterminacy, but with the compensating benefit that independence determinations are tailored to the precise situation at issue”).


	71. See, e.g., CalPERS’ Governance and Sustainability Principles 11-13 (Sept. 2019) (Principle B.6); Council of Institutional Investors Corporate Governance Policies 21-23 (Sept. 22, 2020); TIAA-CREF, Policy Statement on Corporate Governance 9 (6th ed.).
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4.07(B)(12). Resubmitted

4.07(B)(13). Specific Amount of Dividends

4.07(C). Institutional Investors and Proposals

4.08. Shareholder-Adopted and -Amended Bylaws

4.09. Forum Selection Provisions

4.10. Fee-Shifting Provisions

4.11. Mandatory Arbitration Provisions


4.01–CORPORATIONS AS DEMOCRACIES?


[S]tockholders possess three fundamental rights: the rights to vote, sell, and sue.

Choupak v. Rivkin, 2015 WL 1589610 (Del. Ch.), at *19 n.3



The phrase “shareholder democracy” seems to have first appeared around 1950, “as the rallying cry of a popular movement to empower small shareholders after World War II.”1 The promise was that, just as citizens voted in political elections, so could owners of stock in a corporation shape the company’s management and operations. Indeed, one commentator concluded that “[p]olitical considerations, including name identification, reputation, media access, and money spent on the campaign, likely drive shareholder voting decisions [in elections of directors] in the same way they help determine candidates’ success in political elections.”2

However, in most cases the shareholder’s theoretical power — and the usefulness of any comparison to citizen voters — quickly evaporates in the crucible of actual corporate practice.3 First, unlike the “one person, one vote” model of democracy in political elections, each shareholder can generally vote only once for each share of common stock that she owns; thus, the minority shareholders, who possess small blocks, can exercise little real control.

Second, one commentator has observed that securities regulations “discourage the formation of large stock blocks [and] communication and coordination among shareholders,” with the result that “[i]n U.S. corporate law, shareholder control rights are so weak that they scarcely qualify as part of 380corporate governance.”4 It remains unclear how engaged the largest of shareholders — institutional investors — will be with regard to corporate governance, especially through the voting process: some publicly list companies they believe due for improvement, whereas others opt for the more discreet and private conferences and influences of relational investing.

Third, shareholder votes are generally collected on only a limited range of issues — and, as Lucian Bebchuk has observed,5 generally only the board of directors can call for such a vote. Those initiatives are


	adopting, amending, or repealing bylaws (a vote which can be initiated by shareholders themselves);

	approving self-dealing transactions by directors, or business combinations of the corporation with interested stockholders;

	approving indemnification of a corporate director, officer, or employee;

	amending the certificate of incorporation;

	approving the merger of the corporation;

	approving the conversion of the corporation to another entity;

	selling, leasing, or exchanging all, or substantially all, of the corporation’s property and assets; and

	approving the dissolution of the corporation.6



Fourth, the ability of shareholders to add proposals of their own to the proxy statement in which management lists the issues to be voted on is seriously limited, and the proposals eligible for inclusion are generally precatory7 rather than binding on management.

After discussing the different types of shareholders and their interests, this chapter addresses the annual meeting and proxy processes. The next chapter addresses perhaps the most important voting rights of shareholders: the election and removal of directors.8

Most importantly, shareholders have traditionally been offered a Hobson’s choice9 with regard to one of their most important functions: they can either vote for candidates on the slate of directors proposed by management, or not vote. In this context, Carl Icahn, well known in the 1980s as a “corporate raider” but 381currently as a “shareholder activist,”10 has declared that “corporate democracy is a myth.”11 As Chapter 5 discusses in detail, the role of shareholders in nominating and voting on candidates for board seats is being dramatically revised — though a leading corporate attorney has warned these changes themselves may be grounded in “a false analogy to political democracy.”12

In fact, far from being motivated, like many political voters, to monitor — and make their views known to — management, many disappointed shareholders of public companies instead sell their shares into the market, thereby engaging in the so-called Wall Street Walk.13 Moreover, because major investment managers may liquidate their positions in stocks before they are legally required to (generally, quarterly, by the SEC’s Form 13F),14 and because day-traders and other fast-moving speculators may own the stock for even shorter periods, companies might have no effective chance to engage with their shareholders. The fragility of the shareholder-corporation relationship, further weakened by the threat that directors will in turn seek short-term financial gains rather than pursue long-term research and development, support one article’s argument that “corporations shouldn’t be democracies.”15

As Chancellor Strine of the Delaware Court of Chancery has observed, the preeminent power of the (shareholder-elected) directors reflects 382“corporate law’s adoption of a republican, rather than direct, model of corporate democracy.”16

Indeed,


[i]f, instead of a republic, corporations become direct democracies, where every action of management is the subject of a stockholder plebiscite, the time and attention of managers will be increasingly diverted from profit-producing activities into more “political” activities centered on addressing referenda items propounded by particular stockholders, who often have no long-term commitment to remaining as stockholders and who owe other stockholders no fiduciary duties.17



One academic concurs:


[P]erhaps the operative descriptor should be “shareholder republic” to suggest the ultimate sovereignty of the shareholder — he can always sell his partial ownership — while acknowledging that the business will be run almost entirely at the discretion of the representatives of the shareholders. “Shareholder democracy,” in this sense, appears to be a misnomer, and perhaps a carryover from the days of townhall governance, which of course was only possible while the town remained small. A desire for shareholder democracy might very well be a longing impossible to satisfy in the age of the modern corporation, which by definition was a company or business enterprise too large to direct by a consensus of all interested parties.18



Of course, as noted in Section 1.02, corporate shareholders, like political voters, generally have no legal duty (although it could be argued that they have a moral one) to vote on proposals and elections;19 and if they do vote, they generally have no legal duty to look beyond their own self-interest, or to reveal or explain their vote to anyone else.20 However, corporate directors, like state and federal legislators, have a duty to vote on the issues before them, and (unlike individual shareholders) to be able to justify their vote publicly by reconciling it with the best interests of the shareholders.
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4.02–TYPES OF SHAREHOLDERS


4.02(A)–Different Dividend/Liquidation Rights: Preferred Shareholders

Each share of preferred stock contractually entitles its owner to receive a specified amount of dividends (on a cumulative or non-cumulative basis), and/or a specified amount of the proceeds of the liquidation of the corporation’s assets, before holders of common stock (or of preferred stock in any classes with subordinate rights) receive any such funds.21 The Delaware General Corporation Law22 gives the board broad powers to formulate varieties of stock, including various classes of preferred shares, the terms of which should be stated in the corporation’s certificate of incorporation or in the board resolution authorizing the issuance of such stock23 and also on the face or back of the stock certificates themselves.24 Often, classes of preferred stock are non-voting.

Although directors are said to owe fiduciary duties both to common shareholders and to (all classes of) preferred shareholders, the interests of these groups will in some cases diverge. For instance, if a corporation is financially troubled, preferred shareholders might be best served if the board liquidates the company as soon as possible and cashes out their shares; however, the interests of common shareholders (who in a liquidation would be at the very end of the line, not only behind creditors but also behind the preferred shareholders) might be better protected if the board entered into risky but potentially high-paying transactions, the corporate equivalent of football’s “Hail Mary” passes.

In a “horizontal conflict” situation,25 as in the 1986 Delaware Court of Chancery decision, Jedwab v. MGM Grand Hotels, Inc.,26 preferred shareholders might argue that the board accepted a buyout deal that awarded common shareholders too large a portion of the acquisition price, at the expense of the preferred shareholders.
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How should the board’s potentially conflicting duties be resolved? To one observer, “the position of the preferred stockholder in the corporate firmament, fiduciary duty rhetoric notwithstanding, is more vulnerable than any other participant.”27

Indeed, the Jedwab court announced that


with respect to matters relating to preferences or limitations that distinguish preferred stock from common, the duty of the corporation and its directors is essentially contractual and the scope of the duty is appropriately defined by reference to the specific words evidencing that contract; where however the right asserted is not to a preference against the common stock but rather a right shared equally with the common, the existence of such right and the scope of the correlative duty may be measured by equitable as well as legal standards.28



According to one commentator,


[t]he Jedwab rule provides that preferred rights are protected only by the contract while all of the other rights that preferred shareholders share with common shareholders are protected by fiduciary duties. In addition, preference rights governed by the contract are to be strictly construed. This rule provides little protection to a constituency which is already disadvantaged given that it cannot vote, and is, therefore, not highly favored by directors who are elected solely by the common shareholders. Under the Jedwab rule, a preferred shareholder who claims that directors have violated a preferred right faces a tough battle. The court will look at the contract and construe it strictly according to its terms. The problem with this rule, however, is that the contractual terms were drafted by the issuing corporation and not negotiated between parties in equal bargaining positions. Therefore, the Jedwab rule allows for wealth to be expropriated from preferreds to the commons and for the horizontal conflict between preferred shareholders and common shareholders to almost always be resolved in favor of the commons. Furthermore, even when a preferred shareholder is entitled to fiduciary protection by showing unfairness associated with a right shared with common shareholders, the preferred shareholder must overcome the presumption favoring direct action afforded by the business judgment rule.29
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Thus, in 1993 the Delaware Chancery Court held that


[r]ights of preferred stock are primarily but not exclusively contractual in nature. The special rights, limitations, etc. of preferred stock are created by the corporate charter or a certificate of designation which acts as an amendment to a certificate of incorporation. Thus, to a very large extent, to ask what are the rights of the preferred stock is to ask what are the rights and obligations created contractually by the certificate of designation. . . . In most instances, given the nature of the acts alleged and the terms of the certificate, this contractual level of analysis will exhaust the judicial review of corporate action challenged as a wrong to preferred stock. . . .

But the holder of preferred stock is not a creditor of the corporation. Such a holder has no legal right to annual payments of interest, as long term creditors will have, and most importantly has no maturity date with its prospect of capital repayment or remedies for default. In these respects the holder of preferred stock is in the exposed and vulnerable position vis a vis the board of directors that all stockholders occupy. Thus, it has been recognized that directors may owe duties of loyalty and care to preferred stock. . . .

In fact, it is often not analytically helpful to ask the global question whether (or to assert that) the board of directors does or does not owe fiduciary duties of loyalty to the holders of preferred stock. The question (or the claim) may be too broad to be meaningful. In some instances (for example, when the question involves adequacy of disclosures to holders of preferred who have a right to vote) such a duty will exist. In others (for example, the declaration of a dividend designed to eliminate the preferred’s right to vote) a duty to act for the good of the preferred does not. Thus, the question whether duties of loyalties are implicated by corporate action affecting preferred stock is a question that demands reference to the particularities of context to fashion a sound reply.30



Similarly, four years later the court acknowledged that although a corporate transaction challenged by the preferred shareholders


indisputably entail[s] the imposition by the board of (or continuation of) economic risks upon the preferred stock which the holders of the preferred did not want, and while this board action was taken for the benefit largely of the common stock, those facts do not constitute a breach of duty. While the board in these circumstances could have made a different business judgment, . . . it violated no duty to the preferred in not doing so. The special protections offered to the preferred are contractual in nature. The corporation is, of course, required to respect those legal rights. But . . . generally it will be the duty of the board, where discretionary judgment is to be exercised, to prefer the interests of the common 386stock . . . to the interests created by the special rights, preferences, etc. of preferred stock, where there is a conflict.31



In 2010 the court clarified that


when a certificate of designations does not provide the preferred with any right to vote upon a merger, does not afford the preferred a right to claim a liquidation preference in a merger, but does provide the preferred with a contractual right to certain treatment in a merger, . . . a board of directors that allocates consideration in a manner fully consistent with the bottom-line contractual rights of the preferred need not, as an ordinary matter, do more.32



QUESTIONS–4.02(A)

1. Can Jedwab be read to indicate that a different level of the fiduciary duty of care or loyalty is owed by directors to preferred shareholders than to common shareholders? To one class of preferred shareholders versus another class of preferred shareholders?

2. More generally, does it make sense for courts to allow, as two commentators have suggested, shareholders and directors to amend a corporation’s bylaws and/or articles of incorporation to specify more restrictive fiduciary responsibilities for directors?


There are a number of ways that parties should be allowed to give fiduciary duties more “teeth.” First, parties should be able to increase the deterrent effect of current duties by changing procedural rules to increase the likelihood and success of a lawsuit. For example, if courts currently consider conduct X to violate a board’s fiduciary duty, parties could increase deterrence by shifting the burden or standard of proof in ways that favor plaintiffs. Second, parties should be able to increase the range of conduct considered to be a breach of fiduciary duty. For example, the parties should be permitted to define conduct Y as a breach of fiduciary duty even though it may currently be considered legal. And with respect to claims involving conduct not otherwise considered a breach of fiduciary duty, the parties should be permitted to specify procedural rules, such as standing to sue and burdens and 387standards of proof, as well as the remedies available to plaintiffs. For example, the charter provision could permit only certain types of shareholders to bring a claim involving conduct Y, or allow only injunctive actions against Y (rather than recovery of damages). . . .

[For example, a charter could provide that] directors would violate their fiduciary duty to the corporation and its shareholders if they take steps that favor one (or more) classes of shares over one or more other classes of shares, and the cost they impose on the adversely affected class(es) exceeds the benefit to the favored class(es). . . . Such a rule — if it could be enforced at sufficiently low cost — would maximize the size of the total pie to be shared by the parties, and, presumably, is the rule they would agree to ex ante.33



3. How can courts and practitioners be sure which specific rights of preferred shareholders are contractual as opposed to fiduciary? In particular, because caselaw encourages directors to interpret the terms of the preferred shares through an “arm’s length” approach rather than a fiduciary duty approach, is it correct that “to say that preferred shareholders have any meaningful fiduciary rights borders on the fraudulent”?34

4. What difference, if any, does it make to the analysis if the directors accused of breaching their fiduciary duties to, or the corporation’s contractual arrangement with, preferred shareholders themselves own (a) a significant amount of common stock; or (b) a significant amount of preferred stock?

5. Is it appropriate for courts to “resolve ambiguous contractual terms against the corporate drafter and in favor of preferred shareholders”?35

6. Would the following addition to a company’s articles of incorporation adequately protect the interests of preferred shareholders in preventing common shareholders from impinging on their rights in horizontal-conflict situations?


The Corporation shall not in any manner, whether by amendment of the Certificate of Incorporation . . . merger, reorganization, recapitalization, consolidation, sales of assets, sale of stock, tender offer, dissolution or otherwise, take any action, or permit any action to be taken, solely or primarily for the purpose of increasing the value of any class of stock of the Corporation if the effect of such action is to reduce the value or security of the Preferred Stock.36




4.02(A)(1)–Venture Capitalists as Preferred Shareholders

Venture capitalists are early investors in companies; they purchase shares in newly founded or relatively young corporations that are not yet publicly traded. 388Their investment generally buys them a significant amount of participation in and control over the company’s operations — they “typically demand preferred stock loaded with various financial and control rights,” including the right to vote and the right to convert the preferred into common stock.37 In fact, “[t] he preferred stock issued in most venture capital investments is much closer to common stock than to traditional preferred stock.”38

Such situations “often lead to a highly unusual corporate governance structure: one where preferred shareholders, rather than common shareholders, control the board and therefore the firm itself.”39 Not only do their preferred shares accord them the right to veto major transactions,40 but the venture capitalists exert even more power by structuring their funding of the corporation in several separate stages, implicitly threatening to discontinue funding if they become displeased with management.41 Yet, in many cases, the terms of the preferred stock require the venture capitalists to surrender some of their control over management as the company becomes financially successful.42

Although it appears not to involve venture capitalists as such, one linkage between the success of the firm and the level of power retained by holders of preferred shares emerged in Baron v. Allied Pictures Corp.,43 decided in 1975 by the Delaware Court of Chancery. When the company had issued preferred shares to obtain additional financing, it had amended its certificate of incorporation to provide that the new shareholders would receive cash dividends “as and when declared by the Board of Directors, out of funds legally available for the purpose,” and that


in case at any time six or more quarterly dividends (whether or not consecutive) on the Preferred Stock shall be in default, in whole or in part, then until all dividends in default on the Preferred Stock shall have been paid or deposited in trust, and the dividend thereupon for the current 389quarterly period shall have been declared and funds for the payment thereof set aside, the holders of the Preferred Stock, voting as a class, shall have the right, at any annual or other meeting for the election of directors, by plurality vote to elect a majority of the Directors of the Corporation.44



A common shareholder sought to invalidate the previous two elections of directors by the preferred shareholders, arguing that the board had unlawfully perpetuated the electoral power of those shareholders by deliberately declining to distribute dividends to them out of available funds (and thereby triggering their enhanced voting rights). However, the court construed the terms of the certificate of incorporation strictly, holding that the mere existence of funds available to be distributed did not demonstrate that the board’s decision not to distribute them was fraudulent or a gross abuse of its discretion.45 It observed:


Although one purpose of allowing the preferred to elect a majority of the board may be to bring about a payment of the dividend delinquencies as soon as possible, that should not be the sole justification for the existence of a board of directors so elected. During the time that such a preference board is in control of the policies and business decisions of the corporation, it serves the corporation itself and the common shareholders as well as those by whom it was put in office. Corporate directors stand in a fiduciary relationship to their corporation and its shareholders and their primary duty is to deal fairly and justly with both.46



QUESTIONS–4.02(A)(1)

1. As discussed above, the Jedwab decision generally enables directors of a corporation that is controlled by common shareholders to make decisions that favor the common shareholders over preferred shareholders, without concern that they are breaching their fiduciary duties. If, however, the board is controlled by preferred shareholders, do directors breach their fiduciary duty by making decisions that favor the preferred shareholders over the common shareholders?

In 1997, the Delaware Court of Chancery held in an unreported opinion that


it cannot be said that the [b]oard breached a duty of loyalty in making [such a] decision. Whereas the preferred stockholders had existing legal preferences, the common stockholders had no legal right to a portion of the [relevant] merger consideration under Delaware law or the corporate charter. The [transaction at issue] appeared reasonably to be the best available transaction.47
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2. Can a credible argument be made that directors elected to the board by the preferred shareholders owe their fiduciary duties primarily to the preferred stockholders, rather than to the common stockholders or to all stockholders equally?48 Or that the directors elected by the founders of the company owe their fiduciary duties primarily to the holders of the class(es) of stock that the founders hold?

3. One survey of venture capital investments reported that in 25% of the situations examined, the venture capitalists had placed their nominees in a majority of the seats of the corporation that they had invested in; in 14%, the founders’ nominees were in the majority on the board; and in 61%, neither side had placed a majority on the board.49

(3a) Given that in many situations the interests of the venture capitalists and the entrepreneurial founders of the firm could diverge, do the directors placed by the venture capitalists qualify as “independent” or “disinterested” under the definitions of those terms in Chapter 3?

(3b) Do the directors placed by the founders of the corporation qualify as independent or disinterested?

(3c) Does it make a difference in the analysis of (3a) that venture capitalists “are often specialists within given industries; indeed, they often invest in multiple companies in the same ‘space’”?50

(3d) Does it make any difference in the analysis of (3a) or (3b) that these boards have an average of only six members, which is significantly less than the number of members of the boards of publicly traded companies?51

4. Venture capitalists holding preferred shares might not only have the power to add to the board one or more “investor directors” of their choosing, but might also attempt to have the corporation’s documents revised to grant those directors a veto power over such activities as making various financial expenditures; incurring indebtedness; changing or adding to the corporation’s line of business; entering transactions with directors, officers, or employees; and hiring, terminating, or changing the compensation of executive officers.52
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Yet one author notes that


There is a divergence of interest between the company and the investors with respect to whether specified corporate acts may be subject to approval by the investors’ designee to the Board. In many cases, the investors won’t go forward without this provision. In other cases, the topics of concern would otherwise be added to the charter and require a stockholder vote. The Company generally would find the director approval approach preferable, as the director representative on the Board has a fiduciary duty to the corporation when acting in the capacity of a director. Other formulations could be: requiring the vote of a supermajority of the Board, or a majority of the nonmanagement directors.53



Should the independence of “investor directors” — that is, their tendency to cast their votes in the best interests of all of the shareholders — be presumed? In a situation where the investor directors’ votes benefit the preferred shareholders at the expense of common shareholders, should plaintiff shareholders still have the burden, under the business judgment rule, of overcoming a presumption that these directors had fulfilled their fiduciary duties of loyalty and due care?

5. As noted by the Baron court at the end of this section, directors have a “primary duty . . . to deal fairly and justly with both” “their corporation and its shareholders.” Do the interests of the corporation and of its shareholders ever diverge? If so, whose interests should the directors serve in such a situation?




4.02(B)–Different Voting Rights: Common Stock

Not only institutional investors such as CalPERS,54 CalSTRS,55 and TIAA,56 but also the Council of Institutional Investors,57 as well as proxy advisors ISS58 and Glass 392Lewis59 and fund managers BlackRock,60 State Street61 and Vanguard,62 endorse a “one share, one vote” policy, which is also the default arrangement of Delaware corporate law:63 that is, that each share of common stock of a company should have one vote, and the same voting rights as all other shares of common stock.64 However, if not widespread, alternate practices are far from rare, especially in situations where the company’s founders, or outside investors who do not have enough resources to acquire a control block of the shares, nonetheless desire to retain, or acquire, control of the firm.

A leading scholar of the “law and economics” approach has contended that


[s]ome may argue that unequal voting rights are undesirable because they are inconsistent with the principle of “corporate democracy.” This argument, however, is fundamentally flawed. All firms, including corporations, consist of contractual relationships freely entered into by economic actors to maximize their joint welfare. Who has the right to vote and how and when the vote can be exercised are rights that are typically allocated by contract. In contrast to governmental democracies — which are usually designed to serve broader goals than wealth maximization — the optimal voting rules for any particular firm are those that maximize its value.

. . . Indeed, there is little similarity between the voting rules for the two institutions. For example, most corporate actors — employees, bondholders, suppliers, preferred stockholders, and managers — have no votes even though they are all investors in the firm. For common stockholders, the group that does vote, the most common structure is one share, one vote — not one person, one vote as in the political context. Thus votes in 393the corporate, but not political, context are typically assigned by reference to the extent of property ownership. Just as there is no reason to believe that votes in the political arena should be assigned according to wealth, so there is no reason to believe that principles from political democracy should serve as a model for corporate governance.65




4.02(B)(1)–“Supervoting” Common Stock

To those concerned that the “one vote per share” practice disrupts a democratic ideal of “one vote per shareholder,” even more troublesome is the possibility of one or more classes of “supervoting” common shares (often designated as either “Class A” or “Class B” shares), each share of which is accorded a multiple vote, enabling a “multiple votes per share” regime.66

In some companies, such as Dow Jones & Company and Google, each super-voting share carries the voting power of ten ordinary common shares. The shares held by founders at Zynga each cast 70 votes, and those of Groupon each cast 150 votes, prompting one journalist to dub them “extra-supervoting shares.”67 However, each supervoting share of Warren Buffett’s Berkshire Hathaway, Inc., carries the voting power of two hundred ordinary common shares.68 Some arrangements, such as those of Dow Jones, provide that if the supervoting shares are sold, they lose their supervoting power and will carry only one vote per share, thereby further entrenching the power of the remaining holders of supervoting shares.69

Such shares have been created by such corporations as 1-800-Flowers (where they control 83% of the votes), Martha Stewart Living Omnimedia (91%), Polo 394Ralph Lauren (88%), Estée Lauder (88%), and Dow Jones (76%)70; and, among more recently-formed companies, by Facebook (57%)71

In May 2012, one observer, noting that the initial public offerings of the most prominent high-tech corporations of recent months had involved dual-class shares, concluded that “Zuckerberg and his peers are insisting on the right to say [to other shareholders], ‘Thanks for your money. Now shut up.’”72 But another commentator reported that “[w] ell-funded venture capital firms . . . now say they prefer to back companies with founders who have [such] controlling stakes in their companies, reasoning they’ll be less distracted by day-to-day market fluctuations and more focused on their products.”73

More recently, however, the tide has turned against supervoting shares. In 2017, as a result of conflict with investors, Uber eliminated its supervoting (10 votes each) shares, which former CEO Travis Kalanick and some early investors had held.74

395

The shift may have been caused in part by a backlash against the issuance by some companies of a class of nonvoting shares, as Snap did in 2017.75 FTSE Russell announced that it was considering whether to remove from its stock market indices companies that issued nonvoting shares,76 and S&P Dow Jones Indices stated that it would not include in its own indices any new companies with two or more classes of shares.77 Fund managers BlackRock, State Street, and Vanguard joined other members of the new Investment Stewardship Group whose publicly announced principles included a “one-share, one-vote standard.”78 Later that year, after shareholders initiated a lawsuit challenging the board’s approval of his own plan to create such a third class of Facebook shares, Zuckerberg abandoned it.79



4.02(B)(2)–Common Stock with Restricted Voting Rights

Another distinction among multiple-class or multiple-tier varieties of common shares that can be marked by Class A and Class B designations is the restriction of the rights of one or more classes to vote on certain issues or on the election of directors. Such arrangements enable control over key decisions to rest in the hands of a relatively small group of shareholders, who typically argue that this centralization of power enables the company to retain its stability, identity, and values over the long term.80
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For example, the voting power of the Washington Post Company’s shareholders “is vested exclusively in the holders of Class A Stock,” which is generally held by members of the Graham family. Holders of Class B stock, of which there are approximately five times as many shares available, can vote for 30% of the directors and (where mandated by stock exchange listing requirements, though still subject to a veto power by the holders of Class A stock) on a handful of issues.81

Similarly, the New York Times Company has outstanding approximately 143,000 shares of Class A common stock, and approximately 826,000 shares of Class B common stock. Although each share of each class is entitled to one vote, according to the 2008 Annual Meeting of Shareholders, holders of Class A shares could vote in the election of five of the company’s 15 directors, and only holders of Class B shares could vote in the election of the remaining ten directors.82 Moreover, about 87% of the Class B shares are held by a trust established by members of the Ochs family, which has controlled the newspaper for more than a century.

According to information distributed by the corporation to its shareholders, “[t] he primary objective of the [trust] is to maintain the editorial independence and integrity of the New York Times and to continue it as an independent newspaper, entirely fearless, free of ulterior influence and unselfishly devoted to the public welfare....”83 The trustees of the trust are directed not to sell or distribute the Class B shares, or convert them into Class A shares, and are directed to vote the Class B shares “against any merger, sale of assets, or other transaction pursuant to which control of The New York Times passes from the Trustees,” unless they determine that such an action will serve this “primary objective.”84

In April 2007, Donald Graham, the chairman and CEO of The Washington Post Company, defended the New York Times’s two-tier stock structure against attack by Morgan Stanley fund manager Hassan Elmasry and by proxy advisor firm Institutional Shareholder Services. Noting that, beyond two tiers of stock, the Post and the Times shared a commitment to journalistic and editorial independence, even at some potential short-term expense, Graham predicted that “if the stock structure were eliminated, a line of buyers eager to purchase the company would form within minutes. No one could say no . . . [I]f adopted, [this proposal] would lead to the New York Times Co. being auctioned off like a side of beef.”85 Moreover, the stock structure of the New York Times has been in place since the company began to be publicly traded: all investors, and especially “a sophisticated buyer like Morgan Stanley” (which owned 3977.6% of the company’s shares), should have been aware of these terms.86 Unsuccessful in its attempt to change the dual-tier system of the New York Times Company’s stock, Morgan Stanley ultimately sold its holdings in the company.87



4.02(B)(3)–Regulatory, Judicial, and Exchange Responses

Although the supervoting and restricted voting arrangements at a number of the firms discussed above have been in place since their inception as publicly traded companies, much concern has been raised about potential harm to current investors if a corporation with only one class of common stock attempts to introduce new and different voting classes of shares, possibly as a tactic to give management the voting power to repel a hostile takeover attempt.88

In 1987, the Securities and Exchange Commission adopted Rule 19c-4,89 which generally barred the New York Stock Exchange and Nasdaq from listing the shares of any company that effectively nullified, restricted, or disproportionately reduced the per-share voting rights of its existing common stock.

However, in 1990 the Court of Appeals for the District of Columbia Circuit vacated this Rule, because it “prohibits such ‘disenfranchisement’ even where approved by a shareholder vote conducted on one share/one vote principles [and thus] directly controls the substantive allocation of powers among classes of shareholders, . . . in excess of the Commission’s authority under . . . the Securities Exchange Act of 1934, as amended.”90 Indeed, the Court of Appeals predicted that if it approved this Rule on the grounds that it created uniformity of investor expectations across the major stock exchanges,


the Commission would be able to establish a federal corporate law by using access to national capital markets as its enforcement mechanism. This would resolve a longstanding controversy over the wisdom of such a move in the face of disclaimers from Congress and with no substantive restraints on the power. It would, moreover, overturn or at least impinge severely on the tradition of state regulation of corporate law.91
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Following the issuance of this decision, the SEC negotiated with the NYSE and Nasdaq, each of which ultimately adopted the following policy with regard to voting rights:


Voting rights of existing shareholders of publicly traded common stock registered under Section 12 of the Act cannot be disparately reduced or restricted through any corporate action or issuance.

Examples of such corporate action or issuance include, but are not limited to, . . . the issuance of super voting stock, or the issuance of stock with voting rights less than the per share voting rights of the existing common stock through an exchange offer. . . .

The restriction against the issuance of super voting stock is primarily intended to apply to the issuance of a new class of stock, and issuers with existing dual class capital structures would generally be permitted to issue additional shares of the existing super voting stock without conflict with this policy.92



Noted one observer:93


It would appear that in the case of the voting rights rule, as in the case of exchange rules concerning audit committees, the SEC accomplished what the D.C. Circuit Court said it could not do — establish a federal voting rights standard through the back door of exchange listing standards. Yet, the legal basis for such initiatives is unclear and the tenuous nature of the SEC’s power in the corporate governance area weakens the ability of exchanges to establish and enforce listing standards that issuers find objectionable.





4.02(B)(4)–“Loyalty Shares”/“Tenure Voting”

Twenty-five years ago, the Delaware Supreme Court heard a minority shareholder’s challenge to a certificate of incorporation amendment that Cincinnati Milacron’s board had recommended and that shareholders had voted to approve.94

Like an amendment that had been supported by a vote of J.M. Smucker Company shareholders in 1985, Milacron’s, which was allowed by Delaware General Corporation Law Sections 212(a) (authorizing departures from the default of one-share, one-vote) and 242(b) (enabling the amendment of certificates of incorporation), established “a form of ‘tenure voting’ whereby holders of common stock on the record date would receive ten votes per share. Upon sale or other transfer, however, each share would revert to one-vote-per-share status until that share is held by its owner for three years.”95
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In affirming the Court of Chancery’s judgment for the defendants, the majority of the Justices found that “the independent majority of the Board” was protected by the business judgment rule in recommending the amendment, and characterized as “dispositive” the approval of the amendment by “a fully informed majority of the stockholders.”96

The Delaware Supreme Court saw no evidence “that a majority of the Board was interested or acted for purposes of entrenching themselves in office,” or that they were “dominated or controlled by” a group of major shareholders.97 Moreover, “[s]tockholders (even a controlling stockholder bloc) may properly vote in their own economic interest, and majority stockholders are not to be disenfranchised because they may reap a benefit from corporate action [here, the approval of the amendment] which is regular on its face.”98

The Court concluded that the shareholder plaintiff had not shown “that the Amendment and Recapitalization involved waste, fraud, or manipulative or other inequitable business conduct. Likewise, there is no showing that either the Recapitalization lacked a rational business purpose or that its sole or primary purpose was entrenchment.”99

Few other decisions address “tenure voting,” also known as “time-phased voting” or as involving “loyalty shares.” Nor does the practice appear to have been adopted by many major domestic corporations.

Such arrangements have been proposed and promoted as a means of countering the influence of “short-term” shareholders who have, and who seek, no relationship with the company beyond making a fast profit. However, as in the Cincinnati Milacron decision, tenure voting raises concerns about solidifying the control of major shareholders, particularly if those shareholders also serve as directors and/or officers. In fact, one study reported that “when corporate management holds a large block of company stock prior to the implementation of tenure voting and retains at least 2030% of the total number of company shares on a long-term basis,” it can effectively repel even “a highly motivated dissident shareholder who owns the maximum amount permitted by most poison pills.”100

Another analysis found that although “the percentage of long-term shareholdings consistently trends downward following the adoption” of a tenure-voting arrangement, “on average, almost two-thirds of insiders’ shares were long-term shares — a much higher rate of long-term shareholding than outside shareholders exhibited . . . [I]nsiders controlled approximately 22% of outstanding votes while owning only 11% of outstanding shares.”101

Yet the advantages to management of tenure voting might still be more palatable to institutional investors than a “dual-class voting” system in which 400management could, by holding special stock that carried multiple votes per share, effectively control the company without ever having a significant ownership stake, thereby uncoupling its interests to an even greater degree from those of other shareholders.102 Tenure voting has been found to be — in terms not only of the differential between insiders’ voting power and their proportion of share ownership but also of the degree to which the institution of new types of shares encouraged a company’s subsequent issuances of stock — about halfway between one-share, one-vote arrangements and dual-class stock arrangements.103

Although the chronology of shareholdings can be preserved and tracked on blockchain-based systems, other concerns about tenure-voting arrangements might not be so easily resolved.

First, it may reduce, but not eliminate, the effect of short-term trading: “[D]istant, smaller shareholders, even if they hold their stock for longer, will still be free riders in corporate governance and, hence, passive. Trading may decline, but the stock will still have a current price that adjusts to new information — and to the extent directors and managers pay attention to changing stock prices, they will continue to see a stock price to pay attention to.”104

Second, there remain serious doubts about the viability of installing tenure voting, after their initial public offerings, in corporations listed on the New York Stock Exchange (NYSE) or on Nasdaq, each of which has a policy that “[v] oting rights of existing shareholders of publicly traded common stock registered under [Section 12 of the Exchange] Act cannot be disparately reduced or restricted through any corporate action or issuance.”105 “Examples of such corporate action or issuance include, but are not limited to, the adoption of time-phased voting plans....”106

Third, by one analysis, the ultimate beneficiaries of tenure voting, beyond insiders, might be index fund managers BlackRock, Vanguard, and State Street, which collectively “already own about one-quarter of the stock in a wide array of public companies in the United States. . . . Traders, shareholder activists, and newly formed blockholders with long-term intentions would all lose voting power.”107

Fourth, many major institutional investors, fund managers, and proxy advisors have already publicly endorsed the “one-share, one-vote” policy, at least in principle.

Tenure voting might well, though addressing some problems, create, or exacerbate, others.

401




4.02(C)–Controlling Shareholders Holding Common Stock

Although directors owe fiduciary duties to the corporation, and thus indirectly to its shareholders, do the corporation’s shareholders owe fiduciary duties to the corporation and each other?

Minority shareholders generally owe no such duties to other shareholders. However, courts have held that shareholders who have a majority of the common shares do owe a duty not to exploit the operations of the board for their own benefit.108 This duty has been extended to shareholders who, though not owning a numerical majority of the shares, nonetheless hold enough to control or “dominate” the board.109

Typically, the question arises in the context of a merger proposal backed by majority or controlling shareholders but rejected as unfair by minority shareholders, or when minority shareholders accuse the majority or controlling shareholders of engineering a “freeze out” situation that enables their own shares, but not those of the minority shareholders, to participate in beneficial transactions.

Thus, in 1939, the Supreme Court held that


[a] director is a fiduciary. . . . So is a dominant or controlling stockholder or group of stockholders. . . . Their powers are powers in trust. . . . Their dealings with the corporation are subjected to rigorous scrutiny and where any of their contracts or engagements with the corporation is challenged the burden is on the director or stockholder not only to prove the good faith of the transaction but also to show its inherent fairness from the viewpoint of the corporation and those interested therein. . . . The essence of the test is whether or not under all the circumstances the transaction carries the earmarks of an arm’s length bargain. If it does not, equity will set it aside.110
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Thirty years later, the California Supreme Court cited that decision in observing that


[d]efendants take the position that as shareholders they owe no fiduciary obligation to other shareholders, absent reliance on inside information, use of corporate assets, or fraud. This view has long been repudiated in California. The Courts of Appeal have often recognized that majority shareholders, either singly or acting in concert to accomplish a joint purpose, have a fiduciary responsibility to the minority and to the corporation to use their ability to control the corporation in a fair, just, and equitable manner. Majority shareholders may not use their power to control corporate activities to benefit themselves alone or in a manner detrimental to the minority. Any use to which they put the corporation or their power to control the corporation must benefit all shareholders proportionately and must not conflict with the proper conduct of the corporation’s business.111



When a minority shareholder has demonstrated to the court that a majority or otherwise controlling shareholder has propelled the corporation into such a transaction, the Delaware Supreme Court has held that


[t]he requirement of fairness is unflinching in its demand that where one stands on both sides of a transaction, he has the burden of establishing its entire fairness, sufficient to pass the test of careful scrutiny by the courts.

The concept of fairness has two basic aspects: fair dealing and fair price. The former embraces questions of when the transaction was timed, how it was initiated, structured, negotiated, disclosed to the directors, and how the approvals of the directors and the stockholders were obtained. The latter aspect of fairness relates to the economic and financial considerations of the proposed merger, including all relevant factors: assets, market value, earnings, future prospects, and any other elements that affect the intrinsic or inherent value of a company’s stock. . . . However, the test for fairness is not a bifurcated one as between fair dealing and price. All aspects of the issue must be examined as a whole since the question is one of entire fairness.112
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The “entire fairness” test is equivalent to the “intrinsic fairness” test announced by the same Court 12 years earlier, under which the directors of a parent corporation, alleged to have forced a subsidiary into transactions that benefited the parent at the expense of the subsidiary (and of the subsidiary’s minority shareholders), were required to “meet the test of intrinsic fairness[, which] involves both a high degree of fairness and a shift in the burden of proof” to the proponent of the transaction, rather than leaving the minority shareholders with the burden of overcoming the business judgment rule’s presumption that the directors satisfied their fiduciary duties.113

However, in 2009, the Delaware Court of Chancery held that the “entire fairness” test does not apply to a situation in which “the controlling stockholder . . . did not make the [acquisition] offer to the minority stockholders [but instead] an unrelated third party did.”114 There, the standard of review for the board’s approval of the merger is the business judgment rule, “if the transaction were (1) recommended by a disinterested and independent special committee, and (2) approved by stockholders in a non-waivable vote of the majority of all the minority stockholders.”115 If one or both of these tests are not satisfied, the entire fairness rule is used.116

In August 2012 the court, in declining to apply the entire fairness standard to another transaction, observed that


[a] primary focus of our corporate jurisprudence has been ensuring that controlling stockholders do not use the corporate machinery to unfairly advantage themselves at the expense of the minority. It is, of course, true that controlling stockholders are putatively free under our law to sell their own bloc for a premium or even to take a different premium in a merger. As a practical matter, however, that right is limited in other ways that tend to promote equal treatment. . . . These realities not only make it riskier for a controller to seek a premium but limit buyers’ willingness to pay one. Particularly in the context of third-party transactions, the effect of these factors is to encourage majority stockholders to use their negotiating power in a way that gives the minority stockholders the opportunity to share in the benefits the majority stockholder obtains for itself. Thus, when a controlling stockholder acts in accordance with those incentives and shares its control premium evenly with the minority stockholders, 404courts typically view that as a “powerfu[l]” indication “that the price received was fair.”

Delaware law does not, however, go further than that and impose on controlling stockholders a duty to engage in self-sacrifice for the benefit of minority shareholders. That is, the duty to put the “best interest of the corporation and its shareholders” above “any interest . . . not shared by the stockholders generally” does not mean that the controller has to subrogate his own interests so that the minority stockholders can get the deal that they want. . . . To hold otherwise would turn on its head the basic tenet that controllers have a right to vote their shares in their own interest. Put simply, minority stockholders are not entitled to get a deal on better terms that what is being offered to the controller, and the fact that the controller would not accede to that deal does not create a disabling conflict of interest.117



Yet five months earlier, the court had held that the minority shareholders of a corporation were “reasonably likely to be able to demonstrate at trial” that the majority shareholder had violated his fiduciary duty to them in insisting that an acquirer pay a control premium for his supervoting shares despite a provision in the company’s charter that specifically prohibited such a premium.118

QUESTIONS–4.02(D)

1. Courts have recognized that majority or otherwise controlling shareholders in a close corporation (marked by a relatively small number of shareholders; the functioning of some or all of the shareholders as directors and/or officers; no opportunity to sell the company’s shares on a public exchange; and therefore the significant possibility that controlling shareholders will oppress other shareholders) owe a fiduciary duty of “utmost good faith and loyalty” to the other shareholders and to the corporation.119
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(1a) Can shareholders amend the bylaws to remove this duty, or “contract out” of this duty through shareholder agreements?

(1b) Do these shareholders also owe a duty of care?

(1c) Do minority shareholders of a close corporation have any fiduciary duties to the other shareholders and/or to the corporation?120



4.02(D)–Institutional Investors Holding Common Stock

Among the shareholders with the most potential influence on the operation of corporations are institutional investors — entities that maintain and manage portfolios of stock and other assets to maximize the return to their own investors. A September 2008 report by the Conference Board, an organization composed of senior executives, found that United States-based institutional investors held 76.4% of the equity of the country’s 1,000 largest corporations, up from 67.9% in 2005, 61.4% in 2000, and 46.6% in 1987.121 In 2012, institutional shareholders reportedly held “around 80% of all stock in S&P 500 corporations,”122 sparking antitrust concerns that such “horizontal shareholding” could “reduce the incentives of horizontal competitors [such as airlines] to compete with each other”123 by reducing the prices of their goods or services, thereby “lowering the [joint] owners’ profits across both firms.”124 In 2020, one analysis indicated that prominent fund managers BlackRock, Vanguard, and State Street collectively held an average of 22% of the shares of each S&P 500 company.125

The ranks of institutional investors can be divided into several categories.


4.02(D)(1)–Pension Funds

The nation’s largest pension fund for public employees (public pension fund) is the California Public Employees’ Retirement System, or CalPERS, which 406manages assets for more than 1.9 million California public employees, retirees, and their families.126 As of April 2021, the market value of CalPERS’s investment portfolio was $460 billion.127

However, a significantly greater amount is invested in pension funds for private employees (private pension funds) than in public pension funds.128 The country’s largest private pension fund is TIAA (formerly known as TIAA-CREF, for Teachers Insurance and Annuity Association-College Retirement Equities Fund), which as of September 2021 served over five million active and retired workers in the academic, research, medical, and cultural fields,129 and as of March 2021 managed over $1.3 trillion of assets.130

Unions whose members are covered by private pension funds include the American Federation of State, County & Municipal Employees union (AFSCME), which as of June 2017 represented 1.6 million state and local government workers, as well as child care and health care workers, and the 11.5-million-member American Federation of Labor–Congress of Industrial Organizations (AFL-CIO).131

Pension funds would seem to be ideally motivated and positioned to pursue shareholder activism. First, because they hold larger equity stakes than smaller investors, they might be both more likely to command management’s attention to their concerns and less reluctant to expend resources on initiatives that would benefit all shareholders, including “free riders.” Second, because “the fiduciary act of managing plan assets which are shares of corporate stock would include the voting of proxies appurtenant to those shares of stock,”132 among the fiduciary responsibilities of the private (as opposed to public133) funds’ managers under the Employee Retirement Income Security Act of 1974 (ERISA) is the duty “to periodically monitor the activities 407of the investment manager with respect to the investment of plan assets[, including] decisions made and actions taken by investment managers with regard to proxy voting” of the corporate shares held by the fund.134

Moreover, pension funds might be more committed to holding for the long term, rather than taking a Wall Street Walk from (i.e., selling) the shares of firms whose governance practices concerned them. A private pension fund’s managers may be required under ERISA to maintain its assets in a diversified, or indexed, portfolio135 (which has led at least one commentator to term them “stuckholders”)136 and their fiduciary responsibilities require them to evaluate 408carefully the matters with regard to which they vote these shares. Indeed, even if the fund could sell those shares, dumping such relatively large holdings onto the market at one time would deflate the price of the shares sold more than if the fund had tried to liquidate a smaller position.137

In addition, in 1994 the Department of Labor issued an interpretive bulletin requiring the investment manager to maintain proxy voting records, and for the pension fund to establish a “statement of investment policy,” that is, “a written statement that provides the fiduciaries who are responsible for plan investments with guidelines or general instructions concerning various types or categories of investment management decisions, which may include proxy voting decisions.”138

Notably, the bulletin anticipated and approved such an investment policy’s inclusion of shareholder activism, or


activities intended to monitor or influence the management of corporations in which the plan owns stock . . . where the responsible fiduciary concludes that there is a reasonable expectation that such monitoring or communication with management, by the plan alone or together with other shareholders, is likely to enhance the value of the plan’s investment in the corporation, after taking into account the costs involved.139



Public pension funds, which are not subject to ERISA’s diversification requirement but are subject to state regulations and the state caselaw on trusts, would also be immune to the implicit or explicit threats that a corporation’s executives could level against the managers of a bank’s or insurance company’s private pension fund: if you divest our shares, you won’t get any (or any more) of our business as a customer.140

However, this may be offset by the greater susceptibility of public pension funds to political pressures — perhaps applied by governors, who may appoint some directors of such funds — to invest in troubled local businesses, to divest from companies based in certain countries,141 or to adopt management strategies that aid governors’ budgetary efforts.142 In addition, according to one analysis,
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[p]ublic pension funds simply lack the legitimacy to push beyond relatively uncontroversial “motherhood and apple pie” issues. Unlike CEOs or hedge fund managers, these funds do not have to go out to the market to compete for investment capital; their managers have little financial stake in their success; they are not subject to market penalties for failure; they are run by politicians, bureaucrats, and union representatives; and as political entities, they are subject to political pressure not to overstep their bounds.143



A subsequent survey of public pension fund trustees by the same author found that “most pension funds do not take an active role in voting on shareholder proposals on social and environmental issues,”144 because of the trustees’ “conservative investment decision-making practices.”145 Another commentator concluded that


[f]und managers are typically judged on relative rather than absolute performance, such as by reference to the performance of their peers or a specific market index. This emphasis on relative over absolute returns diminishes a fund manager’s willingness to promote good corporate governance or environmental behavior, even if it would boost her returns, unless she can exclusively capture the financial reward for such actions.146



In March 2008, two corporate law scholars published the results of their survey of the effects on corporate governance of public pension funds, of which more than 2,600 exist in the United States.147 They concluded that, though CalPERS was 410prominent in corporate governance activism, and other funds managing large amounts of assets were engaged to some degree, smaller funds were much more passive. Indeed, with some notable exceptions, pension fund activism is “generally limited to low-visibility activities, such as participation in corporate governance organizations or withholding votes from a management nominee [for a directorship],” rather than, for instance, a fund’s proposing its own candidates for the board.148

This reticence may have been due to the funds’ unfamiliarity with empirical studies of corporate governance mechanisms; limited expertise in the area (especially in identifying board candidates); lack of funding; concerns about activism’s detracting from their image; and/or a significant reliance on such intermediaries as proxy advisory services.149 However, public pension funds of all sizes were more willing to engage in litigation over corporate governance, perhaps as a result of the implicit encouragement of the Private Securities Litigation Reform Act of 1995,150 which gave private law firms an incentive to mobilize funds as plaintiffs in such cases; or because “litigation decisions are subject to a different decisionmaking structure within the fund.”151

Recent reports indicate that large institutional investors looking for an earnings edge over their competitors have quietly begun supporting activists,152 sometimes even alerting them to potential opportunities by means of so-called “R.F.A.s, or requests for activism.”153

QUESTIONS–4.02(D)(1)

1. In 2006, a (then-)vice-chancellor of the Delaware Court of Chancery stated that “[t] hose institutions more inclined to be activist investors are associated with state governments and labor unions, and often appear to be driven by concerns other than a desire to increase the economic 411performance of the companies in which they invest.”154 What are those other concerns, and to what degree should they be taken into account by these investors?

2. Roberta Romano has observed that


financial economists have not been able to identify a positive performance effect of shareholder activism because much of that activism is, in fact, misdirected. . . . [F]or a very large proportion of the governance structures that are the focus of shareholder activism, such as independent boards of directors, limits on executive compensation, and confidential proxy voting, there is a paucity or utter absence of data that demonstrate that such devices improve performance.155



She therefore suggests that fund boards formally research and evaluate the effectiveness of their suggested corporate governance initiatives, and that they abandon proxy proposals that are not backed by other investors.

Is that an effective approach?

3. Do institutional shareholders — and indeed, any activist shareholders — have any fiduciary duty to the corporations whose shares they hold, and/or to the other shareholders of those corporations?

Two authors have proposed that


all shareholders, like all directors and officers, be viewed as owing latent duties to the firm and their fellow shareholders. These latent duties would be triggered whenever a particular shareholder — whether or not it is technically a shareholder capable of controlling the board’s decisions as to all matters — in fact 412manages to successfully influence the company’s actions with regard to a particular issue in which that shareholder has a material, personal economic interest. . . .

[I]n a situation in which a plaintiff can indeed demonstrate both exercise of ad hoc control and a material conflict of interest[, an activist shareholder could invoke, if applicable,] the traditional defense, available to officers, directors, and controlling shareholders accused of loyalty breaches, that while the transaction at issue was tainted by self-interest it was nonetheless intrinsically fair in terms of both price and process. . . .156



4. Two years after discussing the various rules that inhibited institutional shareholders from amassing large shares of stock in corporations and/or from working together on influencing management,157 Bernard Black called for


measured reform that will facilitate joint [institutional] shareholder action not directed at control, and reduce obstacles to particular institutions owning stakes not large enough to confer working control. Such reform will let six or ten institutions collectively have a significant say in corporate affairs, while limiting the power of any one institution to act on its own. [Such “institutional voice”] means a world in which particular institutions can readily talk to each other and select a minority of a company’s board of directors, but can’t easily exercise day-to-day control or select a majority of the board.158



(4a) To what degree has this proposal been realized? Is it as good an idea today as it seemed in 1992?

(4b) Do organizations such as Institutional Shareholder Services (ISS) and the Council of Institutional Investors fulfill this role?159

(4c) Do the annual focus lists released by the Council of Institutional Investors and by CalPERS to identify corporations that they believe 413could be more effectively governed, actually foster cooperation among institutional investors in instilling governance changes?

(4d) What standard should govern a challenge to the board’s approval of a transaction that is out of the ordinary course of the corporation’s business and that uniquely benefits non-controlling shareholders (or stakeholders) at the expense of the corporation, minority shareholders, and/or other stakeholders?160

5. The general counsel of the Bank of New England described the formulation of a proxy voting policy as follows:


Following the general statement [which includes “the mandate to primarily benefit shareholders”], the first section concerns routine votes which will be directed by the guidelines. We shall include in this category: election of directors absent a proxy fight, appointment of auditors, ratification of directors’ actions on routine matters, the date and place of the annual meeting, and the mandatory directors’ retirement age. . . .

The next section deals with non-routine directed votes. This section includes those issues about which the institution has a clear notion of how it will vote ninety-nine percent of the time, where it feels that prudence requires a vote, and where it feels that it can give guidance and establish a policy. Green mail [i.e., preferential redemption of only the shares held by corporate raiders, usually at a premium over the market price] obviously falls under this category. . . . We might also include in this section “company business.” Product lines, labor practices and the amount of charitable contributions should all be left to management, so in our model we will state that we will generally vote against proposals involving such matters.

We will not address social and political issues, unless they dramatically affect the value of the stock. Thus, we will not take a position on defense spending, environmental issues, or foreign affairs. . . .

We could include shareholders’ rights to information as another directed category. We’ll vote in favor of proposals requiring complete and timely financial reports, adequate minutes of meetings, establishment of audit committees, and so on. This takes care of all the questions that we will direct or guide.

The remaining section, dealing with non-routine matters which are analyzed on a case-by-case basis, presents more difficult 414problems. We must still address anti-takeover proposals and those difficult decisions which must be made in the event of acquisitions or mergers. . . . In each case, an economic analysis is key.161



Would such an approach, and particularly its policy for “social and political issues,” be appropriate for a public pension fund? Another author argues that


it is irresponsible of trustees [of such funds] to have a blanket policy of abstaining from voting on social and environmental issues. There is an emerging consensus that issues of sustainability will have an impact on investment performance over the long term and therefore prudent trustees must devote thought to their policies and provide justification for their decisions.162



He recommends that U.S. public pension funds


should be required to disclose whether LTRI [long term responsible investing, i.e., investing in companies whose environmental practices promote sustainable economic development globally] considerations play a role in their investment policies. In addition, pension funds should provide disclosure on the actual implementation of those policies, such as their engagement with corporations, their proxy voting policies, and the basis for their selection and retention of asset managers who utilize an LTRI strategy.163



6. One study of the Hermes U.K. Focus Fund (HUKFF), a pension fund operating in the United Kingdom, reported that its


shareholder activism is predominantly executed through private interventions as opposed to shareholder proposals at a company’s annual meeting, or filings of proxy statements. HUKFF invested in 41 companies, and engaged with 30 of them. These engagements involved numerous meetings and telephone calls with chairmen, CEOs, and CFOs. In more than half of the cases, HUKFF also engaged with other executives, such as divisional managers, heads of investor relations, and with non-executive board members. HUKFF also privately contacted other institutional shareholders, with a view to communicating its engagement objectives and soliciting support for its activities. Strikingly, engagement rarely took a public form.164
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How does this approach compare to the “relational investing” approach of institutional investors, discussed in Section 4.02(D)(1)(a)? Do the directors of a corporation so engaged by a hedge fund have any duty to report some or all of the details of these approaches to the officers? To shareholders other than the fund itself? Does the answer depend to any degree on whether or not the corporation accedes to any or all of the fund’s requests?

Although from 1987 to 1994 public pension funds sponsored more than 450 proxy proposals concerning corporate governance, new SEC rules introduced in 1992 allowed shareholders to communicate directly among themselves,165 thereby enabling shareholders to create voting blocs that could negotiate proposals with management.166 One study found that “proposals sponsored by institutional investors (i.e., public pension funds) or coordinated groups of investors receive significantly more votes and appear to have some small but measurable negative impact on stock prices,” compared with proposals sponsored by individual shareholder activists.167

7. Two commentators argue that as a universal owner — whose holdings are widely diversified and held for comparatively long periods — an institutional investor


will recognize that certain public policy issues — health care and the health effects of certain products such as tobacco, education, training, basic research and health development efforts, and perhaps even monetary, fiscal, and international trade policy — may have impacts on its portfolio that are more important than the impact of a corporate governance issue at a particular firm. Consequently, the universal owner should examine these issues and, when appropriate, formulate policies and take actions in support of positions promoting the highest overall return to its portfolio. This may well involve accepting lower returns at some portfolio companies, at least in the short and medium term.168



Do you agree?


4.02(D)(1)(a)–“Relational Investing” and “Shareholder Engagement”

By contrast to the more confrontational approach of some hedge funds — featuring “shareholder proposals, proxy contests, lawsuits, and takeover 416attempts”169 — relational investing, sometimes known as relationship investing, generally refers to the acquisition of a significant block of shares by an investor (often an institutional investor) who intends to monitor the corporation’s operations and to use its vote and voice to beneficially influence the corporation’s management over the course of their long-term “relationship.”170 (Neither the amount nor the intended term of the equity holding has been specified.) Because of the investor’s greater potential involvement in the governance of some of the firms whose equity it holds, it may own shares in a smaller number of firms than do other institutional investors.

Characterized by the Wall Street Journal as “the practice of giving a poorly performing company a pat on the back and a helping hand, rather than a swift kick,”171 relational investing has also been termed “‘kissy-face investing,’ to distinguish it from the ‘in-your-face’ investing for which certain big investors have become known.”172

Such influence could extend to the composition of the board (for example, by calling for a majority of independent directors) and various committees; involvement in the selection of directors (whether in the process, in selection criteria, or in attempting to have particular individuals nominated to the board); and, at its most engaged (or intrusive), involvement in setting policy and strategy for the firm.173

Initial efforts by relational investors to affect corporate governance may well be low-profile and non-litigious:


[A] ll of the institutional fund investors we interviewed indicated that an informal, private dialogue (for example, by written correspondence, telephone, or face-to-face meetings) with the CEO or other high-level 417management official is always the first step taken to address a governance-related concern. In most cases, formal shareholder activism is a last resort.174



Indeed, a fund run by Nell Minow, a prominent shareholder activist and an early practitioner of relational investing,


wrote [to one firm] a 22-page letter filled with questions about options we [the fund] wanted them [the firm] to consider. All but one page described strategic and financial initiatives; one page related to governance issues, focusing on the relationship between shareholders and directors. We did not say we wanted them to make those changes immediately. Rather, we said we were intelligent people with a significant financial investment at stake. And that, given the limits of publicly available information, we had certain questions that we wanted to explore with management. We met with [the company’s CEO and CFO] several times, and we continue to be in close contact with the company. . . .

[The letter is] not public at the moment, and won’t be unless our communication with management breaks down. . . .

[U]ntil we feel that leverage [of enlisting the support of other investors] is needed, our approach is less confrontational. First, we go to the CEO. If that works, fine; then we don’t need to go farther. If that doesn’t work, then we go to the board of directors. And if that doesn’t work, and only then, do we go to the shareholders, and the press.175



Although the term relational investing emerged in the early 1990s, one of the earliest articles to address it observed that “[v]enture capital can be thought of as an example of relational investing. The venture capitalist has a large stake in the venture and is committed to holding that stake for an extended period of time. Likewise, the venture capitalist monitors management and provides informal advice.” However, where the venture capital arrangement contractually calls for the investor to assume control of the (non-public) corporation if management does not meet specific benchmarks, in relational investing the investor’s control over a public corporation “is made contingent by the takeover threat.”176

One commentator has attacked the utility of such relationships, not only by questioning the ability of institutional investors to provide useful advice to management,177 but also by arguing that any resultant improvement in a corporation’s operations would inevitably accrue to all of that firm’s shareholders, not just the one that invested resources in the relationship; and thus that because institutional 418shareholders seek not only absolute returns but also better returns than their competitors, they would have no incentive to enable such “free riders.”178

Moreover, the relationship could easily become dysfunctional if the investor, in exchange for advantageous personal or corporate deals with the firm, used its power to protect managers from displacement or attack by other shareholders.179 Finally, it could be argued that to impose pension fund managers as monitors of directors, who themselves monitor officers, only increases agency costs and inefficiencies.180

An early analysis of relationship investing found empirical support for its alleged benefit to corporations to be “generally either indirect or merely anecdotal,” and suggested that the issue was “ripe for further research.”181 Nine years later, a study of relational investing concluded that it does not provide “a sustainable competitive advantage in an environment of few hostile takeovers.”182

Possibly prompted by increased directorial concern about the new “say on pay” votes and about questions of proxy access, the inverse of relational investing — boards’ affirmative efforts to (perhaps preemptively) approach shareholders — began to achieve prominence in early 2014, under the (somewhat misleading) name of “shareholder engagement.”

After a group of independent directors and representatives of institutional investors formed the Shareholder-Director Exchange and enunciated an SDX Protocol to promote such interactions,183 the New York Times suggested that “establishing a dialogue with long-term investors can help a company, especially when it’s [later] confronted with a crisis.”184 In 2014, the Conference Board published its Guidelines for Engagement, which characterized directors’ involvement with institutional investors as 419being “in its infancy,” and recommended that it not remain confined to such “special circumstances” as: governance instability; board or CEO succession issues; and concerns over executives’ compensation.185 Late that year, the NYSE Corporate Governance Guide included chapters on “Engaging with investors on corporate governance” and “Understanding/messaging with institutional investors.”

In December 2015, the Council of Institutional Investors produced a guide to Best Disclosure: Company-Shareholder Engagement, briefly summarizing the activities in this regard of ten leading companies, including Allstate, Coca-Cola, PepsiCo, and Prudential Financial. Six months later, PriceWaterhouseCoopers (PwC) published Director-shareholder engagement: the new imperatives.

QUESTIONS–4.02(D)(1)(A)

1. Are “relational investors,” and/or the company whose governance they seek to influence, required to furnish other investors with details of their communications?

2. Is relational investing more appropriate for some governance issues than others? If so, which ones?

3. One institutional investor acknowledged in 1993 that


[w]hat we are doing is to file resolutions with individual companies asking for changes in the corporate by-laws that would require the proxy to be opened to long-term shareholders to put in a couple of hundred words analyzing the performance of the company. The independent directors would then have the right to counter with their own couple of hundred words.186



Does this make sense? Would it be effective?




4.02(D)(2)–Mutual Funds

A mutual fund is


an entity that raises money from investors and invests the proceeds in securities. The securities are owned by a separate legal entity that sells shares to investors. The shares entitle their owners to a pro rata interest in the pooled assets. The fund is managed by a board of directors elected by the fund’s shareholders. The fund enters into a contract with an entity that manages the fund’s investments for a fee, which is generally a percentage of assets under management. The manager is generally an affiliate of the entity that organized the fund and promoted its sale to investors.

Mutual funds are divided into two types. “Open-end” funds offer shares continuously and grant investors a right to redeem their shares on 420demand at their current value. Open-end fund shares are not transferable. “Closed-end” funds, by contrast, do not offer a redemption right to investors, who may exit the fund only by selling shares on an exchange, as they would corporate stock. Closed-end funds do not offer shares for sale continuously as open-end funds do.187



Mutual funds are subject to regulation by the Securities and Exchange Commission under the Investment Company Act of 1940.188 For a fund to qualify for favorable tax treatment as diversified, over 50% of its assets (and over 75% of those assets, if the fund wishes to advertise itself as diversified) must not represent more than 10% of the stock of any corporation189 or have one corporation’s stock account for more than 5% of its value.190 The Act also requires that at least 75% of the directors of the mutual fund, including its chairman, be independent of the entity that serves as the fund’s investment adviser.191 According to one analysis of turnover in mutual funds’ portfolios during the period from 2005 to 2015, these funds tend to hold stocks for a period that is “short — in the range of fifteen to seventeen months — but not shortening.”192

Mutual funds have attracted massive amounts of investment capital from individual investors seeking diversified portfolios, and who are enabled by defined contribution plans (unlike the traditional defined benefit plans) offered by their employers to choose the form and manager of their funds.193

A survey of institutional investors, published in 1999, concluded that


the[se] investors can be divided into two over-arching philosophical groups: pension-fund investors, who tend to believe in the economic value of governance and the effectiveness of shareholder activism, and private mutual fund investors, who are skeptical of the value of “good” 421governance practices, particularly in the short term, and who as a rule avoid formal shareholder activism.194



In 2003, the SEC imposed several new requirements on mutual funds whose assets are greater than $100 million: they now must create and publicly disseminate their policies on how to decide which way to vote the proxy votes accompanying the shares that they hold, as well as their procedures for coping with potential conflicts of interest between the fund’s shareholders and the fund company, its directors, and its officers; and they must publicly indicate which way they voted the shares on each proposal.195

Although in 2002 one commentator had “surmise[d] a picture of increasing mutual fund activism,”196 a detailed analysis of the required disclosures made by five of the largest mutual fund families (in terms of value of equity holdings) revealed that they generally (on average, in 83% of the votes) voted for management, including with regard to the election of directors (86%), but not with regard to takeover defenses (only 41%).197 An analysis published in 2005 found that “the more business ties [such as managing a corporation’s benefit plan] a fund 422company has, the less likely it is to vote in favor of shareholder proposals opposed by management.”198

Indeed, a study in 2007 concluded that


mutual funds appear to support management less frequently than other investors. However, we find no evidence that the [voting disclosure] rule decreased mutual funds’ voting in support of management. Indeed, some of our results suggest that mutual funds’ support for management increased after the rule’s adoption, particularly for executive equity incentive compensation plan (EEIC) proposals. This finding is contrary to the expectation of disclosure rule advocates, who contended that funds voted with management due to conflicts of interest and would reduce that support once their votes were transparent.199



That same year, another commentator observed that, with the exception of the mutual fund component of TIAA-CREF, mutual funds have generally not initiated shareholder proposals but have voted instead for proposals advanced by others, which themselves are only precatory and/or concerning relatively unimportant matters; thus, mutual fund activity “represents a rather passive form of ‘activism.’”200 However, the industry trade group Investment Company Institute’s own study of mutual fund voting in 2007 concluded that although the funds predominantly supported management proposals, they voted in favor of only 38% of shareholder proposals.201

In late 2018, the Wall Street Journal reported that, to justify their higher management fees in the wake of the increased popularity of index funds, mutual funds were increasingly confronting companies’ boards, with both public demands and private pressure.202
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QUESTION–4.02(D)(2)

One commentator has attacked the structure and function of the boards of mutual funds:


“Independent” directors are selected and nominated by the management firm, subject to a perfunctory “rubber stamp” by fund investors. The fund board is composed of part-timers who rely on the fund’s management firm for information, direction and compensation. Even if they wanted to, the fund directors cannot realistically threaten to take the fund’s business elsewhere. Negotiation on behalf of fund investors is understandably an empty ritual.203



Another author, concerned with the optimal distribution of power between owners and managers of mutual funds, has questioned


whether mutual funds should have boards at all [and whether] mutual fund investors [should] be shareholders in the fund with full voting rights. That is, perhaps the SEC should question, more broadly, the assumption that mutual funds must be organized in accordance with a corporate model.204



Would investors in mutual funds be better served if the funds were organized in a non-corporate form? What form of funds would maximize the interests of investors?



4.02(D)(3)–Hedge Funds

As the Court of Appeals for the District of Columbia Circuit has recognized, “‘[h] edge funds’ are notoriously difficult to define. The term appears nowhere in the federal securities laws, and even industry participants do not agree upon a single definition.”205 In a November 2008 hearing on “Hedge Funds and the Financial Market,” the chair of the House Committee on Oversight and Government Reform 424acknowledged that “hedge funds are virtually unregulated. They are not required to report information on their holdings, their leverage, or their strategies. Regulators aren’t even certain how many hedge funds exist or how much money they control.”206

One estimate, from early 2007, was that 9,000 funds controlled assets valued at more than $1.4 trillion;207 by another analysis that year, the assets were worth more than $1.7 trillion.208 However, the financial crisis beginning in 2008 reduced the funds’ assets, not only because many of the component shares dropped in value but also because a number of hedge fund investors withdrew from the funds.209 One report in early 2009 found that the number of hedge funds had reached its high the previous year, at 10,233, before falling by 4%; and that the funds managed a total of $1.6 trillion.210 In late August 2012, the Wall Street Journal referred to “the 10,000 or so hedge funds out there, which collectively hold some $2.5 trillion in assets.”211 By mid-2018, one research firm identified only 8,413 hedge funds but estimated that the industry controlled $3.2 trillion in assets.212

Hailed as the latest participant in corporate governance activism,213 and in fact by one commentator as “the great, shining beacon of hope on an otherwise bleak landscape,”214 the hedge fund is “an entity that holds a pool of securities and perhaps other assets, whose interests are not sold in a registered public offering and which is not registered as an investment company under the Investment Company Act.”215
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Other characteristics of hedge funds are the ability to execute a wide variety of investment strategies, including leveraging activities not permitted to mutual funds;216 selling securities short; aggressively leveraging to buy securities; pursuing short-term investment strategies;217 and attracting participation of high-net-worth individuals and of institutional investors. A minority of hedge funds actively approach management about implementing changes in governance,218 sometimes placing their own candidates on the board of directors.219
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Hedge funds are largely free of the conflicts that may inhibit activism by private pension funds and by mutual funds: not only are they not affiliated with financial institutions, but they also do not manage company pension plans.220 Moreover, these investment vehicles can amass a much larger stake in a corporation than can a diversified mutual fund that is subject to the requirements of the Investment Company Act. Another factor is the compensation of advisers, which generally consists of a percentage of the amount of assets managed as well as a percentage of gains achieved, allegedly giving them a greater incentive for activism — as well as a greater alignment with the interests of investors — than those of managers of public pension funds and of mutual funds.221

These funds have also been subject to considerably less federal control, leading to their characterization by some as “unregulated mutual funds.”222 The House Committee hearing concerned whether “the failure of large hedge funds could pose significant systemic risks to our financial system.”223 However, the Organization for Economic Cooperation and Development (OECD) has suggested that “activist hedge funds that are not constrained in their shareholding levels and that have strong incentives to exercise their shareholder rights could improve the overall efficiency of capital markets and underpin good corporate governance.”224 Still to be determined, however, is whether their activities will “finally effect[] . . . the rise of the political model of corporate governance”225 and, even if so, whether they will continue to be “a more benign phenomenon than . . . critics would have us believe.”226
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One survey of hedge fund activity concluded that, as opposed to the pitched battles of the 1980s over leveraged buyouts, hedge fund activism generally did not end in a change of control or capital structure of the firm; instead, in 40% of the situations surveyed, the activists gained board seats.227 They thus effectively became insiders, with concomitant fiduciary responsibilities to the firm,228 though they are “more distanced from management [than are traditional holders of blocks of shares] and arguably better positioned to approach corporate governance’s theoretical ideal of a vigorous outside monitor.”229

Another study concurred:


Activist hedge funds occupy an important middle ground between internal monitoring by large shareholders and external monitoring by corporate raiders. Activist hedge funds are more flexible, incentivized, and independent than internal monitors, and they can generate multiple gains from targeting several companies on similar issues. Conversely, activist hedge funds have advantages over external corporate raiders, because they take smaller stakes, benefit from cooperation with management, and have support from other shareholders. This hybrid internal-external role puts activist hedge funds in a potentially unique position to reduce the agency costs associated with the separation of ownership and control.230



The authors of this study similarly noted that “hedge fund activists are openly hostile in less than 30% of all cases[and m]ore commonly . . . cooperate with managers, at least at the initial stages, and achieve all or most of their stated goals in about two-thirds of all cases.”231
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However, in March 2006 a leading corporate practitioner issued to clients, as a supplement to his firm’s guidance for responding to takeover attempts, “a checklist of matters to be considered in putting a company in the best possible position to respond to an attack by a hedge fund.”232 Two years later, the Conference Board, which currently identifies its mission as “equipping the world’s leading corporations with practical knowledge they need to improve their performance and better serve society,”233 released a preliminary version of a report and recommendations on the threat of “hedge fund activism.”234 The draft advised corporate directors to inform themselves about the ownership and trading of the company’s shares; hedge fund investment processes and activist approaches; and governance practices preferred by hedge funds.235

Specifically, hedge funds concerned with enhancing a company’s governance were said to attempt to


	declassify the board of directors [i.e., have shareholders elect all directors every year];

	change the board composition or question its independence;

	separate the chairman and chief executive officer roles;

	repeal a shareholder rights plan or rescind other anti-takeover measures;

	strengthen pay-for-performance mechanisms in the executive compensation program;

	question fraud or unethical behavior and demand an investigation; or

	promote new and voluntary disclosure, especially of extra-financial measures of firm performance.236


It remains unclear, though, whether any improvements in financial performance after such changes resulted directly from the new policies themselves or were merely “due to the less concrete effect of increased, diligent monitoring” by the hedge fund.237 (Perhaps the best-known intervention in — some might say, micromanagement of — a company’s operations by an activist hedge fund was Starboard Value’s call in 2014 for Darden Restaurants, owner of the Olive Garden chain of 429Italian restaurants, to make additional breadsticks available to customers only on request, and to salt the water used for cooking its pasta.)238

It also remains to be seen how positive such financial results will be. A study of 114 activist hedge fund engagements begun between 2002 and 2006 and tracked through 2009 concluded that “the financial yield . . . is disappointing. The hedge funds prove better at extracting target concessions and getting into boardrooms than at yielding long-term, market-beating financial gain.”239 However, another analysis, “of about 2,000 interventions by activist hedge funds during the period 1994–2007, examining a long time window of five years following the intervention,” found “no evidence that the interventions . . . are followed in the long term by declines in operating performance,” and in fact discovered “evidence that such interventions are followed by long-term improvements . . . in performance.”240

QUESTIONS–4.02(D)(3)

1. To what degree is the increasing emphasis on transparency in corporate governance mirrored by proposals, in the wake of the financial crisis beginning in 2008, for hedge funds to disclose more of their operations to federal banking regulators? Does it make a difference that under some of these proposals the funds would be disclosing information only to government agencies and not to their investors or to the public generally?
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2. Are large institutional investors such as CalPERS attempting to influence the governance and operation of the hedge funds in which they invest, just as these institutional investors attempt to influence some of the individual corporations of which they hold shares? If not, should they do so?

3. Are any governance issues implicated by the emerging trend of hedge funds’ lending to, rather than investing in, corporations?241



4.02(D)(4)–Private Equity Funds

To one commentator writing in 2007,


[p]rivate equity funds occupy the same unregulated space and appeal to the same class of investors [as hedge funds], and, like hedge funds, lever their portfolios. Until recently, we could distinguish hedge funds from private equity by the characteristics of their investments. Private equity, the successor to the leveraged buyout funds of the 1980s, takes companies private, investing long-term in their equity from a control position. Hedge funds, in contrast, play securities markets worldwide. Private equity firms possess expertise in company analysis. Hedge funds, in contrast, employ “numbers guys” expert in complex market arbitrage. . . .

Private equity also actively reshapes business plans, but does so behind closed doors over periods of years, after buying the company and taking it private. Differences in governing investor contracts parallel these different behavior patterns. Contracts governing investment in hedge funds typically lock up investor capital for six months, although some now impose terms of two years or longer. Contracts governing private equity investment tend to lock up investments for five years, with some contracts going as far as ten years. These more liberal arrangements facilitate not only large, illiquid, and long-term equity positions, but patience. In contrast, the hedge funds’ shorter durations, when coupled with the large, illiquid positions, invite aggression and impatience. Of course, nothing in present practice dictates the terms of the activists’ future arrangements with their investors.242



Concluded one analysis of the structure of private equity transactions:


The formula for success is not that complex: leverage the target company’s assets to borrow sufficient cash to buy out the position of the principal 431and leave enough for working capital needs. Then the goal is to grow the business at the same time it services its own debt out of cash flow.243



In January 2012, the Wall Street Journal reported that the high returns that private equity funds generated, as well as the diversification that their long-term holdings offered investors with existing portfolios of stocks and bonds, had attracted “[i]nvestors ranging from pension plans and charities to global insurance companies and university endowments.”244 Yet four months later a commentator cautioned that private equity firms had much more cash on hand than they had solid investment opportunities; that “[n]ot only are [proposed] deals expensive, there are fewer sellers than usual because they do not want to sell in a market that they think is underpriced”; and that the market’s appetite for initial public offerings appeared to have weakened.245

Almost seven years later, a leading business magazine concluded that “[p] rivate equity managers won the financial crisis . . . Almost everything that’s happened since 2008 has tilted in their favor,” including “low interest rates,” a “friendly political climate,” and a “long line of clients.”246



4.02(D)(5)–Sovereign Wealth Funds

The assembly by many governments of enormous pools of surplus capital — estimated at $2.3 trillion in early 2009,247 and at $8.1 trillion by mid-2020248 — and their investment in shares of foreign corporations “received scant policy attention prior to 2007,”249 but has since caused great concern. Such “sovereign wealth 432funds,” a number of which contain more than $100 billion,250 generally “do not fully disclose their holdings, investment criteria, and management rules.”251

These funds raise national security issues when they attempt to acquire controlling interests in certain corporations — such as those engaged in national defense contracting — of other countries. The Committee on Foreign Investment in the United States (CFIUS) can recommend to the President that specific foreign investments in domestic companies be barred.252 Even when the transactions are not in such sensitive areas — for instance, Abu Dhabi’s November 2007 acquisition of a 4.9% stake in Citibank for $7.5 billion, or the Singaporean fund Temasek’s acquisition of a 14% stake in Merrill Lynch for $5.9 billion — they may raise concern among domestic executives and legislators.

Under the authority granted to it by the Foreign Investment and National Security Act of 2007 (FINSA),253 the Treasury Department issued a final rule (effective December 22, 2008) that clarified which transactions could be blocked.254 Central to the revisions was the element of control:


FINSA does not define “control,” but rather requires that CFIUS prescribe a definition by regulation. . . .

The Final Rule maintains the long-standing approach of defining “control” in functional terms as the ability to exercise certain powers over important matters affecting an entity. Specifically, “control” is defined [in §800.204(a)] as the “power, direct or indirect, whether or not exercised, through the ownership of a majority or a dominant minority of the total outstanding voting interest in an entity, board representation, proxy voting, a special share, contractual arrangements, formal or informal arrangements to act in concert, or other means, to determine, direct, or decide important matters affecting an entity; in particular, but without limitation, to determine, direct, take, reach, or cause decisions regarding the [matters listed in §800.204(a)], or any other similarly important matters affecting an entity.” See §800.204(a).
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Two points should be emphasized concerning this definition. First, it eschews bright lines. Consistent with the existing regulations, control is not defined in terms of a specified percentage of shares or number of board seats. Although share holding and board seats are relevant to a control analysis, neither factor on its own is necessarily determinative. Instead, all relevant factors are considered together in light of their potential impact on a foreign person’s ability to determine, direct, or decide important matters affecting an entity. Second, echoing the congressional views expressed in the conference report accompanying the original legislation in 1988, the focus of the statute and therefore of these regulations is control. Even acknowledging the considerable flexibility necessarily inherent in a national security regulation, the statutory standard is not satisfied by anything less than control. Acquisition of influence falling short of the definition of control over a U.S. business is not sufficient to bring a transaction under section 721.255



Yet, even if the fund does not acquire enough shares to “control” the domestic corporation, the fund is not out of the woods:


[I]f an investment does fall under the definition of a control transaction, CFIUS will formally review it. If CFIUS finds no national security concern, it will sign off on the transaction, usually contingent upon executing a mitigation agreement [specifying actions that the domestic corporation must take to mitigate national security issues] with the [sovereign wealth fund]. Once CFIUS has approved the transaction, its only regulatory recourse is to enforce a breach of the mitigation agreement.

On the other hand, if the [fund] structures the deal to avoid acquiring control, as is typically the case, the threat of CFIUS investigation perpetually hangs over the investment — the transaction has not been formally vetted by CFIUS, and thus may be revisited by CFIUS should the nature of the investment change (for example, if the [sovereign wealth fund] seems to be using its investment in ways that may jeopardize national security). . . .

The uncertainty of the rules’ application will likely encourage [such funds] to maintain their shareholder strategy of passivity or understated influence.256



Moreover, a fund’s acquisitions of less than a controlling block of shares in a domestic corporation not linked to national defense might still spark fears of theft of trade secrets, and/or that the fund will, to benefit foreign competitors, 434compromise the goals and procedures of the firm.257 Two commentators have proposed an approach of vote suspension, under which


the equity of a U.S. firm acquired by a foreign government-controlled entity would lose its voting rights, but would regain them when transferred to non-state ownership. The result is to separate control from investment value; the expected returns to a foreign-sovereign equity investor remain identical to those of other shareholders, yet the foreign government entities lose direct influence over management through voting.258



A report by the Commission of the European Communities suggested the following principles of governance for sovereign wealth funds:


	[c]lear allocation and separation of responsibilities in the internal governance structure of a SWF;

	[d]evelopment and issuance of an investment policy that defines the overall objectives of SWF investment;

	[e]xistence of operational autonomy for the entity to achieve its defined objectives;

	[p]ublic disclosure of the general principles governing a SWF’s relationship with governmental authority;

	[d]isclosure of the general principles of internal governance that provide assurances of integrity; [and]

	[d]evelopment and issuance of risk-management policies.259


It also suggested that such funds disclose


	[a]nnual[ly,] investment positions and asset allocation, in particular for investments for which there is majority ownership;

	[e]xercise of ownership rights;

	. . . the use of leverage and . . . the currency composition;

	[s]ize and source of an entity’s resources; [and]

	. . . the home country regulation and oversight governing the SWF.260


Similar principles of governance and transparency appear among the Santiago Principles, which have been adopted by a coalition of sovereign wealth funds “to 435demonstrate — to home and recipient countries, and the international financial markets — that the SWF arrangements are properly set up and investments are made on an economic and financial basis.”261

Yet in 2017, one commentator concluded that “[t] he U.S. financial regulatory system has not yet evolved a coherent approach to the regulation” of sovereign wealth funds.262



4.02(D)(6)–Banks as Shareholders

The Office of the Comptroller of the Currency requires national banks that administer “collective investment funds” — that is, funds that pool, for operating and financial efficiency, the assets of pension or other funds managed by the banks as fiduciaries263 — to


have internal policies that outline the bank’s position for voting proxies and for handling related social or controversial issues. These policies should include a provision that the bank maintain a record of how proxies are voted and, when a decision is made not to vote a proxy, the reasons why that decision was made. . . .

. . . [A] national bank should consider making available to interested persons the bank’s proxy voting policy and CIF proxy voting record. . . . In most cases, the bank, as trustee of a CIF, will be the owner of any security acquired by that CIF for which there is a proxy issue. Accordingly, there is no regulatory requirement that a bank or its CIFs disclose to bank customers or to the public the bank’s voting record.264
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4.02(D)(7)–Influences on Institutional Shareholders: Proxy Advisory Firms and Governance Ratings Agencies

Institutional investors often turn to proxy advisory firms for analysis and recommendations concerning how they should, consistent with their fiduciary duties to their own investors, vote shares that they hold in other corporations. Such firms, and others, may also offer ratings of the corporate governance of various corporations, as well as advice on how a client may improve its own governance.265

However, a General Accounting Office (GAO) report to Congress in June 2007,266 as well as commentators,267 have suggested that such firms may have a conflict of interest, because (1) they also provide advice to corporations on how to create proposals to be approved by their own shareholders; (2) they may provide advice to corporations on how to respond to proposals submitted by institutional shareholders; (3) the owners or executives of the advisory firms may have an ownership interest in, and/or serve on the boards of, those corporations; (4) the parent corporations of the advisory firms may offer other financial services to different clients; and (5) the firms may offer not only to rate a corporation’s governance but also to recommend methods of improving it.268 Concerns have also been expressed about the foreign ownership of one leading advisory firm.269

The GAO report suggested that because large institutional investors might well conduct their own research and develop their own policies on voting shares that they hold,270 and might subscribe to the services of more than one proxy advisor, “the overall influence of advisory firms may be limited.”271
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In addition, the criteria, “metrics,” and algorithms developed by proxy advisory services and others to rate the corporate governance of different companies have been criticized as (variously) nonspecific, nonpredictive, inappropriately uniform, not based on empirical research, and continually updated (perhaps to sell new ratings).272 A separate GAO report, in 2016, indicated that “market participants and stakeholders had mixed views about the extent” of the proxy firms’ influence on “shareholder voting and corporate governance practices,” and noted that “[s]tudies we reviewed also did not agree on the extent of the influence or whether it was helpful or harmful.”273

In 2014, the SEC’s Staff Legal Bulletin No. 20274 clarified that fund managers and other “investment advisers” who rely on a proxy advisor’s recommendations to help them fulfill the responsibility imposed by Rule 206(4)-6 under the Investment Advisers Act of 1940275 (the “Proxy Voting Rule”) — to vote proxies in the best interests of their shareholding clients — should “adopt and implement policies and procedures that are reasonably designed to provide sufficient ongoing oversight of [the proxy advisor, including] measures reasonably designed to identify and address the proxy advisory firm’s conflicts that can arise on an ongoing basis. . . .”

The Wall Street Journal’s editorial board, noting that many fund managers had believed that they were required to delegate proxy voting to the proxy advisors, applauded the clarification: “This means funds can abstain in proxy elections, or 438always vote with corporate management, or always vote with [ISS and Glass Lewis] or any other authority that fund investors trust to make such decisions.”276

In 2020, the SEC required proxy advisors to disclose their voting recommendations to publicly traded companies before, or at the same time as, they furnished those recommendations to clients; to notify clients of the companies’ reactions to this information; and to disclose to clients any conflicts of interest.277

QUESTIONS–4.02(D)(7)

1. If, as one commentator has suggested, the SEC does “clarify its rules to make clear that merely following the advice of a corporate governance adviser will not establish due care with respect to proxy voting,”278 what should managers of institutional investors or corporations do, beyond complying with Staff Legal Bulletin No. 20 (if applicable), to protect themselves against charges of (and potential liability for) breaching this fiduciary duty?

2. Do corporate directors and officers breach their fiduciary duties by structuring the governance of their firms to achieve a high (or higher) rating from governance rating agencies? Conversely, do they have a responsibility to achieve a high (or higher) rating?



4.02(D)(8)–Shareholder Advisory Committees

Should corporations form shareholder advisory committees composed of representatives of those individuals or entities holding the largest numbers of their shares? Institutional investors would certainly be among the voices on many such committees.

CalPERS’s pioneering efforts in proposing such arrangements279 were inspired in the mid-1980s by its status as a non-voting member of the equity security holders’ committee of Texaco during that company’s reorganization in bankruptcy.280 The text of its early proposals, as a shareholder, called on corporations to create


a Shareholder’s Advisory Committee to advise the Board of Directors on the interests of shareholders. The Board of Directors shall ensure the formation 439and effective operation of this Committee and shall give due consideration to such advice and proposals as shall be reported by this Committee to the Board. Members of the Committee shall serve without costs to the Company, except that the Committee shall be reimbursed for normal travel and operating expenses. The Committee shall be composed of at least nine members and shall be reconstituted on an annual basis. The Board shall establish appropriate procedures for selection of members, provided that (i) each member is a beneficial owner of at least 1,000 shares of the company’s voting stock for the entire period of membership; (ii) no member has any affiliation with the Company other than as a shareholder, and (iii) at least five voting members are selected from the 50 largest beneficial owners of the Company’s voting shares. No member may serve more than two consecutive terms.281



Two commentators attacked this suggestion as


likely to prove an ineffective tool for reform. . . . Such a shadow board would suffer all of the structural shortcomings that critics have identified in actual boards of directors, while exercising none of an actual board’s power. If boards of directors today meet too infrequently and have too little information to monitor management effectively except during occasional crises, an advisory committee would presumably meet even less frequently and receive even less information from management. Similarly, if the outside directors of public corporations, who are largely senior executives of other public corporations, lack the time for real monitoring, shareholder representatives assigned to numerous portfolio companies presumably would lack not only the time but also the expertise of the executive outsiders.282



Another pointed out that individual institutions might find it in their own best interests not to join such a committee, because committee members might be subject to restrictions on selling their shares; the results of their committee work would benefit “free-riding” shareholders; the institution itself might be best able to capitalize privately on its own information and expertise; and widely diversified funds might see no competitive advantage if other firms hold roughly the same proportion of shares in the corporation(s) in question.283
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On the corporate side, Pfizer notably convened a meeting in October 2007 among its lead director (and chair of its governance committee), the chairs of its compensation and audit committees, and representatives of its largest institutional investors, who together owned about 35% of the company’s shares.284 In a memo to his clients, leading corporate practitioner Martin Lipton characterized this development as “another example of corporate governance run amuck,” which threatened to allow “shareholders [to] replace directors as the fundamental arbiters of corporate policy.”285

QUESTIONS–4.02(D)(8)

1. To what degree would the fiduciary duties of members of shareholder advisory committees mirror those of members of the unsecured creditors’ committee, secured creditors’ committee, and equity security holders’ committee in the bankruptcy of a corporation? For instance, do members of a shareholder advisory committee have a duty to make available to other shareholders information that they acquire in the course of the committee’s work?286

2. Can institutional members effectively create an “ethical wall” to allow some of their employees to serve on the committee and others, whom the “wall” shields from access to non-public information that their colleagues have learned, to continue to trade in the corporation’s shares?287 By what process could the members of the committee identify to each other, and resolve, potential conflicts of interest?288

3. Does it make more sense to confine the operations of a shareholder advisory committee to a special purpose committee that would function in particular situations — such as the evaluation of whether the corporation should be sold, or whether the corporation should pursue a derivative 441claim — in which “the board is least likely to represent shareholder interests adequately”?289

What other situations would such a special purpose committee address?

4. Who would be responsible for convening a shareholder advisory committee or a special purpose committee, and upon what specific event or events? Would the committee, or the board, inform other shareholders of its actions and recommendations?

5. Does the business judgment rule apply to the members of a shareholder advisory committee or a special purpose committee? Would the directors and officers insurance (D&O insurance) that can shield a corporate executive from liability for errors and omissions that she makes while working for her corporation also cover errors and omissions that she might make in her role as a member of either of these committees?

6. To what extent does Regulation FD (for Fair Disclosure),290 which prohibits corporations from disclosing material non-public information selectively to outsiders, constrict management’s discussions with participants in — and thus reduce the value of — shareholder advisory committees and other meetings with investors?

7. To what extent do members of shareholder advisory committees and shareholder participants in other meetings with management qualify as acting together for purposes of Regulation 13D291 or (as passive investors) Regulation 13G,292 which impose public filing requirements on individuals or groups that hold more than 5% of a company’s shares?

8. Instead of or in addition to a shareholder advisory committee, would it be appropriate to amend the securities laws to allow “oversight shareholders” (for example, those who have held 1% or more of a corporation’s stock for six months or longer) “to make managerial inquiries and hold management accountable while at the same time permitting them to trade in shares on a limited basis and be shielded from the prospects of insider trading liability”?293

9. Another proposed option — particularly useful for zone of insolvency or other situations in which management might sacrifice shareholder interests 442for those of creditors — is the creation of an equity trustee, which might be a law firm, corporate consulting firm, or a division of an investment bank or institutional investor, who


would be appointed by a committee of the corporation’s seven largest equity holders as measured at a certain time each year. . . . As with any other professional representative, the equity trustee would be empowered to retain lawyers, accountants, and other professionals to aid in its representation of a corporation’s shareholders. . . . [T]he equity trustee would monitor the corporation and remain informed as to its financial condition and important business decisions and capital structure, ready to spring into action when its agreement with the corporation requires it. Because the shareholders in public corporations are so diffuse and change daily, an agreement with “the shareholders” as a distinct body is infeasible. The equity trustee would have to enter an agreement with and receive compensation from the corporation on the shareholders’ behalf. . . .

[The position] is created by private contracts between the corporation and its shareholders, as well as the corporation and the appointed equity trustee. Shareholders may demand that a corporation provide them an equity trustee and may find that the best way to force the managers to use the equity trustee as they intend is to amend the bylaws to require the appointment of a trustee and to allow the trustee to have certain representative powers at enumerated times. These bylaw amendments would constitute the agreement between the shareholders and corporation about how an equity trustee will be used. The corporation, through its management, will then negotiate an agreement with the equity trustee, which will be subject to approval by the group of shareholders responsible for choosing the trustee.294



In such situations, would this arrangement more effectively protect the interests of shareholders than would a shareholder advisory committee or group of oversight shareholders? Would it be useful to protect shareholder interests in other circumstances?



4.02(D)(9)–The Private Securities Litigation Reform Act of 1995 (PSLRA)295

The PSLRA was enacted to return to shareholders the control of securities litigation from the lawyers who had recruited “professional plaintiffs” in whose names 443they would rush to file (under a “first to file” rule) securities fraud cases. As the Third Circuit acknowledged,


the new paradigm of securities litigation significantly restricts the ability of plaintiffs’ attorneys to interpose themselves as representatives of a class and expect compensation for their work on behalf of that class. The PSLRA lead plaintiff is now the driving force behind the class’s counsel decisions, and the lead plaintiff’s refusal to compensate non-lead counsel will generally be entitled to a presumption of correctness.296



To “increase the likelihood that institutional investors will serve as lead plaintiffs”297 in such actions, the statute creates a rebuttable presumption that the lead plaintiff will be the shareholder that “has the largest interest in the financial relief sought by the class,”298 which will often be an institutional investor.299 Such shareholders “might have multimillion-dollar interests in securities class actions, and so would have every incentive to make sure that class counsel are doing a good job prosecuting their claims”; and “as sophisticated businesses and repeat players in the class-action business,” they would be able “to monitor shareholder suits.”300

In general, public pension funds have been most likely to avail themselves of the opportunities to be lead plaintiffs.

Of particular interest is the role of securities litigation, and of institutional investors (most likely, public pension funds301) as lead plaintiffs in litigations whose settlements include corporations’ agreements to alter their mechanisms of 444governance.302 One study found that although “lawsuits led by individuals are not associated with a significant improvement in corporate governance of defendant firms, . . . institutional investor lead plaintiffs are associated with greater subsequent corporate governance reform.”303

QUESTIONS–4.02(D)(9)

1. What factors should an institutional investor consider when deciding whether to choose to devote the time and energy to serving as lead plaintiff in a securities action?304

2. How can institutional investors serving as lead plaintiffs avoid potential conflicts of interest of the type identified by the Hon. Edward R. Becker, then–Chief Judge of the Court of Appeals for the Third Circuit?


Congress did not foresee that large institutional investor lead plaintiffs would, perforce, retain a substantial investment in the defendant corporation. If they are big enough to be the lead plaintiff, they are not going to dump all their stock when something goes down; they are going to hold on to their stock. The little guys, the little investors, who are the bulk of the class members, they are not going to hold on to their stock.

What this means is that a corporation that retains a substantial interest in the defendant corporation arguably cannot represent a class in a lawsuit because this lead plaintiff will likely be conflicted between trying to get the maximum recovery for the class and trying to protect its ongoing investment in the corporation — that is, for example, by settling cheaply or by securing corporate governance changes in lieu of cash, which will make the corporation healthier down the road.305



In In re Cendant Corp. Securities Litigation,306 the Third Circuit addressed this issue directly:
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Throenle [an objecting plaintiff] also argues that the corporate governance changes that Lead Plaintiff obtained from Cendant as part of the Settlement benefitted only institutional investors who continued to hold large blocks of Cendant stock, and not the Class as a whole, so that the District Court abused its discretion in approving a settlement that provided an individual benefit to certain class members at the expense of more recovery for the Class overall.

The corporate governance changes that Lead Plaintiff negotiated include Cendant’s agreement to: (1) ensure that a majority of its Board of Directors would be independent directors; (2) place only independent directors on the Board’s Audit, Nominating, and Compensation Committees; (3) de-classify the Board and provide for the annual election of all directors; and (4) preclude the repricing of any employee stock option after its grant, except with the approval of a majority of voting shareholders. Although these corporate governance changes were not negotiated until after the monetary portion of the Settlement was agreed upon, Lead Plaintiff did make it known to Cendant at the beginning of the negotiation process that it was going to ask for corporate governance changes. Obviously, these changes benefit only current and future Cendant shareholders, as they are meant to reduce the chance of future fraud by limiting the control of Cendant’s internal officers and directors. The Lead Plaintiff, however, was appointed to represent the interests of the Class, which is defined as all persons who purchased Cendant stock between May 31, 1995 and August 28, 1998, many of whom have long since sold their shares.

On the basis of these facts, which are essentially undisputed, Throenle argues that the inclusion of the corporate governance changes in the Settlement warrants overturning the Settlement. She acknowledges that she has no evidence that Lead Plaintiff gave up something in the negotiations (presumably up-front dollars) in order to get the corporate governance changes. Throenle’s argument is thus based upon the common sense premise that “you don’t get something for nothing.” Throenle contends that the only thing of value that Lead Plaintiff had to offer Cendant for the governance changes was its acceptance of less money for the Class. Therefore, Throenle maintains, Lead Plaintiff sold out the interests of the class members (by accepting less money than it could have gotten) in order to get something of value for itself and for other current and future Cendant shareholders. Under this view, Lead Plaintiff breached its duty to the Class in negotiating these corporate governance changes, and the District Court abused its discretion in approving the Settlement given this conflict.

Throenle’s argument here has an intuitive pull, but ultimately it is unpersuasive for two reasons. First, the received wisdom of the street does not necessarily have force in this Court as a matter of law. The truth of the maxim “you don’t get something for nothing” 446is not something that we can judicially notice. We need evidence, and there is no affirmative evidence backing up Throenle’s claims, although there is some evidence against them. Lead Plaintiff strenuously denies that it took any less monetary recovery to get the corporate governance changes. Apparently, the corporate governance changes were not negotiated until after the monetary recovery was determined, and Lead Counsel who negotiated the Settlement made declarations to the District Court stating that Cendant was explicitly told that the money it paid into the Settlement would not be decreased in any way as an exchange for implementing the corporate governance changes.

Cendant’s general counsel confirmed this declaration, and stated that Cendant did not request or receive any concessions, economic or otherwise, in exchange for adopting the corporate governance changes. Thus, Lead Plaintiff submits that we should leave intact the District Court’s factual finding that “Throenle’s objection regarding the corporate governance changes has no substance. There has not been the slightest indication that the cash portion of the settlement was related to, dependent upon, or intertwined with the governance proposals.”. . .

Second, Cendant had another possible motivation for agreeing to the corporate governance changes: corporations that have admitted to fraudulent activity can have a hard time attracting and keeping investors unless they make some affirmative efforts to ensure that such fraud will not occur again. It is entirely plausible that Cendant agreed to the corporate governance changes as a way to show investors that it was addressing the situation that allowed the fraud to occur in the first place, thus trying to make itself more attractive. This possibility counters Throenle’s “you don’t get something for nothing” argument, because, under this scenario, Cendant gave up the corporate changes in order to encourage continued investment, particularly from institutional investors. In sum, the lawyers involved in negotiating the Settlement have provided affidavits and declarations to the effect that there was no settlement-money-for-corporate-governance-changes exchange, and Throenle offers no evidence otherwise. We are satisfied that the District Court’s factual finding that there was no evidence of such an exchange is not clearly erroneous, and we reject Throenle’s arguments based on the supposed existence of such an exchange. For all the foregoing reasons, we conclude that Throenle’s conflict of interest arguments are not a sufficient basis for concluding that the District Court abused its discretion in approving the Settlement.



What lessons does this section of the opinion contain for future lead plaintiffs (or, conversely, for future objectors to such settlements)?

3. What fiduciary duties, if any, do lead plaintiffs owe to the other shareholders of the corporation?
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4. How should lead plaintiffs determine which elements of the corporation’s governance should be revised, and what the revisions should be?307

5. To what degree should other shareholders be made aware of, and allowed to express their opinions on, proposed settlement terms that the lead plaintiffs are negotiating and that might arguably extract a smaller amount than possible from the corporation in exchange for its agreement to change its governance in specified ways?308

6. Should notices furnished to shareholders — and to the general public — after such a lawsuit is settled describe the governance reforms that the company agreed to make?309 Should the settlement be available through legal databases such as Westlaw and Lexis? Should the corporation post a prominent link on its home page to, and/or maintain on its own website, the terms of the settlement? Should one or more provisions of the settlement agreement address these issues?



4.02(D)(10)–The Federal Government as Shareholder (2008)

The federal government’s decision, in the wake of the ongoing financial crisis, not only to invest substantial amounts in a number of major corporations but also to become a significant shareholder (rather than a lender) raised a variety of issues concerning the form and extent of their participation in the governance of those firms. For instance, the New York Times’ lead editorial on June 1, 2009, warned:


If all goes according to plan, the American and Canadian governments will own nearly 75 percent of the company that emerges from [the bankruptcy reorganization of General Motors] — and could end up holding their stake for several years.

President Obama owes American taxpayers and voters a candid and detailed explanation of the government’s goals and the levers it intends to use to achieve them. He should make clear that the overarching objectives are to create a profitable company that makes cars that people want to buy, and that are more fuel-efficient.
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In particular, he should be explicit about how the government will handle the conflicts between those goals, the administration’s perception of the public interest and the narrower goals of members of Congress. . . .

. . . [I]f taxpayers’ interests as shareholders are to be protected, G.M. cannot be micromanaged from Washington. . . . If the objective is to turn G.M. into a profitable carmaker as soon as possible so it can be sold back into private hands, it is a sound decision to let professionals run the company.

The government would still have the votes to appoint a majority of the members of the board, and should make certain that its appointees are dedicated to the big goals of profitability and fuel-efficiency [rather than] maximizing employment in the United States or reducing job losses in Michigan.310



Indeed, the previous evening the Obama administration had enunciated its “Principles for Managing Ownership Stake”:


Consistent with the goal of clearly limiting the government’s role as a reluctant equity owner but careful steward of taxpayer resources, the Obama Administration has established four core principles that will guide the government’s management of ownership interests in private firms. These principles will apply to the U.S. government’s equity stake in GM:


	The government has no desire to own equity stakes in companies any longer than necessary, and will seek to dispose of its ownership interests as soon as practicable. Our goal is to promote strong and viable companies that can quickly be profitable and contribute to economic growth and jobs without government involvement.

	In exceptional cases where the U.S. government feels it is necessary to respond to a company’s request for substantial assistance, the government will reserve the right to set upfront conditions to protect taxpayers, promote financial stability and encourage growth. When necessary, these conditions may include restructurings similar to that now underway at GM as well as changes to ensure a strong board of directors that selects management with a sound long-term vision to restore their companies to profitability and to end the need for government support as quickly as is practically feasible.

	After any up-front conditions are in place, the government will protect the taxpayers’ investment by managing its ownership stake in a hands-off, commercial manner. The government will not interfere with or exert control over day-to-day company operations. No government employees will serve on the boards or be employed by these companies.

	As a common shareholder, the government will only vote on core governance issues, including the selection of a company’s board of directors and major corporate events or transactions. While protecting taxpayer 449resources, the government intends to be extremely disciplined as to how it intends to use even these limited rights.311




Complicating considerations of governance policy is the range of approaches adopted by the government, which


effectively nationalized Fannie Mae and Freddie Mac; took controlling equity interests in General Motors (GM), GMAC, and American International Group, Inc. (AIG); acquired noncontrolling equity and debt interests in Citigroup and Chrysler; and purchased nonvoting preferred securities in the 707 banks that received Troubled Asset Relief Program (TARP) funds.312



QUESTIONS–4.02(D)(10)

1. What other voting situations, besides selection of directors and “major corporate events or transactions,” qualify as “core governance issues” on which the government will exercise its power to vote as a shareholder? What voting opportunities would the government decline on the grounds that they do not constitute core governance issues?

2. What role, if any, does the government intend to — and what role should it — take in making shareholder proposals? In initiating shareholder derivative lawsuits?

3. Does the government, as a major shareholder, have a fiduciary duty to the other shareholders?313 By restricting its role to core governance issues, is it breaching this fiduciary duty?

4. Does the government’s ownership stake in the corporation render less independent any of the current directors and officers — for example, those whose spouses work for the federal government?

5. What type of changes might the government make “to ensure a strong board of directors that selects management with a sound long-term vision,” 450and at what point might it do so? (In late July 2009, the reorganizing General Motors identified the remaining members of its thirteen-member (including the CEO) board of directors, ten of whom had been nominated by the Treasury Department, one by the governments of Canada and Ontario, and one by the United Auto Workers Retiree Medical Benefits Trust.)314 Should the president appoint “public directors” who “[i]n exercising their oversight function . . . seek guidance from the president and his top economic officials”?315

6. Are the fiduciary duties of existing and new directors in “bailed-out” companies any different from those of corporate directors generally?

7. What specific elements of the articles of incorporation, bylaws, ethics codes, corporate governance guidelines, committee charters, and other “internal wiring” documents of the new General Motors entity are different from those of its pre-bankruptcy predecessor?

8. How do the models of the corporation considered in Sections 1.03 through Section 1.07 apply to the government’s involvement with troubled firms?316




4.02(E)–Divorcing Voting from Ownership of Shares

One justification for shareholders’ power to vote is that they “are the appropriate group to monitor the board and correct errors because they are uniquely sensitive to the principal signal indicating a deviation of the board from its duty to the corporation: the market price of the corporation’s stock.”317 In theory, “[e]ven if small shareholders are not gathering information, or are doing so in a random manner, large shareholders still produce sufficient information so that a vote by the group is more likely to produce the correct outcome than any shareholder acting alone.”318

However, two types of situations allow shareholders to exercise the power to vote shares without actually owning those shares: vote-buying and “empty voting.”
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4.02(E)(1)–Vote-Buying Agreements

Traditionally, a shareholder’s agreement to vote her shares a certain way in exchange for some form of consideration was considered illegal per se, not only as a breach of a fiduciary duty that shareholders were considered to owe to each other but also as (like vote-buying in the political process) a corruption of legitimate decision-making procedures.319 However, statutes and caselaw have abandoned this absolute rule.

In the shareholder derivative action Schreiber v. Carney,320 Schreiber sought to invalidate a loan made by Texas International Airlines to Jet Capital Corporation, which owned 35% of the company’s shares. He argued that Texas International had improperly made the loan contingent on Jet Capital’s not voting those shares against a proposed restructuring of Texas International.

In denying Schreiber’s motion for summary judgment, the court reasoned:


It is clear that the loan constituted vote-buying as that term has been defined by the courts. Vote-buying, despite its negative connotation, is simply a voting agreement supported by consideration personal to the stockholder, whereby the stockholder divorces his discretionary voting power and votes as directed by the offeror. The record clearly indicates that Texas International purchased or “removed” the obstacle of Jet Capital’s opposition. Indeed, this is tacitly conceded by the defendants. However, defendants contend that the analysis of the transaction should not end here because the legality of vote-buying depends on whether its object or purpose is to defraud or in some manner disenfranchise the other stockholders. Defendants contend that because the loan did not defraud or disenfranchise any group of shareholders, but rather enfranchised the other shareholders by giving them a determinative vote in the proposed merger, it is not illegal per se. Defendants, in effect, contend that vote-buying is not void per se because the end justified the means. Whether this is valid depends upon the status of the law.

The Delaware decisions dealing with vote-buying leave the question unanswered . . . In each of these decisions, the Court summarily voided the challenged votes as being purchased and thus contrary to public policy and in fraud of the other stockholders. However, the facts in each case indicated that fraud or disenfranchisement was the obvious purpose of the vote-buying. . . .
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The present case presents a peculiar factual setting in that the proposed vote-buying consideration was conditional upon the approval of a majority of the disinterested stockholders after a full disclosure to them of all pertinent facts and was purportedly for the best interests of all Texas International stockholders. It is therefore necessary to do more than merely consider the fact that Jet Capital saw fit to vote for the transaction after a loan was made to it by Texas International. . . .

. . . There are essentially two principles which appear in [Delaware’s precedent on vote-buying]. The first is that vote-buying is illegal per se if its object or purpose is to defraud or disenfranchise the other stockholders. A fraudulent purpose is as defined at common law, as a deceit which operates prejudicially upon the property rights of another.

The second principle which appears in these old cases is that vote-buying is illegal per se as a matter of public policy, the reason being that each stockholder should be entitled to rely upon the independent judgment of his fellow stockholders. Thus, the underlying basis for this latter principle is again fraud but as viewed from a sense of duty owed by all stockholders to one another. . . . In essence, while self interest motivates a stockholder’s vote, theoretically, it is also advancing the interests of the other stockholders. Thus, any agreement entered into for personal gain, whereby a stockholder separates his voting right from his property right was considered a fraud upon this community of interests. . . .

An automatic application of this rationale to the facts in the present case, however, would be to ignore an essential element of the transaction. The agreement in question was entered into primarily to further the interests of Texas International’s other shareholders. Indeed, the shareholders, after reviewing a detailed proxy statement, voted overwhelmingly in favor of the loan agreement. Thus, the underlying rationale for the argument that vote-buying is illegal per se, as a matter of public policy, ceases to exist when measured against the undisputed reason for the transaction.

Moreover, the rationale that vote-buying is, as a matter of public policy, illegal per se is founded upon considerations of policy which are now outmoded as a necessary result of an evolving corporate environment. According to 5 Fletcher Cyclopedia Corporation (Perm.Ed.) §2066:


“The theory that each stockholder is entitled to the personal judgment of each other stockholder expressed in his vote, and that any agreement among stockholders frustrating it was invalid, is obsolete because it is both impracticable and impossible of application to modern corporations with many widely scattered stockholders, and the courts have gradually abandoned it.”



In addition, Delaware law has for quite some time permitted stockholders wide latitude in decisions affecting the restriction or transfer of voting rights. In Ringling Bros., Etc., Shows, Inc. v. Ringling, Del.Supr., 53 A.2d 441 (1947), the Delaware Supreme Court adopted a liberal approach to voting agreements which, prior to that time, were viewed with disfavor and were often considered void as a matter of public policy. In upholding a voting agreement the Court stated:
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“Generally speaking, a shareholder may exercise wide liberality of judgment in the matter of voting, and it is not objectionable that his motives may be for personal profit, or determined by whims or caprice, so long as he violates no duty owed his fellow stockholders.” (citation omitted)

The Court’s rationale was later codified in 8 Del. C.§218(c), which states:

“(c) An agreement between 2 or more stockholders, if in writing and signed by the parties thereto, may provide that in exercising any voting rights, the shares held by them shall be voted as provided by the agreement, or as the parties may agree, or as determined in accordance with a procedure agreed upon by them. No such agreement shall be effective for a term of more than 10 years, but, at any time within 2 years prior to the time of the expiration of such agreement, the parties may extend its duration for as many additional periods, each not to exceed 10 years, as they may desire.”



Recently, in Oceanic Exploration Co. v. Grynberg, Del. Supr., 428 A.2d 1 (1981), the Delaware Supreme Court applied this approach to voting trusts. The Court also indicated, with approval, the liberal approach to all contractual arrangements limiting the incidents of stock ownership. Significantly, Oceanic involved the giving up of voting rights in exchange for personal gain. There, the stockholder, by way of a voting trust, gave up his right to vote on all corporate matters over a period of years in return for “valuable benefits including indemnity for large liabilities.” 428 A.2d at 5.

Given the holdings in Ringling and Oceanic it is clear that Delaware has discarded the presumptions against voting agreements. Thus, under our present law, an agreement involving the transfer of stock voting rights without the transfer of ownership is not necessarily illegal and each arrangement must be examined in light of its object or purpose. To hold otherwise would be to exalt form over substance. As indicated in Oceanic more than the mere form of an agreement relating to voting must be considered and voting agreements in whatever form, therefore, should not be considered to be illegal per se unless the object or purpose is to defraud or in some way disenfranchise the other stockholders. This is not to say, however, that vote-buying accomplished for some laudable purpose is automatically free from challenge. Because vote-buying is so easily susceptible of abuse it must be viewed as a voidable transaction subject to a test for intrinsic fairness.

. . . [T]he record fails to show any evidence that Texas International’s ultimate decision to fund Jet Capital’s early exercise of the warrants was motivated and accomplished except with the best interests of all Texas International stockholders in mind. . . .

I therefore hold that the agreement, whereby Jet Capital withdrew its opposition to the proposed merger in exchange for a loan to fund the early exercise of its warrants was not void per se because the object and purpose of the agreement was not to defraud or disenfranchise the other stockholders but rather was for the purpose of furthering the interest of all Texas International stockholders. The agreement, however, was a 454voidable act. Because the loan agreement was voidable it was susceptible to cure by shareholder approval. . . . Consequently, the subsequent ratification of the transaction by a majority of the independent stockholders, after a full disclosure of all germane facts with complete candor precludes any further judicial inquiry of it.321



Twenty-six years later, in Portnoy v. Cryo-Cell International, Inc.,322 the court rephrased Schreiber’s “two-pronged analysis”:


In the first instance, if the plaintiff can show that the “object or purpose [of the vote buying was] to defraud or in some way disenfranchise the other stockholders,” the arrangement would be “illegal per se.” Putting this in terms that I think are truer to the way our corporate law works, what I take from this is that if the plaintiff proved that the arrangement under challenge was improperly motivated, then the arrangement would be set aside in equity, irrespective of its technical compliance with the DGCL. That is, in keeping with the traditional vigilance this court has displayed in ensuring the fairness of the corporate election process, and in particular the process by which directors are elected, purposely inequitable conduct in the accumulation of voting power will not be tolerated. Even when a vote buying arrangement cannot be found, in the first instance, to be motivated by a fraudulent, disenfranchising, or otherwise inequitable intent, Schreiber concluded that “because vote-buying is so easily susceptible of abuse it must be viewed as a voidable transaction subject to a test for intrinsic fairness.”323



The Portnoy court declined to apply the intrinsic fairness test “[if] the only arrangement at issue is a promise to add a potential insurgent to the management slate in exchange for the insurgent’s voting support,” because shareholders were likely aware of such an arrangement,324 which was then “subject to stockholder policing 455in an obvious, but nonetheless, potent form. That policing occurs at the ballot box itself.”325

However, the intrinsic fairness test would apply under Schreiber to the CEO’s promise made to the dissident shareholder — in exchange for the shareholder’s accumulating (and voting for management’s slate) more shares — that if the management slate of director candidates won election to the board, the incumbent majority of the board would expand the size of the board by one seat and fill it with someone identified by the shareholder: “[t] his was . . . a promise that would not be, for the duration of the term, subject to prior approval by the electorate.”326


In noting this difference, however, I wish to be mindful of the continuing relevance of the color grey. As is well known, it is hardly unusual for boards to address the concerns of unsettled stockholders by using their powers to fill a vacancy (whether newly created or pre-existing) with a director suggested by the stockholders. Indeed, many stockholder advocates believe that developments of this kind should be more common. There is therefore some non-trivial basis to be concerned about labeling such arrangements as vote buying arrangements subject to Schreiber, or as inequitable . . . even if the incumbents’ motivations for the arrangements include (as they almost always will) a desire to remain in office.

In voicing this concern, I recognize that there is a rather obvious retort, which is that incumbents should not be adding new candidates only on the condition that those who suggest them agree to vote for the management slate at the next election. But if one is going to address the issue maturely — in the sense of actually realistically considering the human, business, and practical considerations that motivate pragmatic settlements of difficult problems — then that is no answer at all. From the subjective view of the incumbents, one of the benefits they are accomplishing by a settlement of that kind is to protect the company from the distraction of a costly and fractious battle over control. The incumbents may well believe, in good faith, that their continuance in office is best for the stockholders. They may prefer not to add members to the board but may come to believe that, on balance, it would better serve the interests of stockholders to add new representation at the instance of vocal stockholders and avoid a high-stakes fight for control than to be confrontational. In that circumstance, though, it seems logical that the incumbent board majority might well, and with entire fidelity, expect that the stockholders who asked for new representation commit in exchange to support the newly composed board at the next election, if not for some longer period of service. Absent such an agreement, no appreciable period of peace would be secured during which the newly composed board could focus on simply making the business hum.
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In view of these concerns, I am chary about addressing the promise of a second board seat that was made to Filipowski on broader grounds than is necessary. For me, there is a very clear and important, but narrow, reason why this later arrangement with Filipowski was improper and inequitably tainted the election process: it was a very material event that was not disclosed to the Cryo-Cell stockholders. . . .

What Filipowski did with his own bought shares is less the point than that the disinterested electorate voted in a razor-thin election without knowledge of very material facts. Absent that deal, the Management Slate would have lost. If the deal was disclosed, it might well have lost due to the reaction of unaffiliated stockholders to the deal itself.327



In Crown Emak Partners, LLC v. Kurz,328 the Delaware Supreme Court determined that the Court of Chancery had “correctly concluded that there was no improper vote buying [in a situation where] the economic interests and the voting interests of the shares remained aligned since both sets of interests were transferred from [the seller] to [the buyer] by the Purchase Agreement.”

The Court of Chancery, citing the concerns raised in Crown Emak about the destabilizing and possibly corrupting effects of decoupling voting rights from share ownership, held two months later that “a proxy purporting to irrevocably decouple voting rights from economic interest should be strictly construed”; and concluded that “[b]ecause there is no such clear intent manifested in the Proxy here, prudent public policy requires the conclusion that the Proxy does not survive the sale of the [shares at issue].”329

QUESTIONS–4.02(E)(1)

1. How should courts assess the Schreiber factor of whether the purpose of a vote-buying agreement was “to defraud or disenfranchise the other stockholders [rather than] furthering the interests of all [the corporation’s] stockholders,” given that not all of a corporation’s stockholders will have the same goals or perspectives?

2. Does it make a difference, in applying the Schreiber test, whether the buyer of votes is a member of, or is affiliated with, the corporation’s management?

3. If a director and/or officer is involved in an agreement to buy the votes of shareholders, is she breaching her duty of loyalty to the corporation? Does it make a difference whether she is also personally a shareholder, or how many shares she owns?

4. If a director and/or officer who is also a shareholder is involved in an agreement to sell her own votes, is she breaching her duty of loyalty to the corporation? Does it make a difference how many shares she owns?
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5. In order to “disenfranchise the other stockholders,” does the vote-buying agreement — by itself, or in conjunction with other such agreements — have to afford the buyers a majority (or other controlling) vote?330 Or is it enough for the agreement to remove, as in Schreiber, a potential veto of a transaction?331 Or to falsely give other shareholders the impression that the majority of shares has already been committed to voting a certain way?332

6. Does it make a difference under the Schreiber test what type and value of consideration the seller of votes receives in the transaction?333

7. If the Portnoy court was reluctant to apply the Schreiber test to vote-buying arrangements motivated by “the human, business, and practical considerations that motivate pragmatic settlements of difficult problems,” what other agreements between management and shareholders, or between different shareholders, should be given similar leeway on these grounds, or even excluded from the category of vote-buying arrangements?334

8. Would a court enforce provisions of a corporation’s articles of incorporation or bylaws (and that might also appear on the stock certificates themselves) that attempt to prohibit shareholders from selling their votes or buying the votes of other shareholders?
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4.02(E)(2)–“Empty Voting” Arrangements

Beyond vote-buying agreements, Henry T.C. Hu and Bernard Black have explored in detail the mechanisms by which “the derivatives revolution in finance, especially the growth in equity swaps and other privately negotiated . . . equity derivatives, and related growth in the share lending market, are making it easier and cheaper to decouple economic ownership from voting power.”335

By means of “borrowing” shares, or using equity swaps336 or other derivative arrangements, investors such as hedge funds can gain the right to vote shares without actually owning them, and thus they can “hold more votes than shares — a pattern we call ‘empty voting’ ”; conversely, they can “have economic ownership that exceeds their apparent voting rights,” such as when they acquire voting rights from an intermediary, or instruct that intermediary on how to vote shares, since “[t] his ownership is typically not disclosed under large shareholder disclosure rules, [which] focus on voting power rather than economic interest, and do not clearly require disclosure of the informal voting power that often exists.”337
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Because such arrangements do not generally trigger disclosure requirements, their prevalence is unquantifiable;338 however, the authors call for, at a minimum,339 revisions to those requirements to prevent “hidden control of major companies, [or] control contests waged behind closed doors.”340

Other suggested solutions include “amend[ing] bylaws to account for the use of swaps [by] requir[ing] investors to disclose whenever they accumulate more than a certain economic exposure”;341 “[r]equiring shareholders to certify that they are voting no more shares than they have economic interests in”;342 and “requir[ing] those casting large blocks of votes to certify that they did not have an economic interest contrary to that of the company.”343

Perhaps the simplest and most effective countermeasure to empty voting is to identify, on the same day as (rather than subsequently to) the record date, on which the corporation identifies its shareholders, the issues on which shareholders can vote. This approach would prevent hedge funds from borrowing shares to qualify as holders as of the record date, and selling them between that day and the date of the vote.344

Reviewing these and other problems in shareholder voting, Marcel Kahan and Edward Rock concluded that unless the entire system of securities ownership could be revised, “we would be well advised to channel our limited resources into ensuring accurate and verifiable results for the votes we already have, rather than expanding the number of issues on which shareholders vote.”345 Two other law professors, Shaun Martin and Frank Partnoy, recommended adjustments to — and possibly denial of — the voting rights of (1) shares “paired with other portfolio positions so that the shareholder faces incentives different from those of a ‘pure’ residual claimant,” and (2) shares “associated with share lending transactions that distort the mechanics of shareholder voting.”346
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To date, American regulators are behind their Australian and U.K. counterparts in addressing these issues, which are only beginning to surface in domestic caselaw.347 However, on April 10, 2009, Delaware revised its General Corporate Law by allowing the board to bifurcate the record date set by the corporation, formerly “for stockholders entitled to notice of or to vote” at the annual meeting, into a record date for those entitled to notice and (if the board chooses) a (later) record date for those entitled to vote.348 Shareholders as of the first date who had divested themselves of the stock before the second date would no longer be allowed to vote.

QUESTIONS–4.02(E)(2)

1. Can an entity that nominally owns one or more shares of a corporation’s stock but who has conveyed to another the economic rights associated with those shares, qualify as a shareholder derivative lawsuit plaintiff under Delaware’s General Corporate Law §327 and Court of Chancery Rule 23.1? Those rules require the plaintiff to have owned the stock at the time of the transaction he complains of, or to have acquired them thereafter by operation of law (such as by inheritance) — and have been interpreted by Delaware courts to require continuous ownership of the stock since that time.349

In one such situation in 2008, the Delaware Court of Chancery denied this status:


[W]here . . . a derivative plaintiff has become an “empty plaintiff,” form (i.e., ownership of shares) does not trump substance (i.e., lack of any economic interest whatsoever in the recovery pursued for the corporation), and the clear policy purpose served by the traditional application of the continuous ownership rule is implicated. Whatever right exists to bring a derivative action derives its origin from our common, not statutory, corporate law, and given that reality, I have no hesitance in holding that a derivative plaintiff who empties itself of any interest in the underlying litigation loses standing.

Although it is too often overlooked, derivative suits are a form of representative action. Indeed, they should be seen for what they are, a form of class action. Representative actions raise legitimate 461concerns about the extent of alignment between the interests of the named plaintiffs and of those who the named plaintiffs purport to represent. One can confidently say that adhering to a minimum requirement that the named plaintiffs in a derivative action retain an actual economic interest in the litigation will not be an obstacle to useful derivative suits. Rather, it is at most a non-stringent requirement necessary to ensure the most minimal alignment between the interests of the plaintiff and the corporation whose interests he supposedly seeks to vindicate.350

Could a shareholder maintain plaintiff status by retaining full ownership in a small fraction of her shares while conveying her economic interest in the remainder of the shares?



2. Can any Schreiber-type arguments be used to attack empty-voting transactions as disenfranchising shareholders who acquire the shares but do not also obtain the voting rights associated with them?

3. If a director and/or officer who is also a shareholder retains the rights to vote the shares but conveys ownership of the shares themselves, is she breaching her duty of loyalty to the corporation? What if she “can vote despite having negative economic ownership, which gives the investor an incentive to vote in ways that reduce the company’s share price”?351 What if she retains ownership of the shares but conveys the rights to vote them?

4. Would a court enforce provisions in a corporation’s articles of incorporation or bylaws (and possibly also printed on the stock certificates themselves) that attempted to prohibit shareholders from creating empty-voting situations?





4.03–THE INTERESTS OF (NON-SHAREHOLDER) CREDITORS: LENDERS AND BONDHOLDERS

Although they are not shareholders — and in fact their financial interests may often diverge from those of shareholders352 — lenders, bondholders, and other creditors have concerns about the operations and performance of the corporation that should be considered. Although directors and officers generally (except when the corporation is insolvent or approaching insolvency, as discussed in Section 4623.09) owe a fiduciary duty solely to shareholders,353 the means by which creditors assess the appropriate interest rate, and by which they may contractually constrain the governance of the firm, are relevant.

The indentures, or contracts governing the transaction between bondholders and the issuers of bonds, may restrict or prohibit a corporation from engaging in transactions that would benefit shareholders at the expense of the bondholders, before it repays the bonds.354 Such situations include: the firm’s making distributions to shareholders (which decreases the amount of assets available to satisfy bondholders’ claims); the firm’s incurring additional debt (which may force existing bondholders to share the firm’s equity cushion with the new bondholders), especially if that money is distributed to the shareholders; and the firm’s engaging in riskier activities or investments (whose “upside” potential will mostly benefit shareholders, and whose “downside” potential will mostly harm bondholders).355

However, by one assessment such provisions


have not worked. They are such crude constraints that at any given moment they are either too lenient or too strict. When covenants are too lenient, they permit wealth transfers from bondholders to stockholders. Bondholders then are better off with no covenants at all than with covenants that legitimize wealth transfers to stockholders. When covenants are too strict, they impose opportunity costs on the firm or they permit wealth transfers from stockholders to bondholders. Bondholders may get hurt one time, stockholders another. Both groups have incentives to drop covenants from an indenture.356



Some commentators have suggested that to protect their interests, bondholders should be given the right to vote for directors, and possibly even to elect a specified number of directors on the board. Yet bondholders who themselves became directors would not only have fiduciary responsibilities to the corporation, but could also be liable under federal securities laws for false and misleading statements of the company; in addition, as “insiders” under federal bankruptcy law they might have to disgorge more distributions that they received from the firm (up to a year prior to the bankruptcy) than other creditors (up to 90 days before the bankruptcy).357
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Surveying the performance of a thousand corporations over a period of 15 years, three scholars reported


a positive and significant relation between firm value and the presence of a bank loan. This suggests that bank monitoring can help counteract the value-decreasing effect of managerial entrenchment. In addition, using measures of free cash flow to differentiate companies with high agency costs, we find that bank monitoring interacts with free cash flow to enhance firm value, and that this effect is greater for firms with substantial free cash flow. Finally, we test interactions among bank loans, free cash flow, and measures of governance quality. Our results suggest that (a) for a given quality of corporate governance, free cash flow in the presence of bank monitoring improves firm value; and (b) bank monitoring may matter most when strong entrenchment would otherwise encourage managers to squander free cash — i.e., when agency costs are high.358



Banks imposed on their corporate borrowers restrictions of the types discussed above; in addition, banks were in an excellent position not only to require disclosure of financial status contractually but to require the borrowers to maintain accounts with them, which they could in turn monitor. Banks also sought representation on their borrowers’ boards of directors.359

Two other commentators argued that


[t]here are few limits on lenders’ ability to insert any conditions or covenants into their loan agreements. While corporate charters are relatively short documents, loan contracts routinely exceed one hundred pages. These loan agreements define defaults in ways that give creditors as much control over the board and its decisions as shareholders. Indeed, in the limit, these covenants can obliterate the difference between debt and equity.360



In particular, these authors note that lenders often, either through explicit terms in loan agreements or through their implicit threat of refusing to advance new funds, have the power to insist that the company replace existing management, 464especially with a chief restructuring officer, or CRO.361 One study also indicated that some restructured bank-loan arrangements during the 1979–1985 period contained covenants concerning a veto over the retention and discharge of senior management; the qualification of the current CEO’s or board chair’s departure as an event of default; and permission for creditors to attend board meetings.362

One empirical survey suggests increased attempts by creditors to participate in the Chapter 11 reorganization proceedings of their borrowers and that their involvement might in some situations increase the value ultimately recovered by creditors generally.363

QUESTIONS–4.03

1. Are banks and other creditors courting “lender liability” — that is, liability to the borrower or to third parties — for damages that may result from their dominance or (mis)management of the borrower under the terms of their lending arrangement? One commentator noted in 1991 that


[i]n any major lending relationship there is a concern the lender’s influence over the borrower will be so pervasive that when problems arise a court will find the lender was “in control” of the borrower. For the lender, this can have a variety of adverse consequences. For example, the lender may become liable to the borrower for losses the borrower suffered while under the lender’s control. The lender may also become liable for hazardous wastes produced or disposed of by the borrower, or the lender may be equitably subordinated [i.e., have its claims reduced in seniority by the court]. Although lawyers sometimes fear loan covenants will create a “control” relationship, their fears are probably overreactions to some very fact-specific cases. In almost every case where the lender has been found to control the borrower, it has done much more than simply use agreed-upon covenants to keep the borrower on track. In most circumstances, the lender will be liable as a control person only where it takes active control and causes the borrower to do things not agreed upon at the beginning of the lending relationship. The authorities generally hold there is no control relationship where the lender’s powers are essentially negative in character, where they are limited to financial decisions, and where they are normal powers that lenders exercise in the lender/borrower relationship.364



Is this still true?
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2. One academic work has proposed a cause of action for “tortious interference with corporate governance,” particularly where the harm is caused by an officer or other agent whom the lender has forced the borrower to include in its operations.365

A version of this argument had already been adopted by a state appellate court in Texas, which in 1984 affirmed an award of damages against a lender whose loan agreement identified as an event of default


[a] ny change in the office of President and Chief Executive Officer of [the borrower, Farah Manufacturing Company, Inc., (FMC)] or any other change in the executive management of [the borrower] which any two Banks shall consider, for any reason whatsoever, to be adverse to the interests of the Banks.366



The court held that


FMC was entitled to have its affairs managed by competent directors and officers who would maintain a high degree of undivided loyalty to the company. . . .

The evidence is factually sufficient that the [lenders’] interference compelled the election of directors and officers whose particular business judgment and inexperience and whose divided loyalty proximately resulted in injury to FMC. The interference by the lenders was done willfully, intentionally, and without just cause or excuse. As a matter of law, FMC has established a cause of action for interference.367



The same year, the Sixth Circuit Court of Appeals held that a tortious interference claim by a borrower was suitable to be heard by the jury when the evidence indicated that the lender had, among other things, insisted on the replacement of the borrower’s accountant with one chosen by the lender; required the lender’s approval for all payments by the borrower; and forced the borrower’s president to halve his salary.368

However, the parameters of interference are not necessarily precise. In June 2008, a federal district court in Massachusetts held that a lender that 466had required its borrower to hire as interim comptroller a specific individual, whose approval would be required for the retention of a replacement overseer of the borrower’s accounting department, had not thereby exercised the level of control necessary for lender liability, particularly since the lender had not directed the interim comptroller’s actions.369

Should “tortious interference with corporate governance” be recognized as a cause of action? If so, what test, and/or factors, should courts use to determine whether it has occurred?

3. Henry T.C. Hu has defined an “empty creditor” as one who uses “[c]redit default swaps and other products . . . to avoid any actual exposure to financial risk from a shaky debt — while still maintaining his formal contractual control rights to enforce the terms of the debt agreement, and his legal rights under bankruptcy and other laws.”370

As with “empty voters,”371 the disconnection of control and risk may lead to behavior unanticipated by the corporation — for instance, from a creditor who “may simultaneously have control rights and incentives to cause the debtor firm’s value to fall,” or who finds it his interest to “undermine proper reorganization” in bankruptcy.372

How can a corporation protect itself against empty creditors? What legislation might be effective? How do such solutions compare to those suggested for responding to the threat of empty voters?

4. Should the “entire fairness” standard of review (discussed on pages 252-253) apply to any decisions in which the board appears to have favored a creditor at the expense of shareholders?373


4.03(A)–Credit Rating Agencies and Corporate Governance

One indication of the degree to which bondholders’ interests may be aligned with those of shareholders’ interests may be found in the governance reports of credit rating agencies such as Moody’s Investors Service, Standard & Poor’s, and Fitch Ratings, Ltd. These firms offer assessments of the governance systems of 467individual corporations,374 which they also use as elements of their better-known and widely used ratings of the creditworthiness of corporate bonds.375

One study found that “a hypothetical firm that possesses desirable governance characteristics from the bondholder’s viewpoint [i.e., few large shareholders; financial transparency; directors’ independence, stock ownership, and expertise; and limited CEO power on the board] nearly doubles its likelihood of receiving an investment grade credit rating.”376 However, firms with stronger shareholder protections against takeovers had weaker credit ratings, apparently reflecting bondholders’ uncertainties that their interests would be aligned with those of shareholders, as opposed to those of management, in a potential takeover situation.377

In the wake of accusations that credit rating agencies helped precipitate the subprime mortgage crisis by inaccurately assessing the creditworthiness of corporate debt,378 many questioned the independence of these agencies, which are paid by the same corporations whose bonds they assess.379 On December 3, 2008, the SEC approved measures to enhance both the transparency of the ratings process and the independence of the agencies from the issuers of the bonds.380
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4.03(B)–“Vulture Investors”/“Distressed Debt Investors”

If a corporation is financially troubled, holders (such as institutional investors) of its notes and bonds may sell them at a discount to vulture investors, also known as distressed debt investors or discount investors, who will attempt to influence the pre-bankruptcy or bankruptcy negotiations to maximize the value of these interests.381

Whether or not these investors ultimately exchange their interests for equity in (and perhaps even a controlling share of) the corporation, they often parlay their “seat at the table” into seats on the board of directors or in management suites.382 They may also pressure the CEO and other officers (perhaps by threatening to fire them) to have the company exit Chapter 11 bankruptcy reorganization quickly so that it can be taken public, whether or not a slower process would be better for the firm and shareholders generally.383
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One discussion of investments by hedge funds in ailing entities observed that


[d]istressed companies . . . have become significant components of basic hedge fund investment strategy. . . . Hedge funds have the potential to interject significant uncertainty into bankruptcy cases and out-of-court corporate restructurings because the veil of secrecy under which they operate tends to make it difficult for distressed companies to know whether their investors intend to rebuild them into financially stronger entities or intend to force a break-up and sale of their pieces. . . .

Hedge funds can invest in multiple segments of a company’s capital structure. This is a deviation from the practice of more traditional investors, which tend to focus on only one section of a company’s capital structure. [A hedge fund could, for instance, invest in] a distressed company’s secured bank debt, [as well as] purchase[] unsecured claims from trade creditors at a discount, and [sell] short the company’s common stock.384



QUESTION–4.03(B)

How do hedge funds’ activities in this connection affect, and how are they affected by, the directors’ and officers’ expanded fiduciary duties in the “zone of insolvency,” as discussed in Section 3.09(A)?




4.04–SHAREHOLDER ACCESS TO DOCUMENTS AND EXECUTIVES


4.04(A)–Access to Books and Records

Underscoring the importance to directors of maintaining well-prepared and up-to-date corporate records (including minutes of meetings), Section 220 of the Delaware General Corporation Law provides that a shareholder, upon submitting to the corporation a sworn written statement identifying “a purpose reasonably related to such person’s interest as a stockholder,” shall have the right to examine, and “to make copies and extracts from,” during normal business hours, “[t] he corporation’s stock ledger, a list of its stockholders, and its other books and records.”385
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If the corporation does not furnish the requested material within five days after receiving such a demand, the stockholder may apply to the Chancery Court for an order compelling such inspection. If a request for inspection satisfies the prescribed procedures, it will be the corporation’s burden to establish that the shareholder has an improper purpose if the request concerns the stock ledger or stockholder list; however, if the request concerns the corporation’s books and records, it will be the shareholder’s burden to establish that she has a proper purpose.386

The Chancery Court has recognized that “[t] here is no shortage of proper purposes under Delaware law, but perhaps the most common ‘proper purpose’ is the desire to investigate potential corporate mismanagement, wrongdoing, or waste.”387 In this situation, a shareholder “must present ‘some evidence’ to suggest a ‘credible basis’ from which a court can infer that mismanagement, waste, or wrongdoing ‘may have occurred.’”388 However, the shareholder is not required to establish that the alleged misconduct is actionable.389

Even then, the inspection right “is not an invitation to an indiscriminate fishing expedition.”390 Thus, the court will generally order the corporation to make available for inspection only “those books and records that are necessary and essential to the satisfaction of the stated purpose, a burden of proof with which the plaintiff is charged,”391 and can impose restrictions on the plaintiff’s dissemination of such sensitive material as confidential business information.392
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QUESTIONS–4.04(A)

1. The Chancery Court has indicated that it might enforce a waiver of the shareholders’ inspection rights, if it were “clearly and affirmatively expressed in the relevant document.”393

(1a) Given the burdens already placed on shareholders to demonstrate the relevance of particular sets of documents to a legitimate purpose, under what circumstances would corporations seek to restrict further the shareholders’ inspection rights by asking them to sign such a waiver? Why would shareholders agree to such a condition of owning shares?

(1b) What particular type(s) of documents would the shareholder waive inspection of? Would the waiver have exceptions (for instance, if the board of directors chose to override it and to make the documents available) or conditions (for example, it would last for a period of only 5 years)?

(1c) In what document(s) would the waiver be included?

(1d) If the waiver were offered to all shareholders but fewer than all of the shareholders agreed to such a waiver, which shareholders would it be enforceable against? Would the waiver be enforceable against the shareholders who had agreed to it if it had not been offered to all shareholders?

2. In Disney v. Walt Disney Co.,394 the Court of Chancery denied the application of Roy Disney, who was a dissident shareholder and a former director of the corporation, to remove confidentiality restrictions on, and provide him with, several specific documents pursuant to his Section 220 request.

The court quoted from, and reaffirmed, its previous decision on this issue:


After a second review of the ten documents, I again conclude that they are of an intrinsically confidential nature and that the Company is justified in demanding that they remain confidential, subject to the possibility of disclosure, as discussed in the Opinion. They all relate to “private communications among or deliberations of the Company’s board of directors.” These documents “reflect[] and relat[e] directly to preliminary deliberations of the Company’s board of directors.” Furthermore, “[t]here is little doubt that those who participated in these communications had a reasonable expectation that they would remain private unless disclosed in the course of litigation or pursuant to some other legal requirement.”

The confidential nature of these documents is evidenced by the Company’s written confidentiality policy that bars present and former directors from disclosing information entrusted to them by 472reason of their positions, and includes a prohibition on the disclosure of “non-public information about discussions and deliberations” of the board. Messrs. Disney and Gold participated as board members in the approval of this confidentiality policy and appear to be bound by it. The ten documents requested by Mr. Disney all fall under the ambit of this policy. By adopting this policy, the board has recognized the necessity of keeping the thoughts, opinions, and deliberations of its members confidential. This board policy deserves significant weight.

. . .

Finally, as I noted in my earlier Opinion, Mr. Disney’s proposed selective release of documents or excerpts of documents regarding the board’s deliberations would place the Company in an untenable position. Mr. Disney, acting qua stockholder, has no fiduciary obligation to make complete or candid disclosures. Instead, he would be free to disclose snippets of information culled from a few emails or internal memoranda that, he contends, are inconsistent with the corporation’s public disclosures or otherwise evidence misconduct of some sort. His public disclosure of that information would lead the Company to disclose even more otherwise non-public information in order to put Mr. Disney’s disclosures in, what the corporation believes to be, the proper context. There is no reason to believe that such a process would necessarily advance the best interests of the corporation or its stockholders.

Therefore, I again conclude that the ten disputed documents are confidential. Pursuant to the Supreme Court’s instructions, I must now balance the potential benefit and potential harm of disclosure.

. . .

The potential benefit of the release of these documents can be easily stated. Stockholders have a legitimate interest in monitoring how the boards of directors of Delaware corporations perform their managerial duties. Stockholders also have a legitimate interest in discussing decisions of a board that could affect the value of their investments, such as executive compensation. Both of these interests might be served by allowing Mr. Disney to disclose the ten documents to the public.

Balanced against that benefit is the potential great harm to the deliberative process of the board, and the boards of directors of all Delaware corporations. If any shareholder can make public the preliminary discussions, opinions, and assessments of board members and other high-ranking employees, it would surely have a chilling effect on board deliberations. At the foundation of Delaware General Corporation Law is the presumption that, in making a business decision, the directors of a corporation acted on an informed basis, in good faith, and in the honest belief that the action taken was in the best interests of the Company and that, absent an abuse of discretion, the courts will respect that judgment. Concomitant to this 473grant of deference to the directors of a corporation is the need to allow the directors the ability to deliberate openly and candidly with each other. The preliminary deliberations of a corporate board of directors generally are non-public and should enjoy “a reasonable expectation that they [will] remain private.”

In addition, as already noted, the board, including Mr. Disney, adopted a confidentiality policy relating to the communications in the disputed documents. Evidently, the board, including Mr. Disney, made the judgment that the interests of the Company are best served by maintaining these types of communications in strict confidence. That judgment is sensible. In the circumstances, there is no adequate reason to relieve Mr. Disney of his duties under that policy.395



In light of this decision, is it sufficient, to protect corporate documents from being discoverable by shareholders, for the corporation to have adopted a confidentiality policy that applies to them?

3. To what extent can a shareholder with a “proper purpose” inspect documents that the corporation claims are:

(3a) protected by attorney-client or other privilege?396
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(3b) protected as “work product” created by or under the direction of counsel in anticipation of litigation?

(3c) protected as “self-critical analysis” — that is, as the product of internal inquiries or investigations by the corporation’s management?397

How can corporate directors and officers maximize their chances of rendering such materials inaccessible by shareholders?



4.04(B)–Access to Directors

Effective January 1, 2004, the SEC required (among other new disclosure standards) that companies


provide the following disclosure with regard to their processes for security holder communications with board members:


	A statement as to whether or not the company’s board of directors provides a process for security holders to send communications to the board of directors and, if the company does not have such a process for security holders to send communications to the board of directors, a statement of the basis for the view of the board of directors that it is appropriate for the company not to have such a process;

	If the company has a process for security holders to send communications to the board of directors:

	a description of the manner in which security holders can send communications to the board and, if applicable, to specified individual directors; and

	if all security holder communications are not sent directly to board members, a description of the company’s process for determining which communications will be relayed to board members. . . .398






The agency noted that, in response to comments to its previous proposal for disclosure, it had abandoned planned requirements that a corporation specify which directors shareholders could send communications to; how it (or which of its departments or groups) filtered out some communications from those forwarded 475to directors; and what material actions it had taken in its previous fiscal year in response to communications from shareholders.399

The added disclosures roughly paralleled those required under the NYSE Listing Standards.400 One example of such disclosure appears in the proxy form for Coca-Cola Company’s annual meeting of shareholders in 2008:

2. How does a person communicate with the Company’s Directors?


Mail can be addressed to Directors in care of the Office of the Secretary, The Coca-Cola Company, P.O. Box 1734, Atlanta, Georgia 30301. At the direction of the Board, all mail received may be opened and screened for security purposes. The mail will then be logged in. All mail, other than trivial, obscene, unduly hostile, threatening, illegal, or similarly unsuitable items will be forwarded. Trivial items will be delivered to the Directors at the next scheduled Board meeting. Mail addressed to a particular Director will be forwarded or delivered to that Director. Mail addressed to “Outside Directors” or “Non-Management Directors” will be forwarded or delivered to the Chairman of the Committee on Directors and Corporate Governance. Mail addressed to the “Board of Directors” will be forwarded or delivered to the Chairman of the Board.401



The proxy statement for Pfizer’s annual meeting of shareholders in 2008 similarly provides a more targeted system for communications:

Communications with Directors


Shareholders and other interested parties may communicate with the Lead Independent Director of the Chairs of our Audit, Compensation and Corporate Governance Committees on board-related issues by sending an email to the appropriate address below:




	leaddirector@pfizer.com

	auditchair@pfizer.com

	compchair@pfizer.com

	corpgovchair@pfizer.com
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You may also write to any of the Committee Chairs or to the outside Directors as a group c/o Margaret M. Foran, Senior Vice President —Corporate Governance, Associate General Counsel and Corporate Secretary at Pfizer Inc., 235 East 42nd Street, New York, New York 10017.

Relevant communications are distributed to the Board, or to any individual Director or Directors as appropriate, depending on the facts and circumstances outlined in the communication. In that regard, the Pfizer Board of Directors has requested that certain items that are unrelated to the duties and responsibilities of the Board should be excluded, such as:


	business solicitations or advertisements

	junk mail and mass mailings

	new product suggestions

	product complaints

	product inquiries

	resumes and other forms of job inquiries

	spam

	surveys




In addition, material that is unduly hostile, threatening, illegal or similarly unsuitable will be excluded, with the provision that any communication that is filtered out must be made available to any outside Director upon request.402

QUESTIONS–4.04(B)

1. Should corporations adopt a practice (whether or not explicitly stated in policies like those above) of acknowledging the receipt of shareholder communications that fall within the above guidelines? If so, what should such acknowledgments say?

2. Who should review, screen, and distribute to the board correspondence received from shareholders? Suggestions have included “the corporate secretary, the head of investor relations, or the general counsel.”403 Under what circumstances, if any, would it be preferable for outside counsel rather than in-house counsel to perform one or more of these functions?

3. What policies should the corporation adopt internally regarding the distribution to the board or any of its subsets (e.g., committees, independent directors) of
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(3a) material received from shareholders by directors at a postal or electronic address, whether corporate or personal, not referenced in such a policy as those above?

(3b) material received from shareholders by officers or other employees who are not themselves directors?

4. Why didn’t the SEC require companies to disclose, as did the NYSE listing requirements and as Pfizer chose to, a procedure by which shareholders could contact only the independent directors, or only the lead (independent) director?

5. How could a board of directors justify a statement that it would be inappropriate for them to implement and publicly specify a system for them to receive communications from shareholders?

6. Should corporations publicly indicate in their instructions concerning shareholder communications the circumstances under which the board would consider these communications confidential and/or not confidential?




4.05–SHAREHOLDER MEETINGS AND FORUMS


4.05(A)–Meetings of Shareholders


4.05(A)(1)–Annual Meetings of Shareholders

State corporate laws generally require corporations to hold annual meetings of shareholders, at which the primary agenda item is usually the election of directors.404 If a corporation fails to hold such a meeting in timely fashion, a court can order it to convene one.405 Such meetings, which are the most visible occasions on which the democratic nature of corporations is evident, trace their origin


back to the beginning of the corporation in the 17th century. Then, British courts ruled, an owner’s vote was such a precious responsibility that shareholders were obligated to attend their regular gatherings. That practice carried over to the U.S., where shareholders routinely challenged management and sometimes executive pay, and elections of directors were contested. States began to allow voting by proxy in the late 1800s as the number of shareholders boomed and management began to get the upper hand over owners. For a time, meetings were far less eventful.
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After the 1929 stock-market crash, though, shareholders began to ask more questions again, and the first gadflies406 began to show up regularly at the annual affairs. Meetings could be raucous. In 1949, Irving Olds, chairman of U.S. Steel, used his gavel so emphatically to regain order that he hammered his own watch into oblivion. During the late 1960s and early 1970s, protestors saw annual meetings as a forum for highlighting a company’s role in the Vietnam War. Today, at any given meeting for a decent-sized company, shareholders might encounter any of these groups — environmental activists, professional gadflies, mutual funds with a social mission and small shareholders with offbeat questions.407



However,


[f]or most public firms, the shareholders’ meeting is an annual rite of spring following the closing of the company’s end-of-year books. In the vast majority of cases, there is no serious challenge to management at the shareholders’ meeting, and the meeting itself offers few surprises.

The usual annual meeting is not legislative; the shareholders rarely do more than ratify through proxies the board’s slate of directors and any actions presented for shareholder approval. At most, the usual meeting is informational. The chair of the meeting orchestrates management reports and entertains shareholder questions from the floor on such matters as earnings, dividends, salaries, pensions, and pending suits. More realistically, the meeting is a grand public relations event. Management, with the help of its lawyers, often spends long hours crafting and refining answers in anticipation of difficult questions. There are lavish special effects and product displays, unless the management is portraying austerity. At worst, the annual meeting is a charade to foster the illusion of shareholder democracy.408



Yet, although caselaw generally protects dissident shareholders from management’s manipulation of procedural rules to advance the date of, postpone, or deny a shareholder meeting or otherwise deprive them of an effective and informed vote,409 few decisions or statutes address the mechanics of such meetings.
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QUESTIONS–4.05(A)(1)

1. How much time should shareholders be allowed at the meeting to state their individual suggestions or opinions?

As one journalist noted in 2007, there is a range of practices in this regard:


The [Citigroup annual shareholders’] meeting at Carnegie Hall was a veritable concert of shareholder concerns. With more than two dozen questions from nearly as many investors, it stretched for almost three hours. . . .

Citigroup’s meeting, [one observer] said, was the mirror opposite of Home Depot’s meeting last year, when investors had a 30-second time limit and its board did not attend. This time, Citigroup directors — prominently seated in the first row — were checking their watches.410



The annual shareholders’ meeting of General Motors in 1997 was its shortest on record, at two hours and twenty minutes, in part because the company “limited each individual to a total of 10 minutes of speaking time for the entire meeting. Two large clocks, resembling timers set up for big swim meets, tracked each shareholder’s time whenever he or she spoke.”411

2. How should any such time limits, or other constraints on shareholder participation, be enforced, as both a legal and a practical matter?

Many who remember Gordon Gekko’s (Michael Douglas’s) “greed is good” speech from the 1987 movie Wall Street might not recall that it occurred at (as prominently indicated by a banner introducing the scene) an annual shareholders’ meeting, or that the lead executive, Mr. Cromwell (Richard Dysart), vainly attempted to shout him down: “This is an outrage! You’re out of line, Gekko!”

An even more dramatic, widely noted, and catch-phrase-spawning attempt to silence an audience member occurred at the University of Florida at Gainesville, on September 17, 2007. After undergraduate Andrew 480Meyer demanded at the conclusion of a university forum to ask a question of speaker Senator John Kerry, and proceeded with an eighty-second, three-part inquiry, his microphone was shut off and university police officers escorted him forcibly toward the exit. Ultimately, those officers employed a Taser electronic stun device to subdue him, but not before he had shouted, as captured on a video quickly disseminated on the Internet, “Don’t tase me, bro!”

This situation certainly did not go unnoticed by corporate directors and officers slated to lead potentially contentious shareholders meetings, or by their counsel. Nor could it have escaped the attention of shareholder activists, who might well have been struck not only by the fact that the video had been made by a student requested to do so by Meyer (who had handed her his camera immediately before asking the question), but by Meyer’s subsequent comment that “I haven’t seen any mainstream news outlet once dissect the questions I asked the Senator. Everything is about me personally or the Taser.”412

One article on the practicalities of conducting shareholder meetings advises:


A disgruntled shareholder should have an appropriate amount of time to air his or her grievances. Even though the temptation may be great, management should not hire a Pinkerton guard to deny comment by disgruntled shareholders. . . .

If a person persists in disrupting the meeting with irrelevant comments or conduct, the chairperson should first gently warn the shareholder to confine comments to relevant issues and make an effort to respect the time of other shareholders. If the shareholder remains disorderly, the chairperson should request the shareholder to leave. If the shareholder then refuses to leave and the actions prevent further running of the meeting, the chairperson has two choices. The chairman may either adjourn the meeting until a future date or have the shareholder bodily ejected.

If the chairperson has the stockholder ejected, he or she should entertain a motion to eject the stockholder. By having a motion passed, the chairperson can ensure that a majority of the stockholders agree that the individual is out of order. If later sued, the chairperson will have some evidence that the person was indeed disturbing a lawfully held meeting.413



Another commentator observed that “[n] early all stockholders’ meeting scripts provide elaborate procedures for the chair to remove an unruly or 481disruptive stockholder should it become necessary.”414 For instance, one author recommends that


[i]f the shareholder will not cooperate with the chairman’s request to act properly, he can state to the shareholder, “You are out of order. Please sit down immediately.” If that request is ignored, he should say, “Because of your refusal to comply with the rules of conduct, you are requested to leave the meeting at once.” A designated security person should then approach the shareholder and say, “The chairman has asked that you leave this meeting. Will you please come with us?” If the shareholder still refuses to leave, the security advisor should state, “You are on private property and you are disrupting an official company function. Your invitation to attend this meeting is revoked. Unless you leave at once you will be arrested by the police. Will you leave?” If the person refuses to leave, the police (usually plainclothesmen in attendance) should be summoned to have the person arrested and removed.415



Disruptive tactics of note (though not necessarily at shareholder meetings) include throwing a pie (or a pie-plate full of whipped cream or shaving cream) at the subject416 and bombarding him with glitter.417

(2a) The American Bar Association’s own Handbook for the Conduct of Shareholders’ Meetings recommends that “in extreme circumstances, the corporation may wish to rely upon local statutes relating to trespass and summon local law enforcement officers.”418 How do such laws 482apply to the meetings of private companies, and under what circumstances could shareholders threatened with ejection challenge their application?

(2b) A 1976 article indicated that “only a few companies publish rules of conduct.”419 What rules should companies adopt for the governance of shareholder meetings, and how (and how far in advance of the meeting(s) in question) should they disseminate them to shareholders?

The rules of conduct for the 1976 shareholders’ meeting of E.I. DuPont DeNemours and Company instructed, in part, that


[t]he views, constructive comments and criticism of the stockholders are welcome, but the purposes of this meeting will be observed and the Chairman will stop discussions that:


	are irrelevant to the business of the Company,

	are derogatory references to personalities or otherwise are not in good taste,

	are unduly prolonged, or

	are in substance repetitious of statements made by other persons.420





The ABA handbook provides that “[a] shareholders’ meeting is not the proper forum for commentary upon matters of personal concern or general social, political, or economic concern, unless properly the subject of a shareholder proposal.”421

Should any other restrictions be added? Should disruptive conduct be defined more specifically?

(2c) Should directors and officers, in light of the incident at the University of Florida, ban video and sound recording devices from annual shareholders’ meetings? Is this even practically possible, given the recording capabilities of cell phones, laptops, and “palmtop” digital devices?422
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Alternatively, should management, for its own protection, record all or parts of these meetings?

(2d) Which rules of procedure should govern shareholder meetings?

Such rules are not addressed by the Delaware General Corporation Law (DGCL), although Subsections (b) and (c) of Model Business Corporation Act (MBCA) Section 7.08 (Conduct of Meeting), respectively, authorize the meeting chair “to establish rules for the conduct of the meeting,” so long as those rules are “fair to shareholders.”

Companies often include such rules, or incorporate them by reference, in bylaws.423 Those provisions typically indicate broadly that the chair of an annual or special meeting of shareholders (possibly the board chair, the president, or a director designated by the board) is entitled to adopt rules and regulations for “the conduct of the meeting.” Some specify further that “[u]nless and to the extent determined by the board of directors of the chair of the meeting, meetings of stockholders shall not be required to be held in accordance with rules of parliamentary procedure.”

An article in the ABA Journal in July 2000 noted that Robert’s Rules of Order (then in its 10th edition) was easy to find and was “used by about 85 percent of U.S. public and private organizations” to govern their meetings.424

However, the ABA Corporate Governance Committee’s own Handbook, published that same year, specifically provides that Robert’s Rules of Order are inapplicable, because “these are rules of parliamentary procedure that were designed for deliberative bodies which operate in a very different manner than shareholders’ meetings.”425
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In fact, few corporate bylaws even mention the most well-known set of parliamentary rules, and at least one (Comcast’s) does so only to indicate that “[t] he conduct of a meeting need not follow Robert’s Rules of Order or any other published rules for the conduct of a meeting.”

Eliminating recourse to Robert’s Rules during shareholder meetings might be a viable policy for several reasons.

First, according to that manual itself,426 shareholder meetings do not constitute parliamentary proceedings, a “fundamental principle [of which is] that each person who is a member of a deliberative assembly is entitled to one — and only one — vote on a question.” By contrast, shareholders are generally entitled to one vote (or more, in the case of super-voting shares) for each share that they own that carries a voting right with regard to the issue at hand.

Second, advance notice requirements (discussed in Section 4.07(A)(2) below) could severely limit, or extinguish, shareholders’ ability to introduce proposals and nominations, and to make motions, once the meeting has begun.

Third, by the time that the meeting is formally called to order, many — and perhaps a decisive number — of the shares will already have been voted, making many motions moot. Instead, the ABA’s Handbook offers a simplified procedure in which the meeting chair can propose action, as can (by motion) a shareholder recognized by the chair. The more formal aspects of motions and seconding are dispensed with. Notably, the chair retains the right to rule a shareholder’s motion out of order, and to control the order in which motions are considered.427

Similarly, the ABA’s Modern Rules of Order discards much of the apparatus of formal motion-making428 and accords


[s]ignificant authority . . . to the Chair, whose judgment should be respected by the meeting and who will conduct matters in the best interests of the organization. This is the case in the vast majority of meetings convened every day. Where it is not true, remedial action may be appropriate to restore effective leadership. Procedural measures are no substitute for leadership.429
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Are these assertions correct?

What are the advantages or disadvantages to management, and to shareholders, under the ABA’s Handbook or Modern Rules, as opposed to Robert’s Rules? Are there ways in which any of these manuals should be modified to better protect shareholders procedurally?

Should the corporation’s procedural rules (whether Robert’s Rules, either of the ABA guides, some hybrid of these, or some other set entirely) for shareholders’ meetings be adopted in a bylaw provision, as opposed to a resolution made unilaterally by the board, or a choice made by the chair of a given meeting? What advance notification of the governing rules should be provided to shareholders, and what explanation of those rules should be provided to them by the corporation?430

Should the corporation specify that Robert’s Rules, or some other parliamentary procedure, not govern any (or all) meetings of its board of directors, of board committees and subcommittees, and/or (if it has a small number of shareholders) of its shareholders, on the grounds that these procedures are unnecessary or inefficient for smaller groups?

(2e) What rules of procedure govern shareholder meetings if the bylaws do not specifically identify a set of rules?

The general principle for such situations is that the chair should generally follow “accepted usage and common practice. The fundamental rule is that all who are entitled to take part shall be treated with fairness and good faith.”431

A number of corporate bylaws provide that the board may adopt by resolution the rules and regulations for the conduct of shareholder meetings, but that, subject to those rules, the person presiding over the meeting has the authority to determine the procedural aspects of the meeting, including: establishing an agenda; determining which items have not been properly brought before the meeting; maintaining order and safety; limiting attendance, participation, and time for questions or comments; and restricting entry after the meeting has begun.

Does this enable the chair to concoct her own on-the-spot hybrid of any of the above sets of rules?

(2f) How is the chair of the meeting selected? Generally, the bylaws or articles of incorporation (or charter) identify the director or 486officer432 who chairs the meeting, but where these documents are silent, state caselaw conflicts on whether the chair is to be elected by the board or by the shareholders.433

How should such bylaw provisions be drafted? Should they provide for alternate chairs (or a line of succession), and if so, for what circumstances?

(2g) As one commentator has observed, the rules of conduct for meetings are trumped by the corporation’s bylaws, which are subject to the articles of incorporation (or charter), which in turn yields to contrary provisions of state or federal laws.434 What does this suggest about the subjects that the rules of conduct should address?

(2h) Should corporate bylaws require directors to attend annual shareholders’ meetings? Note that the Sarbanes-Oxley Act of 2002 requires corporations to describe any policy that they have concerning such attendance and to disclose the number of directors who attended the previous year’s annual meeting.435

(2i) Delaware General Corporation Law §211(2) allows the directors to permit, and to adopt “guidelines and procedures” for, the remote participation in shareholder meetings by shareholders who are not physically present. What types of policies should directors develop in this regard? How, if at all, should these differ from policies for shareholder participation in the purely virtual shareholder meetings discussed in Section 4.05(B)?



4.05(A)(2)–Special Meetings of the Shareholders

Under Delaware law, special meetings of the shareholders may be called by the board “or by such person or persons as may be authorized by the certificate of incorporation or by the by-laws.”436 By contrast, some other states provide that the holders (individually or in the aggregate) of a specified percentage of the shares (often 10%) that would be entitled to vote at a special meeting are able to call for the meeting.437
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QUESTIONS–4.05(A)(2)

1. If a Delaware corporation’s certificate of incorporation and bylaws do not specify the circumstances under which shareholders can call special meetings — thereby depriving them of this power — could management successfully justify to the SEC its exclusion from the proxy statement for the next annual meeting of a shareholder proposal to amend the certificate or bylaws to include such a provision?

2. For what purposes should shareholders call special meetings? Should the certificate of incorporation or bylaws indicate that some purposes require a higher or lower percentage than others of voting shareholders to demand the meeting? Which purposes would those be?

3. Should management be obligated by the terms of the certificate of incorporation or by the bylaws to schedule the special meeting within a certain time of its having been notified that holders of the requisite number of shares want such a meeting to be held?

4. Under what circumstances, if any, can management refuse to arrange a meeting demanded by the holders of the requisite number of shares?438 For example, the bylaws of Microsoft state that:


Given the expense and resource commitment of holding a special meeting, in making the decision to call a special meeting per shareholder request, the Board shall have discretion as to the call and purposes of a meeting, where demands are repetitious or overlapping, and may refuse to call a meeting for a purpose identical or similar to a purpose for which a previous special meeting was held in the previous 120 days. Similarly, the Board may decline to call a special meeting when, in the good faith judgment of the Board, the purpose of the proposed meeting does not present a time sensitive issue that must be addressed before the next scheduled annual meeting.439



5. Must one or more members of management preside at and take minutes of the special meeting? Can the shareholders request the presence of individual officers and directors at, or bar them from, the meeting?

6. Who may adjourn a special meeting of the shareholders? The presiding director or officer? The holders of a majority of the shares voting at the meeting?

7. May shareholders take valid actions by written consent, without a meeting? If so, what percentage of the outstanding shares must be owned by the shareholders executing such consents, to make the action valid? 488Is shareholder unanimity required? Should any such policies include exceptions for voting on certain types of issues?



4.05(A)(3)–Shareholder Meetings in Chapter 11 Reorganizations

Should shareholders still be allowed to hold annual and special meetings — especially with regard to the election or directors — during the course of a Chapter 11 reorganization?

Among the reasons advanced for limiting or denying suffrage to shareholders of a corporation in the zone of insolvency or in reorganization proceedings are: (1) the directors of a reorganizing company owe fiduciary duties not only to the shareholders but also to the creditors,440 who have no power to vote on directors; (2) unlike some creditors, shareholders may have virtually no expectation of receiving a distribution under a plan of reorganization; (3) shareholders thereby have incentives to (re)elect directors more likely to engage in riskier transactions that, while possibly jeopardizing the corporation, would increase the probability of a payout to shareholders; and (4) shareholders might be tempted to use the threat of replacing directors — and, at minimum, of delaying the reorganization through litigation over the meeting issue — to effectively extort distributions from the debtor (and thus, indirectly, from other creditors).441 It might also be argued that shareholders’ voting rights under state law do not technically extend to replacing the directors of the reorganizing entity, who now qualify as the corporation’s trustee under the federal Bankruptcy Code.442

Reviewing the caselaw443 concerning whether shareholders could hold annual or special meetings during the course of a Chapter 11 reorganization, one commentator concluded in 1990 that
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[s]everal courts have denied shareholder meeting requests upon finding that the meeting would constitute a clear case of shareholder abuse of the traditional shareholder-director relationship. With the exception of one case, courts employing the clear abuse test have failed both to articulate a satisfactory standard for applying it and to take into proper account the relationship between directors and shareholders during a Chapter 11 case. Moreover, even in its optimum formulation, the clear abuse test does not satisfactorily take into account significant bankruptcy concerns. . . .444

Under the analysis proposed here, there would never be clear abuse if the sole complaint of those opposing the meeting was that the shareholders wanted a meeting in order to elect new directors. Clear abuse would only be found if it could be shown that the shareholders were acting in bad faith to destroy all prospects for a successful rehabilitation of the firm or that the meeting was likely to result in electing directors whose management might well endanger the debtor’s property. In either case it would be appropriate for a court to deny a shareholder meeting request, because the directors owe fiduciary duties to the corporation and the creditors, not just to the shareholders. In addition, allowing the meeting in either case is undesirable because, once the meeting was held, the court, in order to protect the estate, would probably have to oust the newly elected management and appoint a trustee, thus causing additional, unnecessary delay and expense.445



QUESTIONS–4.05(A)(3)

1. How, if at all, should the mechanics of a shareholder meeting held when the corporation is in the process of a Chapter 11 reorganization be different from those of meetings held by non-debtor corporations? What if the corporation is not in bankruptcy but is in the zone of insolvency?

2. Under the proposed standard (above) for holding shareholder meetings while the corporation is reorganizing, what type of evidence would establish that the shareholders were “acting in bad faith to destroy all prospects for a successful rehabilitation of the firm”?

3. If an insolvent but reorganizing firm were instead to be liquidated, the value of its assets would probably not satisfy all of the claims of the 490corporation’s creditors, which rank above shareholders’ interests in the priority order of distributions in bankruptcy. If one reason for giving shareholders the power to elect directors is that they are the residual owners of the firm — that is, the group entitled to any value remaining after the corporation has paid its creditors in full — should unsecured creditors, rather than shareholders, have the right to elect directors in this situation?446 Should unsecured creditors share this power with shareholders?

4. To one commentator,


the default rule of corporate law ought to recognize that shareholders bargained for the right to gamble with creditors’ money even when the corporation is in the vicinity of insolvency. Creditors who object to that right can and should protect themselves ex ante.447



(4a) Would the shareholders’ assertion of their power to vote for directors even if the corporation is in the zone of insolvency be aided by the corporation’s adopting (while it is solvent) a resolution to that effect or including in its articles of incorporation or bylaws a provision explicitly identifying the intent to recognize such a shareholder power? How would such a resolution or provision be drafted?

(4b) Would the shareholders’ assertion of their power to vote for directors even if the corporation is in the zone of insolvency be aided by the corporation’s (while it is solvent) including in agreements with creditors a provision by which the creditor explicitly agreed to recognize such a shareholder power? Are such provisions enforceable? How would such a provision be drafted?

(4c) Conversely, what provisions could creditors include in agreements with a corporation to “protect themselves ex ante “against the possibility of shareholders voting for directors if the corporation (although presently solvent) were to enter the zone of insolvency?

(4d) Would any of the analyses above be different if the resolutions or provisions were created after the corporation had entered the zone of insolvency?448
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(4e) Would any of the analyses in (4a)–(4c) be different if the resolutions or provisions were created once the corporation had become insolvent?

(4f) Could shareholders (or creditors) successfully enforce in a Chapter 11 reorganization any of the resolutions or provision discussed in (4a)–(4c)? Does it make a difference if the reorganizing corporation is solvent?449

5. Are shareholders allowed to call a special meeting once a corporation is in a Chapter 11 reorganization? What types of votes, if any, might a court prohibit them from taking at a special or annual meeting?

6. In practice, what rules govern creditors’ selection, as part of a plan of reorganization, of directors for the reorganized corporation?450 How does this process differ from the procedure by which a board selects candidates for election or re-election to the board?




4.05(B)–Virtual Meetings of Shareholders

Effective July 1, 2000, the Delaware General Corporation Law allowed a corporation’s board — if it is not denied by the bylaws or articles of incorporation the authority to determine the location of shareholder meetings — to decide, “in its sole discretion” that a shareholder meeting (annual or special) “shall not be held at any place, but may instead be held solely by means of remote communication”:451 that is, online and/or by telephonic or video connection.

However, just as with shareholders participating remotely in a meeting that was being held at a physical location, the board in a virtual meeting would have to 492maintain a record of such votes,452 as well as “implement reasonable procedures to verify that each person deemed present and permitted to vote at the meeting by means of remote communication is a stockholder or proxy holder”453 and to provide them “a reasonable opportunity to participate in the meeting and to vote on matters submitted to the stockholders, including an opportunity to read or hear the proceedings of the meeting substantially concurrently with such proceedings.”454

Until the COVID-19 pandemic began in the spring of 2020,455 corporations had been reluctant to conduct completely virtual shareholders’ meetings.456 As one journalist explained, in the wake of a virtual meeting held in 2010 by the Symantec Corporation,


some critics [of online shareholder meetings] challenge the value of sacrificing face-to-face accountability just to gain occasional increased participation, and lament the loss of personal interaction with executives and directors.

During the meetings, investors . . . vote and pose questions electronically. . . . But few companies post investor queries online so other shareholders see what gets asked. Instead, officials running virtual meetings view posted questions and decide which to answer.457
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Another pointed out that the literal and figurative opacity of the meeting had been enhanced by the company’s decision to “[hold] its meeting as audio-only — making it impossible for investors to observe the goings-on or see which Symantec executives had decided to make themselves available.”458

The Council of Institutional Investors has endorsed virtual meetings of shareholders “only as a supplement to traditional in-person shareholder meetings, not as a substitute,” unless “providing an in-person option would necessitate postponing or delaying the meeting date.”459 It recommends that remote attendees should be given the same opportunities to participate as those attending in person and that any shareholder who wishes to attend in person be allowed to do so, “provided the shareholder complies with reasonable admission requirements.”460

QUESTIONS–4.05(B)

1. How would the implementation of online meetings affect the long-standing complaints by shareholders that management deliberately chooses remote physical locations to hold annual meetings, apparently in hopes of discouraging shareholder attendance?461
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2. Why have corporations been reluctant to hold such meetings entirely online? Are shareholders similarly unimpressed by this option, or are directors resisting shareholder efforts to enable virtual shareholder meetings?

3. Conversely, for what types of corporations, and in what circumstances, might such a “non-venue” for shareholder meetings (annual or special) have extraordinary advantages over physical meetings?

4. Why are directors generally given sole discretion to decide that shareholder meetings can be held online? (Such authority would enable them to resist a bylaw change adopted by shareholder vote that would call for a virtual meeting of shareholders; but would it allow them to overcome a shareholder vote to amend the bylaws or articles of incorporation to remove the directors’ power to determine where meetings should be held?)

5. In the context of these concerns, does Vermont’s creation in 2008 of a “virtual incorporation” option462 — which, despite its name, enables the purely online creation not of corporations but of limited liability companies (LLCs) — offer real advantages to potential investors and managers, beyond those of existing corporate statutes? Central to this development is the redefinition of “meeting” as “any structured communications conducted by participants in person or through the use of electronic or telecommunications medium [sic] permitting simultaneous or sequentially structured communications for the purpose of reaching a collective agreement.”463



4.05(C)–Electronic Shareholder Forums

In a May 2007 briefing paper, the Securities and Exchange Commission noted that


[a] lternatives or supplements to the proxy machinery [discussed in Sections 4.06 and 4.07 below] that exploit the advantages of telecommunications technology have been suggested that could offer shareholders more powerful means to advance non-binding proposals. For example, an online forum, restricted to shareholders of the company whose identity is protected through encrypted unique identifiers, could offer the opportunity for shareholders to discuss among themselves the very subjects that most concern them, and which today are considered — if at all — only indirectly through the proxy process. Such a discussion forum could also provide the opportunity for shareholders to conduct non-binding votes. 495Moreover, the opportunity for this enhanced level of shareholder participation could be extended 24/7 throughout the year, rather than only at annual meetings. From the company’s standpoint, such a shareholder forum could provide much more accurate and frequent information about the interests and concerns of investors.

In order to facilitate innovations such as this, however, the current proxy rules would have to be amended to ensure that participants were not deemed to be conducting a solicitation, and otherwise to provide investors comfort that legal and regulatory requirements were being met. The Commission is considering whether such amendments are advisable. . . .464



In January 2008, the SEC announced amendments to the proxy rules under the Securities Exchange Act of 1934 to foster the creation and operation of online forums for shareholders:


The amendments clarify that participation in an electronic shareholder forum that could potentially constitute a solicitation subject to the proxy rules is exempt from most of the proxy rules if all of the conditions to the exemption are satisfied. In addition, the amendments state that a shareholder, company, or third party acting on behalf of a shareholder or company that establishes, maintains, or operates an electronic shareholder forum will not be liable under the federal securities laws for any statement or information provided by another person participating in the forum. Therefore, the amendments remove legal ambiguity that might deter shareholders and companies from energetically pursuing this mode of communication.465



QUESTIONS–4.05(C)

1. Online forums of all types, particularly those in which participants remain anonymous behind screen names, are notorious for freewheeling discussions, which may quickly become abusive, libelous, defamatory, or at least off-topic. What types of rules should a shareholder, company, or third party that operates such a forum establish to maintain both civility and legality? Although the SEC “neither mandate[d] nor preclude[d] anonymous communications because we want to allow forum sponsors to have flexibility in creating electronic shareholder forums and to encourage innovation and experimentation,”466 what should be the operator’s preferred approach to this issue?
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Note that the SEC has clarified that “[t] he antifraud provisions of the federal securities laws apply to blogs and to electronic shareholder forums” and that “[c]ompanies cannot require investors to waive protections under the federal securities laws as a condition to entering or participating in a blog or forum,” but also that “[a] company is not responsible for the statements that third parties post on a website the company sponsors, nor is a company obligated to respond to or correct misstatements made by third parties.”467

2. How might the virtual architecture and the terms and conditions of such a forum established by a company be different from those of one operated by a company, or by a third party? In particular, what precautions should the company take in installing on its site hyperlinks to pages developed by third parties, in order to prevent itself from being seen as endorsing the content of those pages?468

3. What special considerations should a company’s representatives be mindful of when participating in an electronic shareholder forum or supplying information to the corporation’s website, as opposed to participating in off-line interactions with shareholders and third parties (for instance, in a conference call or shareholder meeting)?469

4. The SEC stated that such forums “will be an additional, rather than substitute, means of communication” to present non-binding shareholder proposals (considered in Section 4.07, below) to shareholders in the company’s proxy statement.470 Will discussions in an electronic shareholder forum parallel, diverge from, supplement, or ultimately supplant that traditional method of presenting and assessing such proposals?
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4.06–PROXIES

The term proxy (from the Latin, procurare, to take care of) has been used to refer not only to (1) a shareholder’s indication of how it wishes its shares voted on corporate matters and (2) a shareholder’s delegation of authority to an intermediary to vote its shares in a designated way, or at the intermediary’s discretion,471 but also to (3) the material (also called the proxy statement) circulated by corporate management to shareholders to identify and explain the issues on which shareholders are to vote. As one authority notes,


[t]here are four primary aspects of SEC proxy regulation [under section 14 of the Securities Exchange Act of 1934].472 First, by virtue of section 14(a) there must be full and fair disclosure of all material facts with regard to any management submitted proposals that will be subject to a shareholder vote. Second, material misstatements, omissions, and fraud in connection with the solicitation of proxies are prohibited. . . . Thirdly, . . . management is not only required to submit relevant shareholder proposals in its own proxy statements, but also to allow the proponents to explain their position in the face of any management opposition. Fourthly, the proxy rules mandate full disclosure in non-management proxy materials and thus are significant in corporate control struggles and contested take-over attempts.473



Complicating the logistics of disseminating material to shareholders and collecting their votes (or authorizations to vote) are arrangements by which brokers and dealers, banks, and other nominees hold blocks of shares in their own name (or, “street name”) on behalf of their various customers. In such a case, the records of a corporation issuing such shares reflect that the nominee, not the 498customer, is the holder “of record” of the shares, which are “beneficially” held by the customer.474

Generally, the nominees are required under state and federal law to disseminate proxy materials to their customers on behalf of the issuers and may not vote the shares themselves.475 Instead, the nominees (or a third party acting on their behalf) tabulate the votes received from the customers and forward them to the issuer before the meeting.476 (By contrast, the trustees or managers of pension funds may themselves vote the shares held by the funds on behalf of the funds’ participants, unless the fund provides that participants are to vote their own shares.477)

Although such procedures are not required by state or federal law, shareholder activists have encouraged corporate management to implement practices of confidential voting,478 which would deprive management of a record of which way 499a given shareholder voted (or if the shareholder voted at all) on a specific issue. Shareholder advocates argue that anonymity protects shareholders (such as banks or fund managers) who might fear reprisals (such as the termination of a corporate banking or investment relationship) by management.479 However, one empirical study concluded that confidentiality does not affect shareholders’ support for shareholder proposals (which might have been expected to increase) or for management proposals (which might have been expected to decrease).

Spurred in part by letters sent separately by CalPERS (on November 3, 1989) and the United Shareholders Association480 (on March 20, 1990), the Securities and Exchange Commission on October 22, 1992, revised its rules governing proxies so as to allow institutional investors greater freedom to communicate with each other.481 Reviewing the changes — which rolled back prohibitions on communications among shareholders, allowed shareholders to make statements of their reasons for intending to vote a particular way, and lessened regulators’ review of proxy materials — one practitioner suggested that management conduct research to “identify those [shareholders] with the greatest incentive to undertake shareholder initiatives” and then “develop responsive investor relations programs” and “solicit investor views.”482 However, another commentator concluded that the reforms “probably do not go far enough. Shareholder free speech of all sorts, 500especially speech advocating action, continues to be chilled by the proxy rules and by section 13(d).”483

As of March 30, 2007, the SEC’s Rule 14a-16484 allowed an issuer


[to] satisfy its obligation under the Commission’s proxy rules to furnish proxy materials to shareholders in connection with a proxy solicitation by posting its proxy materials on a publicly-accessible Internet Web site (other than the Commission’s EDGAR Web site) and sending a Notice of Internet Availability of Proxy Materials (“Notice”) to shareholders at least 40 days before the shareholder meeting date indicating that the proxy materials are available and explaining how to access those materials. . . . The Notice . . . must explain how a shareholder can request a copy of the proxy materials and how a shareholder can indicate a preference to receive a paper or e-mail copy of any proxy materials distributed under the notice and access model in the future.485



From July 2007 through February 2008, about 80 companies that had adopted the e-proxy system held annual meetings: “[o]n average, just 4.6% of individual shareholders voted [electronically] on company matters . . . a sharp decline from the 19.2% who voted [under the paper ballot system] in the year-earlier period....”486 Although some of the decline in participation might have resulted from shareholder confusion about the new procedure, one report suggested that if the effect continued, it “could give larger institutions and corporate activists greater sway on company matters.”487

Separately, in 2007 the SEC required issuers


to provide shareholders with the ability to choose the means by which they access proxy materials. . . . [I]ssuers and other soliciting persons [are] required to post their proxy materials on an Internet Web site and provide shareholders with a notice of the Internet availability of the materials. The issuer or other soliciting person may choose to furnish paper copies of the proxy materials along with the notice. If the issuer or other soliciting person chooses not to furnish a paper copy of the proxy materials along with the notice, a shareholder may request delivery of a copy at no charge to the shareholder.488
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QUESTIONS–4.06

1. How do the protections afforded shareholders by Rule 14a-16 against the hazards of conducting business online compare with those provided by the Electronic Signatures in Global and National Commerce Act (E-SIGN),489 which allowed certain businesses to provide electronic rather than hard-copy paper notices to consumers who requested it?

2. The 156-page report prepared in 2003 by corporate monitor Richard Breeden, at the instruction of the United States District Court for the Southern District of New York, to suggest mechanisms for rehabilitating the corporate governance of WorldCom, Inc., proposed that


[t]he Governance Committee should establish a website that will offer shareholders a “town meeting” forum for discussion of issues of concern. One or more shareholders representing at least 1% of the voting power of the Company should be entitled to place resolutions on the website for consideration of all shareholders, irrespective of whether such resolutions would be deemed appropriate for the Company’s proxy statement (based on considerations of whether such resolutions involve matters of ordinary business or otherwise). The Governance Committee should establish criteria for the times of submission of such resolutions, and the time and manner of recording votes of shareholders regarding any such proposals. Any such proposal that receives a minimum vote to be set by the Governance Committee (such as 20%) should be placed by the Company on its next proxy statement. It should be the general policy of the Company to solicit the view of shareholders on issues of concern to them on an active basis.490



Would such an arrangement be useful and effective for corporations whose governance structures had not been called into question?

3. Citing the minimal costs needed for shareholders themselves to solicit the proxies of other shareholders under the “e-proxy” rules,491 one commentator has suggested that in seeking to nominate and elect their own candidates for directorships,


institutional investors and other shareholder activists should focus on working through the mechanics of waging short slate proxy contests using e-proxy solicitations. The Council on Institutional Investors and public interest law firms could play a significant role in this regard. Activist institutions need to prepare the disclosure package required under the existing proxy rules. An institution’s 502disclosure may be tested (and refined) through litigation, but a standardized package that institutions without a control motive could generally use in proxy contests should emerge relatively quickly. Activist institutions need to become adept with the web access model and appreciate the extent to which proxy advisory services will do much of the actual solicitation. It may be that few institutions will have sufficient incentive to make the relatively modest investment to master the mechanics necessary to undertake an e-proxy contest. It also may be that few shareholders will take the trouble to engage with the substance of the proxy contest if it involves going beyond the four corners of the issuer’s proxy. If so, the role of institutional investors in corporate governance necessarily will be limited.492



Has this recommendation been followed? What legal advice should be given to shareholders attempting such solicitations?



4.07–SHAREHOLDER PROPOSALS


4.07(A)–Methods of Disseminating Proposals


4.07(A)(1)–Management’s Proxy Statement, or Proponent’s Own Mailing

Under Rule 14a-7, a shareholder may obtain from the corporation a list of other shareholders, so that it may mail communications to them directly;493 alternatively, the company can request from the shareholder the costs of printing and mailing, and itself deliver the communication to all other shareholders without disclosing the list.494
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QUESTIONS–4.07(A)(1)

1. Does the ability of management to resist a shareholder’s request for the list under this federal rule preempt the right of shareholders under the laws of some states to obtain the shareholder list (for instance under Section 220 of the Delaware General Corporation Law)?495

2. Does the shareholder’s intent to use the list for mailing shareholder proposals and solicitations of shareholder votes meet the “any proper purpose” test of Section 220?



4.07(A)(2)–Advance Notice Bylaws

Many boards have installed in their bylaws advance notice provisions that preclude shareholders from engaging in spontaneous and/or surprising “motion practice” at the meeting.

The DGCL does not explicitly mention such bylaws, but the Official Comment to MBCA Section 7.05 (Notice of Meeting) states that, although the company does not have to give notice of the purpose(s) of an annual meeting unless required to by its articles of incorporation or the DGCL itself, a shareholder “may have to comply with any advance notice provisions in the corporation’s articles of incorporation or bylaws,” including that board nominations, or proposals submitted for a vote, “be submitted in writing and received by the corporation a prescribed number of days in advance of the meeting.”

Indeed, as two Delaware Court of Chancery decisions indicated in the spring of 2008, imprecisely drafted bylaws can be interpreted to allow a shareholder to present her proposal directly at the annual meeting, without previously mailing such a communication to other shareholders, requesting that management include the proposal in its proxy statement, or even giving management notice that she intended to make the proposal at the meeting.

In Jana Master Fund, Ltd. v. CNET Networks, Inc.,496 the relevant provision of CNET’s bylaws read as follows:


Any stockholder of the Corporation that has been the beneficial owner of at least $1,000 of securities entitled to vote at an annual meeting for at least one year may seek to transact other corporate business at the annual meeting, provided that such business is set forth in a written notice and mailed by certified mail to the Secretary of the Corporation and received no later than 120 calendar days in advance of the date of the Corporation’s proxy statement released to security-holders in connection with the previous year’s annual meeting of security holders (or, if no annual meeting was held in the previous year or the date of the annual meeting has been changed by more than 30 calendar days from the date 504contemplated at the time of the previous year’s proxy statement, a reasonable time before the solicitation is made). Notwithstanding the foregoing, such notice must also comply with any applicable federal securities laws establishing the circumstances under which the Corporation is required to include the proposal in its proxy statement or form of proxy.497



JANA, which owned 11% of CNET’s stock, had requested CNET’s shareholder list so that it could mail to other shareholders its own solicitations of their proxies for replacing two current directors of CNET, enlarging the board, and nominating five new individuals for election as directors. CNET denied the request, asserting that JANA had held its CNET stock for less than the year required in the bylaw.

However, JANA argued that by its own language the bylaw applied only to proposals made under Rule 14a-8, and not to, as the court noted, proposals made pursuant to “other rules promulgated under the authority of section 14 of the 1934 Exchange Act [that] do not give management the power to stop shareholders from presenting proposals and nominations.”498

The court agreed with JANA, focusing on: (1) the phrase, “may seek to transact other business,” which it found “does not make sense outside the context of Rule 14a-8”; (2) the bylaw’s “deadline for notice specifically in advance of the release of management’s proxy form,” which implied that the bylaw concerned only proposals that shareholders wanted management to include in those materials; and, most significantly, (3) the final sentence’s clarifying that the bylaw addressed only such proposals and nominations.499

As a result, because CNET’s bylaws contained no applicable provision requiring advance notice to management of shareholder proposals, the court endorsed the very conclusion that CNET had argued against in its own brief: “‘any of CNET’s thousands of stockholders are free to raise for the first time and present any proposals they desire at the Annual Meeting.’ Although this may sound daunting, it is the default rule in Delaware.”500

Almost exactly a month later, in Levitt Corp. v. Office Depot Inc.,501 the court considered whether the following provision of Office Depot’s bylaw barred Levitt from nominating, at the annual meeting of stockholders, two candidates for election to the board:


14. Stockholder Proposals. At an annual meeting of the stock-holders, only such business shall be conducted as shall have been properly brought before the meeting. To be properly brought before an annual meeting, business must be (i) specified in the notice of the meeting (or any supplement thereto) given by or at the direction of the Board of Directors, (ii) otherwise properly brought before the meeting by or at the direction of the Board of Directors or (iii) otherwise properly brought before the 505meeting by a stockholder of the corporation who was a stockholder of record at the time of giving of notice provided for in this Section, who is entitled to vote at the meeting and who complied with the notice procedures set forth in this Section. For business to be properly brought before an annual meeting by a stockholder, the stockholder must have given timely notice thereof in writing to the Secretary. . . .

To be timely, a stockholder’s notice shall be received at the company’s principal office. . . . not less than 120 calendar days before the date of the Company’s proxy statement released to shareholders in connection with the previous year’s annual meeting. . . .

Such stockholder’s notice shall set forth as to each matter the stockholder proposes to bring before the annual meeting (i) a brief description of the business desired to be brought before the meeting and the reasons for conducting such business at the meeting and any material interest in such business of such stockholder and the beneficial owner, if any, on whose behalf the proposal is made; and (ii) as to the stockholder giving the notice and the beneficial owner, if any, on whose behalf the proposal is made (A) the name and address of such stockholder . . . (B) the class and number of shares of the corporation which are owned of record and beneficially . . . and (iii) in the event that such business includes a proposal to amend either the Articles of Incorporation or the Bylaws of the corporation, the language of the proposed amendment.

. . .

Nothing in these Bylaws shall be deemed to affect any rights of the stockholders to request inclusion of proposals in the corporation’s proxy statement pursuant to Rule 14a-8 under the Exchange Act.502



After observing that unless required by a corporation’s bylaws, a stockholder did not have to give advance notice of his intent to nominate directors at the annual meeting,503 the court engaged in an extended analysis of the scope of the word business in the bylaw’s first sentence, ultimately concluding that it included the nomination of directors.504 Because Office Depot had already specified in its notice to shareholders that the meeting would include elections (and thus nominations) of directors, the court concluded that under the bylaws the corporation could not prevent Levitt from nominating candidates at that meeting.505

Notably, the Levitt decision emphasized that in interpreting corporate documents, the court would employ the “plain meaning” of unambiguous terms (such as business); but that any ambiguity in bylaws would be “resolved in favor of the stockholders’ electoral rights.”506

506

In 2016, the Court of Chancery addressed the timing and information requirements of advance notice bylaws in In Re Ebix, Inc. Stockholder Litigation,507 after shareholders claimed that the bylaws had been inappropriately revised by directors seeking primarily to maintain their own positions.

The court had previously “noted that: ‘Advance notice requirements are “commonplace” and “are often construed and frequently upheld by Delaware courts.”’ Such bylaws are said to be ‘useful in permitting orderly shareholder meetings, but if notice requirements “unduly restrict the stockholder franchise or are applied inequitably, they will be struck down.” ’ ”508

In Ebix, the court held that under the circumstances, “heightened scrutiny requires Ebix’s board members to show . . . that their adoption of the Bylaw Amendments was ‘within the range of reasonableness,’ ” a test that the board had failed to satisfy because “the reasonableness of a defensive response whose munitions include the ability to foreclose the use of special meetings to hold elections requires an explanation not evident on the face of [the directors’] pleadings.”509 Thus, the Court denied the board’s motion to dismiss these elements of the shareholders’ complaint.

QUESTIONS–4.07(A)(2)

1. How should the bylaws in JANA Master Partners have been worded to optimally protect CNET?

2. How should the bylaws in Levitt have been worded to optimally protect Office Depot?




4.07(B)–Submitting Proposals; Grounds for Exclusion

What proposals and supporting statements (the total length of which cannot exceed 500 words)510 can shareholders submit511 for inclusion in a corporation’s proxy statement to be voted on by the shareholders at large?

As with the caselaw and statutes that have developed around the issue of when a shareholder derivative lawsuit may be (over management’s opposition) launched and maintained, so does the shareholder proposal issue balance concerns of shareholder voice, and of management’s accountability to shareholders, against 507the threat that an unduly lenient policy will not allow management to screen out obstructive, irrelevant, and otherwise inappropriate proposals.

SEC Rule 14a-8,512 most recently amended in 2020,513 addresses this issue. First, in order to be eligible to submit such a proposal, a shareholder must itself (i.e., without aggregating its holdings with those of other shareholders) have continuously held either: (a) for at least three years, at least $2,000 in market value of shares that could vote on the proposal; (b) for at least two years, at least $15,000 in market value of such shares; or, (c) for at least one year, at least $25,000 in market value of such shares.514 Second, even a shareholder that meets these requirements can submit only one proposal per meeting.515

As summarized by the Second Circuit Court of Appeals,


[t]he no-action process works as follows: Whenever a corporation decides to exclude a shareholder proposal from its proxy materials, it “shall file” a letter with the Division [of Corporate Finance] explaining the legal basis for its decision [under] Rule 14a-8(d)(3). If the Division staff agrees that the proposal is excludable, it may issue a no-action letter, stating that, based on the facts presented by the corporation, the staff will not recommend that the SEC sue the corporation for violating Rule 14a-8. . . . The no-action letter, however, is an informal response, and does not amount to an official statement of the SEC’s views. . . .516

. . . [A]s the SEC itself has explained, the SEC “and its staff do not purport in any way to issue ‘rulings’ or ‘decisions’ on shareholder proposals management indicates it intends to omit, and they do not adjudicate the merits of management’s posture concerning such a proposal.”517



According to the SEC,


[t]he company has the burden of demonstrating that it is entitled to exclude a proposal, and we will not consider any basis for exclusion that is not advanced by the company. We analyze the prior no-action letters that a company and a shareholder cite in support of their arguments and, where appropriate, any applicable caselaw. We also may conduct our own research to determine whether we have issued additional letters that support or do not support the company’s and shareholder’s positions. Unless a company has demonstrated that it is entitled to exclude a proposal, we 508will not concur in its view that it may exclude that proposal from its proxy materials.518



If the staff of the Division of Corporation Finance


declines to state a view on any particular request, the interested parties should not interpret that position as indicating that the proposal must be included. In such circumstances, the staff is not taking a position on the merits of the arguments made, and the company may have a valid legal basis to exclude the proposal under Rule 14a-8. And . . . the parties may seek formal, binding adjudication on the merits of the issue in court.519



On the other hand, if the SEC indicates that it would not approve of the omission, but management nonetheless fails to include it, a shareholder can seek an agency ruling that management is violating proxy rules; can attempt to enjoin the distribution of the offending proxy statements; and/or can seek an order requiring management to include the proposal.520

Moreover, the Court of Appeals for the District of Columbia Circuit has recognized that shareholders have a private right of action under Section 14(a) of the Securities Act of 1934 and under Rule 14a-8 to enforce a corporation’s obligation to include appropriate shareholder proposals in proxy materials for the annual meeting.521 In fact, such actions may be brought even if management has received a no-action letter from the SEC with regard to the proposal in question, because the agency “routinely includes . . . in response to company requests for no-action letters” a notice that “[o]nly a court such as a U.S. District Court can decide whether a Company is obligated to include shareholder proposals in its proxy material.”522

The accumulated body of thousands of such letters has been characterized as vague, inconsistent, and more confusing than clarifying.523 However, at least one governing theme has emerged clearly: “[a] fter more than four decades of experience and modification, the consensus understanding of the typical rule 14a-8 proposal is that it is advisory or precatory in nature, frequently is made during a 509national campaign by shareholders holding only a few shares in each of several targeted companies, and is convincingly rejected at the annual meetings.”524

As discussed below, Rule 14a-8 provides525 13 specific grounds for management to exclude shareholder proposals from proxy statements.


4.07(B)(1)–Improper Under State Law

A proposal may be excluded if it is “not a proper subject for action by shareholders under the laws of the jurisdiction of the company’s organization.” The SEC’s commentary to this rule notes that


[d]epending on the subject matter, some proposals are not considered proper under state law if they would be binding on the company if approved by shareholders. In our experience, most proposals that are cast as recommendations or requests that the board of directors take specified action are proper under state law. Accordingly, we will assume that a proposal drafted as a recommendation or suggestion is proper unless the company demonstrates otherwise.526



QUESTIONS–4.07(B)(1)

1. Are the relevant state laws too vague for this standard to be applied consistently?

2. How does this ground for exclusion differ from an exclusion allowed under the version of Rule 14a-8 in force in 1970, which applied “[i]f it clearly appears that the proposal is submitted by the security holder . . . primarily for the purpose of promoting general economic, political, racial, religious, social or similar causes”?527

3. Can management exclude from proxy statements, under (a)(1), shareholder proposals to amend the bylaws and other governing documents of the corporation to give the holders of a specified percentage (such as 10%) of a corporation’s outstanding common stock the power to call a special shareholder meeting?

510

In at least two instances (both involving a 10% threshold), the SEC’s responses to management have indicated such an exclusion would be improper.528 Why? Are other provisions of Rule 14(a)-8(i) applicable to prevent such proposals from being included in the statements?

Indeed, some corporations have, presumably at the behest of management, done the reverse, by adopting bylaws that constrict the power of shareholders to call special meetings.529 Would a shareholder proposal that management take no such action without the approval of a majority or supermajority of shareholders be excludable under (i)(1)?



4.07(B)(2)–Violation of State Law

A proposal may be excluded if, when implemented, it would cause the corporation to violate applicable “state, federal, or foreign law.”

QUESTION–4.07(B)(2)

Could management effectively invoke this provision to justify excluding from the proxy statement shareholder proposals calling for diversity on the board, among management, and/or among the board, management, or owners of the companies providing goods or services to the corporation? If so, how (if at all) might shareholders revise such proposals to avoid exclusion under this provision?



4.07(B)(3)–Violation of Proxy Rules

Proposals may be omitted from the proxy statement if they or their supporting statements violate the SEC’s proxy rules, including the prohibition of false or misleading statements in proxy soliciting materials. The SEC also allows management to exclude proposals that are “vague and indefinite”: for instance, “Be it resolved by the stockholders to request the board of directors to establish a new policy doing business in China, with the help from China’s democratic activists and human/civil rights movement.”530
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4.07(B)(4)–Personal Grievance; Special Interest

A proposal may be omitted if it “relates to the redress of a personal claim or grievance against the company or any other person, or if it is designed to result in a benefit to [the proposer], or to further a personal interest, which is not shared by the other shareholders at large.”

QUESTIONS–4.07(B)(4)

1. One commentator has suggested that legislators could “[s]trengthen the anticrackpot exclusions by adding a new category of exclusions for proposals that are ‘vexatious, frivolous, or unintelligible.’”531 Is that appropriate?

2. How can shareholders avoid having their proposals for corporate social responsibility initiatives omitted as relating to their own “personal claim[s] or grievance[s]?”532

3. Is this test, as applied by the SEC, in any way different from the provision of the Model Business Corporation Act requiring that to have standing to launch a shareholder derivative lawsuit a shareholder must “fairly and adequately represent[] the interests of the corporation in enforcing the right of the corporation”?533 Why does the analogous provision of the Delaware General Corporation Law534 contain no such provision?



4.07(B)(5)–Relevance

A proposal may be omitted if it


relates to operations which account for less than 5 percent of the company’s total assets at the end of its most recent fiscal year, and for less than 5 percent of its net earnings and gross sales for its most recent fiscal year, and is not otherwise significantly related to the company’s business.



One federal district court granted a shareholder’s injunction to prevent management from distributing a proxy statement that excluded his proposal, which called on the company to


form a committee to study the methods by which its French supplier produces paté de foie gras, and report to the shareholders its findings and 512opinions, based on expert consultation, on whether this production method causes undue distress, pain or suffering to the animals involved and, if so, whether further distribution of this product should be discontinued until a more humane production method is developed.535



The court observed that


the applicability of the . . . exception to Mr. Lovenheim’s proposal represents a close question given the lack of clarity in the exception itself. In effect, plaintiff relies on the word “otherwise,” suggesting that it indicates the drafters of the rule intended that other noneconomic tests of significance be used. Iroquois/Delaware relies on the fact that the rule examines other significance in relation to the issuer’s business. Because of the apparent ambiguity of the rule, the Court considers the history of the shareholder proposal rule in determining the proper interpretation of the most recent version of that rule.536



Although the sales of the product in question were below the cutoff standard of this exclusion, the court


cannot ignore the history of the rule which reveals no decision by the Commission to limit the determination to the economic criteria relied on by Iroquois/Delaware. The Court therefore holds that in light of the ethical and social significance of plaintiff’s proposal and the fact that it implicates significant levels of sales, plaintiff has shown a likelihood of prevailing on the merits with regard to the issue of whether his proposal is “otherwise significantly related” to Iroquois/Delaware’s business.537



In 2017, the Division of Corporation Finance announced that it would henceforth devote more attention to the second factor of Rule 14a-8(i)(5), and


focus, as the rule directs, on a proposal’s significance to the company’s business when it otherwise relates to operations that account for less than 5% of total assets, net earnings and gross sales. Under this framework, proposals that raise issues of social or ethical significance may be included or excluded, notwithstanding their importance in the abstract, based on the application and [fact-sensitive] analysis of each of the factors of Rule 14a-8 (i)(5) in determining the proposal’s relevance to the company’s business.538
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QUESTIONS–4.07(B)(5)

1. Does this provision leave the door open for shareholders to seek inclusion in the proxy statement of proposals for corporate social responsibility initiatives that might concern even relatively minor corporate operations, on the grounds that those activities nonetheless could be characterized as “significantly related to the company’s business”?539

2. Can management exclude proposals that the company produce reports detailing certain corporate operations, even if those operations themselves do not meet the financial threshold of (i)(5)?540 (In this connection, management might also cite (i)(7), discussed below.)



4.07(B)(6)–Absence of Power or Authority

A proposal may be omitted if the corporation lacks the power or authority to implement it. The SEC staff found support from this provision for Exxon Mobil Corporation’s omission from its proxy statement of the following proposal:


RESOLVED, that the shareholders urge the Board of Directors to take the necessary steps to amend the by-laws to require that, subject to any presently existing contractual obligations of the Company, an independent director shall serve as Chairman of the Board of Directors, and that the Chairman of the Board of Directors shall not concurrently serve as the Chief Executive Officer.541



The staff observed that


[a]s it does not appear to be within the power of the board of directors to ensure that its chairman retains his or her independence at all times and the proposal does not provide the board with an opportunity or mechanism to cure such a violation of the standard requested in the proposal, it appears that the proposal is beyond the power of the board to implement. Accordingly, we will not recommend enforcement action to the Commission if ExxonMobil omits the proposal from its proxy materials in reliance on rule 14a-8(i)(6).542
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Three years previously, the staff had allowed the exclusion of a proposal


that the company establish a Nominating Committee to recommend candidates to stand for election to the board of directors. The Committee shall be composed solely of independent directors. For these purposes, an independent director is one who: (1) has not been employed by the company or an affiliate in an executive capacity within the last five years; (2) is not a member of a company that is, or has been within the last five years, one of this company’s paid advisors or consultants; (3) is not employed, nor has been employed within the last five years, by a significant customer or supplier; (4) is not remunerated by the company for personal services (consisting of legal, accounting, investment banking, and management consulting services), whether or not as an employee for a corporation, division, or similar organization that actually provides the personal services, nor an entity from which the company derives more than 50 percent of its gross revenues; (5) is not employed by a tax-exempt organization that receives significant contributions from the company; (6) is not a relative of any person who is, or has been in the past five years, a member of the company’s management; and (7) is not part of an interlocking directorate in which the CEO or other executive officers of this company serves on the board of a corporation that employs the director.543



Counsel for management had argued that


[a]s required by the [New Jersey corporate laws] and the Bylaws, directors of Dendrite may be elected solely by the shareholders at an annual or special meeting. It is not within the power of Dendrite or its Board of Directors to guarantee or enforce the election by shareholders of any particular person or type of person as a director at their shareholder meetings.544





4.07(B)(7)–Management Functions

A proposal may be omitted if it “deals with a matter relating to the company’s ordinary business operations.” However, as one authority has recognized, this exclusion “has had a long and checkered history. . . . [I] t is not always easy to identify a clear demarcation between which proposals are excludible . . . and which are not. Furthermore, there are a number of topics for which the SEC has changed its position over time.”545
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4.07(B)(7)(a)–The Roosevelt Decision

This justification for the exclusion of a shareholder proposal was at issue in 1992 before the D.C. Circuit Court of Appeals in Roosevelt v. E.I. DuPont de Nemours & Co., with regard to a shareholder proposal that read, in relevant part:


Whereas, The international scientific community has determined that synthetic chemicals — including chlorofluorocarbons (CFCs), halons, carbon tetrachloride, methyl chloroform, and hydrochlorofluorocarbons (HCFCs) — are destroying the earth’s protective ozone layer at an alarming rate:

. . .

Whereas, Many governments are taking action beyond the Montreal Protocol [the international ozone protection treaty, including an agreement to stop CFC production in the year 2000]; for example, Germany plans to stop CFC and halon production in 1995, and German CFC producers Hoeschst AG and Kali-Chemie have announced they will stop making CFCs in 1995;

. . .

Resolved, That the shareholders of the Du Pont Company, assembled in annual meeting in person and by proxy, request that the Board of Directors:



1. Rapidly accelerate plans to phase out CFC and halon production, surpassing our global competitors which have set a 1995 target date;

2. Present a report to shareholders within six months detailing (a) research and development program expenditures which dramatically increase efforts to find CFC and halon substitutes which do not harm the ozone layer or contribute significantly to global warming; and (b) a marketing plan to sell those environmentally safe alternatives to present customers.546

Affirming the district court’s holding that management could legitimately exclude both proposals from the proxy statement for the annual meeting, the Court reasoned as follows:


A. The Phase Out Target Date

It is not debated in this case that CFC’s contribute intolerably to depletion of the ozone layer and that their manufacture has caused a grave environmental hazard. However, Roosevelt’s proposal . . . relates not to whether CFC production should be phased out, but when the phase out should be completed. . . .

Timing questions no doubt reflect “significant policy” when large differences are at stake. . . .

. . . Rule 14a-8(c)(7) requires us to home in on Roosevelt’s proposal, to determine whether her request dominantly implicates ordinary business matters. The gap between her proposal and the company’s schedule is now 516one year, not five. The steps to be taken to accomplish the phase out are complex. . . .

. . . In these circumstances, we conclude that what is at stake is the “implementation of a policy,” “the timing for an agreed-upon action,” . . . and we therefore hold the target date for the phase out a matter excludable under Rule 14a-8(c)(7).

B. The Report to Shareholders

. . . Roosevelt concedes that the report is not central to her proposal, . . . and we find no cause to place the matter outside the “ordinary business operations” exception.

. . .

Just as the Commission has clarified that requests for special reports or committee studies are not automatically includable in proxy materials, we caution that such requests are not inevitably excludable. But Roosevelt has not shown the detailed research and development or marketing information she seeks implicates significant policy issues, and not merely implementation arrangements. She does not, for example, suggest that Du Pont is developing or planning to market hazardous substitutes. . . .

In agreement with the district judge, the Commission, and the staff, we hold that the second part of Roosevelt’s proposal falls within the “ordinary business operations” exception.547





4.07 (B)(7)(b)–The Cracker Barrel Saga

Also in 1992, an SEC no-action letter supported the use of the “ordinary business” exclusion by Cracker Barrel’s management to omit from its proxy statement a shareholder proposal that the company “implement non-discriminatory policies relating to sexual orientation and to add explicit prohibitions against such discrimination to their corporate employment policy statement.”548

The letter specifically stated that


[a]s a general rule, the staff views proposals directed at a company’s employment policies and practices with respect to its non-executive workforce to be uniquely matters relating to the conduct of the company’s ordinary business operations. . . .

Notwithstanding the general view that employment matters concerning the workforce of the company are excludable as matters involving the conduct of day-to-day business, exceptions have been made in some cases where a proponent based an employment-related proposal on “social policy” concerns. In recent years, however, the line between includable and 517excludable employment-related proposals based on social policy considerations has become increasingly difficult to draw. The distinctions recognized by the staff are characterized by many as tenuous, without substance and effectively nullifying the application of the ordinary business exclusion to employment related proposals.

The Division has reconsidered the application of Rule 14a-8(c)(7) to employment-related proposals in light of these concerns and the staff’s experience with these proposals in recent years. As a result, the Division has determined that the fact that a shareholder proposal concerning a company’s employment policies and practices for the general workforce is tied to a social issue will no longer be viewed as removing the proposal from the realm of ordinary business operations of the registrant. Rather, determinations with respect to any such proposals are properly governed by the employment-based nature of the proposal.549



Five and a half years later, in the wake of litigation in the Second Circuit over the legality of the position taken by the agency, the SEC issued a release reversing its stance.


Since 1992, the relative importance of certain social issues relating to employment matters has reemerged as a consistent topic of widespread public debate. In addition as the result of the extensive policy discussions that the Cracker Barrel position engendered, and through the rulemaking notice and comment process, we have gained a better understanding of the depth of interest among shareholders in having an opportunity to express their views to company management on employment-related proposals that raise significant social policy issues.

Reversal of the Cracker Barrel no-action position will result in a return to a case-by-case analytical approach. In making distinctions in this area, the Division and the Commission will continue to apply the applicable standard for determining when a proposal relates to “ordinary business.” The standard, originally articulated in the Commission’s 1976 release, provided an exception for certain proposals that raise significant social policy issues.

While we acknowledge that there is no bright-line test to determine when employment-related shareholder proposals raising social issues fall within the scope of the “ordinary business” exclusion, the staff will make reasoned distinctions in deciding whether to furnish “no-action” relief. Although a few of the distinctions made in those cases may be somewhat tenuous, we believe that on the whole the benefit to shareholders and companies in providing guidance and informal resolutions will outweigh the problematic aspects of the few decisions in the middle ground.550
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QUESTIONS–4.07(B)(7)(b)

1. The “case-by-case analytical approach” that the SEC returned to in this context has been attacked as nebulous, unpredictable, and retrograde. One commentator has recommended that the SEC instead “create a presumption in favor of inclusion [of such proposals] and, thus, promote shareholder debate about these undecided discrimination issues.”551 Do you agree?

2. Beyond issues of discrimination against different types of minority employees, what other “employment-related shareholder proposals raising social issues” might qualify for the agency’s Cracker Barrel approach?



4.07(B)(7)(c)–No-Action Letters

Among proposals whose “ordinary business” exclusion the SEC has not contested were those calling on management to


	adopt a written and detailed succession policy for the CEO position;552

	modify pension eligibility requirements;553

	repay its obligations under certain corporate notes by selling stock to the public;554

	adopt a conflict of interest policy concerning board members affiliated with the “health industry”;555

	replace the current CEO;556

	amend the bylaws to establish a board committee on sustainability;557 and

	prepare and provide to shareholders a report on the viability of the company’s adopting a policy of selling in its domestic stores eggs laid only by chickens not confined in cages;558 on the company’s policies for purchasing “sustain-ably produced” paper;559 or on the company’s policies on nanomaterial product safety.560



However, the “ordinary business” exclusion would not justify the exclusion of proposals


519that the company “adopt quantitative goals, based on available technologies, for reducing total greenhouse gas emissions from the Company’s products and operations and report to shareholders by December 31, 2008, on its plans to achieve these goals”;561



or that the company prepare and provide a report on its “foreign sales of military and weapons-related products and services”;562 on its “process for identifying and prioritizing legislative and regulatory public policy advocacy activities”;563 on “how the company is responding to rising regulatory, competitive, and public pressure to significantly reduce carbon dioxide emissions from the company’s operations and from the use of its primary product: coal;”564 “assessing options for increasing the use of postconsumer recycled fiber and FSC-certified fiber as a means to reduce our company’s impact on greenhouse gas emissions”565; or


that the company develop and report to shareholders and employees “guidelines for country selection,” including “guidelines on investing in or withdrawing from countries where the government is “illegitimate” or “has engaged in ongoing and systematic violation of human rights.”566





4.07 (B)(7)(d)–The Wal-Mart Stores Saga

In Trinity Wall Street v. Wal-Mart Stores, Inc.,567 the Third Circuit Court of Appeals overruled a Delaware district court’s determination568 that a proposal by a shareholder opposed to the chain’s sale of assault rifles was outside the scope of normal business operations, and thus could not be excluded from proxy materials.

The proposal called on Wal-Mart’s management to “develop and implement standards [for] deciding whether to sell a product that (1) ‘especially endangers public safety’; (2) ‘has the substantial potential to impair the reputation of Wal-Mart’; and/or (3) ‘would reasonably be considered by many offensive to the family and community values integral to the Company’s promotion of its brand.’ ”569

In holding that, “[s] tripped to its essence, Trinity’s proposal — although styled as promoting improved governance — goes to the heart of Wal-Mart’s business: what it sells on its shelves,” and thus was excludable under Rule 14a–8(i)(7),570 the Court of Appeals agreed with the SEC’s staff, whose no-action determination in 520this matter the shareholder had taken to the lower court, in search of a declaratory judgment that it violated Rule 14a-8.571

The district court had ultimately found the proposal “best viewed as dealing with matters that are not related to Wal-Mart’s ordinary business operations,”572 because


At its core, Trinity’s Proposal seeks to have Wal-Mart’s Board oversee the development and effectuation of a Wal-Mart policy. While such a policy, if formulated and implemented, could (and almost certainly would) shape what products are sold by Wal-Mart, the Proposal does not itself have this consequence. As Trinity acknowledges, the outcome of the Board’s deliberations regarding dangerous products is beyond the scope of the Proposal. Any direct impact of adoption of Trinity’s Proposal would be felt at the Board level; it would then be for the Board to determine what, if any, policy should be formulated and implemented.573



In addition,


[t]he significant social policy issues on which the Proposal focuses include the social and community effects of sales of high capacity firearms at the world’s largest retailer and the impact this could have on Wal-Mart’s reputation, particularly if such a product sold at Wal-Mart is misused and people are injured or killed as a result. In this way, the Proposal implicates significant policy issues that are appropriate for a shareholder vote.574



However, after an extensive analysis of the history of, and prior applications of, Rule 14-a(i)(7), the Court of Appeals concluded that “even if Trinity’s proposal raises sufficiently significant social and corporate policy issues, those policies do not transcend the ordinary business operations of Wal-Mart. For a policy issue here to transcend Wal-Mart’s business operations, it must target something more than the choosing of one among tens of thousands of products it sells. Trinity’s proposal fails that test and is properly excludable. . . .”575

In a Staff Legal Bulletin issued about three months after this decision, the Division of Corporation Finance clarified that


[w]hereas the majority opinion viewed a proposal’s focus as separate and distinct from whether a proposal transcends a company’s ordinary business, the Commission has not made a similar distinction. Instead, as the concurring judge explained, the Commission has stated that proposals focusing on a significant policy issue are not excludable under the ordinary business exception “because the proposals would transcend the day-to-day business matters and raise policy issues so significant that it would 521be appropriate for a shareholder vote.” Thus, a proposal may transcend a company’s ordinary business operations even if the significant policy issue relates to the “nitty-gritty of its core business.” Therefore, proposals that focus on a significant policy issue transcend a company’s ordinary business operations and are not excludable under Rule 14-8(i)(7).576



Two years later, the Division added that


going forward, we would expect a company’s no-action request [under Rule 14a-8(i)(7)] to include a discussion that reflects the board’s analysis of the particular policy issue raised and its significance. That explanation would be most helpful if it detailed the specific processes employed by the board to ensure that its conclusions are well-informed and well-reasoned.577



QUESTIONS–4.07(B)(7)(c) & (d)

1. Is the “ordinary business” exclusion too vague? If so, how could it be clarified?

2. Would it help to specify, in the words of the provision itself, that “proposals relating to day-to-day management or administration will be excludable, while proposals relating to matters of corporate policy will not”?578

3. Does the “improper under state law” exclusion of Rule 14a-8(i)(1) make the “ordinary business” exclusion of Rule 14a-8(i)(7) redundant?

4. Do the combined operations of exclusions (i)(7) (which would appear to allow the exclusion of proposals concerning very specific corporate operations) and (i)(1) (which would appear to allow the exclusion of very general proposals) “supply the SEC with sufficient textual ambiguity to construct a regime of censorship in which the agency has virtually complete administrative freedom”?579

5. Should Rule 14a-8 be revised to include an override provision, which enables the (i)(1) and (i)(7) provisions to be overcome by a proposal initiator who can show that at least 3% of the outstanding shares entitled to vote approve the submission of the proposal for a shareholder vote?580
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6. Alternatively, could shareholders propose that such an override provision be included in the corporation’s bylaws?

7. Should Rule 14a-8 be revised to grant shareholders (such as institutional investors) who hold larger blocks of shares more power to have their proposals included in the proxy statement?581

8. In a Staff Legal Bulletin released in 2005, the SEC’s Division of Corporate Finance elaborated that


To the extent that a proposal and supporting statement focus on the company engaging in an internal assessment of the risks or liabilities that the company faces as a result of its operations that may adversely affect the environment or the public’s health, we concur with the company’s view that there is a basis for it to exclude the proposal under rule 14a-8(i)(7) as relating to an evaluation of risk. To the extent that a proposal and supporting statement focus on the company minimizing or eliminating operations that may adversely affect the environment or the public’s health, we do not concur with the company’s view that there is a basis for it to exclude the proposal under rule 14a-8(i)(7).582



However, four years later the Division revisited this issue, noting that its prior bulletin


may have resulted in the unwarranted exclusion of proposals that relate to the evaluation of risk but that focus on significant policy issues. Indeed, as most corporate decisions involve some evaluation of risk, the evaluation of risk should not be viewed as an end in itself, but rather, as a means to an end. In addition, we have become increasingly cognizant that the adequacy of risk management and oversight can have major consequences for a company and its shareholders.583



Thus, under a newly-announced standard for evaluating the exclusion of such proposals from proxy statements


we will consider whether the underlying subject matter of the risk evaluation involves a matter of ordinary business to the company. In those cases in which a proposal’s underlying subject matter transcends the day-to-day business matters of the company and raises policy issues so significant that it would be appropriate for a shareholder vote, the proposal generally will not be excludable 523under Rule 14a-8(i)(7) as long as a sufficient nexus exists between the nature of the proposal and the company.584



Is this test clearer? What constitutes a “sufficient nexus”? Commentators have observed that


[i]n 2011, the staff expanded this approach to risks that do not arise from the company’s operations, but that may nevertheless impact the company. This came up in the context of climate change — a conservative shareholder group submitted proposals to a number of groups that called into question the quality, integrity and accuracy of global warming science, and that asked for a report on the business risk to the company relating to climate change developments. The proposal did not imply that the companies’ operations had any impact on global warming. Nevertheless, the staff did not permit exclusion of the proposals, and used newly expanded language to note that the proposals “focuse[d] on the significant policy issue of climate change.”

This expanded approach may seem innocuous in this particular instance, but if applied broadly it has the potential to broaden significantly the availability of Rule 14a-8 as a mechanism to raise broad policy questions. Arguably, any company that may be impacted by global warming or related developments (i.e., virtually any company) would be required to include such a proposal. Likewise, one could imagine any number of issues that are the subject of widespread public debate and that present risks that all companies must deal with — for example, healthcare costs, information security, terrorism, pandemics, government fiscal policy, etc. The staff’s current approach raises the question of what the limiting factor is, if any.585



Do you agree?




4.07(B)(8)–Relates to Election

A proposal may be excluded if it relates, substantively or procedurally, to the nomination or election of directors (or to their equivalents). This provision is discussed in more detail in Chapter 5.



4.07(B)(9)–Conflicts with Company’s Proposal

A proposal may be excluded if it “directly conflicts with one of the company’s own proposals to be submitted to shareholders at the same meeting.” The company should indicate in its submission to the SEC where such an alleged conflict arises.
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In Staff Legal Bulletin 14H, issued in 2015, the Division of Corporation Finance clarified that


we believe a direct conflict would exist if a reasonable shareholder could not logically vote in favor of both proposals, i.e., a vote for one proposal [even if it is a non-binding (or, precatory) proposal by shareholders] is tantamount to a vote against the other proposal. . . .

We will not, however, view a shareholder proposal as directly conflicting with a management proposal if a reasonable shareholder, although possibly preferring one proposal over the other, could logically vote for both.586





4.07(B)(10)–Substantially Implemented

A proposal may be excluded if it has already been “substantially implemented” by the company. For instance, the company may have assured the SEC that at the upcoming shareholder meeting it would provide shareholders with the opportunity to approve the same amendment(s) to the corporate document(s) that the shareholder proposal calls for. However, in other contexts (for instance, the institution or implementation of certain initiatives, policies, or programs) the question of substantial implementation remains fact sensitive.



4.07(B)(11)–Duplicative

A proposal may be excluded if it substantially duplicates another shareholder’s proposal that management has already included in the proxy statement for the same meeting.



4.07(B)(12)–Resubmitted

A company may exclude from its proxy materials a proposal that


addresses substantially the same subject matter as a proposal, or proposals, previously included in the company’s proxy materials within the preceding five calendar years if the most recent vote occurred within the preceding three calendar years and the most recent vote was:




	Less than 5 percent of the votes cast if previously voted on once;

	Less than 15 percent of the votes cast if previously voted on twice; or

	Less than 25 percent of the votes cast if previously voted on three or more times.587
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4.07 (B)(13)–Specific Amount of Dividends

A proposal may be excluded if it “relates to specific amounts of cash or stock dividends.”




4.07(C)–Institutional Investors and Proposals

In 1988, on the heels of “a milestone in new capitalist activism,”588 one commentator observed that


until now the institutional investor has tended to be just an investor. The institutions . . . have acted as allies of incumbent management on some occasions, but also have accepted aggressors’ bids in other circumstances. In these ways, the institutions have been influential but relatively passive; they did not attempt to exert leadership on corporate governance questions until managements’ takeover defense efforts began in recent years.

Although variations can be imagined, three fundamental possibilities appear to exist with regard to future activism by institutional investors. The institutions could abandon their concern with corporate governance once an atmosphere more satisfactory to them is achieved in the takeover market. Alternatively, institutions might adopt an ad hoc approach to corporate governance problems by monitoring control group behavior and preparing to resume a high profile when unsatisfactory conduct is observed. Finally, the institutions could maintain or increase their present attention to corporate governance problems in the coming years.

. . . Because of the increasing concentration of corporate share ownership in the hands of institutions, however, it seems most likely that institutions will maintain or increase their concern with corporate governance in order to protect their ever-growing investments. Furthermore, institutions are likely to become activist shareholders “by default” as they become the largest significant shareholders left in the corporate equity markets. . . .589



Subsequent reports have indicated both increasing activism590 and increasing success591 of institutional shareholders, although it remains questionable whether 526this activity has had any empirically documented effect on firm performance.592 Noting some evidence that the “targeting” of specific companies by these shareholders may increase their value — and speculating that such efforts indirectly improve the operations of other corporations, who are concerned that they will be focused on next — one analysis suggests that institutional investors may be most effective “not as sponsors of specific proxy proposals to change specific items of corporate governance, but as exercisers of the broad and often informally exercised powers of ownership.”593




4.08–SHAREHOLDER-ADOPTED AND -AMENDED BYLAWS

In April 2006, under the headline, “Stock Activism’s Latest Weapon,” the Wall Street Journal discussed the growing popularity of shareholder proposals for binding amendments to the corporation’s bylaws.594 However, the trend of “shareholder rights bylaws,” also known as “shareholder-adopted bylaws,” had begun approximately 10 years earlier, as shareholders (of Delaware corporations, in particular) attempted to weaken or abolish the “poison pills” and other antitakeover provisions that management had installed in the bylaws.595

Such initiatives directly implicate the tension between the power of shareholders to “adopt, amend, or repeal by-laws” — so long as such power has not been reserved in the certificate of incorporation to the directors596 and the resulting bylaws do not conflict with the law or with the certificate of incorporation597 — and the board’s authority to “manage the business and affairs” of the corporation (except as otherwise provided in the certificate of incorporation).598 Yet as the Delaware Supreme Court recognized in 2008, the “decisions of this Court and of the 527Court of Chancery that bear on this question . . . do not enable us to articulate with doctrinal exactitude a bright line that divides those bylaws that shareholders may unilaterally adopt under Section 109(b) from those which they may not under Section 141(a).”599

One analysis identified three general criteria for evaluating the Delaware courts’ approach to shareholder-adopted bylaws:


Statutory Authority

A bylaw that regulates pursuant to the express authority of the DGCL, in conjunction with section 109(b), is more likely to be upheld than a bylaw resting solely on section 109(b), particularly when the bylaw affects or limits powers traditionally held by the board under section 141.




Purpose

A bylaw that serves an impermissible purpose will not be upheld under Delaware law. . . . A bylaw is impermissible if its primary purpose is to prevent or interfere with the board’s discretion under section 141 (a) to manage the business and affairs of the corporation, to delay action already legally taken under Delaware law, or to preclude action authorized by Delaware law.




Substantive Effect

Even if a bylaw formally serves a permissible purpose, a Delaware court will strike it down if the bylaw’s effect is “inequitable” or otherwise impermissible. If a bylaw arbitrarily or unreasonably interferes with a board’s authority, a Delaware court is likely to reject it. In the nature of courts of equity, the application of such “reasonableness” and “arbitrariness” analysis can be expected to be somewhat ad hoc and highly fact specific.600
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The third of these guidelines was implemented by the Delaware Court of Chancery in Hollinger International, Inc. v. Black,601 in concluding that although in general “bylaws that regulate the process by which the board acts are statutorily authorized,”602 the bylaws in question — by which a controlling shareholder sought to eliminate a committee of the board — were not valid, because they “were clearly adopted for an inequitable purpose and have an inequitable effect.”603

The second was in evidence in the Delaware Supreme Court’s decision, in CA, Inc. v AFSCME Employees Pension Plan, that a shareholder proposal requiring the board to reimburse shareholders for expenses incurred in nominating successful candidates for election to the board could properly be excluded under Rule 14a- (8)(i)(2) from management’s proxy statement on the ground that it might cause the board to violate Delaware law: “in a situation where the proxy contest is motivated by personal or petty concerns, or to promote interests that do not further, or are adverse to, those of the corporation, the board’s fiduciary duty could compel that reimbursement be denied altogether.”604

QUESTIONS–4.08

1. One form of a provision addressing this issue in the articles of incorporation is:


The board of directors is expressly authorized to adopt, amend, or repeal the bylaws of the corporation by the vote of a majority of the entire board of Directors at a regular meeting of the board or, if notice of such a proposal is given to all directors prior to a special meeting of the board, at a special meeting of the board of directors. However, the directors may not amend or repeal any bylaw specifically designated by the stockholders as not subject to such action by the board of directors.

The stockholders may also adopt, amend, or repeal the bylaws of the corporation, whether adopted by them or otherwise, at an annual or special meeting of the shareholders, provided that notice of such a proposal is included in the notice of the annual 529or special meeting, but only upon the affirmative vote of the holders of a majority of the voting power of the shares entitled to vote thereon.



(1a) What is an appropriate shareholder vote to validate such action? A majority of the outstanding shares entitled to vote on it? Three-quarters of them? A majority, or some other percentage, of the shares that are actually voting, so long as the shares voting constitute a specified percentage of the outstanding shares entitled to vote on the issue?

(1b) Should any types of bylaw provisions require a higher proportion of shareholder approval — and/or a higher participation of shares necessary to constitute a quorum — than others to adopt, to amend, or to repeal?

(1c) In what ways, if any, should the shareholders’ power to amend the bylaws be different from their ability to initiate and/or vote on amendments to the articles of incorporation?605

2. What governance issues should shareholder-adopted bylaws address?606

3. Are these proposals, especially given their binding rather than precatory nature, excludable from management’s proxy statements as invalid under state corporate law (within Rule 14a-8(i)(1)), relating to the company’s ordinary business operations (Rule 14a-8(i)(7)), and, for some proposed bylaws, as concerning elections (Rule 14a-8(i)(8))?607

4. Can the board of directors, under state law, the articles of incorporation, and/or other provisions of the bylaws, repeal a stockholder-adopted mandatory 530bylaw? Are there special ways for shareholders to word the adopted bylaws to effectively prevent such repeal?608

5. Does Delaware’s amendment of its corporate laws in 2006 to provide that “[a] bylaw amendment adopted by the stockholders which specifies the votes that shall be necessary for the election of directors shall not be further amended or repealed by the board of directors”609 create a negative implication that the directors may amend or repeal all other shareholder-adopted bylaws or bylaw amendments?

6. If a corporation’s articles of incorporation do not (as in the example in Question 1 above) specifically restrict the directors from amending or repealing shareholder-adopted or -amended bylaws that themselves contain provisions restricting such action by directors, are the directors authorized to make those changes?

7. What is the effect of the following section of North Dakota’s “shareholder-friendly” law for publicly traded corporations, which became effective in July 2007 (for those corporations that elect to be governed by it)?610


Shareholder proposals of amendment of the articles.

1. A proposal of an amendment of the articles of a publicly traded corporation by a shareholder or shareholders under [other sections of this Act] need not include more than:

a. The name of the shareholder or the names of the members of the group of shareholders;

b. A statement of the number of shares of each class owned beneficially or of record by the shareholder or group of shareholders and reasonable evidence of that ownership; and

c. The text of the proposed amendment.

2. The articles or bylaws of a publicly traded corporation may not impose any requirements on the proposal of an amendment of the articles by a shareholder.

3. An amendment proposed by a shareholder or shareholders pursuant to subsection 1 and approved by the shareholders does not need to be approved by the board to be adopted and become effective.611
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8. Other shareholder-friendly provisions of North Dakota’s Publicly Traded Corporations Act include: replacing staggered boards with one-year terms for all directors; in general, majority rather than plurality voting; affording shareholders a non-binding “say on pay” vote; authorizing “proxy access” (the ability to nominate a candidate for director and have information concerning that candidate included in management’s proxy statement for the annual shareholder meeting) for shareholders who have for at least two years held 5% or more of a company’s stock; prohibiting executive officers from concurrently serving as chair of the board; authorizing 10% of the shareholders to call a special meeting, and 5% of the shareholders to amend the articles of incorporation; and severely limiting takeover defenses.612

(8a) Do the features of this Act justify a corporation’s reincorporation in North Dakota?613 Does it matter that Delaware has a legal infrastructure (a large number of corporate law decisions, which render its law more predictable, and a specialized Court of Chancery) unmatched by North Dakota’s?614 Does it matter that, as the Chancellor of the Delaware Court of Chancery observed, “[i]f the assumption is that the full panoply of shareholder rights mandated by North Dakota is superior to any sub-set of those rights, a corporation can, and would have incentive to, simply choose all those rights from the Delaware menu”?615

(8b) On what grounds, if any, could management successfully resist including in its proxy materials for the annual meeting a shareholder proposal to reincorporate in North Dakota? Should there be 532“federal legislation that allows shareholders to vote by simple majority to incorporate their companies in another state if they wish”?616

(8c) If the proposal were included, the shareholders of a Delaware corporation would still face two hurdles before it could be reincorporated elsewhere: management would have to recommend the approval of the proposal, and it would have to receive a favorable vote from “all outstanding shares of stock of the corporation,” whether voting or non-voting. Are these realistic possibilities?

9. What other bylaws can the board install or amend, if it has the power, to make it more difficult for shareholders to adopt, amend, or repeal bylaws?617 How can shareholders attempt to prevent this?



4.09–FORUM SELECTION PROVISIONS

At or near the end of many corporations’ bylaws is a forum selection provision, requiring certain types of actions against the company to be brought in the courts of a designated state (often, Delaware). These provisions reflect three Delaware court decisions and one addition to the Delaware General Corporation Law (DGCL), all of which occurred after 2012.

First, in Boilermakers Local 154 Retirement Fund v. Chevron Corp.,618 the Delaware Court of Chancery upheld the validity of such provisions in the bylaws of Chevron and of Exxon, even though the boards of those companies had thereby unilaterally (without involving the shareholders) restricted to Delaware courts shareholders’ direct or derivative suits — and any shareholder suits involving claims under the Delaware General Corporation Law or other “internal affairs claims.”

The Court observed that because the certificates of incorporation of each company authorized the board itself to amend the bylaws, “stockholders who invest in such corporations assent to be bound by board-adopted bylaws when they buy stock in those corporations.”619 It also acknowledged the boards’ arguments that “multiforum litigation, when it is brought by dispersed stockholders in different forums, directly or derivatively, to challenge a single corporate action, imposes high costs on the corporations and hurts investors by causing needless costs that are ultimately born by stockholders, and that these costs are not justified by rational 533benefits for stockholders from multiforum filings.” Furthermore, the Court noted that “in the last three years, over 250 publicly traded corporations have adopted such provisions.”620

The Court found forum selection provisions permitted by Delaware General Corporation Law (DGCL) Section 109(b), under which bylaws can concern any issue “not inconsistent with law or with the certificate of incorporation, relating to the business of the corporation, the conduct of its affairs, and its rights or powers or the rights or powers of its stockholders, directors, officers or employees.”621

Moreover,


precisely because forum selection bylaws are part of a larger contract between the corporation and its stockholders, and because bylaws are interpreted using contractual principles, the bylaws will also be subject to scrutiny under the principles for evaluating contractual forum selection clauses established by the Supreme Court of the United States in The Bremen v. Zapata Off–Shore Co., [92 S.Ct. 1907 (1972),] and adopted by our Supreme Court.

In Bremen, the Court held that forum selection clauses are valid provided that they are “unaffected by fraud, undue influence, or overweening bargaining power,” and that the provisions “should be enforced unless enforcement is shown by the resisting party to be ‘unreasonable.’ ”

In [Ingres Corp. v. CA, Inc., 8 A.3d 1143 (Del. 2010)], our Supreme Court explicitly adopted this ruling, and held not only that forum selection clauses are presumptively enforceable, but also that such clauses are subject to as-applied review under Bremen in real-world situations to ensure that they are not used “unreasonabl[y] and unjust[ly].” The forum selection bylaws will therefore be construed like any other contractual forum selection clause and are considered presumptively, but not necessarily, situationally enforceable.622



Second, fifteen months later, the Chancery Court approved a bylaw provision very similar to Chevron’s and Exxon’s, which selected North Carolina’s courts instead of Delaware’s, and which added that the forum selection would apply “to the fullest extent permitted by law”:623


[N]othing in the text or reasoning of Chevron can be said to prohibit directors of a Delaware corporation from designating an exclusive forum other than Delaware in its bylaws. Thus, the fact that the Board selected the federal and state courts of North Carolina — the second most obviously reasonable forum given that FC North is headquartered and has most of its operations there — rather than those of Delaware as the 534exclusive forums for intra-corporate disputes does not, in my view, call into question the facial validity of the Forum Selection Bylaw.624



Third, the following year, the Delaware Legislature added to the DGCL a new Section 115, which authorized companies to include in their articles of incorporation or bylaws, “consistent with applicable jurisdictional requirements, [a requirement] that any or all internal corporate claims shall be brought solely and exclusively in any or all of the courts in this State, and no provision of the certificate of incorporation or the bylaws may prohibit bringing such claims in the courts of this State.”

For these purposes, the section defined “internal corporate claims” as “claims, including claims in the right of the corporation, (i) that are based upon a violation of a duty by a current or former director or officer or stockholder in such capacity, or (ii) as to which this title confers jurisdiction upon the Court of Chancery.”

Fourth, in 2020, the Delaware Supreme Court, reversing a Chancery Court decision, held that companies could include in their articles/certificates of incorporation provisions requiring claims for alleged violations of the federal Securities Act of 1933 to be filed in federal courts.625

Such Federal Forum Provisions (FFPs) fall within the scope of the DGCL’s Section 102(b)(1), which allows certificates of incorporation to include “any provision for the management of the business and for the conduct of the affairs of the corporation,” and “any provision creating, defining, limiting and regulating the powers of the corporation, the directors, and the stockholders, or any class of the stockholders, . . . if such provisions are not contrary to the laws of this State.”626 Moreover, they do not violate Section 115, which “merely confirms affirmatively . . . that a charter may specify that internal corporate claims must be brought in ‘the courts in this State’ (presumably, including the federal court) [and], read fairly, does not address the propriety of forum-selection provisions applicable to other types of claims.”627

The Court concluded that


FFPs are a relatively recent phenomenon designed to address . . . difficulties presented by multi-forum litigation of Securities Act claims. . . .The policies underlying the DGCL include certainty and predictability, uniformity, and prompt judicial resolution to corporate disputes. Our law strives to enhance flexibility in order to engage in private ordering, and to defer to case-by-case law development. Delaware courts attempt “to achieve judicial economy and avoid duplicative efforts among courts in resolving disputes.” FFPs advance these goals.628
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However, in 2020, the District Court for the Northern District of Illinois considered the shareholder plaintiff’s targeting Boeing (a Delaware-incorporated company) “pursuant to Section 14(a) of the Securities and Exchange Act of 1934, alleging the dissemination of materially false and misleading proxy statements.”629

That Court observed that “[t] he 1934 Act gives federal courts exclusive jurisdiction over derivative suits filed under the Act. The bylaw in question adopted by Boeing prohibits the filing of derivative suits in any court other than a Delaware state court.”630 Nonetheless, it granted Boeing’s motion to dismiss for forum non conveniens, apparently accepting the company’s arguments that “because Delaware securities law provides for a derivative cause of action similar to that provided by the 1934 Act, the bylaw does not deprive Plaintiff of a remedy and Plaintiff is not harmed substantively”;631 and noted the benefits to the corporation of avoiding “multi-forum litigation.”632

Drafters, reviewers, and/or revisers of forum selection provisions appearing in bylaws or articles/certificates of incorporation might consider the following items:

First, if the company is not incorporated in Delaware, does the corporate statute of the state of incorporation contain any parallel to DGCL Section 115? Does that statute include provisions similar to DGCL Sections 109(b) and 102(b)(1), allowing a broad range of issues to be addressed by (respectively) bylaws and the articles/certificate of incorporation?

Second, allow the company the option of waiving the selection of forum. Many provisions begin, “Unless the Corporation consents in writing to the selection of an alternative forum, . . . .”

Third, carefully specify the courts selected, and their alternatives: for instance, “the Court of Chancery of the State of Delaware (or, in the event that that Court does not have jurisdiction, the federal district court for the District of Delaware or other state courts of the State of Delaware)” might be preferable to “a state or federal court located within the state of Delaware.” But would it be better than referring to “a state court located within the State of Delaware (or, if no state court located within the State of Delaware has jurisdiction, the federal district court for the District of Delaware)”?

Another example of a sequential selection:


In the event that the Eighth Judicial District Court of Clark County, Nevada does not have jurisdiction over any such action, suit or proceeding, then any other state district court located in the State of Nevada shall be the sole and exclusive forum therefor and in the event that no state district court in the State of Nevada has jurisdiction over any such action, suit or proceeding, then a federal court located within the State of Nevada shall be the sole and exclusive forum therefor.633
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Fourth, categorize the actions affected by this forum restriction. Provisions requiring actions to be brought in Delaware state courts generally expand on and/or refer to the language of DGCL Section 115, in asserting their applicability to, for example:


(i) any derivative action or proceeding brought on behalf of the Corporation, (ii) any action asserting a claim for or based on a breach of a fiduciary duty owed by any current or former director or officer or other employee of the Corporation to the Corporation or the Corporation’s stockholders, including a claim alleging the aiding and abetting of such a breach of fiduciary duty, (iii) any action asserting a claim against the Corporation or any current or former director or officer or other employee of the Corporation arising pursuant to any provision of the DGCL [Delaware General Corporation Law] or the Certificate of Incorporation or these By-Laws (as either may be amended from time to time), (iv) any action asserting a claim related to or involving the Corporation that is governed by the internal affairs doctrine, or (v) any action asserting an “internal corporate claim” as that term is defined in Section 115 of the DGCL. . . .634



Fifth, indicate that the forum for federal securities law claims under the Securities Act of 1933 will be federal district courts, as did the provision before the Delaware Supreme Court: “[T] he federal district courts of the United States of America shall be the exclusive forum for the resolution of any complaint asserting a cause of action arising under the Securities Act of 1933.”635

Sixth, clarify that the forum restriction provisions will not apply to actions brought under the Securities Exchange Act of 1934.

Seventh, add that the forum restrictions are to operate “to the fullest extent permitted by law,” especially if the selected forum(s) is/are in a different state than the company’s state of incorporation. The Delaware Chancery Court noted that “[t] his qualification appears to carve out from the ambit of the Forum Selection Bylaw [requiring certain actions to be brought in North Carolina’s courts] a claim for relief, if any, that may be asserted only in the Court of Chancery” itself.636

Eighth, characterize the restrictions, as DGCL Section 115 already indicates, as “subject to applicable jurisdictional requirements”; and/or as “subject to the [designated court’s or courts’] having personal jurisdiction over the indispensable parties named as defendants.”

Ninth, because the Chancery Court has identified the latter language above as “a factor counseling against implicit consent,”637 indicate that a stockholder who files a relevant action in any forum other than the one(s) specified will be considered to have consented to personal jurisdiction in any of the designated forums (and to service on her counsel, wherever that counsel is located) should 537the corporation bring an action in one of the designated forums to enforce the selection provision. (The Chancery Court cautioned that “This decision does not address whether a Delaware court could assert jurisdiction over a stockholder based solely on a board-adopted forum-selection provision if the stockholder had no other ties to this state.”)638

Tenth, indicate that anyone buying, or otherwise acquiring or holding any interest in, shares of the corporation will be deemed to have notice of and consented to the forum selection provision of the bylaws. Some provisions specifically include “any beneficial owner” among those so affected.639

Eleventh, include a severability statement, indicating that if any element of the forum selection provision “shall be held to be invalid, illegal or unenforceable . . . then, to the fullest extent permitted by law, the validity, legality and enforceability of such provision(s) in any other circumstance and of the remaining [elements] . . . shall not in any way be affected or impaired thereby.”640

Twelfth, take into account the expressed positions of institutional shareholders and proxy advisors on forum selection provisions.

For instance, ISS (Institutional Shareholder Services) generally supports provisions “that specify ‘the district courts of the United States’ as the exclusive forum for federal securities law matters,” as well as those that “specify courts located within the state of Delaware as the exclusive forum for corporate law matters for Delaware corporations,” in both cases “in the absence of serious concerns about corporate governance or board responsiveness to shareholders.”641 Similarly, State Street includes exclusive forum provisions among the types of initiatives that it will “generally support.”642

However, CalPERS has indicated that “We vote against proposals seeking to establish an exclusive forum provisions [sic] since we oppose restrictions on share-owners to pursue derivative claims and participate in the selection of appropriate venue.”643 The Council of Institutional Investors states that “Companies should not attempt to restrict the venue for shareowner claims by adopting charter or bylaw provisions that seek to establish an exclusive forum.”644

By contrast, Vanguard notes that each “fund will vote case-by-case on management proposals to adopt an exclusive forum provision. Considerations include the reasons for the proposal, regulations, governance and shareholder rights available in the applicable jurisdiction, and the breadth of the application of the 538bylaw.”645 And Glass Lewis recommends that shareholders oppose such proposals “unless the company: (i) provides a compelling argument on why the provision would directly benefit shareholders; (ii) provides evidence of abuse of legal process in other, non-favored jurisdictions; (iii) narrowly tailors such provision to the risks involved; and (iv) maintains a strong record of good corporate governance practices.”646

Although courts (and some legislatures) will certainly be visiting (or revisiting) the issue of forum selection by corporations, careful and informed drafting could well enable boards of directors not only to stand but to choose their legal ground(s).



4.10–FEE-SHIFTING PROVISIONS

In an exception to the “American Rule” — under which each litigant, whether successful or not, pays only her own legal fees — courts have developed the longstanding “common corporate benefit” (or, “corporate benefit”) doctrine, to order corporations to reimburse the attorneys’ fees and expenses of shareholder plaintiffs whose litigation benefited at least one class of shareholders.

As the United States Supreme Court explained in the context of a securities action, although the statute at issue did not explicitly provide for such fee-shifting, “private stockholders’ actions of this sort ‘involve corporate therapeutics,’ and furnish a benefit to all shareholders by providing an important means of enforcement of the proxy statute. To award attorneys’ fees in such a suit to a plaintiff who has succeeded in establishing a cause of action is not to saddle the unsuccessful party with the expenses but to impose them on the class that has benefited from them and that would have had to pay them had it brought the suit.”647

The Delaware Court of Chancery has indicated that such reimbursement is justified in the event of “(1) the presentation of a meritorious corporate claim by a shareholder, (2) the expenditure of funds or credit by the shareholder in investigating such claim, (3) action by the board that confers a quantifiable financial benefit on the corporation, (4) which action is ‘causally related to the making of the shareholder demand.’ ” Bird v. Lida, Inc., 681 A.2d 399, 405 (Del. Ch. 1996).

Yet until recent years, the reverse of this proposition has been much less clear: if a shareholder’s action against the corporation and/or one or more of its agents is not substantially successful, can the defendants recover their legal fees and expenses from the shareholder?

Allowing this form of fee-shifting might reduce unjustified litigation, but it could also discourage shareholders from asserting legitimate claims that could benefit the corporation and its other shareholders, if potential plaintiffs fear personal 539liability for the charges of a company’s and/or its executives’ top-flight (and top-billing) counsel.

In 2014, the Delaware Supreme Court confronted such a policy in the bylaws of a membership corporation, under which any player or owner whose action against the sports league or any of its constituents (including any claim purportedly filed on behalf of the league or any of its constituents) “does not obtain a judgment on the merits that substantially achieves, in substance and amount, the full remedy sought” would be required to reimburse the defendants’ responsive “fees, costs and expenses of every kind and description (including, but not limited to, all reasonable attorneys’ fees and other litigation expenses).”648

The Court observed that fee-shifting bylaws (or such provisions in a certificate of incorporation) did not violate any section of the DGCL or any other Delaware statute and that “no principle of common law prohibits directors from enacting” such policies unilaterally, without a shareholder vote.649 In fact, as an attempt to “allocate[] risk among parties in intra-corporate litigation” such provisions fall within DGCL Section 109(b)’s broad requirement that bylaws “relat[e] to the business of the corporation, the conduct of its affairs, and its rights or powers or the rights or powers of its stockholders, directors, officers or employees.”650

The following year, the Delaware Legislature effectively overruled the Court’s decision by adding to the DGCL’s Section 109(b) — and creating as Section 102(f), part of the Section concerning the content of certificates of incorporation — a sentence prohibiting either of these documents from including “any provision that would impose liability on a stockholder for the attorneys’ fees or expenses of the corporation or any other party in connection with an internal corporate claim, as defined in §115 of this title.”

Section 115, added to the DGCL that same year to authorize forum selection bylaws, defined “internal corporate claims” as those “including claims in the right of the corporation, (i) that are based upon a violation of a duty by a current or former director or officer or stockholder in such capacity, or (ii) as to which this title confers jurisdiction upon the Court of Chancery.”

In 2016, the Court of Chancery addressed the validity of a fee-shifting provision that directors of the Paylocity Holding Corporation had added to the company’s bylaws at the same time as they had inserted an exclusive forum bylaw requiring internal corporate claims to be brought in a state or federal court in Delaware.651

In the Court’s summary, the provision “shifts the company’s litigation expenses (including attorneys’ fees) to any stockholder who brings, substantially assists, or has a direct financial interest in any ‘Action’ in a forum not located in Delaware, unless the stockholder obtains a judgment on the merits that substantially achieves the full remedy sought.”652

Despite the bylaw’s applicability only to internal corporate claims filed in a non-Delaware forum, the Court agreed with the shareholder plaintiff that it violated 540the newly-revised Section 109(b), which “unambiguously prohibits the inclusion of ‘any provision’ in a corporation’s bylaws that would shift to a stockholder the attorneys’ fees or expenses incurred by the corporation ‘in connection with an internal corporate claim,’ irrespective of where such a claim is filed.”653

However in 2020, the Court upheld the following “loser-pays” provision, which appeared not in bylaws but in a stockholder agreement: “In the event of any litigation or other legal proceeding involving the interpretation of this [Stockholders] Agreement or enforcement of the rights or obligations of the Parties, the prevailing Party or Parties shall be entitled to recover reasonable attorneys’ fees and expenses in addition to any other available remedy.”654

“Here, the fee shifting mechanism was adopted by sophisticated parties — including the Petitioners — in a negotiated transaction. Because. . . . stockholder agreements are of a different character than charters and bylaws, the prohibition is inapplicable, and there is no subversion of the hierarchy,”655 in which, as Delaware caselaw has recognized, “the DGCL comes first, then the charter, then the bylaws, then contracts [, and p]rovisions in lower-order documents cannot trump those in higher-order documents.”656

Parties considering installing fee-shifting arrangements in documents related to a corporation could consider:

First, if the company is not incorporated in Delaware, does its state have statutory provisions and/or caselaw that follow those of Delaware in this context?

Second, if the company is not incorporated in Delaware, does a choice of law provision in a contract, license, or other arrangement invoke the Delaware rules discussed above?

Third, could a fee-shifting arrangement be enforceable if it is included in a shareholder agreement that does not apply the same way to all of the agreeing shareholders?

Fourth, in a situation governed by Delaware law, could a fee-shifting arrangement be included in the terms of specific classes of stock, or would the required discussion of those terms in the company’s certificate of incorporation, under DGCL Section 102(a)(4), thereby violate Section 102(f)?

Fifth, under Delaware statutory provisions and caselaw, in what documents besides shareholder agreements could enforceable fee-shifting provisions (even if they govern “internal corporate claims”) be included?

Sixth, is there any ambiguity in DGCL Section 115’s definition of “internal corporate claims”? If so, how could it be clarified by a bylaw or certificate provision, or in a corporate agreement?

Seventh, could the bylaws or certificate of incorporation provision validly recharacterize as “internal corporate claims,” and thus as not subject to fee-shifting, specific types of claims that do not fall within Section 115’s definition, thereby effectively protecting potential plaintiffs to a greater degree than Sections 109(b) and 102(f) already do? If so, what types of claims should be considered for such treatment?
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Eighth, if an otherwise enforceable fee-shifting provision is triggered only upon a party’s obtaining “a judgment on the merits that substantially achieves the full remedy sought,” is there any way to clarify, in the bylaws and/or the certificate of incorporation, the level of “substantial achievement” necessary?

Ninth, would there be any reason for a corporation to install in its bylaws or certificate of incorporation a provision reflecting any existing caselaw and procedural rules that entitle a corporate and/or executive defendant to reimbursement of its legal fees and expenses if a shareholder’s complaint is found by a court to be frivolous?

Tenth, although this situation is not directly addressed by the amendments to the DGCL, would there be any reason for a board to attempt to clarify in the company’s bylaws and/or certificate of incorporation the application of the “corporate benefit rule” to reimburse a shareholder’s legal fees and expenses? Would such a provision be enforceable, particularly if it attempted to impose narrower criteria for such reimbursement than those already established by relevant caselaw?



4.11–MANDATORY ARBITRATION PROVISIONS

Many corporations’ bylaws mention arbitration in one or more ways.

Most commonly, they include arbitrations in the definition or category of the personal-liability-generating “proceedings” that might entitle directors or officers to indemnification. Second, some bylaws offer directors and officers the option of arbitration to determine their eligibility for indemnification in certain circumstances. Third, directors and officers contesting the board’s denial of indemnification might be allowed to arbitrate their claim. Fourth, some bylaws allow, or require, arbitration of disputes over the value of the stock held a by departing shareholder.

But there is little caselaw on whether bylaws can require shareholders to submit to arbitration claims or other complaints against the company (and/or against one or more of its agents), instead of filing an action in a state or federal court. Nor does this issue appear to have been addressed specifically by the policies published by many leading institutional investors and proxy advisors.

The Model Business Corporation Act’s Section 2.08(c), added in 2016, states that “[n]o provision of the articles of incorporation or the bylaws may prohibit bringing an internal corporate claim in the courts of this state or require such claims to be determined by arbitration.” But no similar prohibition exists in the Delaware General Corporation Law (DGCL).

Although both CalPERS’ Governance & Sustainability Principles (Sept. 2019) and the Council of Institutional Investors’ Corporate Governance Policies (Sept. 22, 2020) advise companies not to “attempt to bar shareholders from the courts through the introduction of forced arbitration clauses,”657 such policies, 542unlike forum selection or fee-shifting provisions, are not generally installed unilaterally by, or at the recommendation of, or even championed by, directors.

In fact, shareholder-initiated proposals for such bylaw provisions have been the subject of SEC No-Action Letters; the few state and federal court decisions appear to address, usually in specialized situations, director-initiated bylaws.

The SEC’s Stance on Exclusion of Share-holder Proposals of Arbitration

At least as far back as 2013, pro-shareholder commentators suggested that “courts would uphold a by-law amendment that requires individual arbitration in place of securities class actions[, which] provide little meaningful compensation to institutional or individual stockholders, and instead primarily benefit plaintiffs’ attorneys who recover up to 35% of a settlement value in contingency fees; they do little to deter wrongdoing, as the actual wrongdoers are rarely held personally responsible for losses; and finally, . . . have a major negative impact on the competitiveness of the U.S. capital markets.”658

However, in 2012, the Securities and Exchange Commission’s Division of Corporation Finance permitted the board of Pfizer, under Rule 14a-8(i)(2),659 to exclude from proxy materials a shareholder proposal for a bylaw provision requiring most direct and derivative claims against the company or its agents to be submitted for arbitration in New York.

The SEC agreed with the company that the proposal would violate the Securities Exchange Act of 1934, which invalidates “[a] ny condition, stipulation, or provision binding any person to waive compliance with any provision of this title or of any rule or regulation thereunder, or of any [Act-required] rule of [an exchange].”660

Pfizer had argued that the bylaw’s restriction that “No controversy or claim subject to arbitration under this Article may be brought in a representative capacity on behalf of a class of stockholders or former stockholders” would impermissibly waive shareholders’ rights to bring claims under the Act’s Section 10(b) and Rule 10b-5.661

Seven years later, the SEC declined to opine on whether Rule 14a-8(i)(2) would exclude from New Jersey-incorporated Johnson & Johnson’s proxy materials a shareholder proposal to require arbitration of claims under federal securities laws: the agency noted that “the Attorney General of the State of New Jersey has indicated that taking the actions requested by the Proposal would be illegal as a matter of New Jersey law.”662

Concurrently, SEC Chairman Jay Clayton issued a “Statement on Shareholder Proposals Seeking to Require Mandatory Arbitration Bylaw Provisions,”663 characterizing attempts to compel arbitration of securities claims as “a complex matter 543that requires careful consideration.” Without naming Johnson & Johnson, but clearly referring to the agency’s disposition of its request, he observed that:


The staff of the Division of Corporation Finance explicitly noted that it was not expressing a view as to whether the proposal, if implemented, would cause the company to violate federal law. Since 2012, when this issue was last presented to staff in the Division of Corporation Finance in the context of a shareholder proposal, federal case law regarding mandatory arbitration has continued to evolve.

Further, I am not aware of any circumstances where the Commission has weighed in on the legality of mandatory shareholder arbitration in the context of federal securities law.

In light of the unsettled and complex nature of this issue, as well as its importance, I agree with the approach taken by the staff to not address the legality of mandatory shareholder arbitration in the context of federal securities laws in this matter, and would expect our staff to take a similar approach if the issue were to arise again. I continue to believe that any SEC policy decision on this subject should be made by the Commission in a measured and deliberative manner.



State Court Decisions

In 1999, the Delaware Supreme Court found enforceable an LLC’s operating agreement provision that “any controversy or dispute arising out of this Agreement, the interpretation of any of the provisions hereof, or the action or inaction of any Member or Manager hereunder shall be submitted to arbitration in San Francisco, California. . . .”664

The Court rejected the argument that the Delaware Limited Liability Company Act “affords the Court of Chancery ‘special’ jurisdiction to adjudicate its claims, notwithstanding a clear contractual agreement to the contrary,” especially “because the policy of the Act is to give the maximum effect to the principle of freedom of contract and to the enforceability of LLC agreements,” and also because of “the fact that Delaware recognizes a strong public policy in favor of arbitration.”665

Arbitration bylaws were similarly upheld by a Maryland Circuit Court that observed that “both state and federal law cast a favorable light on arbitration” and that “[p]laintiffs clearly had constructive knowledge — and, in fact, actual knowledge — that they were party to the arbitration agreement written into [the] Bylaws.”666

Not only was the provision’s language “straightforward and unambiguous,” but each share certificate bore a legend indicating that it was “subject to all of the provisions of the Declaration of Trust and Bylaws of the Trust and any amendments thereto. The holder of this Certificate and every transferee or assignee hereof by 544accepting or holding the same agrees to be bound by all of the provisions of the Declaration of Trust and Bylaws of the Trust, as amended from time to time.”

Finally, the relevant Maryland statute allowed a real estate investment trust “to . . . [m]ake and alter bylaws not inconsistent with law or with its declaration of trust to regulate the government of the real estate investment trust and the administration of its affairs.”

Federal Court Decisions

In 1994, although a decision by the District Court for the Southern District of New York did not directly address corporate bylaws, it held667 that derivative lawsuits against Salomon Brothers and individual defendants were properly arbitrable, because the company, as member of the NYSE, and its executives were bound by the NYSE Constitution’s arbitration requirement:

“Although the Court harbors considerable doubt as to the suitability of arbitration for the claims in shareholders’ derivative actions, . . . it is bound by the decisions of the Supreme Court and must heed its words: ‘[A]ny doubt concerning the scope of arbitrable issues should be resolved in favor of arbitration.’”668

In 2009, the Third Circuit decided “a question of first impression under Pennsylvania law: whether a shareholder/director may be compelled to arbitrate her civil rights claims pursuant to corporate bylaws to which she has not explicitly assented.”669

The defendant law firm did not dispute that one of its lawyers, Alyson J. Kirleis, had not seen its bylaws before she sued the firm in federal court for alleged sex discrimination, retaliation, and a hostile work environment, or that she had never signed any document that had referred to or incorporated the arbitration provision.

However, the firm argued that, by accepting compensation and other benefits governed by its bylaws, and by holding “various management positions” at the firm, she had had “constructive knowledge” of this restriction.670

Acknowledging “the tension between corporate law principles — which generally impute to members of the corporation knowledge and acceptance of corporate bylaws — and the law of contracts, which requires consent to be bound,”671 the court, applying Pennsylvania state precedent, rejected the implicit agreement argument. “Pennsylvania law requires arbitration agreements to be explicit,”672 but the lawyer “never received a copy of the only document containing the firm’s arbitration provision. Without this document, [she] could not have explicitly agreed to arbitrate her claims.”673

545

However, five years later, the District Court for the District of Massachusetts found that “whatever persuasive value [that decision] may have had is certainly curtailed by the Third Circuit’s subsequent recognition [that] it could not require arbitration agreements to be ‘express’ and ‘unequivocal’ to be enforced because to do so would ‘impermissibly . . . require more of arbitration agreements than of contracts generally to be enforced whenever the standard differed from the applicable state-law principles of contract law.’”674

The district court held that where “the stock certificates specifically notify shareholders that they would be bound by the provisions of the Declaration and Bylaws, including Bylaw amendments, . . . and the bylaws were publicly available,”675 even shareholders who had purchased shares before the board had added the arbitration provision to the bylaws were constructively bound by it.
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INTRODUCTION

Perhaps the most important exercise of the shareholder’s “franchise,” or power to vote, occurs in the election of directors. In fact, it was in this context that in 1988 the Delaware Court of Chancery, in Blasius Industries, Inc. v. Atlas Corp.,1 rejected the application of the business judgment rule to alleged interference by directors in shareholder voting generally.

Noting that “[t] he theory of our corporation law confers power upon directors as the agents of the shareholders; it does not create Platonic masters,”2 the court held that


549[t]he shareholder franchise is the ideological underpinning upon which the legitimacy of directorial power rests. Generally, shareholders have only two protections against perceived inadequate business performance. They may sell their stock (which, if done in sufficient numbers, may so affect security prices as to create an incentive for altered managerial performance), or they may vote to replace incumbent board members.

It has, for a long time, been conventional to dismiss the stockholder vote as a vestige or ritual of little practical importance. It may be that we are now witnessing the emergence of new institutional voices and arrangements that will make the stockholder vote a less predictable affair than it has been. Be that as it may, however, whether the vote is seen functionally as an unimportant formalism, or as an important tool of discipline, it is clear that it is critical to the theory that legitimates the exercise of power by some (directors and officers) over vast aggregations of property that they do not own. Thus, when viewed from a broad, institutional perspective, it can be seen that matters involving the integrity of the shareholder voting process involve consideration not present in any other context in which directors exercise delegated power.

The distinctive nature of the shareholder franchise context also appears when the matter is viewed from a less generalized, doctrinal point of view. From this point of view, as well, it appears that the ordinary considerations to which the business judgment rule originally responded are simply not present in the shareholder voting context. That is, a decision by the board to act for the primary purpose of preventing the effectiveness of a shareholder vote inevitably involves the question who, as between the principal and the agent, has authority with respect to a matter of internal corporate governance. That, of course, is true in a very specific way in this case which deals with the question [of] who should constitute the board of directors of the corporation, but it will be true in every instance in which an incumbent board seeks to thwart a shareholder majority. A board’s decision to act to prevent the shareholders from creating a majority of new board positions and filling them does not involve the exercise of the corporation’s power over its property, or with respect to its rights or obligations; rather, it involves allocation, between shareholders as a class and the board, of effective power with respect to governance of the corporation . . . Action designed principally to interfere with the effectiveness of a vote inevitably involves a conflict between the board and a shareholder majority. Judicial review of such an action involves a determination of the legal and equitable obligations of an agent towards his principal. This is not, in my opinion, a question that a court may leave to the agent finally to decide so long as he does so honestly and competently; that is, it may not be left to the agent’s business judgment. . . .3

In two recent cases dealing with shareholder votes, this court struck down board acts done for the primary purpose of impeding the exercise of stockholder voting power. In doing so, a per se rule was not applied. 550Rather, it was said that, in such a case, the board bears the heavy burden of demonstrating a compelling justification for such action.4



Blasius’s “compelling justification” standard of review of directors’ actions infringing on the shareholders’ franchise has since been used “sparingly,”5 having effectively been merged with the reasonableness (of response to an alleged threat to the company) standard enunciated by the Delaware Supreme Court three years earlier in Unocal Corp. v. Mesa Petroleum Co.6 as part of the “enhanced scrutiny” (or, “intermediate scrutiny”) standard for assessing directors’ responses in the face of hostile takeovers.7


QUESTIONS–INTRODUCTION

1. If a corporation’s bylaws and/or articles of incorporation attempted to specify the standard for judicial review of directors’ actions that are alleged 551to have interfered with shareholders’ power to vote, should a court be governed by that standard? How would such a provision be drafted? Against whom — shareholders, or directors and officers — would ambiguities be construed?

2. How large should the board be? According to one study of almost 400 companies, companies with relatively small boards (averaging 9.5 persons) performed better, and those with large boards (averaging 14 persons) performed worse than those with a board of more typical size (averaging 11.2 persons).8

3. Do “directors who have large stockholdings and the accompanying right to elect directors have special rights as super-directors”?9




5.01–QUALIFICATIONS AND DISQUALIFICATIONS


5.01(A)–Personal and Professional Attributes and Background

Although this subsection concerns the board’s identification and assessment of candidates for directorships10 (subject to a shareholder vote), much of its analysis applies as well to the board’s selection and appointment of officers.


5.01(A)(1)–Criteria; Defining and Enhancing Diversity; Executive and Non-Executive Chairs

As one longtime board member has observed, “[p]robably the most important change in board governance in recent years is that primary responsibility for identifying and recruiting independent directors in the for-profit sector is increasingly understood to rest with the board itself, not with the CEO.”11
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In their corporate governance guidelines and nominating committee charters, many corporations identify as desirable or necessary in candidates for the board some elements of the following constellations of qualities and qualifications:


	independence — both as defined by some or all of the listing requirements and statutes discussed in Chapter 3, and in the more general sense of a candidate’s being willing to question the prevailing view and to raise and pursue alternative or dissenting approaches;12

	intelligence, judgment, and decision-making skills;

	experience and expertise in the corporation’s specific line of business or general industry, or in an area (e.g., accounting, or intellectual property law) of great relevance to the board’s operations;

	reputation and recognition in one’s business or profession;

	civic and community relationships;

	professionalism, collegiality, interpersonal skills, and management skills;

	good character, high ethics, and personal integrity;

	conforming to the values of the corporation, including dedication to the best interests of the shareholders; and

	not being overcommitted to other professional or personal activities, including membership on other boards13 (the annual work for each of which could require somewhere between 200 and 245 hours, according to some surveys),14 particularly if the candidate is also the CEO of a company.15
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In addition, if incumbent directors are being considered for renomination, the board may assess their previous service on and contribution to the board and its committees, including their record of attendance at board and committee meetings.16

To prevent the loss of a director’s independence, and to ensure that directors continue to be qualified and not overcommitted, many boards require independent directors to advise them if the directors leave one or more of their positions of employment (including as directors of other companies), or assume new roles or positions. It is not uncommon for boards to require directors, as a condition of their service on the board, to agree to submit their resignation in these circumstances — although of course boards will in many cases not accept such a resignation.

Boards may also require that directors receive their prior approval before accepting positions on the boards of other corporations. In addition, some corporations have adopted rules that none of their directors can serve on more than a specified number of other boards.17 (There might be a lower limit for inside directors than for outside/independent directors, on the theory that serving effectively 554as both an officer and director of the company leaves an executive even less time and energy for other commitments.)

Of note in this context are the 2013 revisions to Section 8.02 of the ABA’s Model Business Corporation Act, which prohibit a board from imposing on a current or prospective director any “requirement that is based on a past, current, or prospective action, or expression of an opinion, . . . that could limit [his or her] ability to discharge his or her duties” although permitting criteria including “not being or having been subject to specified criminal, civil or regulatory sanctions or not having been removed as a director by judicial action or for cause.”18

More explicit identification of director qualifications can be found in disclosures that the SEC has since 2003 required corporations to issue.19 For instance, in 2012, one page on Dell’s Web site not only discussed the computer manufacturer’s “selection and nomination process” but also indicated that candidates’ crucial characteristics included:


	Management and leadership experience — Relevant experience should include, at a minimum, a past or current leadership role in a major public company or recognized privately held entity; a past or current leadership role at a prominent educational institution or senior faculty position in an area of study important or relevant to Dell; a past elected or appointed senior government position; or a past or current senior managerial or advisory position with a highly visible nonprofit organization. Consideration will also be given to relevant experience in Dell’s high priority growth areas; demonstrated experience in major challenges Dell faces or a unique understanding of Dell’s business environment; and experience with, exposure to or reputation among a broad subset of Dell’s customer base.

	Skilled and diverse background — All candidates must possess the aptitude or experience to understand fully the legal responsibilities of a director and the governance processes of a public company, as well as the personal qualities to be able to make a substantial active contribution to Board deliberations, including intelligence and wisdom, self-assuredness, interpersonal and communication skills, courage and inquisitiveness. Consideration will also be given to financial management, reporting and control expertise or other experience that would qualify the candidate as a “financial expert” under established standards, and international experience. Consideration will be given to assuring that the Board, as a whole, adequately reflects the diversity of Dell’s constituencies and the communities in which Dell conducts its business.

	Integrity and professionalism — The following are essential characteristics for each Board candidate: highest standards of moral and ethical character and personal integrity; independence, objectivity, and an intense dedication to serve as a representative of the stockholders; a personal 555commitment to Dell’s principles and values; and impeccable corporate governance credentials.20




5.01(A)(1)(a)–Diversity Considerations

Among the criteria identified by boards for director nominees is that the individuals add to the diversity of the board, in terms of gender, age, race, personal background, country of citizenship, and perspective.21

In December 2009, the SEC adopted a final rule that


[amended] Item 407(c) of Regulation S-K to require disclosure of whether, and if so how, a nominating committee considers diversity in identifying nominees for director. In addition, if the nominating committee (or the board) has a policy with regard to the consideration of diversity in identifying director nominees, disclosure would be required of how this policy is implemented, as well as how the nominating committee (or the board) assesses the effectiveness of its policy. We recognize that companies may define diversity in various ways, reflecting different perspectives. For instance, some companies may conceptualize diversity expansively to include differences of viewpoint, professional experience, education, skill and other individual qualities and attributes that contribute to board heterogeneity, while others may focus on diversity concepts such as race, gender and national origin. We believe that for purposes of this disclosure requirement, companies should be allowed to define diversity in ways that they consider appropriate. As a result we have not defined diversity in the amendments.22



In 2016, the Chair of the SEC indicated that


[c]ompanies’ disclosures on board diversity in reporting under our current requirements have generally been vague and have changed little since the rule was adopted. Very few companies have disclosed a formal diversity policy. . . .

[SEC[] staff is preparing a recommendation to the Commission to propose amending the rule to require . . . more meaningful board diversity disclosures. . . .23
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On February 6, 2019, the SEC issued a clarification that


Item 401 (e) [for current directors] requires a brief discussion of the specific experience, qualifications, attributes, or skills that led to the conclusion that a person should serve as a director. Item 407(c)(2)(vi) [for director nominees] requires a description of how a board implements any policies it follows with regard to the consideration of diversity in identifying director nominees. To the extent a board or nominating committee in determining the specific experience, qualifications, attributes, or skills of an individual for board membership has considered the self-identified diversity characteristics referred to above (e.g., race, gender, ethnicity, religion, nationality, disability, sexual orientation, or cultural background) of an individual who has consented to the company’s disclosure of those characteristics, we would expect that the company’s discussion required by Item 401 would include, but not necessarily be limited to, identifying those characteristics and how they were considered. Similarly, in these circumstances, we would expect any description of diversity policies followed by the company under Item 407 would include a discussion of how the company considers the self-identified diversity attributes of nominees as well as any other qualifications its diversity policy takes into account, such as diverse work experiences, military service, or socio-economic or demographic characteristics.24



In the absence of an SEC-mandated definition of the term, the Corporate Governance Principles (sometimes called Corporate Governance Guidelines, but in either case non-binding) posted on major corporations’ Web sites can be notably broad in their dimensions and denotations of “diversity.” For instance, they might refer to, “diversity (including diversity with respect to race, ethnicity, national origin, gender, sexual orientation, and age),” or, “diversity with respect to gender, ethnicity, race, nationality, skills and experience in the context of the needs of the Board.”

Some of these documents include such vague statements as, “When a professional search firm is used, the Corporate Governance and Nominating Committee directs the firm to provide a diverse slate of candidates for the Board’s consideration”; or, “the Governance and Nominating Committee will instruct the search firm to include in its initial list of candidates qualified candidates who reflect diverse backgrounds, including diversity of gender and race or ethnicity.”
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A range of recent initiatives, by regulators and private companies, support — and in some cases, require — boards to address diversity more directly:


	In mid-2017, State Street Global Advisors “voted against the reelection of directors charged with nominating new board members” at the approximately 400 companies in its investment portfolio that, despite its request, still had no female directors;25

	In January 2018, BlackRock indicated in newly posted proxy voting guidelines that “we would normally expect to see at least two women directors on every board” of companies in its investment portfolio,26 a concern that proxy advisors Glass Lewis and Institutional Shareholder Services (ISS) would also address;27

	In September 2018, California amended its Corporations Code to require (and to fine for noncompliance) publicly traded companies with “principal executive offices” in the state to have a minimum number of female directors (three, for boards with six or more directors; two, for those with five directors; and one, for those with four or fewer directors),28 and a 558minimum number of directors “from underrepresented communities” (three, for boards with nine or more directors; two, for boards with five to eight directors; and one, for those with four or fewer directors).29

	In October 2019, New York City Comptroller Scott M. Stringer’s Boardroom Accountability Project requested that companies install policies analogous to the National Football League’s “Rooney Rule” (adopted in 2003, to require NFL teams to interview at least one minority candidate when filling a head coaching position) to include, as part of all director and CEO searches, consideration of “qualified female and racially/ethnically diverse candidates.”30

	In January 2020, Goldman Sachs announced that beginning that July, it would not participate in taking public any United States or European companies that did not have at least one director (to rise to two directors, in 2021) who was female and/or from an underrepresented community.31

	CalPERS has called on each board to “facilitate a process that ensures a thorough understanding of the diverse characteristics necessary to effectively oversee management’s execution of a long-term business strategy,” and to “disclose its process for evaluating the diverse talent and skills needed on the board and its key committees”32; CalSTRS33 and TIAA34 have adopted similar policies to encourage diversity.
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	CalPERS has also indicated a willingness to oppose the re-election of “directors who are nominating/governance committee members, board chairs, or long-tenured directors (greater than 12 years on the board) on boards which lack diversity and do not make firm commitments to improving the board diversity in the near term.”35



Perhaps most significantly, on August 6, 2021, the SEC Commissioners approved,36 by a vote of three to two, a proposal submitted by Nasdaq in December 2020 that will require most of the 4,000 companies whose stock is traded on the exchange to publicly disclose information about the gender, racial, and LGBTQ+ diversity of their boards, and, if they do not satisfy Nasdaq’s new standards in this regard, to file an explanation.

Although full compliance is expected to begin in two to five years (depending on the type of company), each company (with some exceptions) must “have, or explain why it does not have, at least two members of its board of directors who are Diverse, including at least one director who self-identifies as female and at least one director who self-identifies as an Underrepresented Minority or LGBTQ+.”37 Companies whose boards have five or fewer members should have, or must explain the absence of, at least one member who is “Diverse.”

The SEC found that the published reports cited by Nasdaq, and by commenters on its proposal, concerning a possible correlation between increased board diversity and improved financial results “are mixed, . . . are generally inconclusive, and suggest that the effects of even mandated changes remain the subject of reasonable debate,”38 but determined that “at a minimum, the academic and empirical studies support the conclusion that board diversity does not have adverse effects on company performance.”39

Among the terms defined40 in Nasdaq’s new Listing Rule 5605(f)(1) are:
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“Diverse” means an individual who self-identifies in one or more of the following categories: Female, Underrepresented Minority, or LGBTQ+.

“Female” means an individual who self-identifies her gender as a woman, without regard to the individual’s sex at birth.

“LGBTQ+” means an individual who self-identifies as any of the following: lesbian, gay, bisexual, transgender, or as a member of the queer community.

“Underrepresented Minority” means an individual who self-identifies as one or more of the following: Black or African American, Hispanic or Latinx, Asian, Native American or Alaska Native, Native Hawaiian or Pacific Islander, or Two or More Races or Ethnicities.

“Two or More Races or Ethnicities” means a person who identifies with more than one of the following categories: White (not of Hispanic or Latinx origin), Black or African American, Hispanic or Latinx, Asian, Native American or Alaska Native, Native Hawaiian or Pacific Islander.



Both the SEC and Nasdaq emphasized that the exchange’s revised listing standards do not force boards to meet specific diversity “quotas,” and that companies could satisfy the requirements by disclosing why they had not seated the specified number of “Diverse” directors.

The SEC indicated that Nasdaq “would not evaluate the substance or merits of a company’s explanation.”41 And the exchange clarified that a company “can choose to disclose as much, or as little, insight into the company’s circumstances or diversity philosophy as the company determines, and shareholders may request additional information directly from the company if they need additional information to make an informed voting or investment decision.”42

Nasdaq suggested that one explanation that a board might offer is that it “believe[s] that defining diversity more broadly than Nasdaq (by considering national origin, veteran status and disabilities) brings a wide range of perspectives and experiences to the board.”43

As the exchange noted in its amended proposal, the “comply or explain” approach also appears in several federal securities regulations, including those governing a company’s inclusion of a financial expert on the board’s audit committee, and a company’s adoption of an ethics code that applies to its CEO and senior financial or accounting officers.44
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Many will still find much left to desire after reviewing reports about progress in gender45 and racial46 diversity in the boardroom and among CEOs,47 especially since, “in the absence of regulatory guidance, . . . [f]irms most frequently define diversity with reference to a director’s prior experience or other 562non-identity-based factors rather than his or her sociodemographic characteristics.”48 (Some organizations focused on increasing board diversity are identified in Appendix A.)49

QUESTIONS–5.01(A)(1)(a)

1. To what degree can, and should, the board attempt to quantify any elements of the types of qualifications listed above?

2. What types of skills and expertise, however those are determined or documented, should generally be represented on the board of a company? For example, CalPERS states that


[c]ollectively, director attributes should include expertise in at least the following areas: accounting or finance, international markets, business, human capital management, industry knowledge, governance, customer-base experience or perspective, crisis response, leadership, strategic planning, and competence managing multifaceted risk — including experience and expertise in climate change and other environmental risk management strategies, where material to business model or operations.50



How widely among the board should these skills be shared? For instance, is it sufficient to have only one director with a background in “customer-base experience or perspective”?

Should further items (for instance, cybersecurity) be added to this list? Should some items on the list be removed, if the board can retain qualified consultants in those areas?

3. One commentary recommends that the board, perhaps with the aid of “outside consultants,” assess “the effectiveness, including the social dynamic, of 563the current board and [to] consider how a candidate will contribute to board and enhance that dynamic.”51

(3a) How would the board and its consultants conduct such an evaluation, especially in predicting the interactions of the candidate with current directors and/or other nominees?

(3b) How could the board defend its discussion of “board dynamics” or “collegiality” — particularly as a reason for rejecting candidates — from being attacked as masking inappropriate considerations (such as the candidates’ race, religion, ethnicity, and/or gender)?

(i) What amounts or proportions of diversity should boards aim to include?52

(ii) Does it matter that there does not yet appear to be conclusive empirical evidence that director diversity significantly enhances a firm’s financial performance?53
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(iii) What efforts, if any, should shareholders make to define, encourage, and enhance different types of diversity on boards?

(iv) Or would it be more appropriate for the SEC to “require companies either to comply with a rule that they consider sociodemographic diversity in composing their boards (and follow 565other prescribed diversity-related practices) or explain their decision not to do so”?54

(v) Should the NYSE and Nasdaq “require nominating committees to interview at least one woman for each vacancy among the independent directors”?55

4. To what extent should any of the board’s quantitative or qualitative requirements for nominees be waived or suspended because of the extraordinary qualifications of a potential nominee and/or the exigencies of the corporation’s situation?

For example, in March 2009, New York Times columnist Thomas Friedman argued that


[n]othing else remotely compares in importance to the urgent need to heal our banks.

Yet I read that we’re actually holding up dozens of key appointments at the Treasury Department because we are worried whether someone paid Social Security taxes on a nanny hired 20 years ago at $5 an hour. That’s insane. It’s as if our financial house is burning down but we won’t let the Fire Department open the hydrant until it assures us that there isn’t too much chlorine in the water. Hello?56


5. Should the board create separate lists of additional qualifications for the members of various committees of the board?

6. What types of background checks should the company’s staff — or outside professionals, such as private investigators — conduct into potential candidates for the board?57 Should they describe the nature of such investigations to potential candidates, and obtain approval, before beginning this process?

7. Should the board or its nominating committee keep a list of “stand-by nominees” whom they have already investigated and cleared for fast nomination should the need suddenly arise to fill a vacancy on the board?

As William Bowen has noted,


systematic and ongoing efforts to build boards should be expected to yield inventories of candidates that can then be 566reviewed regularly. Nominating committee members and staff should monitor the progress of individuals in the inventory who look promising and to whom they may want to turn at the right moment.58



At what point should the corporation advise individuals that they are under consideration for (not necessarily imminent) nomination to the board — and ask whether they would like to become part of such an “inventory”?

Dell’s “Director Nomination Process” Web page indicates that its nominating committee may “engage in whatever investigation and evaluation processes it deems appropriate” for potential candidates. What investigative and evaluation methods are of questionable appropriateness for a nominating committee? What methods are appropriate only if the candidate consents in advance? What methods are definitely not appropriate? For example, should the board commission a psychological profile, of the type compiled “for decades [by] analysts at the Central Intelligence Agency and the Department of Defense . . . of hostile leaders . . . , as well as allies, potential successors, and other prominent officials”?59 Should the board subject director and officer candidates to “a suite of behavioral, cognitive, critical and psychological tests,” including simulations of business situations?60

8. What privacy protections should attach to the results of the investigations conducted by the nomination committee (or professionals retained by it) of the background of potential nominees to the board?

9. Should potential nominees be afforded the opportunity to examine and respond to any reports prepared about them? Does it make a difference whether the individuals involved had agreed to be considered (and investigated) for nomination, as opposed to their having been suggested, and investigated, without their knowledge?

10. Who decides who will be the chair of a board? Are candidates for board positions identified to shareholders as potential chairs of the board should they be elected? If the directors determine among themselves which of their group will be chair, is this done informally, or by secret ballot, or 567non-anonymous vote, or by some other method?61 Should this process be specified in the corporation’s bylaws, or in another corporate document? How are the qualifications for a chair — or potential chair — of the board different from those for the other members of the board?

11. How might the extent to which the chair has powers beyond presiding over board meetings change the answer to the previous question? For instance, what if the chair has the power to unilaterally assign directors to board committees?

12. On a related topic, what powers should the corporation’s bylaws accord the chair? For instance, should that director be granted an extra vote to break a board deadlock?62 One or more extra votes, generally, on all — or on specified — matters? (Should any director ever be authorized to cast a multiple vote?)



5.01(A)(1)(b)–A “Financial Literacy” “Requirement”

It has been said that Casey Stengel, the first (1962-1965) manager of the New York Mets, was so confounded by the team’s ineptitude during its inaugural season that he demanded, “Can’t anybody here play this game?”

The same might be inquired of corporate directors, in the context of the nebulous concept, and the even more vague (and underinclusive) requirement, of their “financial literacy.”

In September 1998, the NYSE and Nasdaq exchanges established a Blue Ribbon Committee on Improving the Effectiveness of Corporate Audit Committees. Five months later, the ten recommendations of the Committee’s final report included the establishment of a financial literacy requirement for all directors serving on audit committees.

The Committee explained that “a director’s ability to ask and intelligently evaluate the answers to [‘probing questions about the corporation’s financial risks and 568accounting’] may not require ‘expertise’ but rather hinges on intelligence, diligence, a probing mind, and a certain basic ‘financial literacy.’ ” It added, “Directors who have limited familiarity with finance can achieve such ‘literacy’ through company-sponsored training programs.”63

Effective January 31, 2000, the SEC approved the exchanges’ revised listing standards, which adopted the Committee’s definition of financial literacy: the ability “to read and understand fundamental financial statements, including a Company’s balance sheet, income statement, and cash flow statement.”64

However, this requirement is not so simple as it seems.

First, “financial literacy” is far from a precise term, and it has not been addressed or interpreted by caselaw. For instance, what other documents, besides those specified, should a member of the audit committee be able to “read and understand”? And, to what degree or level must such a director “understand” these often-complex documents?

Both sets of listing standards additionally, though still somewhat murkily, require that at least one member of an audit committee have a deeper background in accounting: for NYSE, “accounting or related financial management expertise, as the listed company’s board interprets such qualification in its business judgment”; and for Nasdaq, “past employment experience in finance or accounting, requisite professional certification in accounting, or any other comparable experience or background which results in the individual’s financial sophistication, including being or having been a chief executive officer, chief financial officer or other senior officer with financial oversight responsibilities.”65

Compounding this confusion and cloudiness, the audit committee charters of some companies find it necessary to add that directors on the committee should have “a working familiarity with basic financial and accounting practices” or a “general knowledge of key business and financial risks and related controls or control processes.”

Second, boards should clarify how a current or potential director’s financial literacy is to be determined, rather than leaving it to, as many corporate governance guidelines (and the NYSE’s Commentary) permit, “the board’s business judgment.”

At least one company’s corporate governance guidelines call for each member of the audit committee “to complete an appropriate questionnaire.”

The most specific approach may be that of Proctor & Gamble’s governance guidelines, whose Appendix C provides a two-part definition of “financial literacy” and lists seven non-exclusive ways to satisfy this qualification, including “Financial training provided as part of new Committee member onboarding”; “Accounting or other financial education”; and various forms of professional experience.
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(One simple but effective approach might be for a board to retain an independent third party, such as a business school professor, to furnish a set of (real or mock) financial statements to any candidate, along with a series of questions to be answered in the examiner’s (physical or virtual) presence over the next ninety minutes.)

Third, the NYSE Commentary and many audit committee charters indicate that if a director is not already financially literate when she joins the audit committee, she must become so “within a reasonable period of time thereafter.” What is a “reasonable period of time” for a skill this fundamental to the directors’ monitoring role?

(According to New Jersey political lore, in patronage-pervaded Hudson County, a newly appointed director of the state’s Office of Weights and Measures, asked by a reporter at his swearing-in ceremony, “How many ounces are in a pound?” replied, “Give me a break — I just got this job!”)

Fourth, shouldn’t financial literacy — however that might be defined — be required of all corporate directors, as of the time they join the board, rather than just those on the audit committees of NYSE-and Nasdaq-listed companies, “within a reasonable period of time” after joining the committee?

In fact, some companies’ governance guidelines (which, both by their own titles and terms and by common understanding, do not legally bind the board) indicate that financial literacy is a factor to be considered in assessing potential candidates for directorships.

Some guidelines do state that all directors “should know how to read and understand fundamental financial statements and understand the use of financial ratios and information in evaluating the financial performance of the Company,” or “should know how to read a balance sheet, income statement, and cash flow statement, and understand the use of financial ratios and other indices for evaluating company performance.”

A universal requirement of financial literacy would simplify, for listed companies, the question of quickly filling a vacancy on the audit committee, since all directors would already satisfy this qualification.

Indeed, this basic but essential capability — and responsibility — appears among those identified forty years ago by the New Jersey Supreme Court in Francis v. United Jersey Bank,66 in its interpretation of the requirement (under N.J.S.A. 14A:6-14) that directors of companies incorporated in New Jersey “discharge their duties in good faith and with that degree of diligence, care and skill which ordinarily prudent men would exercise under similar circumstances in like positions.”

The Court held that,


[w]hile directors are not required to audit corporate books, they should maintain familiarity with the financial status of the corporation by a regular review of financial statements. . . . In some circumstances, directors may be charged with assuring that bookkeeping methods conform to industry custom and usage. . . . Adequate financial review normally 570would be more informal in a private corporation than in a publicly held corporation.

The review of financial statements, however, may give rise to a duty to inquire further into matters revealed by those statements. . . . Upon discovery of an illegal course of action, a director has a duty to object and, if the corporation does not correct the conduct, to resign. . . . Sometimes a director may be required to seek the advice of counsel.67



Fifth, and finally, might not both the level at which a director should “understand” key financial documents, and the “reasonable time” in which she should attain this capability, be determined at least in part by the nature of her particular company’s business?

The Francis Court found that “the most striking circumstances” surrounding a director’s failure to detect and stop embezzlement by her sons included


the character of the reinsurance industry [, in which insurance companies distribute among themselves the risk that a particular insured will have a particularly large claim to be paid] and the nature of the misappropriated funds . . . The hallmark of the reinsurance industry has been the unqualified trust and confidence reposed by ceding companies and reinsurers in reinsurance brokers. Those companies entrust money to reinsurance intermediaries with the justifiable expectation that the funds will be transmitted to the appropriate parties. . . .

[The company] received annually as a fiduciary millions of dollars of clients’ money which it was under a duty to segregate. To this extent, it resembled a bank rather than a small family business. Accordingly, [the director’s] relationship to the clientele of [the company] was akin to that of a director of a bank to its depositors. All parties agree that [the company] held the misappropriated funds in an implied trust. That trust relationship gave rise to a fiduciary duty to guard the funds with fidelity and good faith.68



The Court declared, “A director is not an ornament, but an essential component of corporate governance. Consequently, a director cannot protect himself behind a paper shield bearing the motto, ‘dummy director.’”69

Boards might thus be well-advised to provide, in their “on-boarding” process for all incoming directors, not only educational material — from the most introductory to more specialized and complex treatments — but also training, on “financial literacy.”

If not a perfect solution, that might be (with apologies to Mr. Stengel) a pretty good baseline for keeping directors in-bounds.
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5.01(A)(1)(c)–Combining Chair and CEO Roles

Shareholder advocates generally recommend that the same person not serve concurrently as chair of a company’s board and as its CEO, to prevent the consolidation of managerial power in one person and to preserve the independence of the board with regard to the CEO, whose performance the board oversees and whose compensation it sets.70

Perhaps the best example of this danger occurred during a Senate Banking Committee hearing in September 2016, after Wells Fargo employees were found to have created more than two million unauthorized accounts for customers. Senator Elizabeth Warren, frustrated by CEO/chair John Stumpf’s answers to questions about his compensation, retorted: “You keep saying, ‘the board, the board.’ You describe them like they are strangers you met in a dark alley. Mr. Stumpf, you are the chairman of the board.”71 When Stumpf resigned from both positions the following month, the board elevated its lead director to the chairmanship and brought in a separate executive to be the new CEO; commentators observed that Wells Fargo and Citigroup were the only large U.S. banks to have split the positions.72

However, even as more companies tend to separate the roles of chair and CEO,73 skeptics have argued that there is no conclusive empirical evidence that 572this practice benefits the company and its shareholders;74 if the board already has a strong lead director, assigning her the formal role of chair upon splitting the roles would be only a symbolic gesture.75

The most notable recent instances of battles over such dual office-holding occurred in May 2013, when a JPMorgan Chase & Co. shareholder proposal to split Jamie Dimon’s roles of chair and CEO received only 32.2% support,76 and in September 2015, when Bank of America shareholders, one year after the board had unilaterally removed a 2009 shareholder-instituted bylaw mandating that the positions could not be consolidated, approved by a roughly 63% vote a proposal to allow the board to combine the chair and CEO offices (and thus to allow the continued service of Brian T. Moynihan in both roles).77

In December 2009, the SEC amended 17 C.F.R. Part 229, which addresses reporting and record-keeping requirements for listed companies, to require that each company: “[b]riefly describe the leadership structure of [its] board, such as whether the same person serves as both principal executive officer and chairman of the board, or whether two individuals serve in those positions”; if one person does serve in both roles, “disclose whether [the company] has a lead independent director” and the specific leadership role of that director; explain “why the [company] has determined that its leadership structure is appropriate given [the company’s] specific characteristics or circumstances”; and describe the “extent of the board’s role in the risk oversight of the [company], . . . and the effect that this has on the board’s leadership structure.”78
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5.01(A)(1)(d)–The Executive Chair

On February 2, 2021, Amazon offered “over 10,000” different models of “executive chair,” many described in great detail.

But nowhere did Amazon’s articles of incorporation, bylaws, and corporate governance guidelines, all available on the “Investor Relations” section of its Web site, describe the “executive chair” position that Jeff Bezos, its CEO and board chair, had just announced that he would soon occupy.

In an e-mail to employees, Bezos promised that he would “stay engaged in important Amazon initiatives but also have the time and energy I need to focus on . . . my other passions,” and reassured them (and investors and customers) that “this isn’t about retiring.”

But it’s not about clarity, either, and Amazon is not alone in that regard.

Few major corporations refer in their governance documents to an executive chair. In fact, many of those documents detail the functions of a non-executive chair, that is, a director who chairs the board but is not also a full-time employee of the company.

Only in 2017 did the National Association of Corporate Directors publish “The Role of the Executive Chair FAQ [Frequently Asked Questions],” summarizing the office as “a temporary position fulfilled by the former combined CEO/chair who has relinquished the CEO title while remaining board chair and onboarding an incoming CEO.” The NACD noted that “[c]reating this role is not standard practice.”79
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Amazon, and other boards inaugurating such a position, should define and disclose its responsibilities — and perhaps also take the opportunity to clarify issues surrounding the more traditional office of board chair.

For instance, how, and how regularly, are chairs(s) elected by the board? What is the succession planning process for board chairs? How can they be removed, and for what (if any) specific reasons? Are there age and/or term limits for the office? Are chairs granted any special voting powers — like, for example, Vice President Kamala Harris’s ability to break tie votes in the U.S. Senate?

Those answers should be almost as easy to find on corporations’ Web sites, for anyone interested, as “executive chairs” are on Amazon’s.




5.01(A)(2)–The Obama Administration’s Questionnaire

As they identify and screen candidates for director positions, the nominating committee and the full board must not only seek those with “appropriate business and industry experience” and “collegiality”80 but attempt to screen out those whose decision making and judgment might be impaired by conflicts, bias, and medical or psychological ailments.

A model questionnaire81 published by the American Bar Association for outside directors consists of thirty-eight (often multiple-part) questions, most of them concerning the existence and nature of specific relationships and financial interests that could compromise the candidate’s independent judgment as a director.

Thus, the candidate is asked, beyond furnishing a curriculum vitae, to disclose her (and, often, her immediate family members’): family relationship to current directors or officers; status as a board member of other entities, including nonprofit organizations; service for pension funds or banks; ownership of the company’s stock; debt, if any, owed to the company; transactions with the company’s management; previous compensation or perquisites received from the company; and employment by, directorship of, and stock ownership of entities with which the company does business, or the company’s internal or external auditors. The candidate is also asked to disclose whether in the previous 5 years she was enjoined from working in any financial or business capacity and whether she or entities in which she was a general partner or executive officer were in bankruptcy; and to disclose any criminal history.

By contrast, in November 2008, staff for president-elect Barack Obama released a seven-page, 63-item questionnaire82 to be completed by those applying for positions in the new administration. The document drew much commentary for its extensiveness and comprehensiveness; some speculated that the extent of 575the disclosures it demanded would discourage otherwise strong candidates from applying.

Although some of the items on this questionnaire (such as those involving criminal records, and those concerning affiliations with business and non-profit entities) overlap with those on the ABA’s form, current and prospective directors and their counsel might consider the appropriateness of requiring candidates for the board (and for officer positions) to answer such questions as:


(8) Briefly describe the most controversial matters you have been involved with during the course of your career.

(10) Writings: Please list and, if readily available, provide a copy of each book, article, column or publication (including but not limited to any posts or comments on blogs or other websites) you have authored, individually or with others. Please list all aliases or “handles” you have used to communicate on the Internet.

(13) Electronic communications: If you have ever sent an electronic communication, including but not limited to an email, text message or instant message, that could suggest a conflict of interest or be a possible source of embarrassment to you, your family, or the President-Elect if it were made public, please describe.

(14) Diaries: If you keep or have ever kept a diary that contains anything that could suggest a conflict of interest or be a possible source of embarrassment to you, your family, or the President-Elect if it were made public, please describe.

(17) Have you or your spouse at any time belonged to any membership organization . . . that as a matter of policy or practice, denied or restricted membership or affiliation based on race, sex, disability, ethnic background, religion or sexual orientation or has been subject to a claim that it has done so? If so, please provide details.

(20) [P] lease provide the names and details of any individuals and organizations with which you and your spouse have been associated with which [sic] might present a conflict of interest with your proposed federal office, or have the potential for embarrassment.

(58) Please provide the URL address of any websites that feature you in either a personal or professional capacity (e.g., Facebook, My Space, etc.)

(60) Have you had a complete physical within the past year? Please describe your overall health and any medical treatment you are currently receiving.

(61) Have you had any association with any person, group or business venture that could be used — even unfairly — to impugn or attack your character and qualifications for government service?

(62) Do you know anyone or any organization, either in the private sector or government service, that might take steps, overtly or covertly, fairly or unfairly, to criticize your nomination, including any news organization? If so, please identify and explain the potential basis for criticism.

(63) Please provide any other information, including information about other members of your family, that could suggest a conflict of 576interest or be a possible source of embarrassment to you, your family, or the President-Elect.



In May 2016, the Office of the Director of National Intelligence indicated that the process of reviewing applicants for security clearances would soon include examining their public posts on social media such as Facebook and Twitter.83

QUESTIONS–5.01(A)(2)

1. Do the risks of commercial and reputational repercussions from the embarrassing, controversial, questionable, or illegal behavior of corporate directors and officers justify the board’s posing such questions to candidates for those positions? Does the answer depend on the corporation’s line of business and/or its clients?

2. Should directors be required to regularly update their answers to these and other questions? Can directors, once elected, be removed from office if their subsequent conduct or associations change any of the answers to such questions as those above?

3. Can directors, once elected, be removed from office if the corporation discovers that their answers to such questions were incorrect and/or incomplete?84 Does it make a difference whether any misrepresentation appears to have been unintentional? Would the corporation have the 577burden of showing that the director intended to deceive, or would the director have the burden of showing that he had no such intent?

4. What factors should a company take into account when hiring for a senior position an executive who had left her previous company after such misrepresentations had come to light, especially if they were widely reported?85

5. More generally, what types of conduct should disqualify candidates for directorships? Which of these, if any, should the nominating committee, or the board as a whole, specify in writing before a director search begins, and how specific/quantitative should such descriptions be?

6. What restrictions do the Americans with Disabilities Act86 and other employment statutes and regulations impose on the types of questions that candidates for director can legally be asked? Do these rules distinguish in any way between candidates for directorships and candidates for other positions or types of employment?

7. Can directors who failed to investigate sufficiently the credentials claimed by a successful candidate be held liable for damages if the candidate’s poor performance later causes harm to the company?

8. Should directors be personally liable if a new director performs in a satisfactory (or even outstanding) manner, but subsequent public disclosure of his misrepresentations (innocent or otherwise) to its background inquiries embarrasses the board and the company?

9. Do directors face personal liability if their failure to ask an appropriate question — or to verify a candidate’s answer — leads to the nomination and election of a poorly performing director, and/or to the company’s embarrassment when the truth emerges? Should they be subject to any liability if a director does perform appropriately (or better) but has a “skeleton in his closet” that their questioning has failed to detect?87

10. Are members of the nominating committee, and of the board generally, per se negligent if they don’t use Google or another Web search engine to perform at least simple searches for references to a candidate’s name — not only to discover background information88 but also to 578compare the online information with that in the resume and other materials supplied by the candidate?89





5.01(B)–Shareholder Proposals Concerning Director Qualifications

The SEC’s no-action letters in response to shareholder proposals concerning the qualifications of directors have generally cited Rule 14a-8(i)’s subsections (1), (2), and (8). Those provisions allow management to exclude from its proxy statements shareholder proposals that, respectively, are not proper subjects for shareholder action under state law; would cause the corporation to violate state law (in this context, concerning the authority of directors); or concern the nomination and election of directors.

In general, however, the Commission has indicated that management should include such proposals if they are both precatory and prospective. In 2007, for instance, the SEC reviewed management’s arguments against the inclusion of a proposal that all nominees for director be required to be


	Individual Investors who shall, for the last five (5) years, have been, and currently are, the sole owner of at least five million DOLLARS ($5,000,000) of the corporation’s shares, and/or

	Representatives from Mutual, Pension, State Treasury Funds or Foundations that hold at least two million (2,000,000) SHARES in the corporation to which they are being nominated. . . .



Though finding some basis under each of subsections (1), (2), and (8) to exclude the proposal, the Commission indicated that the proposal’s first two “defect[s] could be cured” if it were “recast as a recommendation or request to the board of directors,” and the third would be redeemed if the proposal were “revised so that it applied only to nominees for director at meetings subsequent to 579the [upcoming] annual meeting.”90 A proposal that all future nominees for additional terms on the board should have attended more than 95% of its regularly scheduled meetings during their previous terms could be similarly rehabilitated.91

A proposal recommending more qualitative qualifications for future nominees to the board might be excluded as too vague under Rule 14a-8(i)(3), although the standard for clarity remains itself imprecise. For instance, the SEC indicated that management would not be justified in using that section to exclude a proposal recommending that


as the terms in office of elected Board members expire, potential candidates of the highest personal and petroleum qualifications, integrity and values shall [be] selected and recommended for election, in order to bring the number of members of the Board . . . with experience in the oil and gas industry close to or with parity with Board members with other professional skills.92



However, the Commission concurred with management’s use of that Rule sub-provision to exclude a proposal recommending that the board adopt a bylaw “to require that our company have an independent lead director. . . . The standard of independence would be the standard set by the Council of Institutional Investors.”93



5.01(C)–Constituency, Institutional, Professional, and Super Directors; Yanking the “Golden Leash”

Although certain groups such as “creditors, venture capitalists, labor unions, controlling or substantial stockholders, or preferred stockholders” may be able to ensure the election of a particular candidate to the board, the fiduciary duties of that “constituency director”94 nonetheless run to the corporation and all of its shareholders.95
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In theory, for instance, “directors who are selected by a company’s institutional investors, either formally or through informal agreement with the managers,”96 would tend to be more independent from management, more likely to question its decisions, and more responsible to the institutional investors (though possibly disrupting the collegiality of the board).97 In fact, one commentator has suggested that “[i]nstitutional shareholders could refuse to vote for (and proxy advisor firms refuse to recommend) any slate whose members do not appear at multiple public forums in which large shareholders and analysts have the opportunity to question those nominees in detail.”98 However, as with the appointers of other constituency directors, it is uncertain whether the interests of institutional investors would always be aligned with those of other shareholders.99

Some have seen activist-nominated board members as potential “super directors,” who, drawing on “the full resources of the hedge fund that appointed them, have the ability to collect, process, and edit voluminous information in a timely fashion, independently of management,” and thus to overcome the informational inadequacies and imbalances that may affect the board’s other independent directors.100

In recent years, concerns about director independence escalated with the advent of “golden leash” arrangements, in which activist “hedge funds agreed to pay their director nominees millions of dollars if the nominees were successful both in winning board seats and achieving the hedge fund’s desired objectives” in enhanced performance of the corporation.101 Management-oriented law firm Wachtell Lipton proposed a model bylaw prohibiting such third-party compensation, prompting proxy advisor Institutional Shareholder Services to recommend withholding votes from directors at firms that had adopted the “Wachtell Bylaw.”102
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In the wake of ISS’s opposition, Wachtell Lipton conceded that “it is entirely rational for companies not to incur the disfavor of ISS over a theoretical issue by adopting the [model] bylaw,” but insisted that “[a]t a minimum, all companies should require full disclosure of any third-party arrangements that director candidates may have.”103 Indeed, in July 2016, the SEC approved a Nasdaq-proposed rule change to require such pre-election disclosure by companies whose stock is listed on that exchange.104

Although the third-party compensation clearly threatens the actual and perceived independence105 of its recipients, and generates different short-term 582incentives than (and possible resentment from) the other directors,106 defenders have argued that its performance-based nature actually aligns the recipients’ interests more directly than the other directors’ with those of the shareholders.107

On an even higher level of directorial independence, one commentator has envisioned


a novel position, that of the professional outside director, that would exist prior to, and apart from, the election of other directors to the boards of portfolio companies. . . .

. . . Consider, for example, a 50-year-old professor of finance at a graduate school of business, or a partner at either a Big Six accounting firm or a major management consulting firm. Many such individuals are likely to have the skills to monitor the management of a public corporation. . . .

Now imagine that the new position would require a full-time commitment, and would obligate each expert to serve on the boards of perhaps six portfolio companies. . . . The experts we describe could undoubtedly earn more in other employment [than from board fees, committee fees, and fringe benefits collected from these companies], but they would be hard-pressed to match the intrinsic interest of the professional director’s work or the social prestige that multiple directorships would confer.

. . . [T]hey would automatically enjoy the two most essential resources for effective monitoring: a focused mandate and the time to familiarize themselves with their companies. . . . [D]uring periods of crisis or poor performance, they would be free to concentrate on their neediest companies. Of course, this relative flexibility and specialization would lead professional directors to accept more active roles on their boards than traditional outside directors could afford to take, including perhaps a disproportionate number of important committee assignments. But this is precisely what institutional investors should hope for. Only professional directors who are central to the board’s operation could act as effective monitors.108
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Alternatively, the directors could be collectively served by a “Board Suite,” envisioned as


a dedicated office within the board, consisting of a full-time special counsel to the board (and supporting staff) that would serve as information facilitators: requesting information and collecting outside sources, receiving the information requested, editing it, and providing it in a simple, clear, and efficient way to the board with a critical eye on management’s actions. This office would become the institutional knowledge base of the board — unmoved by the personal changes the board room experiences — and is likely to alleviate the information capture that boards currently suffer from.109



QUESTIONS–5.01(C)

1. One commentary has suggested that constituency directors


should perhaps consider the wisdom of abstaining from voting on a decision that presents a potential conflict between a constituency interest and the interests of the corporation and all the stockholders in order to avoid the risk that the decision-making process will be viewed as tainted by conflict and, thus, vulnerable to attack. . . . [A] director could not be certain, ex ante, how a reviewing court would view the independence and disinterestedness of all the members of the board if the transaction were challenged.110
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(1a) Would such abstentions defeat the purpose of the constituency directors’ service?

(1b) If a constituency director decides to abstain, should she announce a policy to govern her abstentions (and interpretation of potential conflict), or leave her decision to be made on a case-by-case basis?

(1c) Does it make a difference in such a director’s decision to abstain, and/or to enunciate an abstention policy, whether (and what proportion of) other constituency directors on the board are doing so?

(1d) Would it be appropriate for the board to adopt a policy requiring constituency directors to abstain from voting in certain circumstances? If so, what circumstances would justify requiring abstention?

(1e) Would the answers to any of the above change if the board required the constituency directors abstaining from voting on an issue also to abstain from participating in the board’s discussions about that issue?

(1f) Should the board refrain from appointing constituency directors to chair certain committees, and/or even to serve on certain committees? Alternatively, should a board naming a constituency director to a committee consider whether to appoint one or more other constituency directors to insulate the committee from charges of being dominated or swayed by the first director?

2. Should constituency directors’ “obligation of undivided loyalty to shareholders [generally] . . . be turned into a default rule that [investors and boards] would be free to bargain out of”?111

3. What special qualifications might be suggested for an institutional director or professional director, as opposed to an ordinary director? What might disqualify someone from serving as an institutional or professional director but not from serving as an ordinary director?

4. How closely should an institutional or professional director communicate with the institutional investor who had secured her appointment to one or more boards, given that directors’ duties of loyalty run to their corporations (and thus, indirectly, to all of the shareholders)? What information about the corporation should these directors not reveal to the investors?112 What information about the investors should these directors not reveal to the board?

5. Does the greatly increased emphasis on director responsibility in the 20 years since the suggestion of professional directors indicate that such directors should serve concurrently on an even smaller number of boards than Ronald Gilson recommended? Or should these directors remain on a larger number of boards but during a crisis at one company (a) not take on active (as opposed to monitoring and advisory) roles in, and/or (b) resign from, one or more other boards in order to devote more time to the troubled company?
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6. Have the intrinsic interest and social prestige of a directorship, remarked on by Gilson in 1991, increased or decreased since professional directors were first proposed? Have companies become so interconnected as to dramatically enhance the possibility of a conflict of interest for someone serving on several boards concurrently?

7. In June 2009, Gilson and Reinier Kraakman proposed that, as “the controlling investor in some of America’s largest companies,” such as American International Group (AIG) and General Motors, the Treasury Department should employ an “independent, nonprofit clearinghouse to recruit and screen independent directors” for seats on the boards of those corporations: “Such an institution could easily be created by the government in cooperation with large institutional investors like public pension funds or large mutual fund groups like Vanguard or Fidelity.”113

(7a) What special qualifications might be suggested for a director to be nominated/named by the Treasury Department to the board of a corporation in which the federal government has a controlling interest? One criterion recommended by these authors is a strong sense of independence, to “insulate corporations from political meddling” by resisting “extra pressure to be responsive to public needs” as opposed to the needs of all shareholders.114

(7b) Would it be appropriate for the government to involve large institutional investors in the proposed clearinghouse?



5.01(D)–Advisory Boards, Quasi-Directors, and Board Observers


5.01(D)(1)–Advisory Boards

Some companies have created advisory boards, whose members “might include influential industry experts, people with valuable networks, wise advisors, or highly visible people who are willing to lend their names to validate the company.”115
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Unlike directors, who are expected to consider and vote on issues collectively, advisors might more commonly be approached individually, as their special expertise,116 perspectives, or connections are desired; and even if they vote or otherwise issue a collective recommendation, it will not bind the board.117 Advisors may also be contacted directly by, and asked to consult with, the CEO or other senior officers, as opposed to the board of directors.118

The company should clarify in writing with potential members of the advisory board such concerns as:


	the advisors’ duty of care: would it be the care by which someone of similar expertise, given similar time and information constraints, would apply this expertise to rendering advice? Are their interactions with management anticipated to be at least occasionally informal, and their advice sometimes rendered “off the top of my head” or “off the cuff” — that is, without extensive, or any, research (or review of material provided by the company)?;

	the advisors’ duty of loyalty: is it confined to keeping confidential (unless otherwise instructed) the company’s information and the substance of their interchanges with agents of the company;119 not trading (or enabling others to trade) securities using material nonpublic information made available to 587them as advisors; and not competing with the company, or helping its competitors? Are the advisors subject to the same conflicts of interest policy as are the company’s directors?;

	that the advisory board members are not considered to be directors, that they have no managerial authority over the company, and that they shall not be liable as directors;

	the identities (or positions) of the company (including board and committee) representatives who are authorized to interact with them without prior approval by the board, and the extent to which the advisors, individually or as a group, can request meetings with company management and employees;

	the extent to which advisors will receive materials regularly furnished to members of the board of directors, and to which they can request information from the company to enable them to best fulfill their duties as advisors;

	whether advisors’ contributions, individually and collectively, are expected to be made orally or in written form, and to which representatives of the company;

	whether the group is expected to conduct and record a vote on specific matters, or just to convey to the board “a sense of the group”;

	whether advisors can insist that their individual views on particular issues be conveyed, verbatim or in paraphrase, to the board;

	the extent to which advisors can and are expected to independently, without having specifically been asked, bring developments, suggestions, or insights to the attention of the board and/or senior management;

	their ability themselves to retain advisors to enhance their own understanding of, and formulation or recommendations on, particular issues; and any process by which the company’s approval must be obtained before such retention;

	the number and timing of anticipated regularly scheduled and special meetings, if any, of the advisory board, and the minimum requirements, if any, for their attendance (in person or, if permissible, electronically);

	the extent to which they are expected to, or could on their own initiative, attend board and committee meetings (and the policy that an advisor’s presence will not count toward establishing a quorum of the directors);

	the extent to which each advisor will be made aware of the content of, and given the opportunity to participate in, the company’s consultations with other advisors;

	the extent to which management will provide an advisor with feedback or follow-up on the status and/or resolution of issues on which she and/or any of the other advisors had been consulted;

	the extent to which the company will protect advisors--through exculpation, indemnification, and/or insurance — from potential personal liability;

	their ability to identify themselves publicly as advisors to the company;

	the size of the advisory board, and the company’s ability to change this size;

	the term, if any, of their service; and the procedures by which they or the company can terminate their period of service;

	advisors’ compensation, if any, and whether they will be reimbursed for expenditures connected to their service;
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	advisors’ opportunity, if any, to consult with the company on the (re) appointment of other members of its advisory board;

	their opportunity to consult with other members of the advisory board (and perhaps with other individual advisors, or groups or advisors, retained by the company) during or outside of any advisory board meetings, and in or outside the presence of company management;

	the nature and duties of, and qualifications for, leadership (e.g, chair) and/or administrative roles within the advisory board;

	whether the advisors may publicly identify themselves, and others, as members of the advisory board (or even refer publicly to the existence of the advisory board);

	whether members of the advisory board will be considered eligible to be candidates for membership on the board of directors (and whether former directors can become members of the advisory board);

	how, and by whom, any chair or other leader of the advisory board will be selected;

	the extent to which different advisors may be treated differently with respect to some or all of the above issues; and

	the procedure and logistics (for instance, notice of meetings) of the advisory group, and the degree to which the group itself can create and/or revise these rules.





5.01(D)(2)–Advisory, Emeritus, and Honorary Directors

Collectively, the governance principles of major corporations recognize at least three types of what might be called “quasi-directors”: individuals who are not elected by shareholders but instead are invited by the board itself to participate in various meetings of the board and its committees, without being entitled to vote and without being counted for purposes of establishing a quorum at those meetings.


	An “advisory director” might be in line to be nominated for a seat on the board once one becomes available; her service in this capacity could then be considered an advanced form of both auditioning for and grounding in an actual directorship at the company. Alternatively, she might simply have specialized expertise, skills, and insights valued by the board. (Each of these two situations might correspond to the status of a lawyer as “counsel” or as “of counsel,” depending on his law firm’s own definitions of the term(s).)

	An “emeritus director” is a (but not necessarily every) director who retired (perhaps after reaching age and/or term limits), resigned from, or was not re-elected to the board.

	Qualifications for the role of “honorary director,” and its distinction (if any) from advisory director, are more vague. However, the name suggests an attempt by the corporation to affiliate itself with a person of prominence, particularly one in the company’s actual and/or intended field(s) of operation.
Although boards with advisory directors might be concerned that third parties could misperceive those individuals (or, separately, members 589of a company’s “advisory board”) as actual directors, honorary directors might anticipate the reverse confusion: that their own title could diminish any perception, expectation, or evaluation of their actual contributions to the board’s work.

Statements of “Governance Principles” often leave unresolved critical issues concerning the establishment and definition of, designation of particular individuals for, and their functioning as, quasi-directors. In fact, the same company might have different answers to the following questions with respect to its advisory, emeritus, and/or honorary directors — and perhaps even with regard to different individuals in the same category:


	By what processes (majority votes?) does the board decide to create the role(s) of, and to invite particular people to become, quasi-directors? Technically, are such individuals elected, or appointed, by the board — and does that distinction make a practical difference?

	Is it necessary that a quasi-director qualify as independent (as that term is defined by the company’s governance principles)? (For instance, emeritus directors with a long and recently concluded tenure on the board might not be considered independent.)

	What is a quasi-director’s term of service before possible re-election (or reappointment)? Are there any term and/or age limits; and if so, how do those limits differ from those applicable to the company’s actual directors?

	Although quasi-directors, like actual directors, can resign at any time, are they — unlike actual directors — generally subject to removal by the board itself? If so, must the board furnish a legitimate, or any, reason for their removal?

	Are quasi-directors entitled to attend all meetings of the board and its committees, or only those (or portions of those) to which they are invited? If attendance is by invitation, who (the board or committee chair? a majority of the board’s, or of a committee’s, members?) must support the invitation?

	Could a quasi-director’s service be confined to her involvement only with one or more specified committees; subcommittees; or issues to be addressed by the board, a committee, or a subcommittee?

	How do the fiduciary duties of a quasi-director differ from those of an actual director? Their duty of loyalty (including the obligation of confidentiality, and restrictions on competing with the company and helping others to do so), and their obligation to follow the company’s code of conduct/ethics, might well be the same — but is their duty of care the same? Are quasi-directors subject to the codes of ethics and/or conduct that govern actual directors? (A related question, which cannot be resolved by a company’s governance principles: should quasi-directors expect that courts will extend to them, as to directors and officers, the business judgment rule’s presumption that they have fulfilled their duties of care and loyalty?)

	Are quasi-directors, like actual directors, eligible for indemnification, exculpation, and insurance?
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	Does a quasi-director bear the responsibility of an actual director under the company’s governance guidelines to notify the board of significant changes in her health, current commitments (including director and quasi-director positions on other boards), and (for some companies) public reputation?

	Are actual directors and quasi-directors required to obtain a board’s approval before accepting another company’s invitation to be a quasi-director? How does such service count, if at all, towards the numerical limits imposed by some governance principles on the concurrent service of its actual (and, perhaps, quasi-) directors to other companies’ boards?

	Are quasi-directors, like members of the board, generally encouraged to initiate (usually with notification to the CEO) discussions about relevant matters with company officers? Are they, like members of the board, not discouraged from having (and perhaps even encouraged to have) private conversations with other directors about board business? Are they generally expected, or at least permitted, to contact each other and/or actual directors?

	What information will be made available to quasi-directors in connection with their roles, and who on the board or in company management makes this decision? Are quasi-directors, like actual directors, encouraged to request that further material be provided to inform board (and committee) discussions?

	Are quasi-directors, like actual directors, encouraged to suggest agenda items for board or committee meetings?

	Although quasi-directors cannot vote at meetings, can they initiate motions?

	As a matter of practice, how will the company identify on its Web site, in filings, and/or and in communications with shareholders, the types, functions, and identities of its quasi-directors?






5.01(D)(3)–Board Observers

Rarely mentioned by caselaw, or in such core corporate documents as articles of incorporation and bylaws, a “board observer” is a creature of contracts — including stockholder agreements, investment agreements, and board observer agreements — who attends board meetings to monitor the proceedings on behalf of her principal, an investor in the company.

Perhaps the highest profile example of a board observer is Adam Neumann, the co-founder and former chairman and CEO of WeWork, who took on that role in 2019, after surrendering control of the company to investor SoftBank.

As the name suggests, during meetings an observer’s role is (overtly, at least) passive.

The Third Circuit recognized that, in one situation before it, “Three features differentiate [the observers] from directors. First, and most fundamentally, [they] cannot vote for board action. Second, they are aligned with the placement agent, . . . not [the corporation]. And third, their tenures are set to end automatically [based on dilution of the initial investors’ share ownership, or on the trading 591price of the shares], with no opportunity to vote them out.”120 In addition, the registration statement at issue referred to the fiduciary duties of directors, but not of the observers.

Investors and companies arranging for the presence of board observers should consider clarifying issues in the following six categories, among others:


	First, the observer’s qualifications. What criteria can (and should) the company insist on in board observers?
For example, should observers satisfy any specific definitions of independence? What restrictions should be placed on their past, current, and future employment by, or board membership at, competitors of the corporation?

Can, and should, counsel for the investor serve as an observer? Can the corporation require for one or more specified reasons — or for no reason — that the investor replace a particular observer with someone else? Should the investor designate in advance one or more alternate observers, in case one cannot attend a meeting?

Can one investor be granted a veto power over a second investor’s selection of a specific person as the second investor’s observer? (Should there be any restrictions on the ability of different investors’ observers to discuss with each other the company and its management?)


	Second, the observer’s (non-)participation. Observer agreements generally provide that the observer is not able to vote during board deliberations; some add that the observer cannot “participate” in the meetings.
Does this mean that, unlike directors, observers cannot ask before or during a meeting that an item be added to the agenda, or that one or more officers be invited to make a presentation to the board on a certain topic? Although observers are usually prohibited from making motions or offering resolutions, are they allowed to make informal suggestions or recommendations, before and/or during meetings, to the directors as a group, to subsets of the board members, and/or to individual directors?

Is a board observer authorized to distribute to the board, for the directors’ information, material that she (or her principal) has prepared and/or collected?


	Third, the observer’s access to, or exclusion from, meetings. Are observers, who must usually receive the same meeting notices as do directors, allowed to attend all portions of each session — including executive sessions — of every board and committee meeting?
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Some observer arrangements allow for the exclusion of the observer from those parts of a meeting that involve the company’s attorney-client communications, to preserve the privilege.121

These documents also enable the observer to be excluded from discussions of the company’s relationship with the investor whom the observer represents, to prevent the observer from having a conflict of interest, and from proceedings involving the company’s trade secrets and/or material furnished to the company subject to a nondisclosure agreement requiring the company to restrict its dissemination.

More vaguely, an agreement could prevent an observer from attending “if the Observer’s presence at such meeting would . . . be deemed by a majority of the Board of Directors of the Company to be detrimental to the Company or the Board of Directors’ deliberations.”122

By what process can any of those circumstances be declared? By a majority vote of the directors (in attendance), or simply at the discretion of the director presiding at that meeting? Must the company always furnish the observer with a reason for her exclusion? Is there any immediate way for the observer to apply for reconsideration of that decision?

And, what constitutes a “meeting” for these purposes? Might not directors or committee members, without formal notice to each other or the board observer, simply gather “informally,” whether face-to-face or virtually, to “share our thoughts on different matters” — without actually voting? How can the observer’s principal avoid — and/or detect — such a sub rosa meeting?


	Fourth, the observer’s access to materials. In one situation recently before the Delaware Chancery Court, the relevant agreement called for the board observer to “receive copies of all Board packages prepared for Board members concurrent with receipt thereof by all Board members.”123
The observer’s principal argued that it was thereby entitled to what the court categorized as “a sweeping amount of information,” including: “documents ‘uploaded to the Board Data Room’ ”; any information provided to other board observers; and all information “related to [the company’s] operations and finances, to which [a director] is entitled.” However, the Court of Chancery agreed with the company that “the language at issue reflects no more than an intention to include [the observer] as part of [the company’s] normal distribution of its Board packages.”124
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Recognizing that “[t] he term ‘Board package’ is not static and does not equate to an unvarying checklist of items,” the Court found that in this context its “ordinary and usual meaning” was the “set of materials that [the company’s] management determines, in good faith, are necessary to provide to Board members in connection with a Board meeting so that they can perform their duties in an informed manner.” Therefore, the observer was not entitled to “every scrap of paper that a Board member theoretically could ask to see untethered to” such materials.125

Observer agreements clarifying the scope of the observer’s access to material might address her ability to obtain material that is usually available to directors on request but that has not (yet) been distributed to them as part of a meeting “package,” and whether the minutes of board and committee meetings held (during a specified time period) before she became involved with the company will be made available to her.


	Fifth, the observer’s confidentiality obligations. Like directors, who have a fiduciary duty of loyalty, observers are normally prohibited from taking corporate opportunities and from insider trading. However, their confidentiality obligations (and any exceptions) are often set forth in extreme detail, especially since their role calls for them to share information with their principals.126
Are observers subject to the same restrictions, if any, that the company may impose on directors with regard to taking, and retaining, notes of meetings? Would such notes be subject to disclosure to shareholders of the company, and/or to shareholders or others bringing actions against the principals?

Are previous observers allowed to share their recollections and insights with current observers of the same board? With the permission of their principals (if necessary), are observers authorized to discuss with third parties their broad impressions of the capabilities and effectiveness of — and their assessments of the mental, emotional, and/or physical health of — particular members of the board and of the company’s senior management?

Are observers permitted to discuss with anyone other than their principals the board’s and management’s general approach to decision-making, especially if it is particularly distinctive and effective?


	Sixth, the insulation of the observer from liability. Although exculpation provisions generally apply only to directors, observer agreements typically call for the company to provide both insurance and indemnification to observers.127 Must these be the same as, or at least comparable in type and coverage to, those provided to the company’s directors?



594

(Finally, can an analogy be made to elements of quantum mechanics, and/or of Eastern philosophies and religions, in which the mere presence of the observer affects the system being observed?)128

QUESTIONS–5.01(D)

1. Should the company address the issues above in a document similar to the charter of a board committee? In its Corporate Governance Guidelines/Principles? In retention/consultation agreements with individual members of the advisory board?

2. Should the power to constitute advisory boards be extended to standing (as opposed to special) committees of the board of directors? To their subcommittees?

3. Should a company have several different advisory boards?

4. How, if at all, should the qualifications of members of advisory boards (including their independence) be different from the qualifications of nominees to the board of directors?

5. Are there any special professional and ethical issues for a lawyer asked to serve on a company’s advisory board?

6. Should companies resist the terms “advisory board” and “board of advisors,” in order to avoid popular confusion of the group with the board of directors, and the individual advisors with individual directors (or with advisory directors)? Would, for instance, “advisory group” be preferable?

7. One venture capitalist has suggested that the non-voting status of board observers can be misleading, arguing that in startup companies


almost nothing of substance EVER comes up for a vote. Instead[,] startup boards, rightly or wrongly, seek consensus. They tend to drive toward unanimity or at least toward the opinion of the loudest, most vocal, most articulate or most persuasive board member [and thus] the board observer has nearly as much influence as actual voting members of the board. If they’re louder or more persuasive then they can have even more influence.129



Does this suggest that the non-voting status of advisory directors, emeritus directors, and honorary directors similarly belies their potential power?
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5.02–SHAREHOLDER NOMINATION OF SPECIFIC CANDIDATES: “PROXY ACCESS”


5.02(A)–The Stance of the SEC


5.02(A)(1)–The Staff Report (2003)

In July 2003, the SEC’s Division of Corporate Finance issued a report on shareholders’ ability to add to the proxy materials issued to shareholders by management — which identified management’s nominees for directorships — the shareholders’ own nominees.130 The Commission had requested the Division to examine this issue after it had declined to review the Division’s determination, in six no-action letters earlier that year, that management could exclude shareholder proposals calling for such nominations to be included if they were made by a shareholder or group of shareholders who beneficially owned 3% or more of a company’s outstanding stock.131

The Report noted that the “vast majority” of the comments received on this issue from 690 respondents (including 424 individuals, 165 institutional investors, 24 social investment funds, and 18 law firms and attorneys)132 favored revising the proxy rules concerning the nomination and election of directors. In opposition, however, were “all of the corporations and corporate executives, most of the legal community, and the majority of associations (mostly business associations).”133

In discussing the popular suggestion that “shareholder access to a company’s proxy materials would be the most direct and effective method of giving shareholders a meaningful role in the nomination and election process,”134 the Report observed that


[a]s it stands today, shareholders generally are given an opportunity to vote only on those candidates nominated by the company. In addition, many companies use plurality rather than majority voting for board elections, which means that candidates can be elected regardless of whether they receive more than 50% of the shareholder vote. [A footnote explained that “[u]nder plurality voting, the candidate with the greatest number of votes is elected; therefore, in an election in which there are 596the same number of nominees as there are board positions open, all nominees will be elected.”]135 Accordingly, all board nominees generally are elected, regardless of the number of “withhold” votes by shareholders. Many shareholders, therefore, view the proxy process as ineffective and the election of directors as a mere formality or “rubber stamping” of the board’s choices.

Currently, a shareholder or group of shareholders that is dissatisfied with the leadership of a company must undertake a proxy contest, at its own expense, to put nominees before the shareholders for a vote. A board’s nominees, on the other hand, do not bear the cost of their candidacies, which are funded out of corporate assets. While shareholders can recommend a candidate to the company’s nominating committee, shareholder comments suggest that this rarely is effective and that, in some cases, it may be difficult for shareholders to gain access to members of company boards and their committees.

On the other hand, the business community and many of its legal advisors commented that giving shareholders access to company proxy materials could turn every election of directors into a contest, which would be costly and disruptive to companies and could discourage some qualified board candidates from agreeing to appear on a company’s slate. . . . Also, shareholder nominees who are elected to the board could alter the dynamics of the board and cause the board to become fragmented and less efficient. In particular, corporate commenters have posited that a shareholder access rule would result in “special interest” board members who represent particular causes rather than the interests of the company and its shareholders overall. Finally, while nominating committee members have a fiduciary duty to act in the company’s best interest, commenters noted that nominating shareholders would not have this same duty. Accordingly, it is argued that candidates advanced by a nominating shareholder may not be as qualified to serve on a board as a company nominee. Although this concern may be mitigated if a shareholder access rule were drafted to require all shareholder nominees to be screened through the board’s nominating committee, such a provision could create additional problems of its own, e.g., nominating committees may not want to take on the duties and any attendant liabilities associated with recommending a shareholder’s nominee. In any event, it likely would be difficult to ensure that the same screening criteria are applied to management and shareholder nominees, and shareholders may view the screening process as a deterrent to nominating candidates.136



The Report recommended that the Commission propose, and request additional comments on, new rules allowing shareholder access to the proxy materials 597for the purpose of nominating directors. Those rules would be subject to applicable state corporate law and federal securities laws, as well as to the following guidelines:


	the availability of a shareholder nomination process should be premised upon the occurrence of one or more triggering events that are objective criteria evidencing potential deficiencies in the proxy process such that shareholder views — especially those of a majority — may not otherwise be adequately taken into account;

	there should be appropriate standards for the independence of shareholder nominees;

	there should be minimum standards with regard to shareholdings and the length of time those shares have been held by a nominating shareholder or shareholder group; and

	there should be limitations on the total number or percentage of permitted shareholder nominees.137



QUESTIONS–5.02(A)(1)

1. What would be appropriate specifics for the categories of limitations identified by the Report, immediately above? For instance, what would constitute a “triggering event” that could justify the nomination of director candidates by shareholders?

2. An ABA Task Force Report released the same year as the SEC’s Staff Report recommended that


[a]ny reform in the director nomination and election processes should be limited to situations in which the proponent of a director candidate (as well as the candidate) is not seeking to change control of the corporation or to effectuate a business combination or other corporate or ownership transaction or to otherwise influence control over the corporation’s business and affairs.138



Is this an appropriate restriction? If so, can it be implemented by resorting to definitions and criteria contained in other laws and regulations concerning change of control, and/or to existing definitions of independent directors?

3. Would it make sense for stock exchanges to adopt as one of their listing standards the requirement “that the nominees for a certain number of board seats (‘allocated seats’) be selected, on a favored or exclusive basis, 598by or with the participation of eligible shareholders, subject to the nominee being acceptable to the [nominating] committee”?139



5.02(A)(2)–Proposed Rule 14a-11: “Direct Access” (2003)

In October 2003, the SEC published a proposed rule responsive to the concerns raised in its Staff Report three months earlier: Rule 14a-11 would enable long-term shareholders, individually or in groups, to have their nominees included in management’s proxy materials under two conditions.140

First, the relevant state law (and any provisions required by state law to be added to, or absent from, the bylaws or articles of incorporation for this purpose) would have to allow shareholders to nominate directors.

Second, the evidence would have to suggest that the existing proxy process had not satisfied shareholders. In particular, the proponents would have to show that at least one of management’s nominees had received withhold votes from more than 35% of the votes cast at an annual meeting; and/or that a shareholder proposal that the company become subject to this direct access procedure had been submitted by shareholder(s) who had held for more than 1 year more than 1% of the shares eligible to vote on such a proposal, and that the proposal had received more than 50% of the votes cast on it at an annual meeting of shareholders.

If these conditions were satisfied, shareholders who had held for more than 2 years more than 5% of the shares eligible to vote on directors at the next annual meeting of shareholders, could inform management of their intent to require that the company add the shareholders’ nominees to the proxy card.

The nominating shareholders would have to represent to the company that the nominee met listing exchanges’ independence standards for directors (except for those requirements that involved subjective determinations by the board), and that neither the nominating shareholders nor the nominee had any agreement with the company concerning the nomination. Moreover, the nominee could not be a member of the immediate family of, or an executive officer, director, or controller of, the nominating shareholders; nor could she or members of her immediate family have been in their employ, or accepted any compensation from them or their affiliates, during the current and preceding calendar year.

If these conditions were met and there were fewer than nine members of the company’s board, it would have to include one security holder nominee (the nominee of the shareholders with the largest ownership of shares) in its proxy materials; if the board had nine to nineteen members, if would have to include two such nominees, and if more than nineteen members, three such nominees. For classified or staggered boards, a different standard would apply.

Critics of the proposed rule have argued that it would exceed the SEC’s authority, preempt state corporate law, inequitably favor large shareholders, invite 599contested elections, inject special-interest directors into boardrooms, balkanize board deliberations, and usurp the power of nominating committees,141

As of March 2009, shareholders of different companies had had little if any success in adding to management’s proxy materials their own proposals for the adoption of such a rule (or a variant),142 and it had not been adopted by the SEC. However, early that month the SEC indicated that new Chairman Mary Schapiro had instructed her staff to prepare proposals that would give shareholders access to the proxy ballot for directors.143



5.02(A)(3)–Required Disclosures Concerning Nominating Committee Operations (2003)

In November 2003, the SEC adopted new proxy statement disclosure requirements concerning the nominating committee and the nomination process.144 Specifically, companies must now indicate

whether they have a nominating committee (or committee performing this type of function) — and if not, why the board does not see a need for such a committee, and a list of the directors who consider nominees;

whether the nominating committee has a charter; the address of the Web page on which the current charter is available; if there is no such page, inclusion of the current charter in the proxy materials at least once every three fiscal years (and in the other years, an indication of the most recent year in which it was included);

whether the members of the nominating committee are independent under the applicable listing requirements;
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whether the company has a policy with regard to considering director candidates recommended by shareholders — and if so, a description of the material elements of that policy and of the process by which shareholders can submit recommendations, and if not, why not;

a description of any specific minimum qualifications that the nominating committee requires proposed nominees to satisfy, and of any specific qualities or skills that the committee believes that one or more of the directors should possess;

a description of the committee’s process for identifying and evaluating nominees, and of whether the process is different if those nominees are recommended by shareholders;

for each nominee approved by the committee, an indication of the status (shareholder, outsider director, inside director, search firm, etc.) of the person who recommended her;

identification of paid search firms or consultants; and

identification of individuals recommended earlier than 121 days before the date of the proxy statement by holders for at least one year of more than 5% of the company’s voting common stock; identification of the recommending shareholder(s); and an indication of whether the committee nominated the candidate or not (so long as both the shareholder and the recommended individual have agreed in writing to this disclosure).



5.02(A)(4)–Proposed Rule 14a-11 (2009 Version)

In June 2009, the SEC proposed a new version of a proxy access rule designated 14a-11.145 The rule would require management to include in the proxy statement for the annual meeting (unless prohibited by state law or the corporation’s bylaws) shareholder nominations for up to 25% of the number of directors on the board. If more than one shareholder or group of shareholders wanted to make nominations, those would be accepted, in the order in which management had received their notice to this effect, until the 25% limit was reached.

Nominations could be made by individual shareholders or groups of shareholders who had held for at least a year:

1% of the shares of a company, if the aggregate value of that company’s (voting and non-voting) common shares held by its non-affiliates is $700 million or more;

3% of the shares of a company if that aggregate value of common shares held by its non-affiliates is $75 million to $700 million; or
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5% of the shares of a company if the aggregate value of common shares held by its non-affiliates is less than $75 million.

The Commission estimated that nearly all companies in the first group (which made up 26% of the companies in a sample of 5,327 companies) had at least one shareholder that could meet the 1% standard by itself; about 85–91% of the companies in the second group (which constituted about 34% of the sample) had at least one shareholder that could meet the 3% standard by itself; and about 41–59% of the companies in the third group (about 40% of the sample) had at least one shareholder that could meet the 5% threshold by itself.146

To minimize the possibility that shareholder-nominated candidates might actually be stand-ins supported by management, the SEC proposed a new Rule 14a-18(d), which would require the nominating shareholder(s) to state that neither the shareholder(s) nor the nominee had any relationship to or agreement with the company and its management.147 Though aware of concerns that shareholder-nominated candidates would sacrifice the interests of other shareholders to those of their nominators, the Commission


determined not to propose limitations on the relationships between a nominating shareholder or group and their director nominee or nominees. . . . We note that once a nominee is elected to the board of directors, that nominee will be subject to state law fiduciary duties and owe the same duty to the corporation as any other director on the board.148



QUESTION–5.02(A)(4)

Not every SEC Commissioner favored the adoption of Proposed Rule 14a-11. In May 2009, citing the proxy access provisions of North Dakota’s Publicly Traded Corporations Act (discussed in Section 4.08, Questions 7 and 8, on pages 530-532) and recent proxy-access revisions to the Delaware General Corporation Law, SEC Commissioner Kathleen L. Casey argued that


[i]f the Commission adopts [its proposed] one-size-fits-all substantive proxy access right, it will substitute its judgment for the judgment of those parties and bodies having the greatest knowledge of, and responsibility for, public companies — including state legislatures, the duly-elected directors of public companies, and even the shareholders themselves. It is noteworthy that the Commission would substitute its judgment for that of corporate directors, who are bound by their fiduciary duties to make 602decisions — including the decision whether to adopt or propose a proxy access bylaw — they believe are in the best interests of the company and its shareholders. It is antithetical to the notion of shareholder democracy that animates these rules, and is an example of paternalism, in my view, that the Commission would substitute its judgment for that of the shareholders themselves by denying them the right to consider and reject proxy access for the companies that they own.149



The following month, Commissioner Troy A. Paredes echoed Casey’s concerns, citing the revisions to the Delaware law and a general trend away from plurality voting and toward majority voting:


That companies have not uniformly adopted majority voting is not an indictment of enabling corporate law [i.e., statutes that specifically allow but do not require this approach]. To the contrary, diversity among corporations is the predicted outcome. The virtue of private ordering is that it does not force all corporations into the same governance box. Instead, it fosters the value of allowing a company to tailor its internal affairs. In yielding to the unique circumstances of different companies, enabling corporate law expects firms to follow different paths to achieving the best results for the enterprise.150



Do you agree?



5.02(A)(5)–Final Rule 14a-11 (2010); Struck Down (2011)

On August 25, 2010, the SEC adopted a final rule151 on proxy access, dismissing commenters’ arguments that such a rule was unnecessary:


While we recognize that some states, such as Delaware, have amended their state corporate law to enable companies to adopt procedures for the inclusion of shareholder director nominees in company proxy materials, as was highlighted by a number of commenters, other states have not. These commenters noted that, as a result, companies not incorporated in Delaware could frustrate shareholder efforts to establish procedures for shareholders to place board nominees in the company’s proxy materials by litigating the validity of a shareholder proposal establishing such procedures, or possibly repealing shareholder-adopted bylaws establishing such 603procedures. In addition, due to the difficulty that shareholders could have in establishing such procedures, we believe that it would be inappropriate to rely solely on an enabling approach to facilitate shareholders’ ability to exercise their State law rights to nominate and elect directors. Even if bylaw amendments to permit shareholders to include nominees in company proxy materials were permissible in every state, shareholder proposals to so amend company bylaws could face significant obstacles.152



Proxy access was too important a right, in the Commission’s analysis, to be subject to the “private ordering” of adoption or rejection by individual companies and their shareholders,153 particularly if boards (or shareholders that they supported) repeatedly, and at great cost to the company and shareholders, sought shareholder votes to “opt out” of a default proxy access rule.154

As opposed to the proposal’s requirement that, depending on the aggregate value of the company’s shares, a nominating shareholder have held for one year one percent, three percent, or five percent of the shares that could vote on the election of directors, the final rule set a single ownership threshold at three percent of the shares, held for at least three years.155 Both the proposed and the final rule limited the number of nominees to 25 percent of the board or one director, whichever is greater.156

In early October 2010, the SEC announced that it would postpone the implementation of the rule (which would have been effective on November 15) while the Court of Appeals for the District of Columbia Circuit evaluated challenges to the rule by the U.S. Chamber of Commerce and the Business Roundtable.

In 2011, Rule 14a-11 was struck down by that court on the grounds that the SEC had


acted arbitrarily and capriciously for having failed. . .adequately to assess the economic effects of a new rule. Here the Commission inconsistently and opportunistically framed the costs and benefits of the rule; failed 604adequately to quantify the certain costs or to explain why those costs could not be quantified; neglected to support its predictive judgments; contradicted itself; and failed to respond to substantial problems raised by commenters.157



The court found that the Commission had not appropriately calculated the probabilities or costs of a board’s opposition (in the exercise of its fiduciary duty) to shareholder nominees that it deemed unsuitable;158 had not established that the election of directors nominated by shareholders would enhance board performance and shareholder value;159 had not addressed commenters’ concerns that institutional investors “such as unions and state and local governments whose interests in jobs may well be greater than their interest in share value, can be expected to pursue self-interested objectives rather than the goal of maximizing shareholder value, and will likely cause companies to incur costs even when their nominee is unlikely to be elected”;160 and had, inconsistently, “anticipated frequent use of 605Rule 14a-11 when estimating benefits, but assumed infrequent use when estimating costs.”161

Although the SEC’s response was not immediately clear,162 in September 2011 the Commission announced that it would not appeal the court’s decision.163




5.02(B)–The Role of Rule 14A-8(i)(8)


5.02(B)(1)–The AIG Decision (2006)

American Federation of State, County & Municipal Employees v. American International Group, Inc.,164 decided by the Second Circuit Court of Appeals in September 2006, held that Rule 14a-8(i)(8) did not justify management’s excluding from the proxy statement, as “relat[ing] to an election,” a shareholder proposal to add specific candidates to the ballot for election of directors. Although three years earlier neither the Division of Finance Report nor the ABA Task Force Report had reviewed suggestions to revise Rule 14a-8 with regard to election-related proposals, the AIG decision quickly led the SEC to clarify that Rule.

AFSMCE, a large union representing public service employees, had submitted for inclusion in AIG’s proxy statement a proposal to amend the bylaws to require that in some circumstances AIG add the names of shareholder-nominated candidates for directors to the list of board-nominated candidates. The SEC’s no-action letter supported the board’s omission of this proposal, in part because it “relate[d] to an election.”165

After the board proceeded to omit the proposal, the district court rejected AFSCME’s motion for an order compelling the company to include the proposal in its next proxy statement, holding that the proposal clearly fell within the scope of 14a-8(i)(8).166

On appeal, the Second Circuit noted that the plain meaning of the phrase “relates to an election” was “not particularly helpful” in evaluating AFSCME’s interpretation of the Rule: namely, that the Rule justified management’s exclusion of “proposals addressing a particular seat in a particular election,” but not proposals, 606such as the one at issue, that “simply set the background rules governing elections generally.”167 Nor did the SEC’s 1976 interpretation of the provision agree with the agency’s position in its amicus brief, which supported AIG’s position.168 The Court therefore held that the agency’s current position did not “merit the usual deference we would reserve for an agency’s interpretation of its own regulations.”169

Because the SEC had not convincingly explained the divergence of its current position from the one that it had adhered to for the previous 16 years, the Court deferred to the agency’s 1976 interpretation of Rule 14a-8(i)(8), “as applying to shareholder proposals that relate to a particular election and not to proposals that, like AFSCME’s, would establish the procedural rules governing elections generally.”170

After the Court’s decision, the situation became murkier before it became clearer. On July 27, 2007, the SEC issued two competing draft strategies to address the exclusion of shareholder proposals concerning the election of directors. One of the plans suggested changing the language of Rule 14a-8(i)(8) to exempt from exclusion proposals to amend the procedure for nominating directors, if the proponents were eligible to file a Schedule 13G form (used for indicating that the stockholder does not intend to change or influence the control of current management) and had held for the previous year more than 5% of the stock entitled to be voted on the proposal.171

The alternative plan,172 which the SEC adopted in December 2007 (and which became effective on January 10, 2008),173 made explicit the interpretation that the agency had argued before the Second Circuit. Rule 14a-8(i)(8) was amended to allow exclusion of a shareholder proposal from management’s proxy statement “[i]f the proposal relates to a nomination or an election for membership on the company’s board of directors or analogous governing body or a procedure for such nomination or election.”

The SEC explained that the rule as amended


permits exclusion of a proposal that would result in an immediate election contest (e.g., by making or opposing a director nomination for a particular meeting) or would set up a process for shareholders to conduct an election contest in the future by requiring the company to include shareholders’ director nominees in the company’s proxy materials for subsequent meetings.174



607



5.02(B)(2)–Amendments to the Rule (2011)

In conjunction with its proposed new Rule 14a-11, in June 2009 the SEC proposed to amend Rule 14a-8(i)(8)


to enable shareholders, under certain circumstances, to require companies to include in company proxy materials proposals that would amend, or that request an amendment to, a company’s governing documents regarding nomination procedures or disclosures related to shareholder nominations, provided the proposal does not conflict with proposed Rule 14a-11. The proposal would have to meet the procedural requirements of Rule 14a-8 and not be subject to one of the substantive exclusions other than the election exclusion (e.g., the proposal could be excluded if the shareholder proponent did not meet the ownership threshold under Rule 14a-8).

[The proposed revisions generally] would not restrict the types of amendments that a shareholder could propose to a company’s governing documents to address the company’s provisions regarding nomination procedures or disclosures related to shareholder nominations. . . . The amendments proposed by shareholders through Rule 14a-8 would be permitted unless they would conflict with Rule 14a-11. . .or applicable state law. We considered whether this would create confusion or lack of certainty for companies and their shareholders, but believe that this possibility is outweighed by the importance of facilitating shareholders’ ability to exercise their rights to determine their own additional shareholder nomination proxy disclosure and related procedures.175



A second proposed revision to Rule 14a-8(i)(8) would “codify certain prior staff interpretations with respect to the type of proposals that would continue to be excludable.”176 Namely, as the Commission had previously stated in no-action letters, management could exclude proposals that would disqualify a nominee; remove a director from office before the expiration of her term; question “the competence, business judgment, or character of one or more nominees or directors”; nominate a specific individual for election to the board (other than under Rule 14a-11, applicable state law, or a company’s governing documents); or “otherwise could affect the outcome of the upcoming election of directors.”177

On August 25, 2010, the SEC incorporated both of these revisions into a final rule.178 The effective date of November 15, 2010, was stayed until the resolution of 608the litigation, discussed in Section 5.02(A)(5), that in 2011 found new Rule 14a-11 invalid. Because “[t] he Court’s order did not affect the amendment to Rule 14a-8, which was not challenged in the litigation,” the amendment was effective upon the Commission’s September 20, 2011, publication of a notice in the Federal Register to that effect.179

A survey of the twenty-four proxy access proposals submitted to publicly-traded companies for the 2012 proxy, and thirteen submitted for the 2013 season, concluded that


[f]irst, proposals with stock ownership thresholds and other limitations that closely track the provisions of the vacated SEC rule 14a-11 are more likely to succeed than those with lower thresholds. Second, precatory proposals are far more likely to succeed than binding proposals, unless the binding proposal is management-sponsored. Third, shareholder activists are more likely to target, and may be more successful in achieving proxy access at, companies that are in need of other corporate governance reforms. Fourth, while management-initiated proxy access proposals remain the exception, some companies have used a management-sponsored alternative to forestall or defeat a more aggressive shareholder proposal. Fifth, even where a shareholder-initiated precatory proposal has succeeded, there remain a number of significant terms and conditions that must be addressed to implement proxy access, and management retains a great deal of discretion in setting these terms.180



In the 2015 proxy season, the “Boardroom Accountability Project” of New York City Comptroller Scott M. Stringer submitted to 75 companies — selected for their non-alignment of executive compensation with company performance; lack of board diversity; and, for energy companies, vulnerability to climate change risks — a proposal “asking the company to adopt a bylaw allowing shareholders who have owned at least 3 percent of its stock for three years or more to nominate directors for election to the board.”181

The proposal, which, like the SEC’s 2010 final rule, would have allowed shareholders to nominate candidates for election of up to 25 percent of the board, was typical of the “over 100” proposals submitted in that season, “about 60%” of which were approved by shareholders.182
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During the spring 2016 proxy season, Stringer submitted 72 such proposals, including 36 to those “of the original 75 companies that haven’t yet enacted viable proxy access.”183

QUESTION–502(B)(2)

One commentator has proposed bylaws affording “targeted proxy access,” which would be triggered by “objective and well defined” criteria developed for the particular company at issue: “for example, a material default under a credit facility or bond issuance; a restructuring, refinancing, or forbearance to avoid a material default under a credit facility or bond issuance; a downgrade by one of the major ratings agencies; or a certain number of consecutive quarters of significant losses.”184

Is this a good idea? Are there other conditions or situations, financial or non-financial, that should be considered as possible triggers for proxy access?




5.02(C)–Rejection of Proxy Access Proposals (2014)

On December 1, 2014, the SEC’s Division of Corporate Finance issued a no-action letter indicating that under Rule 14a-8(i)(9)185 it would not recommend enforcement action if Whole Foods Market omitted from its proxy materials a proxy access proposal advanced by activist shareholder James McRitchie.186

The company had argued that McRitchie’s proposal to allow shareholders who had owned at least three percent of the company’s shares for at least three years to make nominations of up to 20% of the board (or at least two directors, if the size of the board was reduced) [a “3-3-20” proposal] directly conflicted with the board’s own forthcoming proposal to permit any single shareholder who had owned at least 9% of the shares for at least five years to nominate the greater of one director or ten percent of the board [a “9-5-10” proposal].187
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McRitchie had countered that


[i]f the SEC grants a no-action request in this instance, staff will be signaling that boards can exclude proposals by shareowners simply by substituting any proposal on the same general subject, even a proposal that would clearly be highly improbable to achieve or would have no impact if passed.

The idea that a shareholder would acquire $700,000,000 worth of stock in Whole Foods and hold it for five years, while share value continues to plunge year after year in comparison with other market opportunities, is ludicrous. The phantom proposal mentioned by [management’s counsel] isn’t designed for ‘proxy access,’ it is designed for board entrenchment. . . .

. . . .

Neither shareholders nor SEC staff are as stupid or easily confused as [management’s counsel] imagines. If both proposals are on the proxy there is no inherent confusion. Shareholders would simply need to decide if a single nonexistent shareholder with 9% of the common stock held for five years should be able to place one director nominee on the corporate proxy or if parties holding 3% for three years should be able to place up to two nominees on the corporate proxy.

Including both proposals creates no conflict. Once shareholders have voted, boards know to implement the proposal that gets the highest vote.188



In January 2015, three weeks after McRitchie asked the SEC to review its no-action decision, the SEC announced that Chair Mary Jo White had ordered a review of the issue and that the Division of Corporate Finance “will express no views on the application of Rule 14a-8(i)(9) during the current proxy season.”189

In October 2015, a Staff Legal Bulletin clarified that the “direct conflict” triggering the application of Rule 14a-8(i)(9) “would exist if a reasonable shareholder could not logically vote in favor of both [management’s and the shareholder’s] proposals, i.e., a vote for one proposal is tantamount to a vote against the other proposal.”190 Under this interpretation, a shareholder’s 3-3-20 proposal would not be excludable if management offered a 5-5-10 proposal, because “both proposals generally seek a similar objective” and a reasonable shareholder could logically vote for both.191

In its 2015 bylaws, Whole Foods Market (acquired by Amazon in 2017) instituted a 3-3-20 proxy access policy,192 which could expose them to significant change 611because as of January 2015 “two outside shareholders own[ed] stakes of 5 percent [and] eight stockholders own[ed] stakes of at least 3 percent.”193 During that proxy season, General Electric,194 Bank of America,195 and Microsoft196 also adopted a 3-3-20 policies, which were still in force as of mid-2021.197

As of May 2016, “[a] bout 36% of S&P 500 companies [had] embraced proxy access, up from about 1% in 2014.”198 By April 2017, approximately 58 percent of S&P 500 companies had adopted such a policy.199

A review in 2017 of the proxy access bylaws of 347 companies found that 97 percent required the nominating shareholder(s) to hold at least three percent of the outstanding shares, and that 98 percent required them to have held the shares for at least three years before the nomination.200 Over 80 percent prevented 612shareholder-nominated directors from occupying more than 20 percent of the company’s board seats.201



5.02(D)–Revisions to the Delaware General Corporation Law (2009)

On April 10, 2009, two new sections (both effective August 1, 2009) were added to the Delaware General Corporation Law.

Section 112 allows the addition to the bylaws of a provision requiring management to include in its proxy solicitation materials for the election of directors information concerning one or more individuals nominated by a shareholder. Such bylaw provisions may limit shareholder nominations to shareholders holding a certain amount of stock, or to those who have held their shares for a certain time, or may include any other lawful condition.

Section 113 allows the addition to the bylaws of a provision requiring the corporation to reimburse expenses incurred by a shareholder in connection with an election of directors. This section effectively reverses the second part of a Delaware Supreme Court decision issued almost a year previously, in which the Court — in its first decision based on the certification of issues to it by the SEC — held that management could exclude from a proxy statement a proposal for a bylaw that would under certain conditions require management to reimburse the “reasonable expenses” incurred by shareholders in nominating a candidate for a contested election. Although it found that under Delaware law the proposal was a proper subject for action by shareholders (that is, that it did not deprive directors of their statutory authority),202 the Court observed that


the proposed Bylaw, as written, would violate Delaware law if enacted by CA’s shareholders. As presently drafted, the Bylaw would afford CA’s directors full discretion to determine what amount of reimbursement is appropriate, because the directors would be obligated to grant only the “reasonable” expenses of a successful short slate. Unfortunately, that does not go far enough, because the Bylaw contains no language or provision that would reserve to CA’s directors their full power to exercise their fiduciary duty to decide whether or not it would be appropriate, in a specific case, to award reimbursement at all.203



It remains unclear not only what the primary motivation of the state’s legislators was in adopting these amendments,204 but also whether as an operational matter boards may unilaterally amend or repeal these and most other shareholder-adopted 613bylaw provisions, even if the provisions themselves include procedural restrictions on such revisions.205




5.03–THE NOMINATING COMMITTEE AND ITS OPERATIONS


5.03(A)–General

The nominating committee (or, in some corporations, the nominating and governance committee) is charged with identifying and assessing nominees for election to the board. Under the Nasdaq and NYSE listing requirements, the nominating committee (or, as allowed by Nasdaq, a majority of the board’s independent directors, not operating as a formal committee) must generally be composed entirely of independent directors206 and must adopt a formal written charter (or, for the group consisting of the majority of a company’s independent directors, a board resolution or corporate governance guidelines) addressing the nominations process.207

Item 407 of SEC Regulation S-K208 requires companies to disclose in their proxy statements: the existence (or the reason for the absence of) a nominating committee; the names and independence (or non-independence) of committee members, as well as the standard of independence adopted by the company; the processes by which the committee receives and considers (if it does) nominations by shareholders, and by which the board itself identifies and assesses candidates; the minimum qualifications for directors, and the specific skills that one or more 614directors must possess; the types of sources (e.g., shareholders, independent directors, CEO, other executive officers) that suggested individual candidates; and the activities of search firms and other parties paid by the company to suggest candidates.

A sample charter for a nominating committee, and a sample nomination form that a company might furnish to shareholders interested in proposing individuals for nomination as candidates for directorships, are included in the Online Supplement to this book

QUESTIONS — 5.03(A)

1. Can a nominating committee consist solely of one member of the board? Of two members?

2. Do the listing requirements allow non-independent directors to vote on the approval of nomination recommendations made to the board by a majority of the independent directors or by the nomination committee?

3. If a nominating committee consists of at least three people, the Nasdaq listing requirements allow one non-independent director — but not a current officer or employee or one or his or her family members — to be appointed to the committee in “exceptional and limited circumstances,” if the board determines that the best interests of the company and its shareholders require it, and the company discloses this information to the shareholders. What circumstances would justify such an exception?

4. One commentator has argued that


[t]he reforms that have been made to the nominating process. . . . . . not change the fact that CEOs and other senior managers remain the most important influence on board retention, maintaining virtually plenary control over whether board members are renominated to the board after serving their terms. Knowledge of this fact inevitably affects board behavior. . . .

[Moreover, b]ecause search firms rely on repeat business, they have incentives to choose directors with reputations satisfactory to management, rather than directors with reputations for challenging management. . . . The directors chosen by search firms are not free from blame either. Such directors want other directorships, and they want to assimilate well into the boards they are on. This creates a culture of congeniality and cooperation that is not going to be solved simply by using independent nominating committees to select directors.209

Do you agree? In this context, how, if at all, could shareholders and the board reduce the power of senior management and enhance the independence of search firms and their candidates?



615

5. What standard of independence should govern which directors should recuse themselves from participating and voting when the nominating committee, and the board, consider whether to nominate an individual for (re)election to the board? For instance, should a director have to recuse herself if the potential candidate is her brother? Her partner in another commercial venture? Her romantic partner?

6. What policies, if any, should govern the Committee’s furnishing to the board sensitive information that the Committee discovers during the course of its investigations, especially if that information is likely to disqualify the individual under consideration? Under what circumstances, if any, should the Committee restrict the dissemination of this material, in its report or otherwise, to the board?

7. If the Committee’s investigation has revealed sensitive and potentially embarrassing or damaging information about a potential nominee but the Committee has nonetheless decided to recommend to the board that the individual be nominated, should the Committee have the power to, at its own discretion, offer the candidate the opportunity to remove himself from consideration before the Committee submits its report?

8. In its consideration of an individual for potential (re)nomination to the board, should the role and operations of the Committee be any different among the following situations? If so, how?

(8a) the individual is currently serving the corporation neither as a director nor as an officer;

(8b) the individual is currently serving as an officer but not a director;

(8c) the individual is currently serving as a director but not an officer;

(8d) the individual is currently serving as both a director and an officer.

9. To what degree should the nominating committee allow the CEO to express her views on, or veto, a potential candidate for a directorship?

For instance, William Bowen has stated:


I am a firm believer in giving the CEO/president a de facto veto in the selection process, but this is a privilege that should be used sparingly and not abused. When I was at Princeton, I remember vividly exercising such a veto once [as president]. . . . In my view, it is never wise to force the election of a new director or trustee on a CEO/president who has serious doubts about the candidate in question.210



10. To what degree should the nominating committee allow shareholders to express their views on a potential candidate for a directorship? For example, the Wall Street Journal informed its readers in January 2008 that, “American International Group Inc. . . . now has its nominating committee meet with investors to discuss desirable qualities for directors and to float the names of potential candidates.”211 How should the company determine which shareholders to consult with? Should other shareholders be advised that (a) the committee is holding such discussions and (b) with whom?
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11. Should the committee’s process for evaluating and making recommendations concerning the candidates proposed by shareholders be any different from that for the candidates proposed by the corporation’s directors or officers or by a search firm retained by the committee? If so, how?

12. Should non-shareholders (for instance, such stakeholders as the corporation’s employees and the members of the communities in which the corporation operates) be allowed to propose candidates to the committee? If so, should the committee’s evaluation and recommendation process be any different for those candidates than for candidates proposed by shareholders?

13. If the committee recommends that an individual proposed for nomination not be nominated by the board, how much information concerning its investigation, deliberation, and conclusions should it furnish to the person or organization that submitted the proposal?



5.03(B)–Nominating Advisory Committee Description

In 2007, UnitedHealth Group created a Nominating Advisory Committee to propose candidates for nomination to the board and also to provide uncompensated, non-binding advice on nominees that the board had publicly announced. The Committee’s description read, in part:


Composition

The Advisory Committee is expected to include approximately five individuals who are or represent a shareholder of the Company who holds a significant number of shares of the Company or who are representatives from the medical community. A majority of the members of the Committee shall be recommended by significant shareholders of the Company and at least one member shall be a representative of the medical community. The members of the Committee will be appointed by the Board of Directors to advise at the will of the Board of Directors, unless such member determines to no longer provide such advice.

. . .




Confidentiality

The Company will take all steps necessary to ensure that Advisory Committee members will not have access to material nonpublic information of the Company and all communications between the Company and the members of the Advisory Committee must comply fully with Regulation FD and the Company’s internal policies. . . . Materials and discussions that are held in connection with any Committee meetings shall also be considered confidential and shall not be disclosed by either the Company or any Committee members except as required by law or applicable regulations. . . .
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Functions

. . . By serving on the Advisory Committee, members are not deemed to endorse any director candidate nominated by the Company and are not required or expected to vote for the election of any director candidate. The determination of whether to vote for director candidates remains in the sole discretion of each shareholder and such voting intentions will not be the subject of any Advisory Committee discussions.Service on the Advisory Committee is not intended and does not establish an employee or fiduciary relationship to the Company or its shareholders, or otherwise establish any rights or obligations. . . .212



QUESTIONS–5.03(B)

1. What is the advantage to a company of formalizing the process of obtaining external advice on nominees (or even on possible nominees) to the board? Wouldn’t many “significant shareholders” feel free to offer such advice to the board in any event?

2. Despite the disclaimer in the last paragraph quoted, doesn’t the description itself indicate that members of the Nominating Advisory Committee do in fact have at least the fiduciary duty of confidentiality to the company? Does that duty preclude them from sharing with others, as they presumably did with other Committee members and with the members of the Nominating Committee, their personal views on the announced nominees?

3. Must members of the Nominating Advisory Committee satisfy the standards of independence that the corporation requires of members of the Nominating Committee? Are members of the Nominating Advisory Committee expected to — and must they — recuse themselves from providing advice on the nominees with whom they have a personal, familial, employment, financial, or other relationship?

4. Should the Nominating Advisory Committee also be asked to provide advice on general and specific qualifications (or disqualifying factors) for future nominees?




5.04–SHAREHOLDER VOTING FOR DIRECTORS


5.04(A)–Majority (Instead of Plurality) Voting

The plurality voting approach provides that the board candidates receiving the largest numbers of shares voted in their favor will be seated, even if some or all of those candidates do not receive the affirmative vote of a majority of the shares 618voted, and thus could be not have been seated under a majority voting standard.213 (In the context of electing directors, as in that of voting on shareholder proposals,214 many shareholder activists would prefer that voting be conducted by secret ballot, so that management cannot identify the candidates that received — or did not receive — the votes of specific shareholders.)215

Avoiding these “failed elections” is a major reason for the adoption of plurality voting, rather than majority voting, as the default rule in Delaware216 and most other states. Such situations might well occur under a majority voting regime in contested elections, in which more candidates stand for election than the number of board seats which are available to be filled. In addition, the destabilizing effect of failed elections217 is generally averted by the holdover provisions of state corporate laws, under which an incumbent director remains in office until she resigns, is removed (by shareholders, not by directors) under Delaware law,218 or her successor is properly elected and qualified.219
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However, in uncontested elections, where the number of nominees is the same as the number of seats to be filled on the board, shareholders have increasingly been frustrated by the use of plurality rather than majority voting: under the plurality approach, any uncontested candidate receiving even one share’s vote in her favor will be seated.

Unless they go to the trouble and expense of nominating their own candidate(s), shareholders can dissent only by choosing to withhold their votes (sometimes known as “Just Voting No”)220 — that is, by advising the entity holding the proxy to vote their shares (usually, their broker or management itself) that they withhold that entity’s authority to vote those shares in favor of one or more of management’s nominees.221

As one journalist noted of such arrangements, “for anyone who opposes a candidate, the election is an exercise in futility.”222 Indeed, of several widely noted implementations of such tactics — the withholding of 42% of the vote of the Class A (public) shares from New York Times Co. directors in April 2008 (up from 30% withheld the year before),223 the withholding of 45% of the vote from Michael Eisner of Disney in his reelection to the board of the Walt Disney Co.,224 and the withholding of 47% from the head of Wells Fargo’s risk committee and of 44% from its nonexecutive chairman, in 2017225 — none prevented the election of the directors in question.
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Although plurality voting remains the default rule for contested elections of directors, activist shareholders, including institutional investors,226 are increasingly interested in employing a form of majority voting in uncontested elections. To limit the power of holdover provisions in the event of election failure, incumbent candidates may be required to agree to resign within a limited time if they do not receive a majority of the votes cast.227 Such an arrangement was in place at Chesapeake Energy Corp. in June 2012, when two board members running for reelection “received only 26% and 27%, respectively, of votes cast. . . . Chesapeake said its board would review the[ir] resignations in due course.”228

According to one study, “In 2019, 89% of the S&P 500 Index had implemented a resignation policy for directors failing to receive majority shareholder support, compared to 65% in 2009.”229


5.04(A)(1)–The Voting of “Uninstructed Shares” by Brokers

In 2009, reform came to another, and recently-controversial, element of the procedures for electing directors: the role of brokers in voting their clients’ shares.

Under Rule 452 of the New York Stock Exchange, brokers may, with appropriate disclosure to their clients, vote shares that they hold in their own name (that is, “in street name”) for their clients (the beneficial owners of the shares) in routine matters — including uncontested elections — unless their clients instruct them otherwise within ten days of the relevant shareholders’ meeting.

In June 2006, after 14 months of study, the NYSE’s Proxy Working Group issued a report observing that uncontested elections


remain the general practice in corporate America today, with contested elections occurring relatively infrequently. According to [one source], 621there were only thirty-four officially contested elections in calendar year 2004.

However in recent years the definition of a “contested election” has been questioned by a number of parties and interest groups. This is because of the rise of a number of new types of proxy campaigns, including “just vote no” campaigns. Because these campaigns often do not result in competing solicitations, historically these efforts have not been considered “contests” for purposes of NYSE Rule 452, and thus broker votes have been counted. This has drawn the ire of some investor groups since generally broker voting has been permitted in accordance with the incumbent board’s recommendations.

The impact of broker votes on such campaigns can be significant. For example, in the Walt Disney Company’s 2004 Annual Meeting, involving one of the best known and organized “just vote no” campaigns, Disney CEO Michael Eisner was re-elected to the board with 55% of the votes cast, while 45% of the shares voted were “no” votes. Had broker votes not counted in this election then Mr. Eisner would have received only 45% of the votes in favor of re-election, and a majority of the votes cast, 54%, would have been withheld from him.230



After noting that “an estimated 70 to 80 percent of all public companies’ shares are held in ‘street name,’ ”231 the Working Group recommended that “the election of directors should no longer be viewed as routine under Rule 452 and thus that brokers should no longer be permitted to cast uninstructed shares for the election of directors.”232

On July 1, 2009, the SEC announced that it had voted to approve an NYSE proposal to eliminate discretionary voting by brokers in both contested and uncontested elections of directors.233



5.04(A)(2)–Revisions to the Model Business Corporation Act (2006)

In 2006, the ABA modified the Model Business Corporation Act to enable bylaws to provide that in uncontested elections


a nominee who is elected [by a plurality vote] but receives more votes against than for election shall serve as a director for a term that shall 622terminate on the date that is the earlier of (i) 90 days from the date on which the voting results are determined . . . or (ii) the date on which an individual is selected by the board of directors to fill the office held by such director. . .; and

. . . the board of directors may select any qualified individual to fill the office held by a director who received more votes against than for election.234



In contested elections, the original, unaltered default of “plurality voting is appropriate . . . because shareholders will have a choice.”235

The new option, which provides for shareholders to vote directly against a candidate rather than withholding those votes,236 does not actually institute a majority voting standard for uncontested elections, because those are still decided by plurality voting. Instead, it installs what might be called individual majority voting, because the total number of votes cast for the candidate, although it does not have to be a majority of the votes cast (and certainly not a majority of the votes of all outstanding shares) must be greater than the total number of votes specifically voted against the candidate.

QUESTIONS–5.04(A)(2)

1. Would shareholders be able to more effectively indicate their opinions on individual directors if they were allowed — instead of (a) a choice of voting their shares for a director or withholding them from her, or (b) a choice of voting them for or against her — the triple option of (c) voting them for her, or against her, or withholding them from her?

For instance, Lucian Bebchuk has suggested that


shareholders withholding support from a candidate might be seeking to register a signal of dissatisfaction rather than prevent the candidate’s election.

Given that “withhold” votes might currently reflect two very different preferences, it is desirable to enable shareholders to express clearly each of these preferences. If both “withhold” and “against” votes are permitted, shareholders wishing to register dissatisfaction but willing to allow the candidate to serve will cast a “withhold” vote, whereas shareholders who prefer to block the director’s election will cast an “against” vote. Under [Bebchuk’s] proposed arrangement, directors will be prevented from serving 623only when a majority of the voting shareholders clearly prefers that outcome over merely sending a warning signal to the board.237



Do you agree?

2. Would shareholders benefit from the further addition of the choice whether to abstain from voting? The TIAA-CREF Policy on Director Elections recommends that “[i]n the election of directors, shareholders should have the right to vote ‘for,’ ‘against,’ or ‘abstain.’”238 Votes identified as abstaining would count towards determining a quorum (usually, a majority of all shares entitled to vote) but, unlike votes identified as “withheld,” would not count as “votes cast” for purposes of determining whether incumbent directors in an uncontested election have received a majority of votes cast.239

3. Under either a two-option (vote in favor of, or withhold votes from, a specific candidate) or a three-option (additional choice of voting shares against a candidate) system, would it ever make strategic sense for a shareholder to vote some of its shares for one of the options and some for one (or both) of the other options? Would such a split vote be allowed under current state or model rules? If not, could authorization for such a vote be added to the bylaws?

4. If a (new or incumbent) candidate for director in an uncontested election receives more votes against than for her election, the Model Business Corporation Act does not prevent the board from filling the resulting vacancy on the board by themselves electing her. The ABA Committee on Corporate Laws suggests that “[a]s a practical matter, however, and given the directors’ consideration of their duties, boards are likely to be hesitant to continue a director who received more votes against than for election.”240

Should such a decision by the board be protected by the presumptions of the business judgment rule? Would it be appropriate for shareholders to attempt to install a bylaw that restricted or negated the power of the board to make such an appointment? What type of restrictions, if any, would be justifiable?

5. Under what circumstances, if any, would it be advisable for the board to allow (or difficult for the board not to allow) shareholders to hold a special meeting to indicate to the board, by means of an advisory vote, whether or not they support the continued service of one or more of the directors currently serving? Does the length of the unexpired terms of any of the directors who would be subject to the proposed vote make a difference?
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5.04(A)(3)–Revisions to the Delaware General Corporation Law

Effective August 1, 2006, Delaware revised Section 216 of its corporate statutes by adding a provision that “[a] bylaw amendment adopted by stockholders which specifies the votes that shall be necessary for the election of directors shall not be further amended or repealed by the board of directors.” Thus, the way was cleared for shareholders to adopt (presumably by the default standard of a simple majority of the shares voted, so long as the total shares voted constituted a quorum) a majority voting provision that only they could repeal. Significantly, such a bylaw could apply to contested elections, uncontested elections, or both.

In addition, the legislature added to Section 141 (b)’s provisions for the election and tenure of directors the following:


A resignation is effective when the resignation is delivered unless the resignation specifies a later effective date or an effective date determined upon the happening of an event or events. A resignation which is conditioned upon the director failing to receive a specified vote for reelection as a director may provide that it is irrevocable.



A director could thus be required, as part of her candidacy or employment agreement, to submit a resignation conditional upon her not receiving, as an incumbent in a subsequent election, a majority of the shares voted.

An irrevocable conditional resignation would in theory eliminate the holdover problem, because an incumbent director’s failure to obtain a majority of the votes cast would automatically result in her departure from the board. However, the irrevocability of such resignations may be dramatically undercut in practice by provisions that allow the board to decline to accept such resignations, thereby allowing so-called “zombie directors”241 to remain on the board. For example, the Bylaws of General Motors provide that


	Before the board can nominate any incumbent director for reelection to the board by majority voting. . . ., such director must submit an irrevocable resignation that will become effective if:

	Such director does not receive a majority of the votes cast . . . ; and

	The board accepts such director’s resignation. . . .



	Within 90 days of receiving the certified vote pertaining to any election of directors by shareholders by majority voting in which an incumbent director failed to receive a majority of the votes cast, the board shall consider the recommendation of the governance and corporate responsibility committee and determine whether to accept the resignation of the unsuccessful incumbent. The board shall accept 625the resignation of any unsuccessful incumbent unless it determines that for compelling reasons it is in the best interests of the Company for such incumbent to continue serving as a director. The committee in making its recommendation and the board in making its determination may consider any factors they determine appropriate. . . .242


One recent study found that only 26 percent of small companies had adopted majority voting, but that 88 percent of the largest companies had.243 A separate analysis revealed the “striking finding . . . that under plurality voting, the likelihood that a director fails to receive a majority ‘for’ vote is nineteen times higher than under majority voting.”244 Its authors concluded that, in general, early adopters of majority voting had already followed other shareholder-friendly practices, but that later adopters subsequently became more shareholder-friendly, “either because of the heightened threat that a majority ‘withhold’ vote would lead to ouster from the board or because the adoption of majority voting made boards more sensitive to shareholder concerns.”245 They therefore suggested that activist shareholders encourage shareholder-friendly companies to install other governance mechanisms (such as “proxy access and empowering a percentage of shareholders to call a special meeting”), so that other companies would be “less able to resist because the reform is [now] less novel or has even become a governance norm.”246

QUESTIONS–5.04(A)(3)

1. How could the General Motors Bylaws be revised to provide for true irrevocability of conditional resignations?

2. Because Section 216 does not distinguish between bylaws governing contested elections and those governing uncontested elections, should shareholders consider adopting different types of bylaws governing each? How would those bylaws be distinguished from each other?
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3. Might shareholders adopt different bylaws to govern relatively uncontested elections (for example, one in which five candidates are being considered for four seats on the board) from those to govern very contested elections (for example, voting on twenty candidates for four seats)? If so, how might the different types of elections be defined, and how might such bylaws differ from each other?

4. Might shareholders adopt a bylaw including the Model Business Corporation Act’s requirement that candidates must receive more votes supporting them than votes withheld from them?

5. Under what circumstances might shareholders adopt a bylaw including a modification of the Model Business Corporation Act’s requirement: for instance, changing the MBCA’s default to require that candidates receive twice as many votes supporting them than votes withheld from them? Would this be appropriate for the re-election of incumbent directors (as opposed to the election of new candidates)? Should any voting rules distinguish between the re-election of incumbents and the election of new candidates?

6. Under what circumstances, if any, would it be legitimate for shareholders to adopt a bylaw that calls for the election of some directors (perhaps those elected by certain classes of shares, or perhaps incumbent directors versus new candidates) by majority voting, while allowing other directors to be elected by plurality voting?

7. Under what circumstances, if any, would it be legitimate for shareholders to adopt a bylaw that calls for the election of some or all directors by a supermajority (i.e., a vote greater than slightly more than 50% of the shares cast?) or by different definitions of supermajority (e.g., 60% for some directors, vs. 85% for others)?247

8. Should bylaw amendments that institute majority voting for uncontested elections and that also require incumbent directors to submit conditional resignations include an additional provision altering the application of the holdover rule?
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A task force of the Council of Institutional Investors and National Association of Corporate Directors has suggested that “[h]oldover rule modifications could include specific limited holdover periods [such as a specified time from the date of the certification of the election results] to allow a board to select a new member or members, or to provide time for a new director election.”248 Do you agree?

Should different modifications of the holdover rule be made in the case of irrevocable conditional resignations than in the case of revocable conditional resignations?

9. What other event or events might be specified in a conditional resignation as triggering a director’s resignation? Under what circumstances, if any, might it be legitimate for directors to be asked to submit conditional resignations whose triggering events, whether they concerned votes received for re-election or some other types of events, differed from those of other directors?

10. Should corporate documents specify the procedures by which boards will evaluate whether or not to accept (non-irrevocable) conditional resignations? How specific should those procedures be (rules? policies? guidelines?), and should they be included in the bylaws, or in one or more separate documents?

11. Does the business judgment rule apply to the board’s decisions on whether to accept or reject an irrevocable conditional resignation once the condition has occurred? Does your answer depend on what the specific condition at issue is?

12. Should the bylaws contain specific provisions altering the board’s power to elect (by a majority vote of the remaining directors) directors to replace those who have resigned or have been removed, in situations where that resignation was accepted, or removal triggered, by an incumbent’s failure to obtain a majority of the shares voted? For instance, should the bylaws require a shareholder (majority) vote on replacement directors?

13. Does the business judgment rule apply to the actions of a holdover director? Does that director’s holdover status change in any way his duties or function, or the way that he and his contributions should be treated by the remainder of the directors? If so, how?



5.04(A)(4)–The Pfizer Approach: Considering Resignation Offers

In June 2005, Pfizer management adopted in its corporate governance principles a modification of the plurality approach to the uncontested election of directors. It combined the MBCA’s call for more votes in favor of than votes against a given director with the Delaware statute’s conditional resignation. However, in part because Pfizer nonetheless deems that director to have been elected (subject to the 628board’s acceptance of her resignation), “[t] his approach has been uniquely unpopular among institutional investors.”249


[In uncontested elections,] a nominee must receive more votes cast for than against his or her election or re-election in order to be elected or re-elected to the Board. The Board expects a Director to tender his or her resignation if he or she fails to receive the required number of votes for re-election. The Board shall nominate for election or re-election as Director only candidates who agree to tender, promptly following such person’s failure to receive the required vote for election or re-election at the next shareholder meeting at which such person would face election or re-election, an irrevocable resignation that will be effective upon Board acceptance of such resignation. . . .

If an incumbent Director fails to receive the required vote for reelection, then, within 90 days following certification of the shareholder vote, the Governance & Sustainability Committee will act to determine whether to accept the Director’s resignation and will submit such recommendation for prompt consideration by the Board, and the Board will act on the Committee’s recommendation. The Governance & Sustainability Committee and the Board may consider any factors they deem relevant in deciding whether to accept a Director’s resignation.

Any Director who tenders his or her resignation pursuant to this provision shall not participate in the Governance & Sustainability Committee recommendation or Board action regarding whether to accept the resignation offer.

Thereafter, the board will promptly disclose its decision-making process and decision regarding whether to accept the Director’s resignation offer (or the reason(s) for rejecting the resignation offer, if applicable) in a Current Report on Form 8-K (or any successor report) furnished to the Securities and Exchange Commission. . . .250



QUESTIONS–5.04(A)(4)

1. Does it make a difference that Pfizer calls for a director who has received fewer affirmative votes than withheld votes in an uncontested election to “promptly tender his resignation” as opposed to the Delaware law’s anticipation of directors’ submitting conditional resignations before the election occurs?
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2. Which other directors might be excluded from participating in the Corporate Governance Committee’s recommendation or Board’s action regarding whether to accept a director’s resignation offer? For instance, would that director’s spouse, if he or she is also a director, be excluded? What should the relevant standard of independence be?

3. On what grounds might the Board legitimately distinguish between two directors who have received the same number of supporting and withheld votes as each other, if it wishes to accept the resignation of one of the directors but not of the other one?

4. Should Pfizer adopt different rules in this connection for the re-election of incumbent directors than for the election of new candidates?

5. How does the status of this approach as one of Pfizer’s principles of corporate governance differ from its status if it had been made a part of the corporation’s articles of incorporation and/or bylaws?

6. Would it be more appropriate to change the standard for election of directors in uncontested elections from “more affirmative votes than withheld votes with regard to that director” to “a majority of the outstanding shares voted affirmatively for that director”?

7. Are shareholders entitled to discovery of documentation concerning how the board determined to reject the resignation submitted by a director who had attained a plurality, but not a majority, of votes?251

8. Nell Minow, founder of corporate risk rating firm GMI Ratings and a longtime advocate for shareholders, has complained that


there are a number of zombie directors who continue to serve even though a majority of the shareholders have withheld their votes from them. As absurd as it is, the law says that even if you get one vote you get re-elected unless somebody’s running against you.
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We are advising D&O liability insurers that these directors are very high risk.252



Should such insurers take into account the ratio of votes withheld to votes in favor of one or more of a corporation’s directors in considering the availability, scope, and pricing of its future insurance coverage for the corporation’s directors?



5.04(A)(5)–The Intel Approach: “True” Majority Voting

In 2006 Intel adopted a bylaw that, like Pfizer’s principle, required candidates in uncontested elections to receive more votes for their election than were withheld from them. However, because an Intel director is technically not elected if she fails to meet that standard (as opposed to being elected but being required to submit a resignation for the board’s consideration), “majority-voting proponents view the Intel standard far more favorably. They describe the Intel standard as a ‘true’ majority-voting standard, whereas the Pfizer standard is sometimes characterized as a ‘modified’ plurality standard.”253

Except with regard to filling vacancies on the board,


each director shall be elected by the vote of the majority of the votes cast with respect to the director at any meeting for the election of directors at which a quorum is present, provided that if . . . the number of nominees . . . exceeds the number of directors to be elected [i.e., if the election is contested], the directors shall be elected by the vote of a plurality of the shares represented in person or by proxy at any such meeting and entitled to vote on the election of directors. For purposes of this section, a majority of the votes cast means that the number of shares voted “for” a director must exceed the number of votes cast against that director. The Corporate Governance and Nominating Committee has established procedures under which any director who is not elected shall offer to tender his or her resignation to the Board. The Corporate Governance and Nominating Committee will make a recommendation to the Board on whether to accept or reject the resignation, or whether other action should be taken. 631The Board will act on the Committee’s recommendation and publicly disclose its decision and the rationale behind it within 90 days from the date of the certification of the election results. Directors shall hold office until the next annual meeting and until their successors shall be duly elected and qualified. . . .254



QUESTIONS–5.04(A)(5)

1. Can an incumbent director of Intel who was not re-elected attend and/or participate in meetings of the corporation’s Corporate Governance and Nominating Committee, of any other board committee, and/or of the board?

2. Beyond recommending that the Intel board accept a director’s resignation or reject that resignation, what recommendations could Intel’s Corporate Governance and Nominating Committee make for “other action [that] should be taken”?




5.04(B)–Cumulative Voting

Under straight voting (the default system of shareholder voting in director elections), where there are N seats to be filled each shareholder can vote her total number of shares, S, for her choice of N candidates (or fewer than N candidates, or none at all, if she chooses). This system clearly disadvantages individual holders of small numbers of shares, because their votes will be dominated by those cast by holders of larger blocks.

For example, suppose there are four candidates, Alan, Barbara, Carl, and Donna, for the two seats open on the board, and John owns 45 and Jane 55 of the firm’s 100 shares of stock. If John casts 45 votes for Alan and 45 votes for Barbara, and Jane casts 55 votes for Carl and 55 votes for Donna, Carl and Donna, as the recipients of the two largest numbers of votes, will be elected.

Cumulative voting, on the other hand, allows each shareholder to distribute unequally among the candidate(s) of his choice the total amount of votes that he has (for John, N × S = 45 × 2 = 90; for Jane, N × S = 55 × 2 = 110). In certain circumstances,255 particularly where N, the number of candidates, is large, minority shareholders might be able to guarantee a candidate’s success by putting their total number of votes behind that candidate — that is, in those circumstances, it would be mathematically impossible for other shareholders, even majority shareholders, to place an equal or larger number of votes behind enough other candidates to fill all of the open board seats.
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For example, if John and Jane had been allowed to vote cumulatively and John had used all of his 90 votes for Alan, Alan would win one of the two open seats: mathematically, Jane would be unable to split her total of 110 votes so as to give more than 90 votes to both Carl and Donna.

Cumulative voting is an option under the laws of many states, including Delaware, whose statute requires only that the certificate of incorporation reflect its availability “at all elections of directors of the corporation, or at elections held under specified circumstances.”256 If cumulative voting is not provided for in the corporation’s original certificate of incorporation, shareholders can vote to amend that document; on the other hand, if such a provision is present, they can vote to remove it.257

QUESTIONS–5.04(B)

1. On what types of specified circumstances might a corporation’s articles of incorporation or bylaws legitimately (that is, without unfairly disadvantaging or disenfranchising some shareholders) condition the implementation of cumulative voting pursuant to Section 214 of the Delaware General Corporation Law?

2. Might a corporation legitimately provide that some of the seats on its board of directors were to be filled by cumulative voting but others were to be filled by straight voting?

3. Section 214 allows the certificate of incorporation to allow cumulative voting by “each holder of stock or of any class or classes or of a series or series thereof.” In what situations might a certificate of incorporation justifiably allow some, but not all, types of shares to vote cumulatively?

4. How is the implementation of cumulative voting in director elections affected by the shareholders’ possible abilities to (a) withhold votes, (b) vote “abstain,” and (c) vote “no” on specific directors?

5. Might the implementation of cumulative voting be justifiably extended in a corporation’s certificate of incorporation or bylaws beyond the election of directors, to be applied in other situations with two or more choices to be voted on? What other types of situations might be appropriate for the use of cumulative voting?
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6. How is the implementation of cumulative voting, in director elections or otherwise, affected by the presence of supervoting common stock discussed in Chapter 4.02(B)(1)?

7. Does the implementation of cumulative voting aggravate the problem of empty voting, examined in Chapter 4.02(D)(3)(a)?

8. One commentator suggested in 1994 that minority investors would generally be well served by the exercise of cumulative voting rights by institutional investors, because


[a]doption of cumulative voting would not ordinarily produce election contests waged by institutional investors but rather would give institutions additional leverage in negotiations over the composition of the board. This would enhance the directors’ sense of independence from management and accountability to shareholders. The traditional objection to cumulative voting — that it encourages disruption and rent-seeking [i.e., attempts to reap private gains at the expense of the corporation and other shareholders] by minority interests — would not generally apply to . . . large public corporations in which activist institutions have a significant ownership stake. Institutions are likely to use power added by cumulative voting to pursue strategies that will increase share values, producing gains that are common to all shareholders, rather than to extract private gains. . . . [C]umulative voting in the large public firm can provide a means for virtual representation of majority interests by a well-motivated minority.258



Do you agree?

Does cumulative voting, by increasing the probability that individual minority shareholders or groups of minority shareholders could elect a candidate disfavored by other shareholders, significantly increase the risk of disruption of the board’s functioning? Aren’t all directors responsible to the corporation and shareholders as a whole, not merely to the shareholders who elected them?259
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5.04(B)(1)–The Effect of Classified (or Staggered) Boards

Although the default arrangement under Delaware law is for shareholders to elect (or re-elect) all directors each year,260 that law allows a company’s certificate of incorporation or (original or subsequently amended) bylaws to divide the directors into one, two, or three classes: the terms of the directors in the first class would expire one year after the next annual meeting; the terms of directors in the second class, two years after that meeting; and those in the third class (if there is one), three years after that meeting.261 Arrangements for such classified or staggered boards had been adopted by 59% of “a large sample of major U.S. public companies” as of 1998,262 but by 2011 “[l] ess than a third of companies in the Standard & Poor’s 500-stock index” had staggered boards, “down from 53% in 2005,”263 and in 2014 only one-tenth had them.264

The certificate of incorporation might also provide that only the holders of certain classes or series of shares can vote for directors in a given class of the board; and the terms of office and the voting powers of the directors in each class (or, by a provision in the certificate of incorporation, of any director generally) may vary from those of directors in other classes.265
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Proponents of staggered boards assert that they foster continuity and institutional memory, free directors to focus on longer-term (beyond one-year) strategies, and encourage directors to be independent of management.266 However, critics counter that such benefits are not necessarily realized,267 and that in any event could be attained through “a convention, policy or bylaw . . . in a more focused way than a staggered board.”268 One study concluded that “a staggered board may be beneficial in some firms while being detrimental or inconsequential in others, depending on their characteristics and on the reasons for having the staggered board. On average, a staggered board cannot be said to have an effect in one way or another.”269

Not only do classified boards serve management as a defense against hostile takeovers (because a potential acquirer could not supplant the entire board during one annual meeting but might have to wait up to three years to do so),270 but they also 636diminish the power of cumulative voting: the smaller the number of seats being filled at each annual meeting, the smaller the number of votes that stockholders will be able to accumulate behind one or a few candidates. At the extreme, a classified board could consist of three directors, each of whom constitutes a separate class: cumulative voting on one director each year would effectively be reduced to straight voting, depriving minority shareholders of any benefit. Moreover, as discussed below,271 members of classified boards are more difficult for shareholders to remove from office than are members of non-classified boards.

In recent years, proposals to declassify boards have become very popular among shareholders,272 although their implementation by boards has been far from universal.273
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QUESTIONS–5.04(B)(1)

1. Does it make a difference whether a classified board provision appears in a corporation’s articles of incorporation rather than in its bylaws?274

2. Under what circumstances, and for what purposes, would it be appropriate for directors in different classes to have different voting powers?

3. Should the default for corporations be classified boards, subject to the board’s exclusive power to amend the articles of incorporation to declassify the board?275




5.04(C)–Voting for Directors Less Frequently Than Annually

Several commentators have proposed that board elections be held less frequently than once per year. To one academic,


[t]here is simply no strong justification for requiring director elections and shareholder meetings annually. Annual elections provide at most a minimal check on management, a check that is not dependent on the frequency of elections. Nor are annual elections critical to the exercise of corporate democracy.276



Instead, he recommends that more states adopt the approach of Minnesota, which as of January 1984 substituted for annual shareholder meetings “[r]egular meetings of shareholders[, which] may be held on an annual or other less frequent periodic basis, but need not be held unless required by the articles or bylaws” or, if a meeting has not been held in 15 months, by demand of the holders of 3% or more of the voting shares.277

A more precise, and even less frequent, schedule has been suggested by two practitioners who claim that it would minimize the board’s focus on short-term results:


Stockholders would elect directors for five-year terms. . . . Between these quinquennial election meetings, stockholders could remove directors only for personal illegal conduct or willful malfeasance, or if the corporation were guilty of such conduct. . . . In connection with the quinquennial meeting, any stockholder or group of stockholders owning five percent or more 638of the corporation’s outstanding shares, or shares having a market value of five million dollars or more, would have the same access as the incumbent board to the corporate proxy machinery, in support of any candidates they wished to nominate. This access would include corporate payment of proxy control expenses to the same extent as incumbent expenditures.278



Lucian Bebchuk himself has acknowledged that the frequency of director elections


is a matter on which there is room for reasonable disagreement. Under existing arrangements, elections are held each year, but they are held under arrangements that make it difficult for shareholders to replace directors. Having frequent elections is of little significance if they do not offer a genuine opportunity to replace the incumbents. Having “real” elections less often would be superior to having annual elections under arrangements that make it difficult for challengers to run and win.279



However, his system would also eliminate classified boards:


Shareholders should be able to vote to replace all of the incumbent directors with new candidates at least every two or three years. There should be a point in time at which shareholders have the opportunity to vote for a full slate of new directors [because] requiring rivals to win two elections in a row to gain control is a substantial impediment to challengers.280






5.05–REMOVAL OF EXECUTIVES


5.05(A)–Removal of Directors

Under Section 141 (k) of Delaware’s General Corporation Law, any director may be removed, with or without cause,281 by the holders of a (simple, and not a super-) majority282 of shares entitled to vote at an election for directors.283 Holders 639of shares in a class or series that is entitled by the certificate of incorporation to elect one or more directors may vote their shares for the removal of one of or more of those directors only for cause, unless the articles of incorporation provide otherwise.284

Because “protection of minority voting interests is thought to require such justification,”285 members of classified (or, staggered) boards, only a fraction of whom face expiration of their terms in a given year, may only be removed for cause, unless the certificate of incorporation provides otherwise;286 and special protections also exist for directors elected by cumulative voting.287 The Court of Chancery has jurisdiction, upon application by any shareholder or director, to “hear and determine the validity of any [such] removal. . . . ”288

Delaware courts have inferred from this section289 and its historical antecedents290 that only shareholders, and not directors, can remove directors. As the Court of Chancery recognized in 1922,


[t]o allow directors to frame charges against one of their fellows and then to try to expel him, would open the door to possibilities of fraud which designing men might use to wrest control of corporate affairs from the stockholders, or their sympathetic representatives on the board, and transfer it to those who might seek to grasp the corporation for their own ends. The law does not look with disfavor on the policy of securing to minority stockholders a right of representation on the board of directors.291
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Nor are Delaware courts, though they may appoint a receiver or trustee for a corporation, authorized to remove one or more of a corporation’s directors.292

The laws of other states in this regard are, so to speak, “all over the map.” For instance, the corporate statutes of Massachusetts allow shareholders to remove directors with or without cause, and directors to remove other directors for cause.293 New York enables shareholders to remove directors for cause — and, if the certificate of incorporation or bylaws so provide, without cause; directors may remove other directors for cause if the certificate of incorporation or a shareholder-adopted bylaw so provides.294 Indiana authorizes not only shareholders but also directors to remove directors with or without cause, unless the articles of incorporation provide otherwise.295

QUESTIONS–5.05(A)

1. Although the Delaware General Corporation Law does not specifically provide for it, can a corporation amend its articles of incorporation or bylaws to provide that directors can actively remove fellow directors during their terms on the board (in contrast to simply declining to renominate them once their terms expire)?

2. If so, should such provisions be added to the bylaws, the articles of incorporation, or both?296

3. Under what circumstances should directors be able to remove fellow directors?

(3a) Only for cause?

(3b) Only with a specific (majority?) proportion of the vote?

(3c) Should the relevant provision define, and exclude votes of, interested directors with regard to this vote?

4. What type of process should be accorded a director subject to a vote for removal? For instance, should such a vote be taken only at a meeting called (with explicit advance notice to potential voters) for the purpose of removing him?
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(4a) Does it make a difference whether or not the removal is (purportedly) for cause?

(4b) Does it make a difference whether those voting on this proposal are the corporation’s shareholders rather than its directors?

5. Would it make sense for shareholders to amend the articles of incorporation and/or bylaws to include a provision explicitly allowing courts in the relevant state and federal jurisdictions to remove directors? If so, what circumstances, if any, should be specified as warranting such removal?

6. A 1985 article in Directors & Boards magazine by the president of an executive search committee recommended that CEOs attempt to “fire” dissident directors by


appoint[ing] a special task force of the board’s most respected directors — presumably including several to whom he is especially close — to reexamine the company’s governance. The chairman of the task force — which may be the board’s nominating committee if it has one — will interview each director separately, seeking his views on the company’s future as well as on strictly organizational matters such as size of board, retirement age, a possible revised committee structure, the flow of information to the board, company management participation in board meetings, and so on.

A task force assigned to such a study almost always concludes that a board small enough to function as a single unit — 14 to 16 members at most for a large company — will serve the company better than a larger board whose key responsibilities are parceled out to standing committees. In the course of their study the task force members also become more educated about their fellow directors, often to the point of framing their recommendations in terms that make it clear which ones, in the company’s best interests, should stay or go. The end result is that the board reforms itself rather than under direct pressure from the CEO.297



Is this approach viable — or possible — in the current environment of corporate governance?



5.05(B)–Defining “Cause” for Removal of Officers and Directors

Courts have generally considered for-cause termination provisions of employment contracts in the context of determining whether a discharged officer298 or other employee is entitled to a severance payment (which she would not receive if 642discharged for cause).299 Such provisions usually300 identify a number of the following (sometimes overlapping) categories of misbehavior as constituting cause:


	dishonesty, fraud, or misconduct, including but not limited to theft or embezzlement, in connection with the company’s business;

	serious, persistent, or habitual neglect of or failure to perform employment duties;

	gross negligence or misconduct that is materially injurious to the company;

	breach of fiduciary duty;

	drug or alcohol abuse that substantially affects the executive’s performance;

	conviction for the commission of any felony;301

	conviction of any crime involving misrepresentation, moral turpitude, or fraud;

	acts of moral turpitude; and

	commission of a willful or intentional act that could reasonably be expected to injure the reputation, business, or business relationships of the company,302 or create a legal exposure as the result of the employee’s wrongdoing.
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In the wake of the #MeToo movement, some companies have extended “cause” for discharge to include sexual harassment or other misconduct that occurred prior to, but that only came to light after, the individual assumed a position with the company.303

QUESTIONS–5.05(B)

1. One commentator discovered that Stanley O’Neal’s employment contract as CEO of Merrill Lynch defined cause as


(a) any violation of Merrill Lynch’s rules, regulations, policies, practices, and/or procedures; (b) any violation of the laws, rules, or regulations of any governmental entity or regulatory or self-regulatory organization, applicable to Merrill Lynch; or (c) criminal, illegal, dishonest, immoral, or unethical conduct reasonably related to your employment.304



He objected to the “increasingly common” practice of failing to include as cause for termination “poor decision making in exposing the firm to unnecessary risks or anything else relating to job performance.”305

Should the board, when negotiating employment contracts for senior executives, insist on the inclusion of provisions stating that an executive’s failure to meet specified benchmarks, or empirical performance goals, would by itself justify the termination of that executive for cause? If so, what would those benchmarks be? What relation would they bear to benchmarks used for purposes of executive compensation (as discussed in Chapter 6)?

2. In its March 2008 proxy statement (after Mr. O’Neal’s departure), Merrill Lynch indicated that under the terms of its stock plans for executives,


Termination for “Cause” means the termination by the Company of the executive’s employment for:

– the willful and continued failure to perform his or her duties (other than in connection with physical or mental illness or retirement) after a written demand, specifically identifying the failure to perform, has been delivered to the executive by the Board of Directors; or

– willfully engaging in conduct that is demonstrably and materially injurious to the Company, monetarily or otherwise.

Prior to any termination for Cause, an executive must receive a resolution adopted by three-quarters of the Board of Directors at a meeting of the Board called and held for such purpose (with 644the executive receiving reasonable notice and being afforded an opportunity to appear with counsel in order to be heard by the Board) finding that in the good faith opinion of the Board the executive was guilty of conduct of the nature described above.306



Is this definition of cause responsive to the concerns above? Are the procedural protections for the executives appropriate, or excessive?307

3. Should the reasons for which, and the standards by which, a director may be removed for cause differ in any way from those for the removal of an officer for cause? Should these reasons and standards differ among directors themselves, or among officers308 themselves? If so, how and why?

4. Under what circumstances might a director, negotiating her employment agreement with the board, legitimately request specific exceptions from the above categories of cause for termination?

5. Should any breach of a company’s conduct guidelines/policies for its employees (which typically cover such topics as sexual harassment, and, often, prohibit even purportedly consensual personal relationships with subordinates)309 automatically constitute cause for termination of a director or officer?

6. Should a board be able, contractually or by default, to discharge a director or officer for cause if she has been charged with, or is being investigated in connection with, certain types of civil or criminal offenses but her trial has not yet been concluded (or perhaps even begun)?
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7. Should a director or officer, or candidate for such a position, be required to advise the board that she has been charged with, or is being investigated in connection with, certain types of civil or criminal offenses? That he has privately settled any types of claims — particularly for sexual harassment or other sexual misconduct — brought against him?310 Should the company adopt a policy requiring prompt notification of such developments?311

8. When should a company that learns of such developments, either from the director or officer herself or from another source, make some or all of that information public?

9. Is the “cause” for which a director can be removed provided by state corporate law by default? If so, is it the same for “inside” and “outside” directors?

10. Is the “cause” for a director’s removal the same as the “cause” for which officers (who often serve as at-will employees) can be terminated (and, under the usual terms of their employment contracts, be denied severance pay)? Could the same “cause” lead to the termination of an inside director as an officer but not be sufficient for her to be removed for cause as a director?

11. If a director’s contract with the corporation specifies a different definition of “cause” than a default definition, does that term of the contract govern? Does it make a difference whether the contract has a broader, rather than a narrower, definition than the default?

12. Can the “cause” for which a corporation’s shareholders can remove one or more of its directors differ from the “cause” for which that corporation’s directors can remove other directors?

13. Can different definitions of “cause” apply to different directors serving on the same corporation’s board at the same time?

14. Can a corporation’s bylaws effectively remove from the board and/or from shareholders the power to remove a director for cause? To remove 646a director without cause? Can different named directors, or directors elected by different classes of shares, be treated differently in this regard?

15. If shareholders have the power under the relevant state’s law and corporation’s documents to vote to remove a director, are there any circumstances under which it would make more sense for them to take a “vote of no confidence”312 to express to the board their disapproval of the performance of one or more directors?

16. Can a shareholder vote shift the status of board chair from one sitting director to another? Alternatively, can a shareholder vote require the board to choose another of its members as chair (while not ending the tenure on the board of the director ousted as chair)?

17. Under what circumstances, and by what process, can the directors themselves shift the status of chair from one sitting director to another? Does it make a difference if the current chair does not want to relinquish the position, even though he would remain a director?

18. Under what circumstances, and by whom (the board chair? the full board? the members of the committee, or of another committee?) can the chair of a committee of the board be removed? Would a “vote of no confidence” (see Question 15 above) be advisable (and if so, should it be required) in this connection, or would the vote to remove the individual be sufficient by itself?313

19. Under what circumstances, and by whom, can a member of a committee other than its chair be removed? Does it make a difference if the chair of the committee opposes the removal of that member?
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20. The March 12, 2012, Report of the [Pennsylvania State University] Board of Trustees Concerning Nov. 9 decisions314 indicates that


While Coach [Joe] Paterno did his legal duty by reporting [a claim by a graduate assistant to have seen former assistant coach Jerry Sandusky abusing a young boy] the next day to his immediate superior, . . . the Board reasonably inferred that he did not call police. We determined that his decision to do his minimum legal duty and not to do more to follow up constituted a failure of leadership by Coach Paterno. . . .

. . . [W]e [ultimately] unanimously made the difficult decision that Coach Paterno’s failure of leadership required his removal as football coach.



Is “failure of leadership” an implicit cause in itself for termination of an officer’s or director’s contract? If so, to which officers and directors would it apply? Should this term be contractually defined?



5.05(C)–“Refreshing” the Board: Age and Term Limits

The Wall Street Journal found that in 2015, “[a]t 25% of the biggest U.S. companies, a majority of the board [had] been in place for at least 10 years”; ten years previously, only 11% of these companies had a majority of such veteran directors.315 An analysis released by Institutional Shareholder Services in January 2017 determined that “average director tenure at S&P 1500 firms now stands at a level — 8.7 years — last recorded in 2010,” after having reached a high of nine years in 2013;316 the average age of the directors was 62.5 years old, a high point for the 2008-2016 period.317
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Although there is “conflicting empirical evidence as to whether director tenure meaningfully affects company performance and shareholder value,”318 to combat board “entrenchment” — and to enhance diversity, as well as to provide fresh perspectives and energy — a number of companies have instituted age limits (typically, sometime in a candidate’s early to mid-70s)319 for appointment or reappointment to the board. However, as with the resignation of directors who did not receive a majority of the votes cast in an uncontested election,320 some boards have explicitly retained the discretion to make exceptions to these general rules “in the best interests of the Company and its stockholders.”321

A much less popular322 mechanism for board turnover, term limits, has been opposed by some companies on the grounds that “service as a Company director 649for an extended period provides valuable insights into the operations and future of the Company, based on experience with and understanding of the Company’s history and objectives,”323 and that “[t] he Company and its stockholders both benefit from Board continuity and stability and by allowing directors to focus on longterm business strategies and results.”324 Limits adopted by major companies diverge widely.325

Some companies have generally prohibited a retiring CEO from retaining a board position — subject, in some cases, to the board’s consideration.326

In 2015, 73% of the boards of S&P 500 companies had established a mandatory retirement age for directors (set, by half of those boards, at 72 years); however, only 4% had term limits for directors.327

However, if they address these issues at all, major institutional investors and proxy advisors usually do not recommend, or require, strict term or age limits for directors. Institutional Shareholder Services (ISS) will consider term proposals, whether by management or by shareholders, on a “case-by-case basis,” and will generally vote against mandatory age limits for independent directors.328 Glass Lewis considers 650that “the long-term impact of age limits restricts experienced and potentially valuable board members from service through an arbitrary means,” but expects that “if a board adopts term/age limits, it should follow through and not waive such limits” unless the board provides “sufficient explanation, such as consummation of a corporate transaction like a merger.”329 By contrast, a Vanguard “fund will generally vote for management proposals to limit terms of outside directors and generally vote against shareholder proposals to limit such terms.”330

QUESTIONS–5.05(C)

1. CalPERS, questioning a long-serving director’s ability “to bring an objective perspective to the boardroom,” recommends that once a director has served for twelve years, “a company should carry out rigorous evaluations to either classify the director as non-independent or provide a detailed annual explanation of why the director can continue to be classified as independent.”331

Assuming that the individual director does not qualify as non-independent under the exchanges’ listing requirements, what would the “rigorous evaluation” entail?

And, if a director had passed such an assessment in a particular year, what would have to change for her not to pass it the following year?

2. Should companies institute a mandatory retirement policy for their CEOs?332
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Although the General Motors Bonus Plan was first adopted on August 27, 1918, its fundamental principles have never changed — that the interests of the corporation and its stockholders are best served by making key employees partners in the corporation’s prosperity, and that each individual should be rewarded in proportion to his contribution to the profit of his own division and of the corporation as a whole.

— Alfred P. Sloan, Jr., My Years with General Motors (1963)

I think if you define fairness by “fair market value,” then C.E.O.s are paid fairly. . . . [I]f you define fairness by how you think society should value people, then I think C.E.O.s are paid too much. You could put me in that group. . . . Every single comp[ensation] committee wants to pay their C.E.O. at the 60th to 75th percentile, because no one ever wants an average C.E.O., God help us.

— Dara Khosrowshahi, CEO of Uber (2021)1




INTRODUCTION

Controversies over the compensation of corporate executives, and particularly of a corporation’s chief executive officer (CEO), highlight the increasing emphasis of shareholder advocates, shareholder activists, regulators, and commentators on the governance virtues of transparency, independence, and accountability.

Within a decade after the National Association of Corporate Directors gently suggested to its constituents that “[t] he general public may underestimate the role management plays in creating wealth for shareholders and society, and overestimate the relative cost of rewarding management for that role,”2 a widespread financial crisis — and growing internal disparities between the top and average compensation levels at leading companies — fueled a firestorm of public outrage over the salaries, bonuses, severance payments, and perquisites received by senior executives, especially at underperforming firms.

The board of a publicly traded corporation is required in many cases to disclose the charter and procedures of its compensation committee,3 but institutional investors have for years urged,4 and the Securities and Exchange Commission has 654required,5 that it also disclose in detail the compensation of senior executives and its philosophy for determining the appropriate levels and forms of payment.

In this context, the personal, professional, financial, and procedural ties of directors to the compensated executives (who include the board members themselves)6 are being even more carefully scrutinized, as is the degree to which any consultants advising the compensation committee receive (and thus might be considered loath to jeopardize) fees from the company for other assignments.7

Commentators and institutional investors have increasingly called for boards to make management more accountable for their compensation — that is, to award “pay for performance,” especially performance that can be attributed to the particular executive(s) and not to the recent fortunes of the economy, or of the company’s own industry, generally.8 But it is not only the executives who are 655accountable: as discussed at length in the years-long, multi-opinion litigation over the compensation of former Disney president Michael Ovitz (considered in Sections 2.02(C)(2) and 2.02(D)(3)), directors — whether or not they are members of the compensation committee — might in some circumstances be personally liable for approving an excessive compensation package for an executive, or for terminating that executive without cause, thereby allowing her to obtain severance benefits under her employment contract.

In September 2007, Robert Reich observed that, although extraordinarily high levels of executive pay had generated widespread public disapproval as well as social and moral concerns, shareholders generally appeared to support them:


According to research published recently by the Washington-based Institute for Policy Studies, the 20 highest-paid corporate executives earned on average $36 million in total compensation last year. The typical CEO of a Fortune 500 company didn’t do quite as well, but at $10.8 million didn’t do so badly — that’s more than 364 times the pay of an average employee. Forty years ago, top CEOs earned 20 to 30 times what average workers earned. . . .

[Yet] there’s an economic case for the stratospheric level of CEO pay which suggests that shareholders — even if they had full say — would not reduce it. In fact, they’re likely to let CEO pay continue to soar. . . . CEO pay has risen astronomically over the interval, but so have investor returns.

There are no standard textbook moves, no well-established strategies [for a CEO] to draw upon [to achieve a competitive advantage for the company]. If there were, rivals would already be using them. The pool of proven talent is small because so few executives have been tested and succeeded. And the boards of major companies do not want to risk error. 656The cost of recruiting the wrong person can be very large — and readily apparent in the deteriorating value of a company’s shares. Boards are willing to pay more and more for CEOs and other top executives because their rivals are paying more and more for them[, and] the pay is usually worth it to investors.

The proof is in the numbers. Between 1980 and 2003, the average CEO [compensation] in America’s 500 largest companies rose sixfold, adjusted for inflation [but the] average value of those 500 companies also rose by a factor of six, adjusted for inflation.9



However, to other commentators on executive compensation, to purify a “process . . . corrupted by acquiescent, pandering, and otherwise ‘captured’ boards of directors,”10 not only must the balance of power between directors and officers be adjusted, but there must also be “a fundamental reform in the allocation of power between boards and shareholders.”11



6.01–THE ROLE, COMPOSITION, AND OPERATION OF THE COMPENSATION COMMITTEE


6.01(A)–Role

In exercising the power of the board to determine the appropriate level and components of the compensation of officers12 and directors,13 the compensation 657committee is charged with developing, periodically reviewing, and amending the corporation’s general philosophy and specific principles of compensation. As identified in a number of corporations’ governance guidelines, the principles for compensating directors (and, one might suggest, officers) generally include:


	Compensating directors fairly for their efforts on behalf of a company of the corporation’s size, range of operations, and complexity;

	Compensating directors sufficiently to enable the company to continue to attract and retain qualified directors;

	Aligning directors’ interests with the long-term interests of shareholders; and

	Structuring the compensation in a manner that is simple for shareholders to understand.



Within the committee’s purview to recommend to the board, or to a committee of the outside directors14 — or in some cases to determine itself15 — are the 658amounts of base salaries, short-term and long-term “incentive payments” (bonuses), stock options, retention payments, change in control payments, severance, health benefits, insurance, severance payments, and pension arrangements, and the terms of consulting arrangements made with the company’s current and former executives. The committee is also involved in deciding how much of each of these payments should be in the form of cash16 rather than in some form of stock or stock options; and, possibly, how many shares of the company’s stock each senior officer and/or director should be required to hold. It also may recommend or enunciate policies governing such matters as expense reimbursements and the extension to executives of nonfinancial perquisites (such as club memberships, personal security protection, and/or a company-provided car and driver), and may ensure that the company and its executives have developed a viable succession plan for the CEO (and possibly for other senior executives).

In addition, the committee reviews and discusses with management the disclosures made in the Compensation Disclosure and Analysis (CD&A) report to be filed with the company’s annual proxy statement or annual report; and it produces its own report to be included in the proxy statement.

Finally, the committee monitors the terms and performance of, and may appoint and remove administrators for, the company’s retirement and ERISA-related employee benefit plans; and it may also monitor the company’s plans involving bonuses, stock options, deferred compensation, profit sharing, welfare benefits, and group insurance.

The committee’s decisions or recommendations are generally “entitled to great deference. It is the essence of business judgment for a board to determine if ‘a “particular individual warrant[s] large amounts of money, whether in the form of current salary or severance provisions.” ’ ”17

QUESTIONS–6.01(A)

1. The Nasdaq listing requirements indicate that a primary function of such a committee is to “determine[], or recommend[] to the Board for determination” the compensation of the company’s executives.18

(1a) Under what circumstances, if any, should corporate bylaws authorize the committee itself to determine a particular executive’s compensation, without recommending it to the board for — and requiring the 659board’s — approval? Does it matter what the rank of the executive to be compensated is?19

(1b) Under what circumstances, if any, should the committee be authorized to approve the company’s compensation policies without recommending them to the board for — and requiring the board’s — approval?

(1c) Under what circumstances, if any, should the committee be authorized to determine the interpretation and application to a particular situation of any compensation-related policy previously adopted by the corporation, without recommending its conclusions to the board for — and requiring the board’s — approval?

143. To what extent should the compensation committee have “a mandate not just to set top management pay but also to ensure that the company has good and fair practices to compensate its workforce from top to bottom”?20



6.01(B)–Composition

Compensation committees are commonly composed of three or more directors. Apparently for reasons of efficiency, the National Association of Corporate Directors has recommended21 that such committees have no more than five members.


6.01(B)(1)–Requirement of, and Applicable Standards for, Independence

Charters of compensation committees generally require each member of the committee to satisfy the standards in the listing requirements of the relevant stock exchange22 and the standard of SEC Rule 16b-3. As discussed below, a third standard, Section 162(m) of the Internal Revenue Code, was recently repealed.

660


6.01(B)(1)(a)–Listing Requirements

Under the Nasdaq and NYSE listing requirements, the compensation committee (or, as allowed by Nasdaq, a majority of the board’s independent directors, not operating as a formal committee) must generally be composed entirely of independent directors.23 The NYSE and Nasdaq require the committee to adopt a written charter.24

As discussed in Section 3.04, the Nasdaq and NYSE listing requirements identify six types of situations that might prevent a director from being seen as independent with regard to the corporation on whose board she sits: through the director’s (or a family member’s) serving as an employee of the corporation; the director’s (or a family member’s) serving as an employee of certain other entities; or the director’s (or a family member’s) having an ownership interest in certain other entities.25

Notably, these requirements would prevent a director from voting on the compensation of an officer if that officer is a family member of hers, or if within the last three years she served as an executive officer of a company on whose compensation committee that officer served.

As discussed in Section 6.01(C)(2)(b), in June 2012 the SEC directed securities exchanges to clarify their definitions of “independent” both with regard to members of the compensation committee and with regard to compensation consultants. Currently, both Nasdaq and the NYSE allow directors who obtain fees from a company to serve on that company’s compensation committee.26

QUESTIONS–6.01(B)(1)(a)

1. Can a compensation committee consist solely of one member of the board? Of two members?

2. Do the listing requirements allow non-independent directors to vote on the approval of compensation recommendations made to the board by a majority of the independent directors or by the compensation committee?
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3. If a compensation committee consists of at least three people, the Nasdaq listing requirements allow one non-independent director — but not a current officer or employee or one of his or her family members — to be appointed to the committee in “exceptional and limited circumstances” if the board determines that the best interests of the company and shareholders require it, and the company discloses this information to the shareholders.27 What circumstances would justify such an exception?

4. In the context of executive compensation, should the definition of independent director be extended beyond that explicitly provided by the listing requirements?

For instance, should a corporation’s bylaws disqualify a director from voting on (or perhaps even participating in the discussion of) the compensation of a CEO or other senior officer if the director and the officer are partners in a separate partnership? If the director owns a significant amount of stock in a company on whose board the officer sits as an outside director? If the director owes a substantial amount of money to the officer, or vice versa?

Or should a director instead be allowed to vote once the director has disclosed this issue to the board, and a majority of the non-disqualified directors have approved of her being able to vote?

Which approach better ensures that, in the words of the Business Roundtable, “[c]ommittee members should have, and be perceived to have, the ability to exercise business judgment free from any relationship or influence that could appear to compromise their ability to approach compensation issues decisively and independently”?28



6.01(B)(1)(b)–(Former) IRS Code Section 162(m)

Before it was eliminated (and replaced by other text) by the federal Tax Cuts and Jobs Act of 2017,29 Internal Revenue Code Section 162(m)(4)(C), had since 6621994 allowed a publicly traded corporation to avoid the $1 million limit on the deductibility of executive compensation as an ordinary business expense if (1) it awarded performance-based compensation through a committee of two or more outside directors; (2) a majority of the shares were voted in favor of that compensation plan; and (3) the performance goals were achieved.30 Yet, as a leading business magazine observed in 2006, companies evaded accountability by


663listing dozens of performance categories, keeping many hopelessly vague. A board’s compensation committee can choose any one or a combination of the goals to measure an executive’s performance. . . . Such details are worked out in private by the compensation committee.31



This section defined an outside director of a corporation as someone who was not currently employed by the company or its affiliates (except as a director), who was not receiving compensation from the company for current services (except for serving as a director) or previous services, and who was not a former officer.



6.01(B)(1)(c)–SEC Rule 16b-3

Although SEC Rule 16b, which concerns insider trading, generally enables companies to recover “short-swing” profits made by officers and directors who sold shares that they had acquired in the previous six months, Rule 16b-3(d) creates an exception for shares issued to those insiders as part of equity compensation plans, so long as those plans were approved either by the shareholders or by a committee of two or more non-employee directors.

For purposes of this rule, a non-employee director must not currently be employed by the company or by a parent or subsidiary; must not receive annual compensation (other than for being a director) from the company or a parent or subsidiary in an amount greater than $120,000; and must not have a direct or indirect material interest in a transaction in the amount of $120,000 or more between such a company and a related person (including any of the director’s immediate family members).32



6.01(B)(1)(d)–Structural Bias, and How to Minimize It

In their 2004 book, Pay Without Performance: The Unfulfilled Promise of Executive Compensation, Lucian Bebchuk and Jesse Fried noted that a director’s independence with regard to determining the CEO’s compensation might be compromised by the CEO’s influence on the director’s own compensation. In addition, in an “interlocking board” situation, the CEO of Corporation A might also serve as an outside director of Corporation B, whose CEO serves in turn as an outside director of Corporation A, leading each to recommend generous compensation for the other (especially if each anticipates referring to the other’s compensation as justification for raising her own).33
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Beyond financial considerations, the authors also identified “social and psychological factors [that] can also affect directors who are not significantly influenced by such economic incentives,”34 including social friendship; executive collegiality; loyalty to a CEO seen as having invited them to join the board (or at least as not having blocked their nomination); and deference to the CEO’s authority.35 Indeed, as a former chairman of the SEC observed in a symposium focused on Bebchuk’s and Fried’s analysis,


[w]e [Americans] are a friendly people; we tend to go on boards when invited by people we know. One of the first questions we invariably ask is, “Who else serves on this board?” Once we are on that board, how likely are we to challenge the person who invited us and to go against the persons who will reinvite us if we enjoy that service? The culture is almost fraternal. I have been on and have structured small boards and large boards, nonprofit boards, and other kinds of boards, and I see that situation played out over and over and over again. This fraternal culture is the background music that is simply not going to change, and I think we have to understand that.36



Another symposium participant, the Chairman of the New Jersey State Investment Council (the fiduciary board overseeing the state’s public pension funds), concurred:


If you want to get re-elected, staying on the board is not a function of what shareholders think of you, but of what management and directors think of you. Being a member of a board is not like living in an apartment building in New York. When you live in New York, you have no use for many people in the building, and they have no use for you. Thus, what those people think of you makes no difference. Unlike a New York high-rise, the nature of a board is that you operate as a unit, and the leader of that unit is the CEO. Therefore it can be quite uncomfortable to push that CEO on the sensitive issue of compensation.37
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What processes or mechanisms can the board or its compensation committee install to minimize the biases that may be inherent even in those directors who qualify as independent? One simple technique might be for the board or committee to engage outside counsel to negotiate executive compensation with the CEO and other senior executives. This would avoid a situation identified by the former chairman and CEO of TIAA, who in the symposium recalled that the institutional investor was


the first to file a proxy resolution hostile to the management at the Disney Company in the early 1990s. We complained about the process that awarded [CEO Michael] Eisner a stock option valued at approximately $100 million. We objected to the process, rather than to the number, because Mr. Eisner had a compensation committee that was not independent; it was chaired by his personal lawyer, which we thought was a problem. However, this personal lawyer stepped down as chairman while he negotiated a contract on behalf of his client, the CEO of the company. We got a very large vote on that, and it was the first message that came through clearly to Mr. Eisner that he had to change, and since then, in terms of board governance, he has done a good job.38



QUESTIONS–6.01(B)(1)(d)

1. What criteria should the board or the compensation committee use to establish the independence of the individual attorney and/or firm that they select to negotiate with an incumbent or potential CEO? By what process should the board or committee make this selection? What rules, if any, should the board impose on the interaction of such counsel with the firm’s in-house and outside counsel, and with counsel for individual officers and directors?

2. What other approaches might aid the board in overcoming potential structural bias, and in minimizing the effect of the cognitive traps39 discussed in Section 2.02(E)?

3. Is it generally a preferred practice to adopt the policy that outside directors may receive no compensation other than director’s fees from the company?




6.01(B)(2)–Other Qualifications of Committee Members

As noted in Chapter 3 and in Chapter 5,40 under the Nasdaq and NYSE listing requirements, the members of a corporation’s audit committee must be financially 666literate, or become so within a reasonable amount of time after their appointment to the committee; and at least one member of the audit committee must have accounting or related financial management expertise.

No such analogous qualifications are discussed for members of the compensation committee, although the Business Roundtable has recommended that all members of the committee “should have sufficient knowledge of executive compensation and related issues to perform their duties effectively.”41

QUESTIONS–6.01(B)(2)

1. Given the propensity of compensation committees to base some elements of an officer’s compensation (especially bonus or incentive payments42 or stock awards) on specific measurements of the corporation’s financial performance, and to consider employing accounting approaches other than “generally accepted accounting principles” (GAAP),43 which have attracted 667SEC clarification44 and enforcement attention,45 should corporations attempt to ensure that all of the members of the compensation committee are financially literate and that at least one has accounting or related financial management expertise? Or should the compensation committee simply rely on the work of the audit committee? Would it be a good practice to adopt a policy requiring that the audit and compensation committees share at least one member?

2. Is there a baseline of compensation literacy that should be required of all members of the compensation committee? How would a corporation that adopted such a requirement ensure that the committee members met this standard? Would having previously served on a compensation committee, or being or having been a CEO, satisfy the requirement?

The Johnson & Johnson Compensation & Benefits Committee Charter provides that “[e]ach member of the Committee shall be literate in compensation and benefit-related matters. Such literacy shall be determined by the Board in its business judgment.”46 Is that an appropriate way to resolve this issue? How does such “literacy” differ from the “financial literacy” discussed in Section 5.01 (A)(1)(b)?

3. Should the board formally (through the corporate bylaws or the compensation committee’s charter) require the committee to have at least one member who has expertise in personal and corporate taxation?

4. Because compensation committees are often charged with responsibility for the firm’s individual insurance and/or pension plans, should the board formally require the committee to have at least one member with expertise in drafting, negotiating, and/or interpreting those plans?

5. Should corporations encourage those members of their compensation committee who also serve on the boards of other corporations to be members of those corporations’ compensation committees as well, in order to gain useful expertise and insight? Or might simultaneous service on multiple compensation committees compromise a director’s independence and/or effectiveness?
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6.01(C)–Operation

As discussed below, one important aspect of the board’s or compensation committee’s work in determining salary and bonus awards is to review the performance of officers, directors, and of the board itself. However, the selection and measurement of quantitative “benchmarks”47 and qualitative criteria, the identification of relevant peer companies with which to compare such performances, and the creation of an appropriate collection of different components of compensation, are far from precise processes.48


6.01(C)(1)–Assessments


6.01(C)(1)(a)–Of an Officer’s Performance

According to some experts, the evaluation of a CEO “should involve three stages: establishing evaluation targets at the start of the fiscal year, reviewing performance at midyear, and assessing results at the end of the year.”49 They recommend identifying between five and ten objectives for the officer, and setting benchmarks for “poor, acceptable, and outstanding” performance.50 Board members are encouraged to provide written evaluations to the CEO, not only to enhance their own comments and afford the officer material to reflect on at length, but also to “ensure that every director is heard — not merely those who are the most vocal.”51

One type of internal questionnaire for evaluation of a CEO invites users to rank on a five-point scale, and to furnish comments on, the officer’s performance in such categories as: leadership; strategic planning; financial results achieved; succession planning; development of human resources; role as chief spokesperson of 669the company; ensuring corporate social responsibility; supporting the board; and management style.52

Examples of quantitative performance metrics include the corporation’s revenues; net income; profit margins; cash flow; earnings per share; debt reduction; return on equity, capital, or assets; market share; and stock market performance.53 Qualitative metrics include achievement of company strategy; compliance with legal and ethical requirements; improving community relations; enhancing customer satisfaction; leadership development and team building; attaining product development milestones; raising product quality; successful risk assessment, management, and oversight; good succession planning; and robust workforce morale, diversity, and stability.54

To ensure that an executive’s performance does not unfairly benefit or suffer from economy-or industry-wide trends,55 compensation committees often use consultants to compare the firm’s metrics with those of peer firms over the relevant time period. As two such consultants explained,


[s]ince there is a proven correlation between organization size and executive pay, common scope measures such as revenue, assets, market capitalization, and number of employees should be evaluated for each peer company to ensure that they fall within some reasonable range of current/anticipated size.

We typically recommend the use of one or more of these scope measures based on the industry in which a company operates — service 670companies may focus more on employees and revenues, financial services more on assets and market cap, etc. In reviewing size, we typically use one-half to two times a company’s size as a guide to whether a company should be included in the peer group. However, the range for these metrics may vary depending on the size of the desired peer group and availability of relevant peer companies. . . .

In identifying appropriate comparators for pay purposes, consideration should be given to companies with which your organization competes directly for both investor capital and human resources. . . . Would the potential peer be a recruitment target for your company? Would you target senior executives from that organization? Likewise, would they be courting your employees and executives?

Typically, we target 12 or more peers and normally do not need to go beyond 20 companies (mainly because most organizations will not have 20 true peers). . . .

[C]ertain key financial measures should be considered in validating the list of organizations. Do the peer companies have, for example, similar operating margins, financial leverage, or capital requirements? Significant differentials may be an indication that those companies actually operate in a different way. . . .56



However, this comparison process has been attacked as potentially misleading:


One way boards try to deflect criticism is to argue that everyone’s doing it. So they compare their chief’s pay to the pay at similar companies. But companies cheat by packing the comparison group with “aspirational peers” — firms that are larger, more successful, and pay more.

Ford Motor’s “peer” group includes Altria, IBM and Procter & Gamble. Those companies have similar revenues, but — in measures that better reflect shareholder value, such as profits and market cap[italization] — money-losing Ford is a laggard. What about General Motors? Ford includes it, too, but it’s a circular exercise, since GM bases its pay on many of the same peers as Ford — Altria, IBM and P&G included. On Forbes’ performance-to-pay ranking GM Chief Richard Wagoner comes in at position 160 out of 175.57
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In addition, boards’ tendencies to assess their own senior officers’ performance — and, thus, deserved compensation — as exceeding the median for the members of any such peer group inevitably results in a continual rise of executive salaries across firms.58

QUESTIONS–6.01(C)(1)(a)

1. Under what circumstances, if any, should compensation consultants use a different set of peer firms for comparing executives’ compensation packages than the one they use for comparing the same executives’ performance?

2. Questions persist as to whether incentive-based compensation, and other compensation initiatives instituted to win shareholders’ “say on pay” support, actually enhance the company’s long-term performance and stock price59 rather than fostering abuses by management. For instance, in the fall of 2016, commentators suggested that Mylan executives had drastically increased the price of the company’s EpiPen antiallergy device so that the company’s earnings and stock price would trigger “a big payday” of incentive compensation.60 In April 2017, a viral video sparked furor over the removal by force of a passenger from an overbooked United Airlines plane, and led the New York Times’ front page to focus on “[r]ich bonus packages for top executives [that are] now largely tied to short-term income targets and 672fatter profit margins instead of customer service.”61 United soon announced that it would change its incentive compensation to be “directly and meaningfully tied to progress in improving the customer experience and in the necessary cultural and process changes in support of this goal.”62

Should the firm’s achievements (or failures) in dimensions other than the purely financial be included in, or used to modify, targets for incentive compensation, and comparisons of executives’ performances? For example, the “Aspen Principles” set forth by the Aspen Institute Business & Society Program suggest that


[i]n pursuit of long-term value creation, companies and investors should. . .

[d] e-emphasize short-term financial metrics such as quarterly [earnings per share] and emphasize specific forward-looking metrics that the board of directors determines are appropriate to the long-term, strategic goals of the firm and that are consistent with the core principles of long-term sustainable growth, and long-term value creation for investors.63



One commentator has proposed including compensation provisions that encourage executives to “take broader social concerns into account,”64 such as by “provid[ing] a bonus for reducing the company’s carbon footprint by a set amount.”65 Conversely, should the comparisons emphasize short-term concerns of share price and dividends, because those are presumably of more immediate interest to shareholders?

How would the performance levels of social goals be calibrated so that “the triggers are (a) largely within officers’ control; (b) hard to manipulate; (c) easy to measure; and (d) important to the corporation’s long-term goals”?66

3. For the compensation of which executives beyond the CEO is it appropriate to compare the corporation’s performance to that of other firms? Should 673such comparisons, or elements of them, determine a smaller percentage or amount of some executives’ compensation than that of the CEO?

4. Should the peer group of firms used for compensation analyses be the same for all senior executives at a given company?

5. The Dodd-Frank Act also requires disclosure (possibly through graphics), in the proxy or consent solicitation for the annual meeting of shareholders, of “information that shows the relationship between executive compensation actually paid and the financial performance of the issuer, taking into account any change in the value of the shares of stock and dividends of [the company] and any distributions.”67 Are these calculations burdensome, irrelevant, and misleading?

6. Which officers beyond the CEO should directors consider it their responsibility to evaluate the performance of? What criteria should they apply? Are these criteria different, or weighted differently, for different officers?

7. Should CEOs be invited and/or encouraged by the board to evaluate subordinate officers? If so, should the criteria that they use be in any way different from those that might be employed by directors for such evaluations? How can directors detect and discount attempts by CEOs to take credit for the work of subordinate officers, to falsely claim to have corrected errors made by subordinate officers, and/or otherwise to unfairly devalue the performance of those officers?

8. In light of concerns that companies are changing their compensation factors to “pay bonuses regardless of performance,”68 should the compensation committee or the board disclose to shareholders any plans to change the company’s methods of identifying relevant metrics and/or calculating compensation from them? Should the company also disclose the procedures by which, and timelines in which, it would institute such changes, including whether any changes would be applied retroactively (and if so, for which periods)?69

9. Is it advisable, now that “say on pay” shareholder votes are required (see Section 6.04(B)), for a compensation committee or a board to retain a consultant, not to formulate compensation packages, but to review the company’s existing compensation arrangements for executives?70 Can the consultant’s report be shielded from discovery by shareholders?
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6.01(C)(1)(b)–Of the Board’s Performance

The NYSE listing requirements call for the board to “conduct a self-evaluation at least annually to determine whether it and its committees are functioning effectively.”71 How should directors evaluate the performance of the board itself?

A sample questionnaire developed by the National Association for Corporate Directors (NACD) consists of 26 statements, each of which a director is asked to agree or disagree (on a five-point scale) with. The statements (e.g., “The board is firmly committed to being held accountable.”) focus on whether the directors are independent and effective in pursuing the best interests of the corporation and its shareholders; whether the board’s decision-making process is conducted both candidly and collegially; whether the board and management are aligned in promoting shareholder value; whether directors are supplied with relevant information and use it appropriately; and whether the board monitors, and appropriately institutes changes in, its own operations.72

A 12-point questionnaire by the same organization concentrates on the board’s familiarity with the company’s values and plans; the effectiveness of, communication in, and preparation for board meetings; the board’s self-evaluation; the board’s monitoring of budgets, financial indicators, and company performance; and the board’s candid communication of expectations to the CEO.73

Other questionnaires of this type solicit individual directors’ opinions on the size, composition, and nomination process for the board; the timing, preparation for, and content of board meetings; the board’s awareness of industry trends; the board’s engagement in the company’s long-term strategy, performance, and planning;74 the directors’ diversity and expertise; the board’s committee structure; the board’s ability to effectively assess the CEO’s performance; and the board’s involvement in succession planning.75
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QUESTIONS–6.01(C)(1)(b)

1. Should the performance of the board, like that of the CEO and possibly of other executives, be measured in comparison to the performance of counterparts (in this case, boards) of peer companies? If so, which metrics (e.g., share price) should be used? If not, why not?76

2. Should the compensation committee, rather than another committee (or an outside consultant), perform this evaluation?

3. The NYSE also requires the compensation committee and audit committees to produce annual performance evaluations of their own operations.77 Should every committee evaluate its own performance? Should the board’s process for evaluating the performance of the board differ in any way from a committee’s process of evaluating its own performance?78

4. To what degree should the board’s performance — and the directors’ compensation — be measured by the company’s progress (or lack of progress) on its environmental and/or social justice initiatives?79



6.01(C)(1)(c)–Of a Director’s Performance

Directors arguing against assessments of their individual performances could assert that such a process would undermine collegiality among the board, ignore their less visible (or vocal) contributions (for instance, those made outside the boardroom), and unfairly impose a set of uniform criteria on directors.80

An individual director’s performance evaluation might be based on similar questionnaires to the type above, to be completed by the director herself and possibly by her fellow directors81 with regard to such issues as the director’s: assertiveness, thoughtfulness, and candidness at, and preparation for, board meetings; willingness to ask for more information; openness to discussion; decisiveness; efficiency; and effective communication.82 A lead director or third party could review, 676summarize, and convey the results (without identifying the sources of individual comments) to the nominating committee.83

According to an October 2006 article in the Wall Street Journal,


. . . companies are getting a powerful motivation to adopt the practice. Last year, Institutional Shareholder Services, the nation’s largest proxy-advisory firm, started to credit companies for doing individual director evaluations as part of its overall corporate-governance ranking.

. . . [A]t many boards, the committees responsible for nominating directors have begun to take into account peer-review scores when weighing whether to nominate a director for another term or add professionals with different skill sets.

The structure of the reviews varies from board to board. Some prefer to send out questionnaires asking about directors’ participation in meetings, their grasp of financial and other issues and their willingness to challenge the CEO. Other boards have concluded that it works best to have an outside lawyer or consultant — bound by confidentiality — interview everyone on the board and then provide the feedback to the directors. . . .

Boards also differ on the confidentiality of the reports. Because of the sensitive issues involved, most boards keep all the assessments of a director for his or her eyes only, experts say. But there are exceptions.84



QUESTIONS–6.01(C)(1)(c)

1. Should the assessment of a director be provided to the compensation committee for use in determining that director’s compensation? Does it make a difference if the director in question is the chair of the committee?

2. Because the director (and board) assessments would not be generally prepared with regard to anticipated litigation (and thus would not be covered by the attorney-client privilege or work-product doctrine), would they therefore be available to parties conducting discovery in litigation?85

3. Would director evaluations be protected by any form of a corporate self-evaluative privilege?

4. In what circumstances could shareholder plaintiffs, who typically allege breaches of fiduciary duty by directors and/or officers, obtain these documents from the corporation as part of the discovery process? Should corporations adopt policies for the controlled distribution and accelerated destruction of these documents?
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5. Would it be appropriate under any circumstances for a committee to conduct internal evaluations of its own members (with regard solely to their work on the committee) for distribution not to the board generally but only for use within the committee (for instance, to be read fully only by the committee chair and summarized for the other members and/or the board)?

6. Might directors be concerned not only about receiving bad reviews but also about indicating in writing their views about the shortcomings of other directors — because they might later be asked why they did not ensure that the board took steps to remedy (or have those individual directors remedy) those shortcomings?

7. Should a new director (or member of a committee) be provided promptly with copies of the questionnaires or other documents used for evaluations of performance in those roles, to ensure that he understands the criteria by which his work will be assessed?

8. Should officers be invited and/or encouraged to complete evaluations of directors? If so, what criteria should they use to assess directors’ performance?

9. How should corporations determine additional compensation, if any, to be awarded to the members of a committee that spent much time and energy on dealing with a crisis? Does it matter whether the crisis should have been foreseen and forestalled by the board or a board committee before those directors were named to the committee?

10. Beyond the additional compensation awarded to the board chair, to the lead independent director, and to committee chairs (and possibly to all members of some particularly demanding committees), should all directors generally receive equal compensation?




6.01(C)(2)–Use and Independence of Compensation Consultants

Central to the Disney litigation discussed in Chapter 286 was the degree to which Graef Crystal, the compensation consultant retained by the company, communicated to the board members the sense of the 1995 employment contract that was ultimately approved by the board and offered to president Michael Ovitz.

Four years before that project, Crystal had written a book suggesting that compensation consultants suffered from divided loyalties:


Was I a whore during my twenty years as a consultant? I’d like to think not. . . . But I acted in the full realization that if I didn’t please a client, I wouldn’t have that client for long. I was, after all, hired by the CEO, and not by the board of directors. Therein lay the problem. If the CEO wanted more money, and I didn’t want to recommend to the board that he should get more money, well, there was always a rival compensation consultant who could be hired.87
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In light of Disney’s focus on whether Crystal and the board had carefully examined the amounts that Ovitz’s contract called for him to be paid in different situations, one passage of the book is especially significant:


If the consultant is honest, he will, like the manufacturer of a drug, cite not only the advantages of what he is recommending but also its side effects. So, if he is recommending a new incentive plan, he will discuss how much the company’s overall executive compensation costs will be increasing. And he will take the committee through many possible scenarios of future performance to show it how much, or how little, the CEO will earn under each scenario. In that way, he will help the committee to understand just how sensitive the new incentive plan is to future performance. Of course, if he does this, he may well lose the bulk of the committee members. They are, for the most part, not very adept at statistics and corporate finance, and they may not be able to follow the consultant’s sophisticated reasoning.88



However, Congress and commentators have been concerned that even financially literate directors might be swayed by a compensation consultant who perceives some pressure, as Crystal recognized, to favor management, particularly if the consultant has been retained by the corporation — at the CEO’s recommendation — for other projects. Particularly troublesome in this regard is the fact that, although the SEC’s Regulation S-K requires the company to disclose the identities and roles of, and instructions provided to, its compensation consultants,89 until recent years no regulation had required management to disclose whether the consultant was performing such other services.90

For this reason, in 2007 the House of Representatives’ Committee on Oversight and Government Reform asked the largest providers of compensation consulting for information on their clients and project over the preceding five years.91 The Committee’s report reached the following conclusions:


	Compensation consultant conflicts of interest are pervasive. In 2006, at least 113 of the Fortune 250 companies received executive pay advice from consultants that were providing other services to the company.

	The fees earned by compensation consultants for providing other services often far exceed those earned for advising on executive compensation. In 2006, the consultants providing both executive compensation advice and other services to Fortune 250 companies were paid almost 11 times more for providing other services than they were paid 679for providing executive compensation advice. On average, the companies paid these consultants over $2.3 million for other services and less than $220,000 for executive compensation advice.

	Some compensation consultants received over $10 million in 2006 to provide other services. One Fortune 250 company paid a compensation consultant over $11 million for other services in 2006, over 70 times more than the company paid the consultant for executive compensation services. Another Fortune 250 company also paid a compensation consultant over $11 million for other services, over 50 times more than it paid the consultant for executive compensation services.

	Many Fortune 250 companies do not disclose their compensation consultants’ conflicts of interest. In 2006, over two-thirds of the Fortune 250 companies that hired compensation consultants with conflicts of interest did not disclose the conflicts in their SEC filings. In 30 instances, the companies informed shareholders that the compensation consultants were “independent” when in fact they were being paid to provide other services to the company.

	There appears to be a correlation between the extent of a consultant’s conflict of interest and the level of CEO pay. In 2006, the median CEO salary of the Fortune 250 companies that hired compensation consultants with the largest conflicts of interest was 67% higher than the median CEO salary of the companies that did not use conflicted consultants. Over the period between 2002 and 2006, the Fortune 250 companies that hired compensation consultants with the largest conflicts increased CEO pay over twice as fast as the companies that did not use conflicted consultants.92



The Committee also noted evidence that, in violation of Regulation S-K, “in 2006, almost 100 Fortune 250 companies used executive compensation consultants that they did not disclose.”93


6.01(C)(2)(a)–Disclosure of Possible Conflicts of Interest (2009)

In late 2009 the SEC required that if a compensation consultant — whether retained by the board or compensation committee, or (in the absence of any board-or committee-engaged consultant) by management — had provided additional services in an amount over $120,000 to the company or its affiliates in the previous fiscal year, the company must identify the consultant and disclose: the nature and scope of 680its work, and the instructions given to it by the company; whether the consultant was retained by the compensation committee or another person; the amount charged for advice on “determining or recommending the amount or form of executive and director compensation”; the amount charged for (but not the nature of) the other services it rendered to the company; and, if the board or committee had retained the consultant for compensation advice, whether management had retained, or had recommended the retention of, the consultant for the other services, and whether the compensation committee or the board had approved that retention.94



6.01(C)(2)(b)–Independence of Committee and Consultants (2012)

In June 2012 the Commission adopted a final rule, and amendments to its proxy disclosure rules, to implement a Dodd-Frank Act provision under which the SEC was to direct national securities exchanges to establish listing standards that: required every member of the company’s compensation committee (or other board committee, or members of the board, performing the functions of a compensation committee) to be an independent director; clarified the nature of a director’s “independence”; and provided for the independence of the committee and of the compensation consultants.95

The SEC mandated that the national securities exchanges furnish to it within 90 days, for approval within a year of the Rule’s effective date, proposed rules of this type. It did not define “independence” for these purposes, but indicated that in their formulations of this status the exchanges should consider factors including “[t] he source of compensation of a member of the board of directors of an issuer, including any consulting, advisory or other compensatory fee paid by the issuer to such member of the board of directors” and “[w]hether a member of the board of directors of an issuer is affiliated with the issuer, a subsidiary of the issuer or an affiliate of a subsidiary of the issuer.”96

The compensation committee must, under exchange rules, have sole discretion to retain advisers such as compensation consultants and independent legal counsel, and be directly responsible for appointing, compensating, and overseeing them; yet the committee is not required to follow their advice or recommendations.97

In selecting such consultants and counsel (but not with regard to the company’s in-house counsel), the compensation committee must consider, in addition to any other factors specified by the relevant securities exchange’s listing standards: 681(1) the other services provided to the company by the person that employs the adviser; (2) the percentage of the employer’s total revenue that is derived from the issuer; (3) the employer’s conflict-of-interest policies and procedures; (4) “[a]ny business or personal relationship of the . . . adviser with a member of the compensation committee”; (5) any stock of the company owned by the adviser; and (6) “[a]ny business or personal relationship of the . . . adviser or the person employing the adviser with an executive officer of the issuer.”98

Finally, the disclosures required by the SEC’s 2009 rule are expanded to include, with regard to any identified compensation consultant “whose work has raised any conflict of interest, [disclosure of] the nature of the conflict and how the conflict is being addressed.”99

The NYSE’s and Nasdaq’s final versions of proposals to conform their listing standards accordingly were approved by the SEC in January 2013.100

A sample charter for a compensation committee is included in the Online Supplement to this book.

QUESTIONS–6.01(C)(2)

1. The Delaware Court of Chancery noted with disapproval in one situation that “the committee did not select its own independent compensation consultant,” but that instead, it had been directed by the board to retain a specific consulting firm. The committee was apparently unaware that the consultant had previously reviewed and approved the stock option arrangement under consideration, at the invitation of the company’s general counsel — himself a potential beneficiary of that arrangement.101

How should the compensation committee select a compensation consultant?

2. What standards of independence should the committee insist on when choosing a compensation consultant? In particular, what type, dollar value, or proportion (of the corporation’s consulting expenses, or of the consultant’s income?) of previous or current work provided to the corporation should disqualify a consultant from retention by the committee?102 How can the committee rely on the consultant to report accurately the proportion of its revenues that are derived from the company?
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3. What restrictions should the compensation committee impose on its consultant with regard to future work that the consultant may undertake for the corporation’s management? For instance, would it be appropriate to require the consultant to agree not to work for management for a period of three years after it finishes working for the committee?

4. Should the committee require that the consultant agree not to buy or sell stock in the corporation during the period of its work for the corporation (and perhaps for a specified time thereafter)? Alternatively, is it ever appropriate — or advisable — for the committee to arrange that the consultant will be compensated by company stock rather than by cash?

5. Compensation consultants may claim that their expertise includes a detailed understanding of compensation forms, structures, and amounts at many different firms. What restrictions should a corporation put on the subsequent use by consultants of data that the consultants gather from the corporation in the course of advising the board or committee?

6. Should it make any difference to a corporation considering the retention or recommendations of a particular compensation consultant that that individual or firm has also been retained, for compensation advice or other services, by one or more companies that it identifies (or is likely to identify) as being in the corporation’s peer group for purposes of comparing performance and/or compensation? Should the corporation require the consultant to disclose such representations and identify the “peer group” companies that it represents?

7. Under what circumstances should the compensation committee retain one or more additional compensation consultants to provide their own opinions and analyses of issues that the committee has already asked its primary consultant to examine?103

8. Under what circumstances might it be appropriate for the board as a whole to retain a compensation consultant, separate from the one engaged by the compensation committee?

9. Graef Crystal has proposed that


[s]ince the [compensation] consultant to the committee can be expected to give unpopular advice from time to time, he needs to have some protection himself. That could come in the form of requiring the company to make a disclosure in its proxy statement if it fires the committee’s consultant, and to indicate the reasons therefor. Moreover, the discharged consultant also should be permitted to offer his own defense in the same proxy statement. That same sort of protection is afforded to a company’s auditors. . . .104



Is this appropriate?
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10. One longtime board member has observed that


[t]he complex, even arcane, character of many executive compensation programs, with their mix of base salaries, annual bonuses, long-term incentive grants, and equity features (including stock options, “performance units,” and restricted stock), make it devilishly difficult to describe levels of total compensation and rates of increase in any readily comprehensible manner.105



Does the increased transparency of the compensation process — and in particular the expanded disclosures, tables, and total compensation entry that publicly traded corporations must now make in the Compensation Disclosure and Analysis sections (discussed below) of their proxy statements — diminish the role of the compensation consultant by allowing board and compensation committee members to determine more easily (a) the true amounts and elements of compensation of their own company’s senior executives (previously, sometimes prepared internally in the form of “tally sheets”)106 and/or (b) the amounts and elements of compensation awarded to senior executives of other corporations?





6.01(D)–Satisfying the Committee’s Fiduciary Duties


6.01(D)(1)–Duty of Care: Compensation Reasonable, Not Wasteful

As discussed in Chapter 2,107 a corporate transaction on its face violates the board’s duty of due care (and possibly also its duties of loyalty and good faith) if it constitutes waste — that is, if it is “so one-sided that no business person of ordinary, sound judgment could conclude that the corporation has received adequate consideration,”108 and is “an unconscionable case where directors irrationally squander or give 684away corporate assets.”109 Indeed, “there are only two ways for a waste claim to survive a motion to dismiss: the Complaint alleges facts showing the corporation received no consideration, or that a transfer of corporate assets served no corporate purpose.”110

For example, the Delaware Supreme Court found that a Walt Disney Company shareholder’s complaint about the severance compensation of president Michael Ovitz (considered also in Section 2.02(C)(2)) “fails on its face to meet the waste test because it does not allege with particularity facts tending to show that no reasonable business person would have made the decision that the [board] made under these circumstances.”111 Moreover, if “there is any substantial consideration received by the corporation, and there is a good faith judgment that in the circumstances the 685transaction is worthwhile, there should be no finding of waste, even if the fact finder would conclude ex post that the transaction was unreasonably risky.”112

Two commentators concluded that


the Disney case suggests only that courts may be willing to hear suits against directors who lack a paper record showing even a minimal level of deliberation and seriousness. As long as the compensation committee receives relevant materials and spends some time examining them, however, courts have not shown any indication of abandoning their long-standing (and understandable) reluctance to constrain directors’ discretion in shaping compensation packages.113



Indeed, in 2012 Delaware’s Court of Chancery rejected a Hewlett-Packard shareholder’s claim that the board had wasted corporate assets in awarding former CEO Mark Hurd — who had departed in the midst of a board-commissioned investigation into allegations of sexual harassment brought against him by a company contractor — a severance package worth approximately $40 million. The company had received as consideration Hurd’s release of any claims against the company, which, if litigated, would have imposed on the company — even if it had prevailed — “considerable costs of time, resources, and negative publicity.”114

The company had also obtained, as part of the severance arrangement, Hurd’s agreements concerning confidentiality, non-disparagement, and cooperation with succession and transition matters.115 In addition, because the company had not “suffered significant losses” under Hurd’s leadership, “at least some portion of Hurd’s severance could represent ‘reasonable’ compensation for his successful past performance”;116 moreover, its denial “could have undermined [the search committee’s] efforts to attract outside executive talent” to replace Hurd.117
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Finally, the court suggested that the payment had persuaded the two directors who had allegedly initially opposed terminating Hurd, and that “the resulting unanimity may have been valuable to HP from an investor-relations standpoint” in the midst of its crisis.118

To the disappointment of shareholder plaintiffs, reasonableness itself is a flexible and fact-sensitive standard. Dismissing a shareholder’s allegations that Goldman Sachs paid its employees two to six times as much as their counterparts at competing firms earned, Delaware’s Court of Chancery held that


[a] broad assertion that Goldman’s board devoted more resources to compensation than did other firms, standing alone, is not a particularized factual allegation creating a reasonable doubt that Goldman’s compensation levels were the product of a valid business judgment. . . .

. . . Even if I were to conclude that a hedge fund or shareholder fund would be an appropriate yardstick with which to measure Goldman’s compensation package and “even though the amounts paid to defendants exceeded the industry average,” I fail to see a “shocking disparity” between the percentages that would render them “legally excessive.”119



In 2009, the Seventh Circuit reversed the United States Tax Court’s ruling that a CEO’s compensation for a given year was excessive, and thus could not be entirely deducted by the corporation from its taxable income as a “reasonable allowance for salaries or other compensation for personal services actually rendered.”120 The Court of Appeals held that


[t]he Treasury regulation defines a “reasonable” salary as the amount that “would ordinarily be paid for like services by like enterprises under like circumstances,”§1.162-7(b)(3), but that is not an operational standard. No two enterprises are alike and no two chief executive officers are alike, and anyway the comparison should be between the total compensation package of the CEOs being compared, and that requires consideration of deferred compensation, including severance packages, the amount of risk in the executives’ compensation, and perks.

Courts have attempted to operationalize the Treasury’s standard by considering multiple factors that relate to optimal compensation. . . . We reviewed a number of these attempts in Exacto Spring Corp. v. Commissioner, 196 F.3d 833 (7th Cir. 1999), and concluded that they were too vague, and too difficult to operationalize, to be of much utility. Multifactor tests with no weight assigned to any factor are bad enough from the standpoint of providing an objective basis for a judicial decision. . . . [M]ultifactor tests when none of the factors is concrete are worse, and that is the character of most of the multifactor tests of executive compensation. They include such semantic vapors as “the type and extent of the services 687rendered,” “the scarcity of qualified employees,” “the qualifications . . . of the employee,” his “contributions to the business venture, and “the peculiar characteristics of the employer’s business.”

All businesses are different, all CEOs are different, and all compensation packages for CEOs are different. . . .

Comparison with the compensation of executives of other companies can be helpful if — but it is a big if — the comparison takes into account the details of the compensation package of each of the compared executives, and not just the bottom-line salary. . . .121

The main focus of the Tax Court’s decision was . . . on whether Menard’s compensation exceeded that of comparable CEOs in 1998 — that is, whether it was objectively excessive, and hence (in part) functionally if not intentionally a dividend rather than a bonus.

The CEO of Home Depot was paid that year only $2.8 million, though it is a much larger company than Menards; and the CEO of Lowe’s, also a larger company, was paid $6.1 million. But salary is just the beginning of a meaningful comparison because it is only one element of a compensation structure. Of particular importance to this case is the amount of risk in the compensation structure. . . .

. . . A risky compensation structure implies that the executive’s salary is likely to vary substantially from year to year — high when the company has a good year, low when it has a bad one. Mr. Menard’s average annual income may thus have been considerably less than $20 million — a possibility the Tax Court ignored. Had the corporation lost money in 1998, Menard’s total compensation would have been only $157,000 — less than the salary of a federal judge — even if the loss had not been his fault. The [company’s] bonus plan was in effect for a quarter century before the IRS pounced; was it just waiting for Menard to have such a great year that the IRS would have a great-looking case?

Nor did the Tax Court consider the severance packages, retirement plans, or perks of the CEOs with whom it compared Menard . . . even though such extras can make an enormous difference to an executive’s compensation. . . .

[W]ith regard to responsibilities there is incomplete information about the compensation paid other senior management of Menards besides Mr. Menard himself, and no information about the compensation paid the senior managements of Home Depot or Lowe’s other than those companies’ CEOs. The relevance of such information is that it might show that Menard was doing work that in other companies is delegated to staff, or conversely that the staff was doing all the work and Menard was, in substance though not in form, clipping coupons. The former inference is far more likely, given the undisputed evidence of Menard’s workaholic, micromanaging ways and the fact that Menards’ board of directors is a tiny dependency of Mr. Menard. He does the work that in publicly held companies like Home Depot or Lowe’s is done by boards that have more than 688two directors besides the CEO. Of course they are larger companies — Home Depot’s revenues were seven times as great as Menards’ in 1998 — so we would expect them to have more staff. But we are given no information on how much more staff they had.122



By contrast, seven years later the Delaware Court of Chancery held that another plaintiff’s action could at least survive a motion to dismiss:


Although the test for waste is stringent, I believe that Sample has pled facts supporting a pleading-stage inference of waste. Claims of waste are sometimes misunderstood as being founded on something other than a breach of fiduciary duty. Conceived more realistically, the doctrine of waste is a residual protection for stockholders that polices the outer boundaries of the broad field of discretion afforded directors by the business judgment rule. The wording of the test implies as much, as it condemns as wasteful a transaction that is on [its?] terms so disparate that no reasonable person acting in good faith could conclude the transaction was in the corporation’s best interest. When pled facts support an inference of waste, judicial nostrils smell something fishy and full discovery into the background of the transaction is permitted. In the end, most transactions that actually involve waste are almost [always] found to have been inspired by some form of conflicting self-interest. The doctrine of waste, however, allows a plaintiff to pass go at the complaint stage even when the motivations for a transaction are unclear by pointing to economic terms so one-sided as to create an inference that no person acting in a good faith pursuit of the corporation’s interests could have approved the terms.

Here, plaintiff Sample has met his burden. Despite the directors’ view that the grants to the Insider Majority were mundane, I cannot rule out waste. Even in an era when many scholars believe that compensation committees perhaps misunderstand the pertinence of Santa Claus to their work, the grants to the Insider Majority are extraordinary. For a tenth of a penny per share — or some $200 in total — three existing executives got immediate control of nearly a third of a company’s voting power, its dividend flow, and its value in the event of any sale. On top of that, the executives got their taxes paid for them by the company, which had to go into debt in order to bestow that beneficence. In exchange, the company got the three executives to stay without any indication that the three had offers to go elsewhere. After full examination, it might be concluded that these grants were not wasteful. But that examination must be made, at earliest, after discovery is completed.123
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6.01(D)(2)–Duty of Loyalty/Good Faith: “Entire Fairness” of Compensation Decision

The Delaware Court of Chancery has indicated that


[t]o maintain . . . a claim [for excessive compensation], plaintiffs must show either that the board or committee that approved the compensation lacked independence (in which case the burden shifts to the defendant director to show that the compensation was objectively reasonable), or to plead facts sufficient to show that the board or committee lacked good faith in making the award. Assuming that this standard is met, plaintiffs need only allege some specific facts suggesting unfairness in the transaction in order to shift the burden of proof to defendants to show that the transaction was entirely [i.e., both substantively and procedurally] fair.124



In Calma v. Templeton,125 the court held that the business judgment standard did not apply when “the Compensation Committee approved their own compensation and that of the other non-employee directors” in a plan involving grants of restricted stock units.

Nor, despite the approval of the arrangement by “a majority of [the company’s] disinterested stockholders in informed and uncoerced votes,”126 did the waste 690standard apply,127 because the equity incentive plan did not “specify any amounts (or director-specific ceilings) of equity compensation that . . . directors would or could receive independent of the generic annual limit applicable to all the varied classes of [the plan’s] beneficiaries.”128 Thus, the defendants carried the burden of establishing the entire fairness of the plan.129



6.01(D)(2)(a)–Decisions Concerning Excessive Bonuses

Under this “entire fairness” standard, the court affirmed a judgment against a former chairman and CEO for disgorgement of an excessive bonus, on the grounds that


[t]he trial record leaves no doubt that the decision to pay cash bonuses was ill-advised and was not entirely fair to the company. The process pursued by the directors was deeply flawed with self-interest and no way substituted for arm’s-length bargaining. It was also improperly dominated by [the defendant], who was the recipient of the largest portion of the money. Thus, there is nothing about the process that supports the fairness of the result. There is also little evidence to support the conclusion that, 691independent of the process, the price terms were somehow fair to the company. On the contrary, while the evidence suggests that some amount of bonus to the executives and employees might have been justified by past practices of the company, the extravagant payments actually made cannot be adjudged fair by any rational measure.130

. . .

A review of the compensation committee meeting minutes confirms the court’s conclusion from the other evidence that the process the committee followed was one designed simply to justify a predetermined outcome dictated by [the defendant] and [the company’s] management. The committee did not examine afresh the question of whether any bonus arrangement was appropriate and, if so, how much and what form of bonus to avoid. This can be seen in the April 2 meeting minutes where the committee began their consideration by discussing “[t] he question of what rationale is appropriate to support the award. . . .” The other minutes are replete with suggestions by [one of the committee members], in particular, of possible explanations both for awarding sizeable bonuses and for paying a large portion of any award to [the defendant]. . . .

Considering all of the evidence, the court must conclude that [the defendant] has failed to show the fairness of the price terms of the bonus grants. The price terms obviously cannot be justified by reference to any reliable market. Nor is there proof in the record of substantial comparable transactions to which the court might look to find support for the payment of bonuses of this size. Moreover, although the award of bonuses was certainly a discretionary action, as opposed to one required by contract or statute, it can hardly be said that the board’s decision was the result of a limited or narrow exercise of its powers. Indeed, the record at trial did nothing to dispel the impression that the amount of the bonuses paid was grossly excessive.131



Similarly, in finding that directors who awarded themselves excessive bonuses had breached their fiduciary duty, and in ordering them to disgorge these amounts, the court focused on the unfairness of the process.


The circumstances of the Benchmark Bonuses give rise to suspicion about their fairness. Eleven days after [plaintiff] Gene submitted his letter of retirement and resignation[,]  . . . the Benchmark board approved the Benchmark Bonuses. [Defendant] Francis initiated the process just days after Gene’s notice of retirement. He approached [defendant] Richard before the December 20, 2005 board meeting and proposed making the bonuses. The brothers discussed the concept for fifteen minutes, and 692consulted no one else. Francis and Richard concede that they knew any bonus would decrease the net book value of Benchmark, consequently decreasing the value of the shares they contemporaneously were trying to force Gene to sell back.

The size of the bonuses, given their historical context, also raises questions. Before the December 20, 2005 meeting, the Benchmark board had not approved bonuses near the magnitude of $1.3 million. While the record is imperfect, it suggests Benchmark paid no bonuses from 1996 through 1998. From 1999 through 2004, Benchmark’s bonuses as a percentage of adjusted income hovered between 3.30% and 3.36%. In contrast, the challenged 2005 bonuses constituted 22.28% of adjusted income. Additionally, 2005 marked the first time [another defendant director] received a bonus beyond the performance-based compensation set forth in his Employment Agreement.

I do not find credible Defendants’ argument that the board approved the Benchmark Bonuses as a reward for a good year in 2005 or to reduce retained earnings in the event of a lawsuit. Regarding the reward for a good year, Benchmark had a better year in 2004 than 2005, and the bonuses in 2004 were still only 3.36% of adjusted income. . . .

[M]ore than anything else, the bonuses represented a knee-jerk reaction to Gene’s precipitous retirement, which Francis and Richard considered a betrayal.

To summarize, the Benchmark Bonuses were the product of an unfair process. The record indicates no coherent, credible reason for the bonuses other than in reaction to Gene’s retirement. Additionally, there was no notice, meaningful deliberation, or independent advice or research before the board’s action. In fact, as to the Management Group Bonus, [the other defendant director] had no clear idea what he was approving. In addition, the price was also unfair. There was no historical precedent for the size of the bonus. For example, Gene, who worked for [an affiliated company] through nearly all of 2005, received nothing. Finally, I do not find [the defendants’] expert testimony persuasive. . . . Therefore, I conclude [that the defendants] failed to demonstrate the Benchmark Bonuses were entirely fair and breached their fiduciary duty of loyalty to Benchmark when they approved them.

When a transaction does not meet the entire fairness standard, the Court of Chancery may fashion any form of equitable and monetary relief as may be appropriate. Disgorgement is one such form of relief. In this case, [the defendants] have no right to retain any of the Benchmark Bonuses. Therefore, I order [the defendants] to disgorge those bonuses and return the amounts they received with interest, to Benchmark. I also will order those Defendants to reimburse [the plaintiff] for the reasonable attorneys’ fees and costs he incurred in prosecuting the Benchmark Bonuses claim.132
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6.01(D)(2)(b)–Decisions Concerning Backdated or Spring-Loaded Options

In March 2006, a front-page Wall Street Journal article named several companies whose “wildly improbable option-grant patterns” suggested that the effective dates of the options had been retroactively changed to allow executives to purchase company stock at huge discounts. The authors indicated that the SEC was investigating “about a dozen” companies to determine if they had engaged in such activity.133 According to the article,


[s]tock options give recipients a right to buy company stock at a set price, called the exercise price or strike price. The right usually doesn’t vest for a year or more, but then it continues for several years. The exercise price is usually the stock’s 4 p.m. price on the date of the grant, an average of the day’s high and low, or the 4 p.m. price the day before. . . .

Which day’s price the options carry makes a big difference. Suppose an executive gets 100,000 options on a day when the stock is at $30. Exercising them after it has reached $50 would bring a profit of $20 times 100,000, or $2 million. But if the grant date was a month later and the stock was then at, say, $20, the options would bring in an extra $1 million.

[Not only would backdating stock options reduce an employee’s incentive to work for the company’s — and other shareholders’ — benefit, but][g] ranting an option at a price below the current market value, while not illegal in itself, could result in false disclosure. That’s because companies grant their options under a shareholder-approved “option plan” on file with the SEC. The plans typically say options will carry the stock price of the day the company awards them or the day before. If it turns out they carry some other price, the company could be in violation of its options plan, and potentially vulnerable to an allegation of securities fraud.

It could even face accounting issues. Options priced below the stock’s fair market value when they’re awarded bring the recipient an instant paper gain. Under accounting rules, that’s equivalent to extra pay and thus is a cost to the company. A company that failed to include such a cost in its books may have overstated its profits, and might need to restate past financial results.134



In December 2007, the Delaware Court of Chancery cited this article in the first sentence of an opinion that allowed several shareholder derivative causes of action to proceed against the board of Maxim Integrated Products, which had allegedly 694backdated option grants to John Gifford — the company’s founder, board chairman, and CEO — under a stock option plan approved by shareholders.


. . . Where the board has not yet made a decision, demand is excused when the complaint contains particularized facts creating a reason to doubt that a majority of the directors would have been independent and disinterested when considering the demand. Directors who are sued have a disabling interest for pre-suit demand purposes when “the potential for liability is not a mere threat but instead may rise to a substantial likelihood.” [citing In re Baxter Int’l, Inc. Shareholders Litig., 654 A.2d 1268, 1269 (Del.Ch. 1995)]

A director who approves the backdating of options faces at the very least a substantial likelihood of liability, if only because it is difficult to conceive of a context in which a director may simultaneously lie to his shareholders (regarding his violations of a shareholder-approved plan, no less) and yet satisfy his duty of loyalty. Backdating options qualifies as one of those “rare cases [in which] a transaction may be so egregious on its face that board approval cannot meet the test of business judgment, and a substantial likelihood of director liability therefore exists.”[citing Aronson v. Lewis, 473 A.2d 805, 815 (Del. 1984)] Plaintiff alleges that three members of a board [i.e., the members of the compensation committee] approved backdated options, and another board member accepted them. These are sufficient allegations to raise a reason to doubt the disinterestedness of the current board and to suggest that they are incapable of impartially considering demand. . . .

Based on the allegations of the complaint, and all reasonable inferences drawn therefrom, I am convinced that the intentional violation of a shareholder approved stock option plan, coupled with fraudulent disclosures regarding the directors’ purported compliance with that plan, constitute conduct that is disloyal to the corporation and is therefore an act in bad faith. Plaintiffs allege the following conduct: Maxim’s directors affirmatively represented to Maxim’s shareholders that the exercise price of any option grant would be no less than 100% of the fair value of the shares, measured by the market price of the shares on the date the option is granted. Maxim shareholders, possessing an absolute right to rely on those assurances when determining whether to approve the plans, in fact relied upon those representations and approved the plans. Thereafter, Maxim’s directors are alleged to have deliberately attempted to circumvent their duty to price the shares at no less than market value on the option grant dates by surreptitiously changing the dates on which the options were granted. To make matters worse, the directors allegedly failed to disclose this conduct to their shareholders, instead making false representations regarding the option dates in many of their public disclosures.

I am unable to fathom a situation where the deliberate violation of a shareholder approved stock option plan and false disclosures, obviously intended to mislead shareholders into thinking that the directors complied honestly with the shareholder-approved option plan, is anything but 695an act of bad faith. It certainly cannot be said to amount to faithful and devoted conduct of a loyal fiduciary. Well-pleaded allegations of such conduct are sufficient, in my opinion, to rebut the business judgment rule and to survive a motion to dismiss.135



Shortly thereafter, the court held that a plaintiff could satisfy the pleading requirement of showing that directors acted disloyally and in bad faith (and thus that they should not be protected by the business judgment rule from liability for these actions) by demonstrating that the directors had knowingly circumvented shareholder-approved restrictions on the pricing of options when they used material but not-yet-public information to issue “spring-loaded” options (for shares that would become more valuable very quickly).


Of course, it is conceivable that a director might show that shareholders have expressly empowered the board of directors (or relevant committee) to use backdating, spring-loading, or bullet-dodging as part of employee compensation, and that such actions would not otherwise violate applicable law. But defendants make no such assertion here.136



One article has proposed that to defeat attempts to manipulate stock option plans, the SEC should “institute a new rule that automatically requires daily allocation of executive option grants,” so that companies would have to “spread these options [evenly] through the course of the entire year,” possibly “us[ing] the average stock price over the entire year . . . as the exercise price for all these options.”137






6.02–COMPENSATION CONTRACTS AND COMPONENTS


6.02(A)–Do Officers and Directors Need Contracts?

By one account,


[t]he proliferation of C.E.O. contracts was no accident. They originated in the 1980’s and ’90s, as a reaction to earlier efforts to rein in pay. After Enron, the Sarbanes-Oxley Act tried to codify C.E.O. responsibilities by, for instance, forcing them to sign off on company accounts. Corporate bosses responded by quietly demanding individual contracts, which, in many cases, were drawn up by their own lawyers and accepted by their boards with no outside review.138
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A variety of commentators have recommended that corporations not offer contracts to executives as part of their employment arrangements. For instance, one (2016) version of CalPERS’ governance principles suggested that “[c]ompanies should only provide employment contracts to executives in limited circumstances, such as to provide modest, short-term [i.e., not to exceed three years] employment security to a newly hired or recently promoted executive.”139

Similarly, a commission constituted by the National Association of Corporate Directors advised that “[w] hen an executive requests an employment agreement, [compensation] committee members should determine whether one is truly necessary.”140 Indeed, one study in 2008 concluded that


[d]espite the complexity of these arrangements, many public companies, including some of the largest, choose not to put the terms in writing. In the year 2000, less than half of the firms in the S&P 500 had a comprehensive written (or explicit) employment agreement (EA) with their CEOs.141



However, where the CEO was new to the company, and/or where the company faced significant uncertainty, a written agreement of employment was more likely to be made.142

QUESTIONS–6.02(A)

1. Although the terms of an executive’s employment may be distributed among a variety of different arrangements — such as “severance (or termination) agreements, change-in-control agreements, consulting agreements, . . . non-competition agreements,”143 and compensation agreements — do they really amount collectively to the equivalent of a traditional unitary employment contract? If not, does the difference generally benefit the executive rather than the corporation?

2. Are there any particular provisions, whether related to compensation or otherwise, that an executive would desire to include explicitly in an employment contract or separate agreement to prevent herself from being bound by the corporation’s ethics and other internal policies, the default provisions of the 697corporation’s articles of incorporation and bylaws, and/or the default positions of the relevant state and federal laws and regulations?

3. Is it in a corporation’s interest, and/or a director’s interest, for these parties to execute any agreement other than a compensation agreement with respect to the director’s service, especially if the corporation has developed (and made available internally) conduct codes and other policies concerning activities of its officers, directors, and staff? Does it make a difference that, unlike an officer, an outside director is not technically an employee of the corporation? (Note that, unlike executive employment/compensation agreements, general contracts for the retention of outside directors are not commonly available in collections of corporate forms, or in SEC filings.)

4. Should the charter of the compensation committee indicate that the committee is charged with negotiating the compensation arrangements for specific positions (such as senior executives)? How and when should the committee become involved in the negotiating process, and how in that context should it interact with the board, board counsel, the nominating committee (and perhaps that committee’s counsel), current senior officers, and the candidate (and her counsel)?

5. In the wake of suggestions in 2008 that the federal government prevent financial institutions that had accepted federal “bailout” funds from paying bonuses accrued by senior executives, does it help, or hurt, such an executive’s argument that she is contractually entitled to those funds, if she has no employment contract but only a compensation agreement?

6. To preempt future arguments on the part of executives, should companies incorporate into new compensation and/or employment agreements, and revise existing agreements to include, a provision that any compensation arrangements contained therein are made subject to the contingency that the corporation might under some circumstances be prohibited by state and/or federal authorities from distributing accrued compensation?

7. One commentator has contended that


[s]tock-based pay arrangements are made pursuant to corporation-manager contracts. They are contracts like any other and should be rescinded when unconscionable — whether or not they amount to waste under corporate law. That a board approved the contract should not be dispositive — nor should a shareholder vote.144



Do you agree? If so, should this approach be applied as well to arrangements — such as cash bonuses of amounts specified in advance, or a percentage of the profits of the corporation over a given period — that do not involve stock grants, stock options, or payment levels keyed to the performance of the company’s stock?
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6.02(B)–Elements of Compensation Policies

This section briefly examines some of the more controversial components of compensation arrangements, and highlights some of the issues surrounding them.


6.02(B)(1)–The Appropriate Balance of Cash and Stock


6.02(B)(1)(a)–For Officers

Compensation plans for officers typically emphasize the use of stock or stock options to align management’s long-term interests with those of shareholders. In addition,


about three-quarters of Fortune 250 companies surveyed in 2006 had executive stock-ownership guidelines. Typically, the guidelines require or strongly encourage chief executives and other senior managers to invest between one and 10 times their annual base salary in their company’s stock, within three to five years of employment. Others establish a fixed number of shares or a dollar amount as the target. . . .

[Almost a third of those companies] require executives to hold all or a portion of the shares acquired in any stock awards or from the exercise of stock options until they reach required stock-ownership levels — or at least for a specified period beyond the exercise or vesting date of the shares. Some companies require cash incentive payments such as annual bonuses to be dedicated to buying company shares until the target is met.145
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Under NYSE and Nasdaq listing requirements, the creation or material amendment of equity compensation plans is not effective without shareholder approval.146

QUESTIONS–6.02(B)(1)(a)

1. What are the relative advantages and disadvantages to corporations of providing some portion of an executive’s compensation

(1a) not in actual shares but instead in the form of “stock appreciation rights” — that is, the cash value of any increase in the market value (beyond their value on a specified date) of a specified number of the corporation’s shares?

(1b) not in actual shares but instead in the form of “phantom stock” — that is, the cash value of a specified number of the corporation’s shares on a specified date?

(1c) in the form of “restricted stock,” in which the officer’s ownership “vests” only after a specified period of service to the corporation, and/or to the satisfaction of certain performance requirements?147

(1d) in corporate debt, such as a pension or deferred cash?148

2. Should the SEC require, as money management firm Wintergreen Advisers has suggested, disclosure in annual proxy statements of “both the dilution that [a company’s] executive stock grants represent and the cost of the [stock] buybacks conducted to offset it”149?
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6.02(B)(1)(b)–For Directors

How should a corporation compensate its outside directors? How, if at all,150 should it compensate its inside directors for their directorial (rather than their executive) services?

Some commentators recommend payment solely in the form of common stock, especially if each director can be provided “with a block large enough to induce active monitoring.”151 Others have suggested payment in a mixture of cash and common stock,152 or of restricted stock, which “provide[s] remuneration to directors even if the stock price does not increase, but members receive more compensation if the stock price does in fact increase, thereby balancing the pay for oversight and pay for performance perspectives.”153 Yet, if the public-relations aspect of directors’ owning shares, and the ability for directors to vote as shareholders, are not important, others prefer to motivate directors through “phantom ownership . . . since directors basically stand to gain — or lose — the same amount of money as they would have with actual shares of stock.”154
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QUESTIONS–6.02(B)(1)(b)

1. Should the cash component, if any, of a director’s compensation vary with the director’s responsibilities (such as membership on or chairmanship of a particularly demanding committee)?

2. Should directors be required to own a certain amount and/or value of company stock?155 If so, how should the board determine the appropriate number of shares, and the length of time (if any) that the director is required to hold them? What should be the penalties to the director for failing to comply with such requirements?

3. Are stock options an appropriate form of compensation for directors?

4. Should any of a director’s compensation (other than perhaps the value of stock or stock options awarded) be based on the financial performance of the company?




6.02(B)(2)–Perquisites

The Council of Institutional Investors has taken the position that


[c]ompany perquisites blur the line between personal and business expenses. Executives, not companies, should be responsible for paying personal expenses — particularly those that average employees routinely shoulder, such as family and personal travel, financial planning, club memberships and other dues. The compensation committee should ensure that any perquisites are warranted and have a legitimate business purpose, and it should consider capping all perquisites at a de minimis level. Total perquisites should be described, disclosed, and valued.156



In 2006, the SEC expanded the disclosure requirements for “perquisites or other personal benefits”: because the previous policy — which mandated disclosure if the total amount of such compensation was greater than both $50,000 and 10% of an individual’s annual salary and bonus — had “allow[ed] omission of too much information that investors may consider material,” the new threshold is a total amount of $10,000 or more in perquisites.157
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For SEC purposes, an item is not a “perquisite or other personal benefit[]” “if it is integrally and directly related to the performance of the executive’s duties”; even if it is not, it may still qualify as a perquisite or personal benefit “if it confers a direct or indirect benefit that has a personal aspect,” whether or not it is furnished to the employee for a business reason or the company’s convenience, unless it is “generally available on a non-discriminatory basis to all employees.”158 The category would thus include


Club memberships not used exclusively for business entertainment purposes, personal financial or tax advice, personal travel using vehicles owned or leased by the company, personal travel otherwise financed by the company, personal use of other property owned or leased by the company, housing and other living expenses[,]  . . . [and] security provided at a personal residence or during personal travel, commuting expenses (whether or not for the company’s convenience or benefit). . . .159



By some accounts, the new disclosure policy has caused corporations to be more reluctant to provide perquisites;160 and some of the benefits that have been 703disclosed, particularly the use of corporate jets,161 have proven of interest to reporters.162

However, some controversy persists over such perquisites and practices as:


	arrangements for so-called golden coffins, or death benefits, under which the corporation makes large payments to the heirs of an executive who dies in office. Shareholder advocates have condemned this practice as “the ultimate in pay that isn’t based on performance” or on executive retention.163

	“boosting the value of retirement plans for top executives by using a generous formula when converting a pension into a single lump-sum payment,” which “can increase the value of a CEO’s pension by 10% to 40%” but is not necessarily reflected in the company’s financial disclosures.164
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6.02(B)(3)–Clawbacks


6.02(B)(3) (a)–General

Executives intent on maximizing the performance-based contributions to their compensation total might willfully manipulate the company’s operations or financial results. The misstatement of earnings or other relevant measurements might also result from executives’ negligence in keeping the books. In either situation, a “clawback” provision would enable the company, once it restated its financial figures, to seek disgorgement by the executive of any excess compensation (such as bonuses) attributable to the misstatement.

Such “clawbacks” have been characterized as


in practice disruptive, divisive and difficult to pull off. In addition to a murky legal environment, the process is complicated by compensation contracts and insurance provisions. Most boards don’t try recovering the money. Those that do often get mired in years of litigation.165



Yet in early 2017, in the wake of a scandal involving its employees’ creation of millions of unrequested bank accounts and credit card accounts for its customers, Wells Fargo clawed back millions of dollars in compensation received by a number of its senior executives.166

QUESTIONS–6.02(B)(3)(a)

1. Should clawback provisions in executive compensation agreements or policies operate only if the misstatement of the firm’s performance occurred through willful misconduct? Through willful misconduct and/or 705negligence? Or through willful misconduct, negligence, and/or innocent mistake?167

2. Whichever standard of fault (or no-fault) triggers the clawback provision, should it operate against everyone who as a result of the misstatement received excessive compensation? Only against those who were at fault? Against those who were at fault and also those who supervised them?168

3. Can the board of directors legitimately argue that the answers to either or both of the questions above should not be specified in clawback provisions but that those provisions should explicitly (or implicitly) leave the decisions up to the board’s discretion on a case-by-case basis? Should the board enunciate an exclusive or non-exclusive list of factors that it will consider in making such a decision? Are this situation and process analogous to those by which boards determine whether to launch or support shareholder derivative lawsuits after shareholders allege executive misconduct?

4. Section 304 of the Sarbanes-Oxley Act of 2002169 requires the CEOs and CFOs of publicly traded companies to return incentive compensation (in cash or equity) and their profits on the sale of company stock if any of these were received within twelve months after the company publicly released financial information that it later had to restate due to misconduct that resulted in its material non-compliance with securities regulations. However, this provision “does not define ‘misconduct,’ creating an ambiguity about whether the CEO or CFO had to have participated in the misconduct in order to be subject to liability, and it does not otherwise specify whose misconduct is sufficient to trigger recoupment”; also, Section 304 appears not to be enforceable by shareholder or company lawsuits, but only by the SEC.170 As one commentator has observed,
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[f]rom the face of the statutory provision, it would appear that any misconduct, including that of an accountant or other professional who assisted in the preparation of financial reports, could potentially subject the CEO and CFO to liability. Section 304 does not expressly require as a condition of liability that the CEO and the CFO know of or be involved in the misconduct.171



In fact, the SEC’s first attempt “to recover money from an otherwise innocent CEO whose company restated earnings”172 led the court to hold that “Section 304 requires no personal misconduct by the CEO or CFO,”173 a conclusion upheld by the Ninth Circuit Court of Appeals in a separate case six years later.174

How should these considerations affect the board’s answers to the questions above?

5. Should clawbacks be left to the relevant state’s laws governing restitution, unjust enrichment, and equity?

In 2006, the Supreme Court of Alabama decided a high-profile case175 in just that fashion. Holding that the trial court had properly entered summary judgment in favor of a shareholder derivative lawsuit plaintiff against 707Richard M. Scrushy, the former CEO of HealthSouth, in the amount of $47.8 million (the cumulative amount of his 1997–2002 bonuses, plus prejudgment interest), the court


conclude[d] that under the law of either Delaware or Alabama, Scrushy was unjustly enriched by the payment of the bonuses, which were the result of the vast accounting fraud [including reporting positive net income when in fact the firm was suffering financial losses] perpetrated upon HealthSouth and its shareholders, and that equity and good conscience require restitution in the form of repayment of those bonuses. Even though for purposes of the judgment the parties stipulated that Scrushy did not participate in and is not responsible for any of the criminal activities that resulted in the falsification of the financial statements, the trial court noted in its judgment that Scrushy does not dispute that the financial information originally filed by HealthSouth was inaccurate and unreliable. As between Scrushy and HealthSouth, it would be unconscionable to allow Scrushy to retain millions of dollars awarded to him in the form of bonuses at the expense of the corporation he served as chief executive officer and its shareholders. . . .

Finally, Scrushy argues that the trial court erred in entering what he describes as an “inequitable order” requiring him to repay funds he never received. He argues that it was inequitable for the trial court to order him to repay the gross amount of the bonuses awarded rather than the net after-tax amount he received. Equitable principles of unjust enrichment, he argues, can require him to repay only the amount he “unjustly” received, and because he never “received” the portion of the bonuses allocated to taxes, he should not be compelled to return that portion of the bonuses.

We find no merit to this argument. Scrushy was credited with the gross amount, and HealthSouth was concomitantly deprived of the amount paid to Scrushy in bonuses, regardless of whether Scrushy paid a certain percentage of those funds in taxes. Whether Scrushy can obtain a refund of the taxes paid upon his restitution of the bonuses is a matter between Scrushy and the taxing authorities.





6.02(B)(3)(b)–Proposed Exchange-Imposed Clawback Requirements

Section 954 of the Dodd-Frank Act requires the SEC to adopt a rule directing national securities exchanges to require listed companies to create and implement policies providing for clawbacks from “any current or former executive officer of the issuer who received incentive-based compensation (including stock options awarded as compensation) during the 3-year period preceding the date on which the issuer is required to prepare an accounting restatement” because of the company’s “material noncompliance . . . with any financial reporting requirement under the securities laws.”176

708

By late August 2012, commentators had identified shortcomings in Dodd-Frank’s specifications: it “does not compel firms to recoup excess pay from executives unless a restatement is required,”177 and “does not appear to require firms to recoup excess pay arising from executives’ sale of company stock at prices inflated by errors in earnings or other metrics”; and it “applies against non-culpable employees, and it applies even if the erroneous award was not the product of anyone’s misconduct.”178 Indeed, in July 2012, SEC Commissioner Troy A. Paredes, addressing a governance conference, recognized that under Section 954


an executive who has worked diligently and honestly at a company that has robust financial controls and top-notch procedures and systems may nonetheless have to pay back a considerable portion of his or her compensation if the company has to restate because of an accounting error. I can understand why many might find this troubling.179




Moreover, if interpreted to deny companies discretion to enforce clawback policies, a rule implemented under Section 954 could encourage them to abandon incentive-based compensation arrangements. As Commissioner Paredes suggested,




[M]ight compensation arrangements be restructured so that executives end up receiving less incentive pay that could be clawed back but larger discretionary bonuses that are not explicitly linked to specific financial targets? To what extent should we expect executives to press for higher base pay to compensate them upfront for the risk that the incentive compensation they do receive may have to be forfeited in the future? How might a shift from incentive-based pay toward more guaranteed pay impact an executive’s incentives? Might issuers be discouraged from restating to avoid triggering the Section 954 clawback? The unintended consequences could be costly.180



In July 2015, the SEC proposed181 to create a Rule 10D-1 under the Securities Exchange Act of 1934: the stock exchanges’ listing standards would require182 companies to adopt, disclose, and comply with a written policy to pursue the recovery of excessive incentive-based executive compensation awarded as the result of a financial statement183 that had to be restated because of a material error. The 709recovery would apply to payments made during the three years before the company discovered or should have discovered the error (or, during the three years before a court or regulator ordered the restatement.)184

Notably, the SEC declined to specify what type of errors would be considered material in this context, “because materiality is a determination that must be analyzed in the context of particular facts and circumstances.”185 However, “incentive-based compensation” would be defined quite broadly, as “any compensation that is granted, earned or vested based wholly or in part upon the attainment of any financial reporting measure.”186

In addition, the rule would apply to all “executive officers,” including the president, CFO, controller, and also “any vice-president in charge of a principal business unit, division, or function, [as well as] any other officer [or person] who performs a policy-making function” for the company. “Although the compensation recovery [would] apply without regard to an executive officer’s responsibility for preparing the issuer’s financial statements, we believe that it is clearly appropriate for officers with an important role in financial reporting to be subject to the recovery policy.”187 Executives could not be indemnified by their companies for the amount of such recoveries.188

However, after documenting the company’s reasonable attempts to make such recovery a company’s compensation committee, or a majority of the independent directors, could abandon these efforts “to the extent that pursuit of recovery would be impracticable because it would impose undue costs on the [company] or its shareholders or would [in the written opinion of another country’s home counsel] violate home country law. . . .” As the Commission recognized, the new threat of no-fault liability could cause companies to increase executive compensation, at more cost to the company; and/or to reduce the proportion of executives’ compensation that is incentive-based, in favor of increased base salary and compensation tied to “operational metrics,” thereby weakening the alignment of executives’ and shareholders’ interests.189 Commentators suggested that “[t] he best case scenario is that the requirements will lead executives to spend large amounts of money ensuring technical compliance with the complex accounting rules,”190 and might lead to “lengthier [audits] which would delay the flow of information to investors and markets.”191

As of late 2021, the proposed Rule had not been adopted.

A sample Clawback (Recoupment of Unearned Compensation) Policy is included in the Online Supplement to this book.




6.02(B)(4)–Gross-Ups

“Gross-ups” are additional payments made to executives to reimburse them for the amount of the personal income taxes due on the remainder of their 710compensation, especially for severance payments (“golden parachutes”) or such benefits as personal use of the corporate airplane.192

According to some surveys conducted around 2005-2007, three out of four CEOs receive such benefits, even though “because combining federal, state and excise taxes usually put an executive in a 60 percent tax bracket, . . . [a] company would . . . have to spend $100,000 to cover $40,000 in taxes generated by a parachute payment.”193 Commentators at that time indicated that gross-ups were attractive forms of compensation because corporations were not required to identify those amounts to shareholders, but could instead combine them with other payments “lumped into a category called ‘other annual compensation’ in companies’ proxy statements. . . . The details are then relegated to densely-worded footnotes. Even there, some companies don’t disclose the exact amounts of gross-up payments.”194

However, the SEC’s 2006 revisions to the executive compensation disclosure rules require each gross-up payment to be included in the “All Other Compensation” column of a corporation’s compensation table195 and, if it exceeds $10,000, to be “separately identified and quantified in a footnote.”196 Moreover, the SEC’s 2011 rule mandating shareholder “say on pay” votes on golden parachutes (discussed in Section 6.04(B)(1)) led to increased attention to, and some companies’ abandonment of, the gross-up component of those arrangements.197



6.02(B)(5)–“Golden Hellos”

In the Disney decisions discussed in Sections 2.02(C)(2) and 2.02(D)(3), the Delaware Supreme Court found the company’s compensation arrangements for incoming president Michael Ovitz to have been justified, in part, because they satisfied his legitimate concerns about “the risk of leaving a very lucrative and secure position at [Creative Artists Agency], of which he was a controlling partner, to join a publicly held corporation to which [he] was a stranger, and that had a very different 711culture and an environment which prevented him from completely controlling his destiny.”198 Although Disney policy prohibited the compensation committee from acceding to Ovitz’s request for “an ‘up-front’ signing bonus,” of at least $50 million, the company “elected instead to compensate Ovitz at the ‘back end,’ by awarding him options that would be phased in over the five-year term” of his employment agreement.199

However, lucrative signing bonuses have been attacked for encouraging neither the performance nor the company’s long-term retention of the recipient.200



6.02(B)(6)–Severance Payments

Severance pay, awarded to an officer terminated without cause,201 has come under increased attack202 in the years since the Wall Street Journal could 712report, in 2006, that “it’s harder than ever to say goodbye to a CEO without a big check.”203

A number of corporations have adopted in their governance principles a requirement of shareholder approval for severance agreements that would provide an officer compensation in an amount greater than 2.99 times an officer’s current salary plus bonus,204 which is also the threshold beyond which “[t] he tax code . . . seeks to discourage excessive change-of-control payments to senior executives of target firms,”205 by making severance payments nondeductible to the corporation206 and by imposing on the recipients personally a 20 percent excise tax.207

QUESTION–6.02(B)(6)

The report of the corporate monitor for WorldCom, Inc. recommended that


The Company’s Articles of Incorporation should limit the maximum severance that can be paid to any employee absent a shareholder vote. Initially this limit should be $10 million in the case of the CEO, and $5 million for any other employee. If the board terminates an employee for poor performance, the maximum severance allowable should be not more than 50% of the amounts for termination for any other reason. These amounts should be adjusted every five years, but only upon prior approval by shareholders.208



Would this be a useful approach for other corporations to adopt?
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6.02(B)(7)–“Golden Parachute”/“Change-in-Control” Payments

CEOs and other officers leaving a firm in the wake of a merger or acquisition may be contractually eligible to receive a special form of compensation, which “assure[s them] that they will benefit from the long-term value of their work” even if the control of the firm changes hands.209 Although such a “golden parachute” may well cost the corporation more than $100 million,210 such payments theoretically make executives less likely to oppose acquisitions or takeovers of the corporation that would benefit shareholders but that might well cost the executives their own positions.211 To some shareholder advocates, such payments should be “double-triggered,” that is, “payable only: (a) after a control change takes place; and (b) if a covered executive’s job is terminated or downgraded because of the control change.”212

As discussed in Section 6.04(B)(1), the SEC requires companies to disclose to shareholders, and to conduct a non-binding vote of shareholders on, proposed golden parachute arrangements for executive officers of a corporation involved in a proposed acquisition, merger, or other “extraordinary transaction.” Commentators have linked this development to boards’ adoption of new policies limiting the cash portion of golden parachute compensation to a multiple of two or three times the average salary and bonus of the executive in question,213 but have noted that the stock-based elements of these arrangements might still be considered excessive.214
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6.02(B)(8)–Restrictions on Hedging and Pledging Shares

The Corporate Governance Guidelines of a number of companies, and the governance principles endorsed by TIAA,215 CalPERS,216 CalSTRS,217 and the Council of Institutional Investors218 oppose directors’ and officers’ hedging the stock that they hold in the company — that is, engaging in transactions that would limit or remove fluctuations in the holder’s interest in the shares, and that would thus weaken the alignment of the holder’s interest with the interests of the company’s other shareholders.219

As one company’s governance guidelines elaborate, such arrangements might also raise suspicions of insider trading:


Buying or selling options (puts or calls) on Genworth’s securities is, in effect, a bet on the short-term movement of the securities. If a director were to engage in such transactions, it could create the appearance that the director is trading based on inside information. Transactions in options may also focus the person’s attention on short-term performance at the expense of Genworth’s long-term objectives. Accordingly, directors may not engage in transactions in puts, calls or other derivatives relating to Genworth securities on an exchange or in any other organized market.

In addition, certain forms of hedging or monetization transactions, such as prepaid variable forward contracts, equity swaps, collars, forward sale contracts and exchange funds, would allow a director to lock in much of the value of his or her stock holdings, often in exchange for all or part of the potential for upside appreciation in the stock. These transactions allow the person to continue to own the covered securities but without the full risks and rewards of ownership. When that occurs, he or she may no longer 715have the same objectives as Genworth’s other shareholders. Therefore, directors may not engage in any such transactions.220



Other concerns about insider trading could arise upon the sale by a broker or lender of securities that had been pledged to them as collateral for a loan made by an officer or director, if that executive does not repay the loan. Although the SEC already requires the company to disclose shares pledged (and the identity of the pledgee) by named executive officers (CEO, CFO, and at least three other highest-compensated officers), directors, and director nominees,221 some companies simply prohibit the pledging of their stock by their executives.222



6.02(B)(9)–Key Employee Retention Plans (KERPs)

In 1995, in response to long-standing controversies over perceived excesses and abuses,223 the Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA) added to the Bankruptcy Code a new Section 503(c) to restrict the compensation that could be awarded to a director, officer,224 or other “insider”225 of the debtor corporation to induce him to remain with the firm.
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KERP programs are designed to induce executives to remain with the re-organizing firm through its re-organization or liquidation, contributing to the process their specialized knowledge and experience of the company’s operations, if not always their unique managerial wisdom. However, critics were outraged that the Bankruptcy Code allowed the management team not only to remain in office during the bankruptcy process but to extract bonuses at the ultimate expense of the companies’ creditors.

In approving many Key Employee Retention Plans, or KERPs, bankruptcy courts had formerly used the qualitative and fact-sensitive standard of whether the debtor had employed “proper business judgment” in creating a “fair and reasonable” retention program.226

Under the revised Code, however, to qualify for such a retention payment, the services of an executive or other insider would have to be “essential to the survival of the business” being reorganized or liquidated, and he would have to have received “a bona fide job offer from another business at the same or greater rate of compensation.”

Even if these conditions are satisfied, the amount of the retention payment cannot exceed ten times the mean amount for payments of this type to non-management employees during the calendar year — or, if no such payments were made during the calendar year, it cannot exceed 25% of the amount of a similar payment made to that executive during the previous calendar year.227

Nor is an executive eligible for severance payments, unless the severance program applies to all of the company’s full-time employees and the amount of the executive’s payment does not exceed ten times the amount of the mean severance pay given to non-management employees during that calendar year.228

Other non-insider payments that are outside the ordinary course of business, including payments to executives or consultants hired after the filing of the bankruptcy petition, need only be “justified by the facts and circumstances of the case.”229 This “more permissive” standard also applies to insider compensation arrangements that the debtor has “establish[ed] by a preponderance of the evidence . . . [are] 717primarily incentivizing and not primarily retentive,”230 that is, to arrangements known as KEIPs (Key Employee Incentive Plans).231

As one court has held, “To determine whether a payment constitutes an incentive payment, the plan must present targets that are difficult to achieve, forcing the executives to work hard to achieve their bonuses.”232 Factors considered by bankruptcy courts in determining whether to approve a KEIP under the “sound business judgment”233 standard include:

– Is there a reasonable relationship between the plan proposed and the results to be obtained, i.e., will the key employee stay for as long as it takes for the debtor to reorganize or market its assets, or, in the case of a performance incentive, is the plan calculated to achieve the desired performance? (emphasis added)

– Is the cost of the plan reasonable in the context of the debtor’s assets, liabilities and earning potential?

– Is the scope of the plan fair and reasonable; does it apply to all employees; does it discriminate unfairly?

– Is the plan or proposal consistent with industry standards?

– What were the due diligence efforts of the debtor in investigating the need for a plan; analyzing which key employees need to be incentivized; what is available; what is generally applicable in a particular industry?

– Did the debtor receive independent counsel in performing due diligence and in creating and authorizing the incentive compensation?234
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Summarizing the emerging caselaw that applied these revisions to the Bankruptcy Code, one practitioner observed in 2007 that “[t] he general approach taken by courts so far has been not to read §503(c) in an overly restrictive manner; rather, courts are closely scrutinizing compensation programs for indicia of true performance incentives,” and noted that “[c]onstituent support appears to be a key (albeit, not necessarily dispositive) factor” in this determination.235

However, five years later a critical front-page story in the Wall Street Journal concluded that the approval of incentive plans “show[s] a legal fulcrum at work — one where compensatory measures are weighted against other forces, such as creditors’ demands and courts anxious to move bankruptcy cases through the system.”236 Shortly thereafter, Senator Charles Grassley, the senior Republican member of the Senate Judiciary Committee, asked the Justice Department to review its own practices in evaluating proposals for executive compensation in bankruptcy situations, and stressed that “it is important for Congress to know whether it is the Department’s experience that companies are masking retention plans under the guise of incentive plans, as this would conflict with Congressional intent and the rule of law.”237

In 2019, one empirical study concluded that “the reform appears to have had little substantive effect on executive compensation,” because “[f]irms could easily sidestep the new law by paying managers before or after the bankruptcy case” rather than during the proceedings, and because the distinction between retention and incentive bonuses “requires the bankruptcy judge to make a fact-intensive determination about the ‘challengingness’ of a proposed benefit plan,” often without significant involvement of creditors who “have little economic incentive to quibble over relatively small bonuses when doing so might anger the managers with whom they need to negotiate over more important chapter 11 issues.”238
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QUESTIONS–6.02(B)(6)

1. Under what circumstances might solvent corporations pattern their salary raise and/or bonus policies for executives on the approach adopted by the revisions to the Bankruptcy Code?

2. Under what circumstances might corporations pattern on those revisions their policies for compensating their former directors or officers that they have retained as consultants?

3. Does the imposition of these policies encourage management to negotiate a compensation arrangement with the board well before a bankruptcy filing, to remove it from the effect of these provisions?239 Is such an approach correct as a matter of law?

4. Is the “justified by the facts and circumstances” test discussed above the same as the “entire fairness” test discussed in Section 6.01 (D)(2)?





6.03–SEC RULES ON DISCLOSURE OF EXECUTIVE COMPENSATION; COMPENSATION DISCLOSURE AND ANALYSIS


6.03(A)–The 1992 Revisions

In 1992, the SEC revised its requirements240 for the compensation of executive disclosure on registration statements, periodic reports, and proxy statements, to include standardized-format “summary compensation tables” disclosing the previous three years’ compensation for the CEO and the four most highly compensated executive officers other than the CEO, as well as a line graph comparing the company’s performance with those of peer companies and of the market as a whole.241 The Commission explained:


The proposal to require a report by the Board Compensation Committee of the bases for named executive officer compensation and the relationship of such compensation to company performance provoked the strongest comment of any of the proposals concerning executive compensation. While shareholders expressed great enthusiasm for the report, the corporate community and practicing bar raised substantial concerns. Some argued that the report was an undue intrusion into the internal 720affairs of the company and interfered with the operation of the state-law business judgment rule; others argued that the report would interfere unduly with the functioning of the Committee and would deter people from serving as directors. . . .

The Commission does not intend to disrupt the discussions among the Compensation Committee members. . . . To the contrary, the report requires disclosure of the bases for the Committee’s action, and the Committee’s discussion of the relationship, if any, between corporate performance and executive compensation. It does not require a discussion of each individual Committee members’ reasons or motivations for supporting the Committee’s recommendations. A description of the rationale of the Committee for the reported compensation and its relationship to performance is all that is required.

[T]he Commission has revised the requirement to limit the specific discussion to the CEO. In place of the discussion of the compensation of each of the other named executives and its relationship to registrant performance, a discussion is required of the compensation policies with respect to the registrant’s executive officers, including the extent to which such compensation (in the aggregate) is performance-related, and the performance measures that are considered (e.g., sales, earnings, return on assets, return on equity or market share). . . . [T]he Committee would not be required to disclose target levels with respect to specific quantitative or qualitative performance-related factors, or any factors or criteria involving confidential commercial or business information, disclosure of which would adversely affect the registrant.242



The following year, the SEC reported that


[o]verall, the Compensation Committee reports provided in this first proxy season were a good first time effort. There were some Committees that met the letter and spirit of the requirement, and took advantage of the report to explain fully to shareholders their policies and to provide a clear, concise discussion of how these policies related to recent corporate performance and resulted in the executive compensation reported for the prior year. There were also, on the other hand, reports that could only be characterized as perfunctory. Most reports were somewhere in between those two poles.

Many registrants received staff comments aimed at achieving greater specificity in the discussion of policies, particularly identification of the performance criteria or other bases for compensation used, as well as more precision in the discussion of how the size of various components of the compensation package were determined. Clearly, if the compensation policies and practices of the Compensation Committee are general and subjective, in toto, or with respect to certain elements of the 721compensation package, the report cannot include specificity and objectiveness that is not in fact practiced by the Committee. In such [a] case, the report should state clearly that the policy or practice in question is subjective, not subject to specific criteria. In many instances, it was not possible to assess whether the generality of the report accurately reflected a Compensation Committee’s subjective policies and practices, or simply a failure of the disclosure to provide the requisite degree of specificity. The quality of the disclosure linking pay and performance varied, with some registrants providing merely a statement that pay should be or was performance-linked.243





6.03(B)–The 2006 Revisions: Compensation Disclosure and Analysis

On September 8, 2006, the SEC announced new rules on the disclosure of executive compensation through the proxy statements furnished by management to shareholders.244

The actual amounts and forms of compensation of named executive officers (NEOs)245 became more transparent, and so, the SEC expected, would the compensation philosophies of publicly traded companies. The companies’ chief executive officers and financial officers are required under the Sarbanes-Oxley Act to certify the accuracy of these disclosures.246

Notably, in addition to revised and additional tables247 and narrative disclosure requirements concerning executive compensation,248 the SEC required 722companies to furnish a Compensation Discussion and Analysis (CD&A) section and their compensation committees to state whether they had reviewed and discussed this section, and whether they had recommended its inclusion in the company’s annual report, proxy statement, or information statement.249 The CD&A section is designed to


explain material elements of the particular company’s compensation for named executive officers by answering the following questions:


	What are the objectives of the company’s compensation programs?

	What is the compensation program designed to reward?

	What is each element of compensation?

	Why does the company choose to pay each element?

	How does the company determine the amount (and, where applicable, the formula) for each element?

	How does each element, and the company’s decisions regarding that element, fit into the company’s overall compensation objectives and affect decisions regarding other elements?250


Among the issues that companies are expected to address in this section are


	[p]olicies for allocating between long-term and currently paid out compensation;

	[p]olicies for allocating between cash and non-cash compensation, and among different forms of non-cash compensation;

	[f]or long-term compensation, the basis for allocating compensation to each different form of award;

	[h]ow the determination is made as to when awards are granted, including awards of equity-based compensation such as options;251

	[w]hat specific items of corporate performance are taken into account in setting compensation policies and making compensation decisions;

	[h]ow specific elements of compensation are structured and implemented to reflect these items of the company’s performance and the executive’s individual performance;
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	[t]he factors considered in decisions to increase or decrease compensation materially;

	[h]ow compensation or amounts realizable from prior compensation are considered in setting other elements of compensation (e.g., how gains from prior option or stock awards are considered in setting retirement benefits);

	[t]he impact of accounting and tax treatments of a particular form of compensation;

	[t]he company’s equity or other security ownership requirements or guidelines and any company policies regarding hedging the economic risk of such ownership;

	[w]hether the company engaged in any benchmarking of total compensation or any material element of compensation, identifying the benchmark and, if applicable, its components (including component companies); . . .

	[t]he role of executive officers in the compensation process[;]

	. . .

	[c]ompany policies and decisions regarding the adjustment or recovery of awards or payments if the relevant company performance measures upon which they are based are restated or otherwise adjusted in a manner that would reduce the size of an award or payment; and

	[t]he basis for selecting particular events as triggering payment with respect to post-termination agreements (e.g., the rationale for providing a single trigger for payment in the event of a change-in-control).252




A significant exception to these disclosure requirements exists for performance target levels or metrics that “involve confidential trade secrets or confidential commercial or financial information, the disclosure of which would result in competitive harm to the company.”253 However, in this case the company must still “discuss how difficult it will be for the executive or how likely it will be for the company to achieve the undisclosed target levels or other factors.”254

QUESTIONS–6.03(B)

1. To what degree should a company identify, and highlight in its report, specific changes it has made to the criteria by which it measures and rewards senior executives?255
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2. Should the material disclosed in the Compensation Disclosure and Analysis be considered part of directors’ and officers’ employment arrangements with the corporation, especially because its discussion of compensation philosophies and formulas may give rise to their reasonable expectations of their future compensation?



6.03(C)–Staff Observations on Initial Review of Disclosures (2007)

Commentators have suggested that the enhanced disclosures lead to increased compensation packages, as directors and officers now “can find out readily the ‘market rates’ offered by comparable public companies”; executives can attempt to substantiate their claims of being undercompensated; and directors are more likely to acquiesce, “because of a belief the management team is not ‘below average’ and might defect to rivals offering more generous terms.”256

According to several contemporary reports,257 many early corporate responses to the new disclosure requirements obscured useful information in syntactically complex sentences and a confusing mass of data, often using idiosyncratic calculation methods. One leading financial columnist concluded, “Shareholders who thought that a quick glance at the summary compensation table would tell them all they needed to know have another think coming.”258

On October 9, 2007, the SEC’s Division of Corporate Finance released its Staff Observations in the Review of Executive Compensation Disclosure,259 summarizing its comments after reviewing disclosures made by 350 publicly traded companies under the new rules. (The Division’s specific comments to particular companies were posted on the SEC’s EDGAR system.)260

On that day, the Division’s Director, John W. White, summarized the conclusions in a speech at a conference on proxy disclosures.


Far too often, meaningful analysis is missing — this is the biggest shortcoming of the first-year disclosures. Stated simply — where’s the analysis?

I know no better way to emphasize this than to go to the very examples that the staff highlighted in the report. A good starting point, and a 725representative example, is disclosure of compensation philosophies and decision-making processes. We saw a great deal of detail this year, but what was missing was a discussion of how and why those philosophies and processes resulted in the numbers the company presented in its tabular disclosure. There also was a great deal of detail on individual compensation components, but little discussion of how the amounts paid or awarded under each compensation element — and how the total compensation delivered from all these elements (what some refer to as wealth accumulation) — affected the decisions that companies made regarding amounts paid or awarded under other compensation elements. That’s missing analysis.

. . .

What did we ask for? You guessed it — for more analysis. We often found it difficult to understand how companies used targets or considered qualitative individual performance to set compensation and make decisions.261



The Staff Observations emphasized that companies could better provide an analysis of their reasons for adopting specific amounts and types of compensation.


We asked a substantial number of companies to refocus their Compensation Disclosure and Analysis presentations on the substance of their compensation decisions and to disclose how they analyzed information and why their analyses resulted in the compensation they paid. For example, where a company provided a lengthy discussion about its compensation philosophies, we suggested that it improve its Compensation Disclosure and Analysis by explaining how and why those philosophies resulted in the numbers they presented in the required tables. Similarly, where a company provided a lengthy discussion about its decision-making process, we suggested that, rather than explaining the process, it explain how its analysis of relevant information resulted in the decisions it made.262



Specific areas in which the Division requested clarification included:


the extent to which the amounts paid or awarded under each compensation element affected . . . decisions . . . regarding amounts . . . paid or awarded under other compensation elements;263
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how [companies] analyzed individual performance or whether they focused on specific individual performance goals as part of that analysis;264

how companies used . . . performance targets or considered qualitative individual performance to set compensation policies and make compensation decisions [, including] the way that qualitative inputs are ultimately translated into objective pay determinations;265[and]

how [companies] used comparative compensation information and how that comparison affected compensation decisions.



One year later, shortly after the New York Times had reported on a study indicating that fewer than 30% of “large blue-chip concerns . . . appeared to be complying with the disclosure rules in their most recent proxies,”266 Director White reviewed in another speech the continuing problems of corporate compliance with the disclosure requirements.


Last year the title of my remarks was “Where’s the Analysis?” and this year, in far too many instances, we’re still looking. . . .267

. . .

In putting together their disclosure [concerning performance targets], companies must remember to return to the underlying principles-based standard — I cannot emphasize enough that rote disclosure based on a superficial reading of the rules will not carry the day here. . . .268

. . .

. . .Where a company benchmarks a material element of compensation, we expect it to identify the companies that comprise the peer group used for benchmarking purposes. We also expect meaningful disclosure that provides insight into the basis for selecting the peer group, and the relationship between actual compensation and the data utilized in benchmarking or peer group studies. . . .269



Though observing that many companies had enhanced the analysis portion of their disclosures since the first set of filings the year before, White nonetheless pointed out that this was a continuing challenge for many.270
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By mid-2016, several years after the promulgation of “say on pay” regulations (addressed in Section 6.04(B)(1)), one observer could note that the compensation disclosures “now average more than 9,000 words, the length of a novelette,” and, because they had been designed to meet the preferences and recommendations of proxy advisors, were “all starting to look the same.”271



6.03(D)–The 2009 Revisions: Disclosure of Policies on Incentives for Risk-Takers

In December 2009, the SEC required publicly traded companies to discuss — separately from the CD&A section — their “policies and practices” of compensating “employees, including non-executive officers, as they relate to risk management practices and risk-taking incentives,” to the degree that the risks arising from those compensation arrangements “are reasonably likely to have a material adverse effect” on the companies’ performance.272

Among the situations identified by the new rule as possibly triggering such disclosure are those involving those units of a company that are especially risky; that have significantly different compensation structures than other units; that are significantly more profitable than other units; that have a high proportion of their revenues devoted to compensation; and/or whose compensation arrangements “vary significantly from the overall risk and reward structure” of the company, such as when bonuses are paid when a task is completed but the profits and risks from that work will be realized by the company “over a significantly longer period of time.”273

In these situations, a company’s required disclosures might address not only the “general design philosophy” and monitoring of its short-term and long-term compensation policies and practices with regard to giving employees appropriate incentives towards risk, but also its approach towards changing these arrangements as its risk profile changes.274

A sample (simplified) Compensation Disclosure and Analysis discussion is included in the Online Supplement to this book.
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6.04–SHAREHOLDER PROPOSALS AND “SAY ON PAY”


6.04(A)–Shareholder Proposals Concerning Executive Compensation

Thirty years ago, the SEC amended its policies on the permissibility of shareholder proposals concerning executive compensation.


In early 1990, the SEC staff allowed shareholders to make proposals dealing with “golden parachute” arrangements, but it limited the action to only such arrangements. The staff later decided to allow shareholders to change company by-laws affecting executive pay. . . . The largest change occurred [in a variety of No-Action Letters released] on February 13, 1992. The SEC staff decided to change a longstanding policy and allow shareholders to make proposals dealing with executive pay. The SEC stated that

[i]n view of the widespread public debate concerning executive and director compensation policies and practices, and the increasing recognition that these issues raise significant policy issues, it is the Division’s view that proposals relating to senior executive compensation no longer can be considered matters relating to a registrant’s ordinary business. Under the circumstances, the staff does not believe that the Company may rely on Rule 14a-8(c)(7) [allowing exclusion of a proposal that “deals with a matter relating to the company’s ordinary business operations”] as a basis to exclude the proposal [to abolish the short-term incentive plan for senior managers] from its proxy materials.275



Although the text of subsequent No-Action Letters clarified that proposals “directed at compensation for the Company’s executive officers and directors” rather than to “general compensation policy” are more likely to pass muster under Rule 14a-8(c)(7), the effect of this policy remains far from precise or predictable.

In July 2002, SEC Staff Legal Bulletin No. 14A added the following:


We believe that the public debate regarding shareholder approval of equity compensation plans has become significant in recent months.

Consequently, in view of the widespread public debate regarding shareholder approval of equity compensation plans and consistent with our historical analysis of the “ordinary business” exclusion, we are modifying our treatment of proposals relating to this topic. Going forward, we will take the following approach to rule 14a-8(i)(7) submissions concerning proposals that relate to shareholder approval of equity compensation plans:


	Proposals that focus on equity compensation plans that may be used to compensate only senior executive officers and directors. As has been our position 729since 1992, companies may not rely on rule 14a-8(i)(7) to omit these proposals from their proxy materials.

	Proposals that focus on equity compensation plans that may be used to compensate senior executive officers, directors and the general workforce. If the proposal seeks to obtain shareholder approval of all such equity compensation plans, without regard to their potential dilutive effect, a company may rely on rule 14a-8(i)(7) to omit the proposal from its proxy materials. If the proposal seeks to obtain shareholder approval of all such equity compensation plans that potentially would result in material dilution to existing shareholders, a company may not rely on rule 14a-8(i)(7) to omit the proposal from its proxy materials.

	Proposals that focus on equity compensation plans that may be used to compensate the general workforce only, with no senior executive officer or director participation. If the proposal seeks to obtain shareholder approval of all such equity compensation plans, without regard to their potential dilutive effect, a company may rely on rule 14a-8(i)(7) to omit the proposal from its proxy materials. If the proposal seeks to obtain shareholder approval of all such equity compensation plans that potentially would result in material dilution to existing shareholders, a company may not rely on rule 14a-8(i)(7) to omit the proposal from its proxy materials.276




Descriptions of the types of shareholder proposals now being made regarding executive compensation can be found in the “proxy voting guidelines” available on the Web sites of proxy advisory services277 and other entities that recommend how individual, corporate, or institutional shareholders should vote on different proposals;278 and in the prospectus or supplementary information available for various investment funds.279



6.04(B)–“Say on Pay” (2011)


6.04(B)(1)–The Regulation

Since 2006, when the American Federation of State, City, and Municipal Employees (AFSCME) launched several such proposals, shareholders attempted to 730secure the ability at each annual meeting to take a non-binding vote on whether to approve a corporation’s executive compensation arrangements.

The SEC has generally not supported management’s efforts to exclude such proposals from proxy statement by invoking, among other elements of Rule 14a-8, subsections (i)(2) (alleging that the exercise of such power by shareholders would cause directors to violate state laws authorizing only the directors to manage the corporation)280 and (i)(7) (alleging that the proposal relates to “ordinary business operations”).281

In May 2008, the insurer Aflac became the first publicly traded American corporation to adopt a “say on pay” rule, under whose first application the shareholders overwhelmingly approved the compensation packages for the top five executives.282 Verizon adopted a similar policy in 2007,283 effective in spring 2009.284

The movement gained new vigor from a “say on pay” provision that was enacted as part of the American Recovery and Reinvestment Act of 2009 (ARRA)285 and that applied to the more than 400 financial institutions that received money from the federal Troubled Asset Relief Program (TARP) fund.

In addition, Section 951 of the Dodd-Frank Wall Street Reform and Consumer Protection Act required publicly traded companies governed by federal proxy rules to adopt “say on pay” voting, and to conduct an advisory vote of shareholders on how often they would prefer to cast their “say on pay” ballots.286

In early 2011 the SEC implemented that provision by adding to the Exchange Act Section 14A,287 which requires public companies to offer shareholders a “say on 731pay” vote at least once every three years on the compensation of officers (but not of directors) — and, if shareholders so indicated in an initial advisory vote on “say on pay” frequency (itself to be repeated at least once every six years), possibly every year or every other year.288 The proxy statement for the annual meeting must indicate whether the “say on pay” vote is binding or non-binding.289 Moreover, the Compensation Disclosure and Analysis section must address whether, and if so to what effect, the corporation has taken into account the results of the shareholders’ most recent “say on pay” vote.290

Shareholders must also be given disclosure of the elements of, and an advisory vote on, the “golden parachute” terms that govern the compensation upon departure of the company’s executive officers — and/or of the executive officers of a second entity with which the company would be involved — in a proposed acquisition, merger, or other “extraordinary transaction.”291 However, the benefit of this vote is questionable, because its “last-minute nature . . . gives directors little incentive to do anything about a negative vote before a deal closes, dissolving the acquired company’s board.”292



6.04(B)(2)–Negative “Say on Pay” Votes

If, after a negative “say on pay” vote, directors nonetheless proceed to award to an officer the same compensation package disapproved by shareholders, have the directors and that officer breached their fiduciary duties of loyalty?
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In Teamsters Local 237 Additional Security Benefit Fund v. McCarthy,293 the Georgia Superior Court’s trial order rejected this theory:


Plaintiffs do not allege that the challenged compensation was not in fact awarded consistent with executives’ performance against those predetermined financial and non-financial goals and targets. Nor do they allege the Beazer Board did not in good faith believe that those performance goals and targets were critical to enhancing stockholder value, and, thus, appropriate metrics upon which to base executives’ compensation.

Instead, Plaintiffs contend that the adverse vote by a majority of Beazer shares voting in the “say on pay” vote held at the Company’s 2011 Annual Stockholders meeting in April 2010 constitutes evidence that rebuts the presumption that the Beazer directors’ prior decisions approving the challenged compensation and recommending that Beazer shareholders vote for it in the say on pay vote reflected valid business judgment. . . . The court rejects that argument as wholly unpersuasive both factually and legally. First, because the say on pay vote had not yet been held when the challenged decisions to approve the pay at issue and 733recommend that shareholders vote to approve it were made, the Beazer Board could not have considered the results of the vote in making those decisions. Thus, the outcome of the vote, which was not known when the challenged decisions were made, does not suggest that, in making those decisions, the directors failed to act on an informed basis, in good faith, and in the honest belief that the decisions were in Beazer’s best interests. Hindsight second-guessing and Monday morning quarterbacking of the sort Plaintiffs urge are fundamentally inconsistent with the business judgment analysis. . . .

Second, Plaintiffs’ contention that the “independent business judgment” of Beazer’s shareholders suffices to rebut the presumption of business judgment protection finds no support either in governing Delaware law or in the Dodd-Frank Act’s new say on pay provisions. The Dodd-Frank Act expressly and unambiguously states that shareholder say on pay votes are advisory and “shall not be binding on the issuer or the board of directors of an issuer, and may not be construed (1) as overruling a decision by such issuer or board of directors; (2) to create or imply any change to the fiduciary duties of such issuer or board of directors; [or] (3) to create or imply any additional fiduciary duties for such issuer or board of directors. “See Dodd-Frank Act, 124 Stat. 1376, 1900 (emphasis added); 15 U.S.C. §78n-1(c). Thus, the Dodd-Frank Act expressly preserved the pre-existing fiduciary duty framework concerning directors’ executive compensation decisions.

Delaware law, which supplies the standards that govern here, has long been settled that directors’ authority to manage corporate business and affairs includes “wide discretion” to set executive compensation. . . .

Although Plaintiffs concede that the Dodd-Frank Act did not change directors’ fiduciary duties or alter the business judgment rule, they argue that the negative say on pay vote is “evidence” the Court should consider in assessing whether they have rebutted the business judgment rule. . . . Plaintiffs cite no authority supporting this novel contention. Given that Delaware law, which the Dodd-Frank Act explicitly declined to alter, places authority to set executive compensation with corporate directors, not shareholders, this Court will not conclude that an adverse say on pay vote alone suffices to rebut the presumption of business judgment protection applicable to directors’ compensation decisions. Plaintiffs have not rebutted the presumption of business judgment rule protection as to the Beazer directors’ decisions to approve and recommend that shareholders vote for the challenged compensation. Accordingly, Plaintiffs have not alleged excuse for their failure to make a demand as to their claim that those acts constituted breaches of the directors’ duty of loyalty, candor, or good faith. Their claims must be dismissed on that basis.



However, four days later the District Court for the Southern District of Ohio took the reverse position, in NECA-IBEW Pension Fund v. Cox:294
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[P]laintiff has pled specific facts to give reason to doubt that the directors could make unbiased, independent business judgments about whether to sue. The director defendants are the very same people who approved the pay hikes and bonuses, and plaintiff has named all directors who approved the compensation as defendants. Moreover, in this case, the directors did not merely approve the transaction, they also recommended to the shareholders that the shareholders approve the compensation. Given that the director defendants devised the challenged compensation, approved the compensation, recommended shareholder approval of the compensation, and suffered a negative shareholder vote on the compensation, plaintiff has demonstrated sufficient facts to show that there is reason to doubt these same directors could exercise their independent business judgment over whether to bring suit against themselves for breach of fiduciary duty in awarding the challenged compensation. The Court concludes, at the dismissal stage, that plaintiff’s allegations create a reasonable doubt that the challenged transaction is the result of a valid business judgment, and, accordingly, the directors possess a disqualifying interest sufficient to render pre-suit demand futile and hence unnecessary.



In the context of shareholder derivative suits brought under Delaware law, one commentator has argued that a negative “say on pay” vote “not only should trigger reduced deference [to the board’s compensation decisions] but should also carry significant weight in courts’ assessment regarding whether to excuse demand as futile.”295

Proxy advisors and institutional investors might well oppose the reelection of members of a compensation committee whose proposed compensation arrangements for executives did not garner overwhelming support in a “say on pay” vote.

Moreover, in 2018, the Delaware Court of Chancery cited, among the reasons that such a director at Oracle was not to be considered independent in evaluating the merits of a derivative suit targeting Lawrence Ellison (the company’s chairman, chief technology officer, and major shareholder), that “at every annual stockholder meeting from 2012 to 2016, a majority of Oracle’s stockholders rejected the company’s executive pay practices”; that “in recent years, a majority of Oracle’s non-Ellison stockholders have [therefore] withheld votes for Compensation Committee members”; and that “the only reason these directors have not been forced to resign is Ellison’s continuing support.”296
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6.04(B)(3)–Applications and Implications

Notable early rejections by shareholders of executive compensation packages occurred at Citigroup in April 2012 (by a vote of 55% against to 45% in favor)297 and at Oracle in November 2013.298 Yet by one report, as of September 2011, “[o]nly 38 of the largest 3,000 companies had their executive pay plans voted down.”299 As of early June 2012, fewer than two percent of 1,911 “say on pay” votes had resulted in a majority against the compensation at issue: one commentator suggested that to avoid such rejections, boards were “reaching out to shareholders and reducing pay that’s not tied to performance.”300
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In mid-2021, about 4.2 percent of Russell 3000-indexed firms had seen shareholders vote to reject executive compensation arrangements, twice the proportion as of the same time during 2020.301

In particular, after proxy advisor Institutional Shareholder Services (ISS) has recommended voting down a pay package, boards have mailed to shareholders rebuttals of that group’s analysis and conclusions.302 The extent to which these communications are responsible for many shareholders’ declining ISS’s recommendations that they vote against compensation plans303 is unclear.

One article has noted the “modest impact” of the advisory votes:


In the first five proxy seasons after the say on pay rules went into effect, fewer than three percent of all shareholder say-on-pay votes at Russell 3000 corporations were negative. There is some evidence that the rarity of “no” votes is attributable at least partly to boards modifying compensation plans to head off possible negative recommendations. Such modifications, however, may well have been accompanied by offsetting changes that resulted in higher overall executive pay.304
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Another study reported that of “the companies that have encountered the greatest dissent on pay” from shareholders in 2014, eight had received a negative vote “totaling at least 54 percent of the shares voted at their annual meetings”; yet “four of them gave raises to their chief executives that year” anyway.305 In 2017, “Only 1.2% of S&P 500 companies saw less than majority support for their ‘say on pay’ resolutions.”306

QUESTIONS–6.04(B)

1. Two academics have proposed that the SEC require compensation committees, in preparing materials provided to shareholders before a “say on pay” vote, “to explain and quantify the differences between GAAP earnings and any adjusted figures they use,” and also “to disclose the revenues and market capitalizations of the peers they select” for comparison of compensation arrangements.307 Are there any disadvantages to such practices? What other elements of compensation arrangements, or their derivation, might the Commission require to be disclosed to shareholders in this context?

2. Does a “say on pay” vote actually encourage directors to award larger compensation packages to CEOs and other officers, because shareholder approval of such arrangements would help to insulate directors from criticism for authorizing them?308

3. The report of the corporate monitor for WorldCom, Inc. recommended that


the Articles of Incorporation should establish an overall limit on compensation in any single year for any individual without a vote of shareholders. As an initial level the board should fix an amount 738of not more than $15 million, though the board should be free to establish a lower limit. The Articles should also provide a mechanism for adjusting this limit every five years with a shareholder vote.309



Would this be a useful approach for other corporations?

4. In 2011, (then-Vice) Chancellor Leo Strine of the Delaware Chancery Court asked at a conference, “I understand why investors want say-on-pay, but do people really want to vote every year? . . . My fear is that annual voting may become so rooted and scrutinized that it will not have as much effect as stockholders’ ability to vote on compensation options packages.”310 Does annual voting deprive shareholders of a larger perspective on compensation?





6.05–PAY RATIO DISCLOSURE (2017)

The Dodd-Frank Act requires publicly traded companies to disclose the median annual total compensation of the group composed of all employees other than the CEO; the annual total compensation of the CEO; and the ratio of the first of these amounts to the second.311 A variety of companies had argued to the SEC that the median compensation would be very difficult and costly to calculate,312 particularly for those with global operations, and that any results would be not only irrelevant but also (especially when comparing the medians and ratios of firms that have different proportions of part-time workers,313 or in different businesses and/or locations) confusing.314

739

The California State Teachers’ Retirement System (CalSTRS) acknowledged in 2012 that


companies operate under various business models and their use of employee capital is deployed differently. This being said, we do think the pay ratio at the top of an organization gives some insight into the workings of the board. CalSTRS found that on average most companies had a CEO pay to NEO (Named Executive Officers) pay ratio of two to three times. A ratio over 3 causes us to question the board’s succession plan, the internal culture of the company, and the CEO’s influence over the board.

. . . [A] lthough we would never vote against a company’s say-on-pay for this factor alone, it was often coupled with other problematic pay practices.315



(In April 2015, the SEC proposed rules316 that would add to Regulation S-K requirements to provide specific information concerning the connection between the compensation of a company’s senior executive officers and its TSR, or cumulative total shareholder return (calculated by adding of the dividends awarded over the period in question and the difference in share price over that period, and then dividing by the share price at the beginning of the period), and the relationship between the company’s TSR and that of the peer group chosen by the company, over each of the company’s five most recent fiscal years.317 The Commission acknowledged that the proposed amendments called for presenting in a new and more accessible format information that companies were already required to disclose.318)
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On August 15, 2015, after five years of controversy,319 the SEC adopted amendments to Item 402 of Regulation S-K that required publicly traded companies to disclose (and recalculate at least once every three years), along with other Item 402 executive compensation disclosures in their annual reports, proxy or information statements, and registration statements: the median annual total compensation of all of their employees except the PEO (“principal executive officer” — usually the CEO); the annual total compensation of the PEO; and the ratio of these two numbers, for their fiscal years beginning or after January 1, 2017.320

By one estimate, that ratio had increased from approximately 20-to-1 to almost 300-to-1 between the mid-1960s and 2013.321 A July 2017 report estimated that the 2016 ratio at the 350 largest American companies was 271-to-1.322 And the AFL-CIO reported that “In 2020 CEOs of S&P 500 companies received, on average, $15.5 million in total compensation. The average S&P company CEO-to-worker pay ratio was 299-to-1.”323

For these purposes, the SEC defined “employee” as “an individual employed by the [company] or any of its consolidated subsidiaries, whether as a full-time, part-time, seasonal, or temporary worker,”324 whether inside or outside the United States.325 However, a company retains the flexibility to use — and must identify — its own methodologies and “reasonable estimates” for identifying its median employee and for calculating employees’ total compensation.326 Companies can supply 741additional information, including additional compensation ratios, in their filings, but such information must be “clearly identified, not misleading, and not presented with greater prominence than the required ratio.”327

Proponents of the “internal pay equity”328 rule anticipated that it would lead to state and local329 legislation imposing higher tax rates on companies with pay ratios over a specified level, and lower rates on companies with ratios below another level; to rules giving preferences for state procurement contracts to companies with ratios under a specified threshold; and to consumer preferences for the products of companies with lower ratios.330 Opponents, however, decried the requirement as a costly, misleading, and complicated invitation to a “public-relations circus that . . . will inflame partisan sentiment and divert attention away from constructive discussions about a real, critical issue — the stagnation of wages during the economic recovery.”331 One observer even suggested that “there’s something 742naïve about the new S.E.C. rule, which presumes that full disclosure will embarrass companies enough to restrain executive pay.”332

Although the regulation does not require companies to limit senior executives’ salaries to a specific multiple of the average employee’s salary, the ice cream company, Ben & Jerry’s, notably did just that between 1985, when it offered its stock nationwide, and 1995, when, suffering financial reversals, it needed to attract — and pay — a CEO to replace founder Ben Cohen. At that time, Cohen told employees that the salary ratio restriction “was an experiment that worked for us when we were a younger, smaller company,” and that its removal “is the hardest decision that our board has ever made.”333

In February 2017, acting SEC chair Michael Piwowar issued a statement acknowledging that “some issuers have begun to encounter unanticipated compliance difficulties that may hinder them in meeting the reporting deadline”; requesting within 45 days “public input on any unexpected challenges that issuers have experienced as they prepare for compliance with the rule and whether relief is needed”; and directing the SEC staff “to reconsider the implementation of the rule based on any comments submitted and to determine as promptly as possible whether additional guidance or relief may be appropriate.”334

In September 2017, the SEC issued further guidance on the calculation of the pay ratio. Reaffirming its commitment to “significant flexibility” in the application and interpretation of this requirement, the Commission stated that “if a registrant uses reasonable estimates, assumptions or methodologies, the pay ratio and related disclosure 743that results from such use would not provide the basis for Commission enforcement action unless the disclosure was made or reaffirmed without a reasonable basis or was provided other than in good faith.”335

The same day, Commission staff released a separate statement clarifying that a company “is permitted to use statistical sampling, other reasonable methods or a combination of statistical sampling and other reasonable methods,” and providing some examples of sampling methods, situations in which companies could use reasonable estimates, and examples of available statistical techniques and methodologies.336 The related issue of the “gender pay gap” — companies’ disclosure of any disparities between the average pay of female versus male employees, generally or with regard to similar job functions — has been the subject of shareholder proposals and of some state statutes, but not (with the exception of federal contractors) of federal regulation.337 Some companies are also now focusing on differences in the average pay of their employees of different racial backgrounds.744
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Chapter 7 Corporate Social Responsibility PROFIT-MAXIMIZING VS. PHILANTHROPY

7.01. Background

7.02. Diverging from “The Bottom Line”

7.02(A). Stakeholders and “Other Constituency” Statutes

7.02(B). Corporations Designated as Social Enterprises

7.02(B)(1). State-Recognized

7.02(B)(2). Certified by Third Parties

7.03. The Public Responsibility Committee

7.04. Liability for Corporate Social Responsibility Statements

7.04(A). Public Statements: The Kasky Chronicles

7.04(B). Enforceability of the Corporation’s Codes of Conduct

7.04(C). Parsing the Corporation’s Mission Statement and CSR Report

7.04(D). “Greenwashing”: Failure to Follow Through

7.05. Shareholder Proposals Concerning CSR


When Don Ohlmeyer, the TV sports producer, was once approached by a journalist who announced that he had a question to ask, Mr. Ohlmeyer is reputed to have replied, “If your question is about sports, the answer is money.”

— Joseph Epstein, The Deflated State of Sportsmanship, Wall St. J., Jan 23, 2015, p. A13

OK, you know, we’re making a lot of money. And yes, we’re disrupting digital media.

But most importantly, we’re making the world a better place. . . .

— Silicon Valley, Minimum Viable Product (pilot episode, aired April 6, 2014, on HBO; written by John Altshuler, Dave Krinskey, and Mike Judge)

746Every so often comes a moment when you have to stop thinking of your company solely as an engine for making money and broaden your view to consider its role in American life.

— Ed Stack, Chairman and CEO of Dick’s Sporting Goods1




7.01–BACKGROUND

As discussed in Section 1.07, for generations2 shareholders, directors, and commentators have argued over whether and to what degree a corporation should divert resources from maximizing profits, or should devote profits themselves, into charitable, philanthropic, or other altruistic initiatives that benefit such stakeholders as its employees, customers, suppliers, lenders, and the residents of the communities in which it operates.3 Notably, economist Milton Friedman characterized the “social responsibility” of corporations, later known as “corporate social responsibility” or “CSR,” as a “fundamentally subversive doctrine.”4

Although courts have generally supported the “shareholder primacy” proposition that the directors’ first duty is to maximize value for the shareholders,5 they have allowed and encouraged charitable donations that would seem, at least in the 747short term, to reduce earnings and thus possible dividends. For example, the New Jersey Supreme Court in 1953, noting that “Congress and state legislatures have enacted laws which encourage corporate contributions, and much has recently been written to indicate the crying need and adequate legal basis therefor,”6 dismissed shareholders’ challenge to the directors’ decision to have a corporation contribute $1,500 to Princeton University.


There is no suggestion that it was made indiscriminately or to a pet charity of the corporate directors in furtherance of personal rather than corporate ends. On the contrary, it was made to a preeminent institution of higher learning, was modest in amount and well within the limitations imposed by the statutory enactments, and was voluntarily made in the reasonable belief that it would aid the public welfare and advance the interests of the plaintiff as a private corporation and as part of the community in which it operates. We find that it was a lawful exercise of the corporation’s implied and incidental powers under common-law principles and that it came within the express authority of the pertinent state legislation.

As has been indicated, there is now widespread belief throughout the nation that free and vigorous non-governmental institutions of learning are vital to our democracy and the system of free enterprise and that withdrawal of corporate authority to make such contributions within reasonable limits would seriously threaten their continuance. Corporations have come to recognize this and with their enlightenment have sought in varying measures, as has the plaintiff by its contribution, to insure and strengthen the society which gives them existence and the means of aiding themselves and their fellow citizens.

Clearly then, the appellants, as individual stockholders whose private interests rest entirely upon the well-being of the plaintiff corporation, ought not be permitted to close their eyes to present-day realities and thwart the long-visioned corporate action in recognizing and voluntarily discharging its high obligations as a constituent of our modern social structure.7



Indeed, the corporate statute of Delaware, among those of other states, specifically authorizes corporations to “[m]ake donations for the public welfare or for charitable, scientific or educational purposes, and in time of war or other national emergency in aid thereof.”8 In 1969, the Delaware Court of Chancery cited both that statute and the New Jersey decision in approving a $528,000 corporate donation “to provide a fund for the financing of a western camp for under[-]privileged boys.”9


[T]he relatively small loss of immediate income otherwise payable to plaintiff and the corporate defendant’s other stockholders, had it not been for the gift in question, is far out-weighed by the overall benefits 748flowing from the placing of such gift in channels where it serves to benefit those in need of philanthropic or educational support, thus providing justification for large private holdings, thereby benefiting plaintiff in the long run.10



A (then-)Vice-Chancellor of Delaware’s Court of Chancery would observe that the state’s corporate law precedent generally “gives boards of directors substantial leeway to act in what they perceive to be the best interests of the corporation as an entity....”11

Three decades after William O. Douglas (then teaching at Yale Law School) criticized “the amazing absence of social consciousness on the part of directors and business executives,”12 and about fifteen years after management expert Peter Drucker wrote that “what is most important is that management realize that it must consider the impact of every business policy and business action upon society,”13 the turmoil of the late 1960s sparked many attempts to reconcile the interests of the corporation’s shareholders with those of society. For example, a 1971 report by a public policy organization called for businesses to “recognize that the pursuit of profit and the pursuit of social objectives can usually be made complementary. . . . [M]arket incentives can serve the common interest of business and society.”14 The report proceeded to propose corporate involvement in economic growth, education, employment and training, civil rights and equal opportunity, urban renewal and development, pollution abatement, conservation and recreation, culture and the arts, medical care, and improving government.15
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Those efforts, and the assertions of shareholder and social synergy, continued. In mid-1994, a Harvard Business Review article entitled “The New Corporate Philanthropy” emphasized that such efforts “increase [a company’s] name recognition among consumers, boost employee productivity, reduce R&D costs, overcome regulatory obstacles, and foster synergy among business units. In short, the strategic use of philanthropy has begun to give companies a powerful competitive edge.”16

Subsequent articles in that periodical emphasized that a company should choose CSR causes, partners, and initiatives aligned with its strengths: “The essential test that should guide CSR is not whether a cause is worthy, but whether it presents an opportunity to create shared value — that is, a meaningful benefit for society that is also valuable to the business.”17 Indeed, “finding a single cause that satisfies both a business and a philanthropic objective, reconciles them, and at the same time does not clash with the [corporation’s] brand identity is a highly complex undertaking.”18

Similarly, a 2005 manual subtitled Doing the Most Good for Your Company and Your Cause advised companies to choose causes that had “synergy” with their mission, values, products, and services; the potential to support their business goals; and engaged the interests of the companies’ employees, customers, investors, and other “key constituent groups.”19 Another book, Green to Gold,20 promised in a subtitle to reveal How Smart Companies Use Environmental Strategy to Innovate, Create Value, and Build Competitive Advantage.

In an even more recent manifestation of this phenomenon, Microsoft co-founder, chairman, and former CEO Bill Gates suggested that economically disadvantaged individuals and communities could be aided by


a system that draws in innovators and businesses in a far better way than we do today.
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Such a system would have a twin mission: making profits and also improving lives for those who don’t fully benefit from market forces. To make the system sustainable, we need to use profit incentives whenever we can.

At the same time, profits are not always possible when business tries to serve the very poor. In such cases, there needs to be another market-based incentive — and that incentive is recognition. Recognition enhances a company’s reputation and appeals to customers; above all, it attracts good people to the organization. As such, recognition triggers a market-based reward for good behavior. In markets where profits are not possible, recognition is a proxy; where profits are possible, recognition is an added incentive.

The challenge is to design a system where market incentives, including profits and recognition, drive the change.

I like to call this new system creative capitalism — an approach where governments, businesses, and nonprofits work together to stretch the reach of market forces so that more people can make a profit, or gain recognition, doing work that eases the world’s inequities.21



In response, Judge Richard Posner argued that unless either such charitable donations maximized shareholder profits, or the shareholders unanimously agreed to these expenditures, a corporation would be “not only breaking faith with its shareholders . . . but also weakening itself in competition with profit-maximizing firms.”22 Lawrence Summers suggested that the dual purposes of a firm operating in Gates’s system would defeat any form of accountability or argument for regulation, because business failings could be attributed to the company’s social mission and social failures to the company’s profit-maximizing mission: “The sense that the mission is always virtuous is a great club for beating down skeptics.”23

Gates’s “creative capitalism,” marked by hybrid for-profit organizations that are largely devoted to social goals, is also known as “social entrepreneurship.”24 However, because of such companies’ dual mission, their operations may be less 751transparent, and their management less accountable, than those of traditional, profit-maximizing firms.25

If the hybrid nature of these firms spawned yet another term of art, the so-called “double bottom line” of profit and social benefit,26 the rhetoric of corporate social responsibility would not stop there: soon calls would emerge for businesses to satisfy the “triple bottom line” of these two goals plus — specifically — environmental concerns.27 In that context, yet another nebulous term arose: sustainability, or “meeting the needs of the present without compromising the ability of future generations to meet their own needs.”28 One commentator attempting to clarify the term acknowledged that


[s]ustainability has . . . become a buzzword for an array of social and environmental causes, and in the business world it denotes a powerful and defining idea: a sustainable corporation is one that creates profit for its shareholders while protecting the environment and improving the lives of those with whom it interacts. It operates so that its business interests and the interests of the environment and society interact. . . .

Sustainability means operating a business in a way that acknowledges the needs and interests of other parties (community groups, educational and religious institutions, the workforce, the public) and that does not fray but rather reinforces the network of relationships that ties them all together.29
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In another author’s summary,


[s]ustainability is an economic status where the demands placed upon the environment by people and commerce can be met without reducing the capacity of the environment to provide for future generations. . . . Sustainability means that your service or product does not compete in the marketplace in terms of its superior image, power, speed, packaging, etc. Instead, your business must deliver clothing, objects, food, or services to the customer in a way that reduces consumption, energy use, distribution costs, economic concentration, soil erosion, atmospheric pollution, and other forms of environmental damage.30



Not only can such initiatives improve sales and employee morale, but they might also qualify a corporation for federal, state, and local tax incentives, which are “proliferating too quickly for most businesses to follow.”31

The SEC requires disclosure of sustainability issues — which could relate to “climate change, resource scarcity, corporate social responsibility, and good corporate citizenship” — that “are material to a company’s financial condition or results of operations.” It has acknowledged, however, that standardized reporting in this context “is clearly still developing.”32

Moreover, the bottom-line benefits of corporate social responsibility to the shareholders remain open to question. A leading commentator confessed in 2007 that


[f]or many years I have preached that social responsibility and profitability converge over the long term. That’s because a firm that respects and values employees, the community, and the environment eventually earns the respect and gratitude of employees, the community, and the larger 753society — which eventually helps the bottom line. But I’ve never been able to prove this proposition nor find a study that confirms it.33



Indeed, a Brookings Institution survey found that despite the “extensive” literature in this area, “the relationship between corporate responsibility and profitability [is,] at best, . . . inconclusive.”34

In 2010, the Delaware Court of Chancery rejected arguments by the two controlling shareholders and directors of the online classified advertisements site craigslist.org that their preservation of their company’s “public service mission,” and their consequent reluctance to pursue “increased monetization”35 of its services, justified the installation of a shareholder rights plan (which would have protected the company from being taken over by investor eBay):


Jim [Buckmaster] and Craig [Newmark] did prove that they personally believe craigslist should not be about the business of stockholder wealth maximization, now or in the future. As an abstract matter, there is nothing inappropriate about an organization seeking to aid local, national, and global communities by providing a website for online classifieds that is largely devoid of monetized elements. Indeed, I personally appreciate and admire Jim’s and Craig’s desire to be of service to communities. The corporate form in which craigslist operates, however, is not an appropriate vehicle for purely philanthropic ends, at least not when there are other stockholders interested in realizing a return on their investment. Jim and Craig opted to form craigslist, Inc. as a for-profit Delaware corporation and voluntarily accepted millions of dollars from eBay as part of a transaction whereby eBay became a stockholder. Having chosen a for-profit corporate form, the craigslist directors are bound by the fiduciary duties and standards that accompany that form. Those standards include acting to promote the value of the corporation for the benefit of its stockholders. The “Inc.” after the company name has to mean at least that. Thus, I cannot accept as valid for the purposes of implementing the Rights Plan a corporate policy that specifically, clearly, and admittedly seeks not to maximize the economic value of a for-profit Delaware corporation for the benefit of its stockholders — no matter whether those stockholders are individuals of 754modest means or a corporate titan of online commerce. If Jim and Craig were the only stockholders affected by their decisions, then there would be no one to object. eBay, however, holds a significant stake in craigslist, and Jim and Craig’s actions affect others besides themselves.36



Five years later, Chief Justice Leo E. Strine of the Delaware Supreme Court would assert that “[f] or Delaware courts to declare that boards of directors have leeway to subordinate stockholder welfare to other interests would involve them making a policy determination jarringly inconsistent with the structure of our law, which has remained focused on stockholders.”37

By contrast, the letter included by Facebook founder Mark Zuckerberg in filings connected to the company’s initial public offering in early 2012 suggested a more balanced approach to profits and public service:


Facebook was not originally created to be a company. It was built to accom-plish a social mission — to make the world more open and connected. . . .

Simply put: we don’t built services to make money; we make money to build better services.

And we think this is a good way to build something. These days I think more and more people want to use services from companies that believe in something beyond simply maximizing profits.

By focusing on our mission and building great services, we believe we will create the most value for our shareholders and partners over the long term — and this in turn will enable us to keep attracting the best people and building more great services. We don’t wake up in the morning with the primary goal of making money, but we understand that the best way to achieve our mission is to build a strong and valuable company.38



In September 2015, sixty-two years after its first “Fortune 500” ranking of domestic corporations by revenue, the magazine inaugurated an annual “Change the World” list of fifty-one corporations that, by combining profit-making with notable initiatives in social responsibility, are “doing well by doing good.”39

755

Among the environmental and social issues currently of concern40 to corporate boards with regard to the company’s (and, often, its suppliers’) internal operations are:


	Employment/labor issues such as: equal employment; diversity, inclusion, and advancement; work-life balance, and a limitation on required number of working hours; compliance with child labor laws; avoidance of forced labor; workplace safety (from the hazards of industrial operations and from workplace violence); substance abuse policies; employee privacy; health policies; pay equity across race and gender; the ratio of the CEO’s compensation to that of the median-compensated employee; benefits for domestic partners; opportunities for collective bargaining; limitations on the use of mandatory arbitration agreements; non-bribery policies; policies against sexual and other forms of harassment; employee wellness programs; and animal welfare (e.g., in product testing);

	Customer issues such as product safety, consumer protection (e.g., advertising, warranties, return policies), and consumer privacy;

	Environmental issues such as non-pollution, sustainability, genetic engineering, climate change (and its reporting), hydraulic fracturing (fracking); and renewable energy;

	Trading partner issues such as diversity of, and within, the corporation’s vendors, suppliers, legal counsel, and management consultants

	The identification of appropriate charitable organizations and initiatives (including relief for local, domestic, and foreign disasters) for the company to support, and the appropriate value and form (cash, services, and/or goods) of its contribution;

	Political contributions; and

	Governmental relations, and the degree to which the company should engage in lobbying, producing “white papers,” and other methods of conveying its positions to federal, state, and/or local governments and regulators.
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QUESTIONS–7.01

1. Is profit-maximizing the “better word” for the “greed” championed in the famous speech of Michael Douglas’s character — corporate raider Gordon Gekko — in the 1987 movie Wall Street?


The point is, ladies and gentleman, that greed, for lack of a better word, is good. Greed is right, greed works. Greed clarifies, cuts through, and captures the essence of the evolutionary spirit. Greed, in all of its forms: greed for life, for money, for love, knowledge has marked the upward surge of mankind. And greed, you mark my words, will not only save Teldar Paper, but that other malfunctioning corporation called the USA. Thank you very much.41



2. Does the board have a duty to clarify (or reassure shareholders and potential shareholders) that however much the company’s actions benefit stakeholders, it remains committed to making profits for its shareholders?

For instance, in January 1999 a Wall Street Journal article reported the following:


. . . consider toy maker Ty Inc. of Oak Brook, Ill. After working all year to keep small-time retailers stocked with Beanie Babies, Ty’s 300 employees received cash bonuses equal to their entire 1998 income. Some wept. No company fixated on annual results would ever do that — but neither would it inspire such gratitude.42



One week later, that newspaper printed CEO Ty Warner’s full-page response as the company’s “first mainstream” advertisement:43


To Ty Friends and Supporters,

We at Ty want to take this opportunity to thank all of our employees, customers, supporters and friends for making 1998 another successful year.

While The Wall Street Journal recently complimented Ty Inc. in its January 8th edition, regarding its benevolence to employees and its focus on building long-term value, we would like to dispel any misinterpretation that may be created by reading the specific paragraph out of context.

By reading the single paragraph, as it has appeared on many web sites, one might conclude that Ty Inc. does not concern itself with profitability. For the record, Ty Inc. earnings, before interest and taxes, exceeded Mattel[‘s] during 1998. In fact, in 1998, Ty Inc. 757was more prosperous than any other toy company, and on an annual basis, is the most successful and profitable company in the history of the toy industry.

Bonuses inspire gratitude and loyalty from employees, and hopefully profit margins can inspire publicly held toy companies to question both short[-] and long-term marketing strategies.44



3. Should boards (and their counsel) attempt to have corporate officers retract or clarify public statements such as the following ones? How could one argue that no corporate response is necessary in those two situations? If not these, what types of statements would unarguably call for retraction or clarification?

(3a) Richard Branson, chairman of the board of Virgin, quoted in an advertisement for Samsonite luggage, in the fall of 2006: “To me, business isn’t about wearing suits or pleasing stockholders. It’s about being true to yourself, your ideas and focusing on the essentials.”

(3b) Steve Jobs, CEO of Apple Computer, quoted in a BusinessWeek article, in October 2004: “Our primary goal is to make the world’s best PCs. . . . Our secondary goal has always been to make a profit, both to make some money but also so we could keep making those great products.”45

(3c) John Mackey, founder and CEO of Whole Foods Market, in 2013:


Just as happiness is best experienced by not aiming for it directly, profits are best achieved by not making them the primary goal of the business. They are the outcome when companies do business with a sense of higher purpose, build their businesses on love and caring instead of fear and stress, and grow from adversity. . . .46



(3d) Referring to the generation of profits by businesses, Mackey told an interviewer in 2015,
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[a] metaphor I like to use is that my body can’t live unless it’s making red blood cells. . . . It doesn’t follow that the purpose of my life is to make red blood cells.47



(3e) Tim Cook, CEO of Apple, responding at a shareholder meeting in 2014 to a challenge to the company’s commitment to environmental policies that did not appear to benefit its bottom line:


We do things because they’re just and right. . . . If you want me to make decisions that have a clear R.O.I. [i.e., return on investment], then you should get out of the stock, just to be plain and simple.48



(3f) Howard Schultz, chairman and CEO of Starbucks, in his 1997 boon on the company’s history and values:


Our first priority was to take care of our people, because they were the ones responsible for communicating our passion to our customers. If we did that well, we’d accomplish our second priority, taking care of our customers. And only if we achieved both of those goals would we be able to provide long-term value for our shareholders. . . .49

At some point, you have to divorce yourself from the stock price and just focus on running the business. . . . I’ve tried to make decisions based on what’s right for the company, not what’s right for the stock price. That’s one of the achievements I’m proudest of at Starbucks.50



(3g) The credo,51 formulated in 1943, of health care products manufacturer Johnson & Johnson:


We believe our first responsibility is to the doctors, nurses and patients, to mothers and fathers and all others who use our products and services. . . .
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We are responsible to our employees, the men and women who work with us throughout the world. . . .

We are responsible to the communities in which we live and work and to the world community as well. We must be good citizens — support good works and charities and bear our fair share of taxes. We must encourage civic improvements and better health and education. We must maintain in good order the property we are privileged to use, protecting the environment and natural resources.

Our final responsibility is to our stockholders. Business must make a sound profit. . . .



4. In what circumstances, if any, might the board have a duty to de-emphasize the socially responsible aspects of the company’s operations?52

5. Is it ever appropriate for a corporation to adopt a firm policy, whether in its articles of incorporation, bylaws, or otherwise, that it will contribute a specified percentage of its gross income, or a specified amount, each (fiscal or calendar) quarter or year? Wouldn’t such a policy disadvantage the company in those periods during which it had income but not profits (and, perhaps, actually suffered great losses)?

6. Under what circumstances would it be appropriate for a corporation to amend its articles of incorporation to restrict the board’s default authority to contribute to non-profit organizations? What types of restrictions (e.g., on amounts; on recipients; on recipients’ application of the contributions; requirement of shareholder approval for certain contributions) would be suitable in those circumstances? Would it ever be appropriate for a corporation to bar itself from making any type of contribution to a non-profit entity?53

7. In October 2008, the Department of Labor warned in interpretive bulletins that the fiduciary (i.e., the manager) of a retirement plan under the Employee Retirement Income Security Act of 1974 (ERISA) “may never subordinate the economic interests of the plan to unrelated objectives, and may not select investments on the basis of any factor outside the economic interest of the plan except in very limited circumstances”;54 nor may the fiduciary use pension plan assets “to further policy or political issues 760through proxy resolutions that have no connection to enhancing the economic value of the plan’s investment in a corporation. . . .”55

Why do the fiduciary responsibilities of such managers confine them to considering the “economic interests” or “economic value” of the assets that they manage, although the directors of corporations are permitted, if not encouraged, to take many other factors into account in overseeing the deployment of their firms’ assets? Could a board committed solely to profit maximizing legitimately compare themselves to the administrators of ERISA plans?

8. In October 2015, an interpretive bulletin clarified that “[e]nvironmental, social, and governance issues may have a direct relationship to the economic value of the plan’s investment. In these instances, such issues are not merely collateral considerations or tie-breakers, but rather are proper components of the fiduciary’s primary analysis of the economic merits of competing investment choices.”56 In a May 2009 interview, Nobel-prize–winning economist Myron Scholes stated that “[a] bank needs models to measure risk. The problem, however, is that any one bank can measure its risk, but it also has to know what the risk taken by other banks in the system happens to be at any particular moment.”57

In his own analysis of the recent banking crisis, Judge Richard Posner argued that


[n] ot only does competition force businessmen to be profit-maximizers, which implies . . . that they will accept a small risk of bankruptcy; we want them to be profit-maximizers — it is what drives economic progress. But in this example private virtue is a public vice, because the profit-maximizing businessman rationally ignores small probabilities that his conduct in conjunction with that of his competitors may bring down the entire economy.58



Is it appropriate for a bank’s directors to focus on, and try to avert, the risk of system-wide failure by reducing the risks that their own bank takes (and thus possibly reducing its profits)? Does it matter whether other banks join them in this approach? Does it matter whether they disclose this policy to their shareholders?
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9. Some publishers have announced that they will donate to charities at least some of the profits from the sales of certain of their books — including The 9/11 Commission Report59 and the English translation of Hitler’s Mein Kampf.60 From the sales of what other goods or services might it be appropriate for companies to donate their profits? What proportion of those profits should be donated, and to whom?

10. Do international human rights laws require corporations to “proactively protect communities from corporate activities or conditions that are likely to directly or indirectly cause harm to the community, such as a Bhopal-like industrial disaster”?61

Do such laws require corporations “to be first responders when they have the capability, after a disaster, of responding with goods or services (e.g., logistics) to alleviate human suffering within the region where the company operates”?62
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7.02–DIVERGING FROM “THE BOTTOM LINE”


7.02(A)–Stakeholders and “Other Constituency” Statutes

In 1968, the Illinois Court of Appeals upheld the decision of the Chicago Cubs organization (apparently, following the preference of Philip K. Wrigley, its president and majority shareholder) not to install lights in Wrigley Field, which would have enabled the money-losing team to play, like all other major league teams, night games on its own home field.63 Although a minority shareholder challenged as “arbitrary and capricious” the board’s alleged justification — Wrigley’s supposed beliefs that “that baseball is a ‘daytime sport’ and that the installation of lights and night baseball games will have a deteriorating effect upon the surrounding neighborhood”64 — the court concluded that:


[W] e are not satisfied that the motives assigned to . . . Wrigley, and through him to the other directors, are contrary to the best interests of the corporation and the stockholders. For example, it appears to us that the effect on the surrounding neighborhood might well be considered by a director who was considering the patrons who would or would not attend the games if the park were in a poor neighborhood. Furthermore, the long[-]run interest of the corporation in its property value at Wrigley Field might demand all efforts to keep the neighborhood from deteriorating. By these thoughts we do not mean to say that we have decided that the decision of the directors was a correct one. That is beyond our jurisdiction and ability. We are merely saying that the decision is one properly before directors and the motives alleged in the amended complaint showed no fraud, illegality or conflict of interest in their making of that decision.65



Although the court justified the asserted concern for the neighborhood by suggesting its linkage to the long-term fortunes of the ball club and its shareholders,66 763subsequent considerations of stakeholder interests would not always have to be legitimized as possibly profit-seeking, so long as they were arguably in the vaguer “best interests of the corporation.”

Following a series of Delaware decisions in the late 1980s that allowed directors facing takeover bids to consider, among other factors, “the impact on constituencies other than shareholders,”67 more than thirty states (beginning with Pennsylvania, in 1983, but not including Delaware) enacted “other constituency” statutes that explicitly allow, or in one case require, directors to consider those interests.68 Most 764such statutes generally apply to all decisions, not merely those involving responses to takeover offers.69

For instance, the relevant sections of Pennsylvania’s statute treat shareholders merely as one group among many, and suggest that in “the best interests of the corporation” their interests can be subordinated to those of other groups:


(a) General rule. In discharging the duties of their respective positions, the board of directors, committees of the board and individual directors of a domestic corporation may, in considering the best interests of the corporation, consider to the extent they deem appropriate:

(1) The effects of any action upon any or all groups affected by such action, including shareholders, members, employees, suppliers, customers and creditors of the corporation, and upon communities in which offices or other establishments of the corporation are located.

(2) The short-term and long-term interests of the corporation, including benefits that may accrue to the corporation from its long-term plans and the possibility that these interests may be best served by the continued independence of the corporation.

(3) The resources, intent and conduct (past, stated and potential) of any person seeking to acquire control of the corporation.

(4) All other pertinent factors.

(b) Consideration of interests and factors. The board of directors, committees of the board and individual directors shall not be required, in considering the best interests of the corporation or the effects of any action, to regard any corporate interest or the interests of any particular group affected by such action as a dominant or controlling interest or factor. The consideration of interests and factors in the manner described in this subsection and in subsection (a) shall not constitute a violation of section 512 (relating to standard of care and justifiable reliance).70



However, in rejecting the suggestion that the Model Business Corporation Act be similarly amended, the American Bar Association’s Committee on Corporate Laws concluded that


permitting — much less requiring — directors to consider [non-shareholder] interests without relating such consideration in an appropriate fashion to shareholder welfare (as the Delaware courts have done) would conflict with directors’ responsibility to shareholders and could undermine the effectiveness of the system that has made the corporation an efficient device for the creation of jobs and wealth.71
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Although commentators have attacked many aspects of “other constituency” statutes — including their vagueness about whose interests are to be considered and how priority is to be established, whether they afford (or should afford) standing for non-shareholders to sue directors, and how management is to measure successful operations72 — their actual consideration by courts, and effect in caselaw, appears to have been quite limited, for these very reasons, and perhaps also because takeover activity has since receded (and other defensive tactics have been created).73 Their financial effect on shareholders has yet to be conclusively demonstrated,74 although one study has concluded that their passage “did not significantly influence [the] investment behavior of” pension funds and other “high fiduciary duty institutions.”75

QUESTIONS–7.02(A)

1. The drafter of the Pennsylvania corporate constituency statute has argued that


[t] he “best interests of the corporation” is a simple notion. In the case of ordinary business matters, the corporation’s interest is in enhancing its ability to produce wealth indefinitely. The wealth concept includes both profit from today’s activities and expected profit from tomorrow’s activities. Basically, the term embraces the corporation’s own interest in the success of its long-term corporate goals, culture, and business.

The interests of the corporation also include the interwoven interests of its various constituencies, such as shareholders, employees, customers, the local community, and others. Linking these interests to the corporation’s interest resolves much of the tension that would otherwise exist from competing and conflicting 766constituent demands. For example, employees could demand such high wages that the corporation would not be able to produce a profit; shareholders could demand such high dividends that the corporation could not withstand a downturn in its business. Under the corporate constituency concept, these constituencies’ interests are balanced by the board of directors acting in the best interests of the corporation as a whole, as opposed to the best interests of any one particular constituency. In short, the concept embodies what every manager thinks of when asked what is the best interests of the corporation.76



(1a) Do you agree? Is the argument that corporate social responsibility is in the long-term, if not necessarily short-term, interests of shareholders similar to that made for a corporation’s re-investing a large proportion of its profits in research and development efforts rather than distributing them to shareholders as dividends?

(1b) Might one argue that the above definition of best interests of the corporation renders the “other constituency” statutes redundant and thus unnecessary?77

(1c) Should corporations amend their articles of incorporation, bylaws, and any directors’ and officers’ employment agreements to clarify whose interests (the corporation’s? the shareholders’? the shareholders’ and various non-shareholder constituencies’?) these individuals serve?

2. In a state that has not enacted an “other constituency” statute, can — and should — shareholders or directors revise their corporation’s bylaws or articles of incorporation to effectively include some form of such a provision? Should the revisions attempt to clarify, for purposes of the board’s operation, ambiguities in the state’s statute (for instance, which stakeholders’ interests to take into account, and how to prioritize them)?

For instance, in 1978 the Control Data Corporation amended its charter (articles of incorporation) to include the following provision:


The Board of Directors of the Corporation, when evaluating any offer of another party to (a) make a tender or exchange offer for any equity security of the Corporation, (b) merge or consolidate the Corporation with another corporation, or (c) purchase or otherwise acquire all or substantially all of the properties and assets of the Corporation, shall, in connection with the exercise of its judgment in determining what is in the best interests of the Corporation and its stockholders, give due consideration to all 767relevant factors, including without limitation the social and economic effects on the employees, customers, suppliers and other constituents of the Corporation and its subsidiaries and on the communities in which the Corporation and its subsidiaries operate or are located.78



3. In a state that has enacted an “other constituency” statute, can — and should — shareholders or directors revise their corporation’s bylaws or articles of incorporation to effectively eliminate or restrict the statute’s effect?

4. How, if at all, can shareholders prevent directors from pursuing their own interests at the expense of the shareholders but justifying their decisions on the grounds that those decisions benefit some of the other constituencies?

5. How do the “other constituency” statutes change, if at all, the directors’ and officers’ duties of loyalty? Of care? Of good faith?

6. On the other hand, does the entrance of the corporation into the zone of insolvency signal that directors, who are now responsible not only to shareholders but also to creditors, should limit or end corporate activities that benefit stakeholders at the expense of either or both of these groups?

7. How do the “other constituency” statutes alter, if at all, the application of the business judgment rule to the decisions of directors and officers? Does it make a difference whether the decisions are structural (such as those involving responses to takeover offers) or operational (daily business decisions)?79

8. Are there useful comparisons to be made between the responsibilities of directors under “other constituency” statutes and their responsibilities — not just to shareholders but also to creditors generally — under the “zone of insolvency” doctrine discussed in Section 3.09(A)?

9. One commentator has written that “only a reckless corporate advisor would permit board minutes, or an accurate rendering of the advice given a board, to suggest that the board had put non-shareholder interests before those of shareholders.”80 Do you agree?

10. The ABA’s Committee on Corporate Laws argued that state statutes providing that directors should consider the interests of shareholders on an equal footing with those of non-shareholder groups “would accomplish a change in traditional corporate law so radical that it should be undertaken only after there has been extensive and broad-based deliberation on [its] effects....”81
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How should such “extensive and broad-based deliberation” on this or other innovative corporate law proposals proceed?

Should any of the discussion and analysis be conducted by congressional committees or other federal, as opposed to state, actors?

11. Do the other constituencies whose interests the board should consider include not only the corporation’s vendors, contractors, suppliers, and other trading partners, but also the trading partners of those trading partners?

12. Does the existence of statutes and caselaw recognizing that boards can authorize charitable contributions and can take into account the interests of non-shareholder constituencies undercut the argument of some director primacy advocates that shareholder wealth maximization is the default arrangement to which shareholders and directors would agree were they to bargain directly?82



7.02(B)–Corporations Designated as Social Enterprises


7.02(B)(1)–State-Recognized

In May 2007, the New York Times featured an extended discussion of “the emerging convergence [in many new businesses] of for-profit money-making and nonprofit mission,” identifying “a small but budding practice — what some label the fourth sector . . . from the fact that participants are creating hybrid organizations distinct from those operating in the government, business, and nonprofit sectors.”83

Although at that time “no single name for what [was] occurring ha[d] gained broad use,”84 today’s corporations that combine the quest for profits with (and often subordinate it to) some type of social goal are generally known as “social enterprises,”85 and their operators as “social entrepreneurs.”

Following the lead of Maryland in 2010, Delaware (in 2013) and more than thirty other states86 and the District of Columbia offer the designation of “benefit corporation” to corporations that:
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	state, among their purposes, a commitment to providing general public benefits87 (although these corporations can also88 identify as their mission one or more specific public benefits, such as: providing goods or services to particular individuals or communities; promoting economic opportunity for individuals or communities; maintaining or enhancing the environment; aiding human health; supporting the arts, sciences, or advancement of knowledge; and enabling funding of other entities with a public benefit mission);89

	disclose annually (to shareholders and on their corporate Web sites), in a report,90 prepared by an independent “benefit director”91 or 770“benefit officer,” if the state’s benefit corporation statute requires such a position — their efforts and progress towards such public benefit(s), employing a standard developed by an independent third party (but not necessarily require an independent third party to audit or verify such progress);92

	have an independent third party verify their efforts and progress; and

	consider in their decision making the interests not just of their shareholders but of their stakeholders (such as employees of the company and of its subsidiaries and suppliers; customers; residents of the communities in which the company and its subsidiaries and suppliers operate; and those who would be affected by company-caused changes in the local and global environments).



Directors and officers of benefit corporations do not incur personal liability if they fail to maximize their companies’ profits; yet the statutes generally provide that these executives have no fiduciary duty to stakeholders. The corporation, a shareholder, a director, or other persons specified in the articles of incorporation or bylaws can bring a “benefit enforcement action” against directors and officers who allegedly caused the company not to pursue appropriately the public benefits that it had identified; however, if successful, such an action would result in injunctive relief rather than monetary liability.93
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The conversion of a Maryland or New Jersey corporation to a benefit corporation requires approval by holders of at least two-thirds of the shares entitled to vote on the issue; in Virginia, the shareholders must be unanimous.94

As of late 2015, approximately 2,636 benefit corporations had been formed in the United States.95 Two years later, one survey identified 7,704, of which “only 35% appear to be operational based on their publicly available online activity.”96 However, to date, little reported litigation has focused on the operations of benefit corporations (or of B Corporations, discussed immediately below).

Perhaps the most well-known benefit corporation is the outdoor clothing and gear retailer, Patagonia.97

Separately, in 2018, the Delaware Legislature adopted, as part of the Title 6 of the Delaware Code’s “Other Laws Relating to Commerce and Trade” (rather than Title 8’s DGCL), Chapter 50E, which “permits a Delaware entity [including corporation and benefit corporations] to signal its commitment to global sustainability. This chapter does not purport to prescribe which sustainability standards an entity chooses to adopt. Thus, a Delaware entity is free to choose standards promulgated or developed by any entity.”98



7.02(B)(2)–Certified by Third Parties

Separate from benefit corporation status, the group B Lab offers to certify as a “B Corporation” (apparently standing for “Beneficial Corporation”) a firm that has qualified through the group’s survey as socially responsible, and that has either qualified as a benefit corporation under the law of its state of incorporation (if that state recognizes such a designation) or has installed in its articles of incorporation a provision explicitly enabling directors to take into account the interests of stakeholders.99 Among today’s most prominent B Corporations are Allbirds, Ben 772& Jerry’s, Danone North America, Greyston Bakery, King Arthur Flour Company, Klean Kanteen, Stonyfield, and Tom’s of Maine.100


Certified B corporations are businesses that meet the highest standards of verified social and environmental performance, public transparency, and legal accountability to balance profit and purpose. B Corps are accelerating a global culture shift to redefine success in business and build a more inclusive and sustainable economy.

Society’s most challenging problems cannot be solved by government and nonprofits alone. The B Corp community works toward reduced inequality, lower levels of poverty, a healthier environment, stronger communities, and the creation of more high quality jobs with dignity and purpose. By harnessing the power of business, B Corps use profits and growth as a means to a greater end: positive impact for their employees, communities, and the environment.

B Corps form a community of leaders and drive a global movement of people using business as a force for good.101



The certification, however, is not a product of state law, but, like the “Fairtrade,” “Rain Forest Alliance,” and “Bird Friendly Habitat” designations for coffee beans, is more like a badge verifying an operational commitment to a social purpose.

Benefit corporations are not automatically qualified as certified B Corporations, but like other applicants, must earn that certification separately by completing an online assessment of “your company’s positive impact on your workers, community, customers and environment”; reviewing the answers with a B Lab staff member by telephone; submitting documentation to support their affirmative answers to several questions selected by B Lab; and completing a disclosure questionnaire.102 B Corporations must repeat the process every three years to be recertified; in addition, ten percent are selected by B Lab each year for an on-site review of their operations.103

In addition to meeting the requirements above, to qualify as a certified B Corporation, a company incorporated (or incorporating) in a state whose corporate statute offers benefit corporation status “must elect benefit corporation status within four years of the first effective date of the legislation or two years of initial 773[B Corporation] certification, whichever is later.”104 If the state does not recognize benefit corporations, B Lab requires applicants for B Corporation status to include in new, or to add to existing, articles of incorporation specific language providing that “[t] he purpose of the Company shall include creating a material positive impact on society and the environment, taken as a whole, from the business and operations of the Company,” and also including the following “Directors Clause”:



	When managing or directing the business and affairs of the Company, the board of directors shall consider the effects of any action or inaction upon:

	the shareholders of the Company;

	the employees and work force of the Company, its subsidiaries, and its suppliers;

	the interests of its customers as beneficiaries of the purpose of the Company to have a material positive impact on society and the environment;

	community and societal factors, including those of each community in which offices or facilities of the Company, its subsidiaries, or its suppliers are located;

	the local and global environment;

	the short-term and long-term interests of the Company, including benefits that may accrue to the Company from its long-term plans and the possibility that these interests may be best served by the continued independence of the Company; and

	the ability of the Company to pursue a material positive impact on society and the environment, taken as a whole.



	In discharging his or her duties, and in determining what is in the best interests of the Company, a Director shall not be required to regard any interest, or the interests of any particular group affected by such action, including the shareholders, as a dominant or controlling interest or factor.

	A director does not have a duty to any person other than a shareholder in its capacity as a shareholder with respect to the purpose of the Company or the obligations set forth in this Article, and nothing in this Article express or implied, is intended to create or shall create or grant any right in or for any person other than a shareholder or any cause of action by or for any person other than a shareholder [or the corporation].

	Notwithstanding the foregoing, any director is entitled to rely on the provisions regarding “best interests” as set forth above in enforcing his or her rights hereunder, and under state law and such reliance shall not, absent another breach, be construed as a breach of a director’s duty of care, even in the context of a change in control transaction 774where, as a result of weighing the interests set forth in subsection (a)(i)-(vii) above, a director determines to accept an offer, between two competing offers, with a lower price per share.105




Finally, applicants for certified B Corporation status in a state that does not recognize benefit corporations (whether or not it has an “other constituency” provision in its corporate statute) must, in addition to meeting the above requirements, “support B Lab’s public policy objectives of passing benefit corporation legislation in its state . . . of incorporation.”106

In June 2021, B Lab’s directory107 included 1,352 companies (some of which are limited liability companies) as certified B Corporations in the United States.

QUESTIONS–7.02(B)

1. Is the designation of benefit corporation and/or B Corporation truly necessary, except for recruitment108 and marketing purposes, particularly in a state that defines corporate purpose broadly and/or that has adopted an “other-constituency” statute?109
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2. To what degree are the operations of a social benefit corporation and/or a B Corporation constrained if it is incorporated in a state like Delaware, which does not have an “other constituency” statute?

3. How do boards balance, prioritize, and/or harmonize a social enterprise’s hybrid missions (often referred to as “people, profits, planet”), especially if the enterprise seeks to provide more than one social benefit? For instance, would it be appropriate for a board to indicate in advance, in writing, the relative priorities that it will accord to different missions and to the interests of different types of stakeholders, and/or to identify the types of stakeholders whose interests it is not going to consider, or prioritize? To offer a variety of investment options to reflect the differing goals of different types of investors?110

Notably, Delaware’s benefit corporation statute provides that “a public benefit corporation shall be managed in a manner that balances the stockholders’ pecuniary interests, the best interests of those materially affected by the corporation’s conduct, and the public benefit or public benefits identified in its certificate of incorporation,”111 without clarifying how such “balancing” should be undertaken in a specific instance or generally.112

4. Does the traditional “duty of obedience” of directors of nonprofit entities (requiring fidelity to the enterprise’s mission rather than to shareholders) take on new components or dimensions in the context of social enterprises?

5. How are the fiduciary duties of directors repelling unwanted takeover offers (or, conversely, recommending that shareholders approve a merger or acquisition) different if the directors are involved with a social enterprise rather than a traditional, bottom-line-oriented, corporation? For instance, must the directors of a social enterprise always approve the highest (monetary) offer for the shares of the corporation?113 (Subsection (d) of B Lab’s “Directors Clause,” discussed above, specifically disclaims such a duty.)
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6. How are the duties of directors and/or the bankruptcy trustee in the reorganization or liquidation of a social benefit corporation different from those in the reorganization or liquidation of a more traditional corporation?114
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7. Does the social enterprise status of their corporation change any elements of traditional definitions of conflicts of interest and self-dealing transactions for directors and officers?

8. What restrictions (if any) should directors and officers of social enterprises be subject to contractually, or otherwise be expected to comply with? How would these differ from restrictions on the conduct of managers of traditional (for-profit or non-profit) businesses of the same form?

9. Are the professional responsibilities and fiduciary duties of (in-house or outside) counsel to a social enterprise any different from those of counsel to a traditional for-profit or non-profit corporation?

10. Under what circumstances would it be appropriate for a law firm to operate in the form of a social enterprise? How would the operations of such a firm, the fiduciary duties of its managers, and the professional responsibilities of its lawyers, be different from those of their counterparts in a traditional law firm?

11. Would it be appropriate for inside or outside counsel to a social enterprise to accept an ownership interest in the enterprise as compensation for legal services? How would counsel’s professional responsibility and fiduciary duty concerns in this situation differ from those of counsel in an equivalent position with respect to a for-profit corporation? With respect to a non-profit corporation?

12. How do, and should, the internal codes and policies governing the conduct of social enterprises’ employees and executives differ from the corresponding codes and policies of traditional corporations?

13. How do, and should, the disclosures that social enterprises make to investors before and over the period of their investment differ from those made to investors by traditional corporations?

14. Under what circumstances might it be appropriate for a benefit corporation to provide in its bylaws or articles of incorporation that directors and officers could face personal monetary liability for their failure to sufficiently and/or appropriately pursue the company’s general or specific 778public purpose?115 What would be the appropriate standard of review of their conduct in this regard?116

15. Can managers of social enterprises secure directors’ and officers’ insurance as easily as can the managers of traditional corporations, and on the same terms?

16. Does a social enterprise have any greater (legal, public-relations, or other) obligation to engage in certain activities (such as “green” or “sustainable” operations), and not to engage in others (such as those that pollute) than do traditional corporations, even if those activities or methods, and their goals, are not specifically identified by that enterprise as part of its mission?

17. How does, and should, a social enterprise’s search for director and officer candidates focus on different criteria, or weigh standard criteria differently, than a traditional corporation’s search for such candidates?

18. What types of individuals or business entities, if any, should a social enterprise not allow to become its shareholders?

19. Is there, or should there be, a way for social enterprises to be financed, at least in part, through “crowd-funding”?117 How would such an arrangement raise different legal issues than the crowd-funding of artistic ventures, or of traditional types of enterprises?

20. Can, and should, a law firm operate as a certifier of B Corporations? If it does, is it subject to any special restrictions, with regard to its obligations of professional ethics or otherwise, that other certifiers, like B Lab, are not subject to?
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7.03–THE PUBLIC RESPONSIBILITY COMMITTEE

In the re-awakening of a trend that began in the 1970s and crested in the late 1980s,118 a number of corporations have created committees to help identify, develop, and implement119 their social policy initiatives. The committees are identified by such titles as “public responsibilities committees,” “public policy committees,” “public affairs committees,” and “social responsibility committees.”

In 1977, after identifying only thirty-five American corporations that had established such a committee, a Harvard Business School study found most of them “struggling with basic questions of purpose and direction, and . . . in the process of defining various roles for themselves.”120 More than thirty years later, the purpose, process, and practices of these committees are still being determined.

In fact, with increasing attention to ESG (Environmental, Social, and Governance) initiatives and disclosures, and demands for corporations to issue statements on issues of societal concern,121 the popularity of these specialized committees may have passed: such social involvement might currently be perceived as integral to the work of the full board, perhaps with the support of staff or consultants. For instance, in 2014, Apple successfully resisted bringing to a shareholder vote a shareholder’s proposal that the board “establish a Public Policy Committee” to “oversee 780the Company’s policies and practice” relating to “public issues including human rights, corporate social responsibility, supplier chain management, charitable giving, political activities and expenditures, government regulations, international relations, and others.” Apple argued, in part, that “much of the Proposal relates to the Company’s general adherence to ethical business practices and policies, and therefore relates to the Company’s ordinary business operations.”122

A sample charter for a public responsibility committee is included in the Online Supplement to this book.

QUESTIONS–7.03

1. Should the committee have any power to render a final decision on the corporation’s social responsibility projects and expenses, or should it only make recommendations to the board?

2. What proportion of the members of the committee should be outside directors rather than inside directors?

3. Should all of the members of the committee, or a specified number or proportion of them, be required to possess special backgrounds, experience, and/or expertise — for instance, in environmental issues? Is it appropriate merely to indicate in the committee’s charter that “[m] embers of the Committee should be suitably knowledgeable in matters pertaining to public issues”?123

4. Should the committee adopt a policy limiting or barring corporate contributions to non-profit enterprises with which a director or officer, or a member of a director’s or officer’s family, is affiliated?124 If so, what would constitute a disqualifying affiliation? Under what circumstances, if any, might the committee allow waivers of this policy?
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(4a) What types of connection to or affiliation with a potential recipient of funds, goods, or services from the corporation should disqualify a member of the committee from participating in the discussion of, and/or voting on, the committee’s decision whether to recommend that the board approve (and if so, the amount of) a contribution?

(4b) Should directors of the board who are not on the committee be subject to the same standard with regard to their involvement in the board’s consideration of and decision on the recommendation?

(4c) Should directors in either situation be required to disclose such a connection or affiliation, or may they simply recuse themselves?

(4d) Should the committee, or should the board, develop and periodically review such a disqualification policy?

5. Under what circumstances should the committee create sub-committees to address certain issues in greater depth?

6. Should the committee be authorized and expected to recommend the priorities of various possible social responsibility initiatives and contributions, or should the board provide a list of priorities to the committee?

7.

(7a) Should the board require, the committee recommend, or shareholders propose that as a matter of policy the corporation make no contributions to, or other expressions of support for, certain causes, initiatives, or entities? If so, which ones, and how should they be identified?

For example, the Timberland Company has stated: “We are not political or partisan. We do not financially support candidates, political campaigns or Political Action Committees.”125

The issue of corporate political expenditures has received intense attention and study126 since the Supreme Court’s 2010 holding, in 782Citizens United v. Federal Election Commission,127 that “the Government may not suppress political speech on the basis of the speaker’s corporate identity.” Non-profit and for-profit corporations are still barred “from using general treasury funds to make direct contributions to candidates,” but now are allowed to make unlimited “independent expenditures that expressly advocate the election or defeat of a candidate, through any form of media, in connection with certain qualified federal elections.”128 (Citizens United, a non-profit corporation, had challenged restrictions on its intended funding of the advertising of, and free video-on-demand availability of, a film critical of Hillary Clinton, then a New York Senator who was competing for the Democratic nomination in the 2008 presidential election.)

(7b) Would the shareholders be better served by a requirement that the board disclose, but not be barred from, certain expenditures or types of expenditures?129

783

(7c) Would the shareholders be better served by a requirement of disclosure130 and a required shareholder vote on the contributions, such as the “say on pay” votes discussed in Section 6.04(B) for certain executive compensation arrangements? Should contributions under a certain value be exempted from this requirement?131 Should the shareholder vote be taken before, rather than after, the expenditure(s) in question? Should it be binding, or merely advisory?132 If binding, what percentage of shares should be necessary to approve the expenditure?133

(7d) To what degree should the answers to (7a), (7b), and (7c) depend on the extent to which the corporate expenditure would be both controversial and public? The Citizens United decision, though upholding requirements that certain political communications identify their sponsors, suggested that such identification might be omitted “if there were a reasonable probability that the [donor] group’s members would face threats, harassment, or reprisals if their names were disclosed” — but noted that Citizens United had produced no such 784evidence.134 Presumably, the threat of a boycott of a company’s goods or services135 would not justify nondisclosure.

8. Factors cited for consideration in some corporate policies on contributions made by a corporation’s political action committee to candidates136 include: the candidate’s position, standing, and ranking; whether the candidate is a member of a committee whose work concerns legislation that affects or could affect the company; whether the company has facilities in the candidate’s district; the candidate’s voting record on issues relevant to the company; the nature of the opposition to the candidate; and the candidate’s financial need.

What other factors, if any, should be considered?

9. Should the committee develop a policy of recommending that the company contribute funds, goods, or services only to those non-profit organizations that achieve certain ratings for their own effectiveness (in particular, with regard to the percentage of each dollar contributed that the organization spends on its cause rather than retains for salaries or other expenses)?137 If so, how should the policy take into account the 785criticisms that have been made of the groups that create such ratings — for instance, that they do not reflect whether a charity “is helping the people it’s intended to help,”138 or adequately define and measure the level of a charity’s success?139

10. Should the committee develop a policy barring the company from contributing to any non-profit organization whose chief executive’s total compensation exceeds a specified dollar amount, and/or a specified percentage of the organization’s income or operating budget?140

11. Should the committee make a practice of monitoring, for comparison or other purposes, the social responsibility efforts of other corporations? If so, which corporations should it monitor, and why?

12. Would it be appropriate for the committee to consider (possibly in conjunction with the compensation committee) linking some element(s) and amount(s) of an executive’s total compensation to the corporation’s achievement of certain specified social responsibility goals?

13. Would it be appropriate for the committee to attempt to forestall potential boycotts of its goods and services by developing a set of guidelines for directors and officers that suggested (as per the discussion in Section 3.07 (C)) that they individually refrain from making public comments, even in their personal capacities, on controversial social and political issues? Would this also apply to directors’ and officers’ personal donations to non-profit organizations active in socially controversial issues?

14. Would it be appropriate for the committee to institute a policy of making donations to certain non-profit entities in the names of individual directors and/or officers? How and by whom would the amounts and recipients of such donations be determined? Would such contributions count as personal income to the individuals on whose behalf they were made?

786

15. What should the role of the committee be in situations where, as opposed to executives’ gratuitously opining on sensitive topics, the company faces a controversial choice — for instance, whether to support local or state legislation concerning same-sex marriage, or whether to grant benefits to same-sex partners of employees — that will inevitably raise controversy and the threat of boycotts from some quarter, no matter what action the company takes?

For instance, in the spring of 2005, protests by a local clergyman caused Microsoft Corp. to abandon its support for Washington State legislation that would ban discrimination based on sexual orientation; yet it then found itself criticized by many of its own employees. Before two weeks had elapsed, Microsoft reversed itself. In the interim, its CEO asked in a company-wide e-mail, “When should a public company take a position on a broader social issue, and when should it not?”141 — but of course, whatever the company did in that situation would be to take a position.

Similarly, one commentator noted that in 2006 Wal-Mart found itself caught between religious groups and women’s groups on the issue of whether it should sell the contraceptive “morning-after pill.”


What is the socially responsible position for Wal-Mart to take? It has no means for weighing and balancing claims, except by assessing which hurt Wal-Mart’s bottom line least. . . .

. . . [N]o matter how intense or irritating the advocates for one side or the other may be, in the end the corporation must do whatever is necessary to minimize its costs [or else] a rival that isn’t party to the agreement could profitably step into the breach.142



Do you agree with this policy? If not, what is a more appropriate policy — or should such matters simply be decided as they arise?

16. Should a U.S. corporation refrain from doing business (perhaps through its foreign subsidiaries) with foreign companies that it is not legally prohibited from transacting with but whose activities, affiliations, or home countries might, at a minimum, embarrass the corporation (for example, by calling into question its patriotism or commitment to national security)?143 Should the corporation do business with other domestic or foreign corporations that themselves transact with such foreign companies?
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17. In 2008, a vice president of Burger King discussed how that corporation, like McDonald’s and Safeway,


chose to establish an advisory panel to generate, filter, and analyze ideas for how the company could promote animal welfare. . . .

Our advisory panel helps us sort through the sometimes conflicting suggestions we receive and provides a stringent academic review so that we know our policies are based upon sound science and make sense. The panel also weighs costs against benefits and takes into account our supply-chain issues. . . .

The advisory panel members are volunteers, and most are academic experts. . . .144



Is this approach viable for this type of committee generally? How should members be selected? How should they be compensated? Should they be required not to buy or sell company stock while they serve as advisors?

18. Should the committee retain public relations and marketing consultants to aid it in its work? What (other) types of professionals should this committee employ that other committees might not?

19. To what degree should the board require, and/or the committee take into account, consideration of the conflict between the cost of social responsibility initiatives and the corporation’s financial situation? For instance, should the committee recommend only a set of practices whose projected aggregate cost to the company would not exceed a specified dollar value (or specified percentage of estimated profit for the company’s financial year)? Should the committee deduct from this projected cost the estimated returns to the company from those expenditures? Should those estimated returns include only monetary returns (such as increased sales) or also non-monetary returns (such as increased goodwill and visibility)? How should non-monetary returns be measured?

20. Should the committee be charged with developing, for inclusion in the company’s annual report, a statement of the company’s philosophy for engaging in social responsibility initiatives — including, for example, how and why the company chooses certain projects to engage in, or entities to contribute to? Should such a statement include how the company determines the total amount of such contributions and the specific amount to devote to each initiative?

21. Should the committee develop a policy for determining the priority order in which the corporation’s expenditures on socially responsible initiatives should be reduced or eliminated if the aggregate amount for these expenditures is cut?145
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22. Should a specific member of the committee be authorized to speak with shareholders and the press about all of, or about specified projects among, the corporation’s social responsibility initiatives?

23. What efforts, if any, should the committee make to solicit, and to take into account, the views, perspectives, and positions of shareholders generally? Of major shareholders? What effect, if any, should this information have on the committee’s analysis and recommendations?

24. What recommendations, if any, should the committee make to the board with regard to the corporation’s adopting or amending practices so that it qualifies for investment by potential shareholders, such as socially responsible investing (SRI) funds?

By one estimate, in 2020, institutional investors held $6.2 trillion, or slightly more than half of their assets, in “ESG assets.”146 In addition, “[t] he total US-domiciled assets under management using sustainable investing strategies grew from $12.0 trillion at the start of 2018 to $17.1 trillion at the start of 2020, an increase of 42 percent,” representing 33 percent of “total US assets under professional management.”147

SRI funds with “negative screening” typically specify that they do not invest in certain types of companies (for instance, a company involved with tobacco, alcohol, gambling, weapons, or adult entertainment; or whose (or whose country’s) environmental, labor, labor, diversity, and/or human rights practices do not meet certain standards).148 Those with “positive screening,” also known as “ESG” (environmental, social, and governance) investors, invest only in companies that meet certain criteria, which “vary by industry, and include such factors as climate-change strategies, energy consumption, corporate governance, labor practices, and stakeholder relations.”149 Such strategies have also been referred to 789as “impact investing,”150 “sustainability investing,”151 or “mission-related investment.”152
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One study in late 2016 estimated that $8.7 trillion was currently invested using ESG principles, and suggested that twice as much could be invested “by the end of 2018.”153 It noted a correlation between high ESG rankings and low volatility of a company’s share price, and with a higher return on total equity.154 However, a commentator reviewing the analysis concluded that ESG investing “will take more evidence — and perhaps more time — to provide itself as an investment thesis.”155

25. Does the board have a fiduciary duty to monitor

(25a) the “socially responsible investing” policies developed by institutional or other investors;156

(25b) the general and specific recommendations of proxy advisory services and by shareholder activist groups on particular proposals concerning corporate social responsibility157; or
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(25c) the elements of, and algorithms used by, corporate social responsibility evaluation systems158 implemented by third parties to rate and rank corporations in terms of their responsiveness to these issues?

How, if at all, should the board take these policies and trends into account in making its decisions? When, if ever, should it make a difference to a firm that an institutional investor owning some of its shares has announced a new policy concerning socially responsible investment, or changed a previous policy?

26. Among the variety of “principles”159 that SRI (socially responsible investing) funds may require compliance with (or at least take compliance with into account when considering whether to invest) are:
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CERES (Coalition for Environmentally Responsible Economies) Principles (promoting sustainable operations for corporations)

Collevecchio Declaration (non-governmental organizations’ encouragement of financial institutions’ adoption of sustainable and transparent practices)

Global Sullivan Principles (human rights; equal opportunity)

ILO (International Labour Organization) Declaration on Fundamental Principles and Rights at Work (collective bargaining; no child labor or forced labor; non-discrimination)

ILO Tripartite Declaration of Principles Concerning Multinational Enterprises and Social Policy (employment and labor issues)

London Principles of Sustainable Finance (suggesting that financial institutions incorporate in their pricing the risk of environmental harm, and that they do business with companies in less well-off communities and economies)

MacBride Principles (hiring and promotion of Catholic minority in Northern Ireland)

OECD (Organisation for Economic Co-Operation and Development) Guidelines for Multinational Enterprises (covering human rights, labor relations, environmental, and other issues)

Slepak Principles (human rights for United States companies involved in the Soviet Union and the Baltics)

UN Global Compact (environmental, labor, and human rights issues)

UN Norms on the Responsibilities of Transnational Corporations and Other Business Enterprises with Regard to Human Rights

UN Principles for Responsible Investment (suggesting that institutional investors, their managers, and stock exchanges support environmental, social, and corporate governance (ESG) goals in their own operations and in those of their colleague firms and of the companies in which they invest)

UN Statement by Financial Institutions on the Environment and Sustainable Development (limiting effect on the environment of financial institutions’ operations; and encouraging those institutions not only to indicate and measure environmental risk but also to influence their borrowers to reduce that risk)

Voluntary Principles on Security and Human Rights (United States–United Kingdom agreement for non-binding measures concerning human rights, applicable to the operations of mining and energy businesses)
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(26a) Should the committee recommend to the board which, if any of these, to comply with, entirely or partially? How should the committee make such decisions if any of the sets of principles conflict with each other?

(26b) In addition or alternatively, should the committee draft corporate policies covering the same material but in ways more appropriate for the corporation?160 How would such policies differ from the various principles above? Who would vote to adopt (and subsequently to amend, if necessary) the policies? The board? The shareholders? Both? One commentator has proposed a “radical transparency” that would have manufacturers


tracking every substantial [ecological] impact of an item from manufacture to disposal — not just its carbon footprint and other environmental costs but its biological risks [to users, other people, and other species], as well as its consequences for those who labored to make it — and summarizing those impacts for shoppers as they are deciding what to purchase.161



To what degree should the public responsibility committee of a manufacturing company endorse this effort?

27. Should a corporation create the position of “chief social responsibility officer,” for an individual who would serve on this type of committee or who would take the place of the committee? What qualifications should the board seek in candidates for such a position, and what authority should the position have?

For instance, in 2006, Wal-Mart Stores, Inc., named Harriet Hentges, a former nun, former mediator in Iraq and the Balkans, and holder of a Ph.D. in international economics, to the newly created position of “senior director of stakeholder engagement.” A spokesperson for the company told the Washington Post that the selection of Hentges was based on her “understanding of complex issues” and that her having been a nun “had nothing to do with it.”162
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28. To what degree should the company’s compliance department be involved with the work of the committee?163



7.04–LIABILITY FOR CORPORATE SOCIAL RESPONSIBILITY STATEMENTS

Although the SEC has not been quick to enunciate standards for corporate reporting on ESG issues,164 and its regulations165 requiring disclosures concerning their use of “conflict minerals” were struck down166 as violating the First Amendment, commentators have proposed that regulators require,167 and clarify the standards for,168 such disclosures.

In early 2021, the SEC established in its Division of Enforcement a “[c]limate and ESG Task Force,” whose “initial focus will be to identify any material gaps or misstatements in issuers’ disclosure of climate risks under existing rules.”169
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7.04(A)–Public Statements: The Kasky Chronicles

In Kasky v. Nike, Inc., the California Supreme Court held in 2002 that disputed statements made by Nike concerning its treatment of employees,


[b]ecause [they] were directed by a commercial speaker to a commercial audience, and because they made representations of fact about the speaker’s own business operations for the purpose of promoting sales of its products, . . . are commercial speech for purposes of applying [California] state laws barring false and misleading commercial messages.170



Reversing the Court of Appeal, the California Supreme Court remanded the case to that court for further proceedings.

The court decisions do not reflect that Mark Kasky, the California plaintiff, owned either Nike shares or products. However, he claimed that (and asserted standing on the grounds that) Nike executives had falsely, and with knowledge or reckless disregard of the state’s false advertising and unfair competition laws, denied widespread media reports alleging that it exploited the employees of its foreign sub-contractors.171 Although Nike argued that its statements were protected by the First Amendment, the majority concluded, without deciding whether those statements were true or false, that


when a corporation, to maintain and increase its sales and profits, makes public statements defending labor practices and working conditions at factories where its products are made, those public statements are commercial speech that may be regulated to prevent consumer deception. . . .[S]uch representations . . . may be regulated to eliminate false and misleading statements because they are readily verifiable by the speaker and because regulation is unlikely to deter truthful and nonmisleading speech.172



On appeal, the United States Supreme Court first granted certiorari173 and then dismissed it as having been improvidently granted.174 Justices Stevens, Ginsburg, and Souter agreed on one of three reasons advanced in Justice Stevens’ opinion, that


the Court will not anticipate a question of constitutional law in advance of the necessity of deciding it. . . . The novelty and importance of the constitutional questions presented in this case provide good reason for adhering to that rule.

This case presents novel First Amendment questions because the speech at issue represents a blending of commercial speech, noncommercial 796speech and debate on an issue of public importance. . . . On the one hand, if the allegations of the complaint are true, direct communications with customers and potential customers that were intended to generate sales — and possibly to maintain or enhance the market value of Nike’s stock — contained significant factual misstatements. The regulatory interest in protecting market participants from being misled by such misstatements is of the highest order. That is why we have broadly (perhaps overbroadly) stated that “there is no constitutional value in false statements of fact.” . . . On the other hand, the communications were part of an ongoing discussion and debate about important public issues that was concerned not only with Nike’s labor practices, but with similar practices used by other multinational corporations. . . . Knowledgeable persons should be free to participate in such debate without fear of unfair reprisal. The interest in protecting such participants from the chilling effect of the prospect of expensive litigation is therefore also a matter of great importance. . . . That is why we have provided such broad protection for misstatements about public figures that are not animated by malice.

Whether similar protection should extend to cover corporate misstatements made about the corporation itself, or whether we should presume that such a corporate speaker knows where the truth lies, are questions that may have to be decided in this litigation. The correct answer to such questions, however, is more likely to result from the study of a full factual record than from a review of mere unproven allegations in a pleading. Indeed, the development of such a record may actually contribute in a positive way to the public debate. In all events, I am firmly convinced that the Court has wisely decided not to address the constitutional questions presented by the certiorari petition at this stage of the litigation.175



Nike and Kasky settled the litigation in September 2003, when Nike donated $1.5 million to the Fair Labor Association.

In 2020, several practitioners jointly observed that “[w] hen evaluating whether ESG statements violate consumer protection laws, courts have distinguished between aspirational statements and concrete commitments, effectively limiting claims to those reflective of actual commitments. . . . [W]here a company’s statements are of “specific and verifiable facts” relating to its operations, then courts may allow actions to proceed”;176 the authors suggested that courts would follow the same approach in connection with allegations of material misrepresentations to investors in these statements.

In mid-2021, the United States Supreme Court remanded to the Second Circuit Court of Appeals, for reconsideration, the question of whether Goldman Sachs had maintained an inflated stock price, in violation of Rule 10b-5, by falsely making, 797in its SEC filings and annual reports, such statements as “[o]ur clients’ interests always come first,” and “[i]ntegrity and honesty are at the heart of our business.”177

QUESTIONS–7.04(A)

1. The concern remains that under the Kasky reasoning, misstatements in corporate social responsibility reports or in other documents that a corporation publicly disseminates might subject a company to liability under state false advertising and unfair competition laws, especially those that, like California’s, do not require fraudulent intent.178 Should companies thus refrain from issuing any such statements?179
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2. False, incomplete, or misleading statements concerning a corporation’s commitment to social responsibility might also expose the company to liability under SEC Rule 10b-5, if those statements could be seen as “material” to investors.180

(2a) Is the materiality established if a plaintiff can demonstrate the advantages to a corporation of having a reputation as socially responsible?181

(2b) Is the rise of socially responsible investing (SRI) funds that restrict their investments to firms meeting certain criteria,182 and the similar “long-term socially responsible investment” (LTRI) policies of some public pension funds,183 relevant to the determination of materiality? Is it relevant that many institutional investors support corporate social responsibility initiatives — particularly those devoted to eliminating any abuse of human rights and any environmental damage, or to promoting “sustainable development”?184

Note that although corporations are not required to disclose information concerning their activities in this regard, their voluntary statements are subject to the application of Rule 10b-5 if the information is material.185
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7.04(B)–Enforceability of the Corporation’s Codes of Conduct

In 2005, employees of a number of Wal-Mart’s foreign suppliers sued the corporation, alleging that their employers had violated the Standards for Suppliers labor standards that Wal-Mart had made a part of its contracts, and that Wal-Mart had publicly misrepresented its monitoring and enforcement of the suppliers’ compliance.

In July 2009, the Ninth Circuit affirmed the district court’s dismissal of the complaint for failure to state a claim.


Plaintiffs argue that Wal-Mart promised the suppliers that it would monitor the suppliers’ compliance with the Standards, and that Plaintiffs are third-party beneficiaries of that promise to monitor. Plaintiffs rely on this language in the Standards: “Wal-Mart will undertake affirmative measures, such as on-site inspection of production facilities, to implement and monitor said standards.” We agree with the district court that this language does not create a duty on the part of Wal-Mart to monitor the suppliers, and does not provide Plaintiffs a right of action against Wal-Mart as third-party beneficiaries.

The language and structure of the agreement show that Wal-Mart reserved the right to inspect the suppliers, but did not adopt a duty to inspect them. . . .

Plaintiffs alternatively argue that they are third-party beneficiaries of the suppliers’ promises to maintain certain working conditions, and that Plaintiffs may therefore sue Wal-Mart. This theory fails because Wal-Mart was the promisee vis-a-vis the suppliers’ promises to follow the Standards, and Plaintiffs have not plausibly alleged a contractual duty on the part of Wal-Mart that would extend to Plaintiffs.186



In addition, “Wal-Mart is not Plaintiffs’ employer, and the relationship between Wal-Mart and plaintiffs is too attenuated to support restitution under an unjust enrichment theory.”187

QUESTIONS–7.04(B)

1. What type of corporate social responsibility standards or commitments, if any, should a company require of its vendors or others from whom it obtains goods or services (including any law firms that it retains)? How strictly should the company state — to these vendors and to the public — that the company will monitor and enforce these requirements? For example, Timberland acknowledges that
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[b] ecause we own only one of the approximately 300 factories that manufacture Timberland® products, we don’t always have direct control over the practices of our vendors and suppliers. But we do work hard to choose business partners who share our beliefs, then work with them to operate under the standards set forth by our Code of Conduct.188



And in 2013, Wal-Mart adopted a “zero tolerance policy” for violations of its standards, replacing a “three strikes” policy that had given suppliers three opportunities to remedy problems.189

(1a) Does requiring its suppliers to adhere to a Code of Conduct impose upon a corporation a duty to monitor their compliance?

(1b) Should a corporation require its suppliers to adhere to standards that it does not itself meet?

2. What type of corporate social responsibility standards or commitments, if any, should a company require of the customers for its goods or clients for its services?



7.04(C)–Parsing the Corporation’s Mission Statement and CSR Report

According to one report,


[m]ission statements have become ubiquitous since [management expert] Peter Drucker and others popularized them in the 1980s as a way for companies to articulate their highest purpose. Worldwide, 85 percent of large companies have them. . . .190



These documents also often identify the company’s values and/or vision.
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Indeed, the author of a collection of such statements insists that “[e] very company, no matter how big or small, needs a mission statement as a source of direction, a kind of compass, that lets its employees, its customers, and even its stockholders know what it stands for and where it’s headed.”191

Although some studies have found little relationship between such statements and companies’ actual operations or success,192 and their status as corporate policy or binding legal documents remains questionable,193 a company’s board and its public responsibility committee might consider whether the mission statement will mention (a) profit maximizing for the benefit of shareholders, and/or (b) serving stakeholders in some fashion. Such statements may be so vague in any case as not to ground legal action as misstatements. However, if a corporation fails to follow through on the implications of its mission statement for serving stakeholders, it would be at a minimum embarrassing to defend itself, in the court of public opinion194 or in an actual courtroom, against a claim of false advertising or unfair competition.
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For the same reason, the lengthy and detailed corporate social responsibility reports that many major corporations have begun to issue annually195 might be carefully reviewed by executives and counsel for accuracy concerning both past and planned achievements.

Finally, corporations might also reconsider voluntarily developing employee codes of conduct that are stricter than the legal requirements,196 particularly if any publicity surrounding such codes could be seen as a “selling point” for their products or services (and/or employee recruitment efforts).



7.04(D)–“Greenwashing”: Failure to Follow Through

In 2005, an analysis of the corporate social responsibility movement concluded that it


remains a work in progress. At its best, it promises a corporate decision-making process in which managers think and talk openly about social and environmental issues and then tell the world what they did and why. At its worst, it is nothing more than an elaborate public relations charade in which companies perform certain prescribed rituals but continue to do business as usual. But it may be even worse than business as usual, as the effect of the rituals may be to co-opt critics, mislead consumers, and preempt regulation. . . . [O]ur research leaves us still hopeful, but increasingly skeptical.



Indeed, the term greenwashing specifically refers to such an “elaborate public relations charade” to the effect that a corporation has become more sensitive and responsive to environmental concerns, and “is often employed by industries hoping to avoid new environmental regulation.”197 In June 2009, the National Law 803Journal reported that lawsuits alleging this form of consumer fraud were “questioning everything from household cleaners to automobiles for their greenworthiness,” and that the Federal Trade Commission was apparently preparing materials to govern companies’ use of the term green.198 Six years later, the New York Times noted that the FTC’s “Green Guides,” issued in 2012, had failed to stem the tide of “companies called out for their environmental exaggerations.”199

In a similar fashion, in John Bunyan’s 1678 allegory The Pilgrim’s Progress, a hypocritical Mr. Moneylove stated that “suppose [that a tradesman has] but a poor employ in the world, but by becoming religious he may mend his market, [and] perhaps get . . . more and far better customers to his shop, for my part I see no reason but that this may be lawfully done.” Moneylove argued that this was entirely legal, and that not only would the merchant thereby become more virtuous, but that his customers would benefit as well.200

Yet the protagonist, Christian, promptly dismissed as “abominable” the adoption of religious belief as “a stalking horse to get and enjoy the world,” and asserted that “that man that takes up religion for the world will throw away religion for the world.”201 Or, as Groucho Marx would quip almost 300 years later, “These are my principles. If you don’t like them, I have others.”202

QUESTIONS–7.04(A)–(D)

1. Should a corporation include any form of disclaimers in statements of its past, current, or intended social responsibility practices? If so, what should those disclaimers say?

2. Would it help a corporation to indicate that it is “making efforts” rather than “expending our best efforts” to accomplish social responsibility initiatives? Would it help a corporation to say that it is “aiming for” rather than “committed to reaching” a particular social goal?

3. Can any of a corporation’s social responsibility statements be considered the equivalent of mere “puffery” in the contractual context, and therefore not legally enforceable?
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4. Could a passionately socially responsible consumer win an action for intentional infliction of emotional distress against a company whose professed socially responsible practices or green products turned out to have been knowingly or negligently mischaracterized?

Note that in 2002, McDonald’s reportedly paid $10 million to vegetarian and religious organizations and to some individual plaintiffs after using beef tallow to flavor French fries that it had represented as suitable for vegetarians.203

5. When should a corporation consider engaging outside experts to certify its compliance with recognized socially conscious standards for its practices, processes, or products?

How should it select the certifier(s)? For instance, there are more than 300 “eco-labels” that certify green practices.204 What types of financial — and other — independence should a certifier maintain with regard to a corporation whose products or processes it reviews?

6. How should a corporation characterize its products or processes as socially responsible if there is no generally — or legally — accepted definition of that feature? For example, although the U.S. Department of Agriculture set out requirements for foods labeled as organic, no similar standards exist for foods labeled as natural or sustainably produced.205

7. When should a corporation attempt to develop, or help others develop, a new form of certification to reflect socially conscious practices?

For instance, in the wake of the exposure of a range of labor violations at the Agriprocessors, Inc. kosher meatpacking plant in Postville, Iowa, in May 2008, the emerging Hekhsher Tzedek, or “justice certification,” gained attention for “creat[ing] an additional seal of approval for kosher-certified products, indicating that the producers met certain standards,”206 including “standards for wages and benefits, worker safety, animal welfare, and environmental protection.”207
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In another example, in July 2009 Wal-Mart Stores, the largest retailer in the world, announced a five-year plan “to create a universal rating system that scores products based on how environmentally and socially sustainable they are over the course of their lives.”208

Similarly, “in late 2014 Whole Foods [Market] rolled out a new rating system [for organic foods] called Responsibly Grown, which measures factors like energy conservation, waste reduction, and farmworker welfare.”209

8. Should a corporation’s mission statement refer not only to earning profits for shareholders but also to performing in a socially responsible manner? If so, should it indicate whether either of the two goals takes precedence?

One collection of actual mission statements, published in 1995, includes a wide range of examples, from profit maximizing (Oryx Energy Corp.)

. . . Our mission is to create value for our shareholders.

to achieving both profits and social benefits (Ben & Jerry’s Homemade, Inc.)


Ben and Jerry’s is dedicated to the creation and demonstration of a new corporate concept of linked prosperity. Our mission consists of three interrelated parts:

Product Mission:

To make, distribute, and sell the finest quality all-natural ice cream and related products in a wide variety of innovative flavors made from Vermont dairy products.

Social Mission:

To operate the company in a way that actively recognizes the central role that business plays in the structure of society by initiating innovative ways to improve the quality of life of a broad community: local, national, and international.

Economic Mission:

To operate the company on a sound financial basis of profitable growth, increasing value for our shareholders and creating career opportunities and financial rewards for our employees.

Underlying the mission of Ben & Jerry’s is the determination to seek new and creative ways of addressing all three parts, while holding a deep respect for individuals, inside and outside the company, and for the communities of which they are a part.
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to not specifically mentioning shareholders, profits, or social benefits (Allied Signal Inc.)

We will be one of the world’s premier companies, distinctive and successful in everything we do.210






7.05–SHAREHOLDER PROPOSALS CONCERNING CSR

One of the first high-profile attempts by shareholders to introduce proposals concerning a corporation’s social responsibility occurred in 1969–1970 at General Motors. “Campaign GM” championed nine separate proposals, but focused largely on two: amending the bylaws to add three seats to the board (intended for nominees that it would recommend), and to create a Shareholders Committee for Corporate Responsibility, which would include stakeholder representatives and would prepare a report recommending governance and policy changes at the company.211

Although those two pioneering proposals each received less than two percent of the votes cast,212 shareholder resolutions concerning social responsibility have persisted. One study reported that the “most prominent topics” of resolutions in the period 1988–1998 were, in decreasing order, South Africa, the environment, human rights, diversity, tobacco, and labor issues.213 Another echoed that during 1992–2002, the most common issues were “international conduct, environmental issues, and antidiscrimination,”214 and observed that the most common request of proposals was that corporations change specific policies or operations; less frequent were proposals that corporations disclose information (such as environmental impact data) that they already possessed; and less popular still were suggestions that firms conduct and report the results of investigations of their own operations.215

A survey of shareholders’ social responsibility proposals voted on during annual meetings in 2014 reported that they “receive relatively low levels of shareholder support, with the most successful category [i.e., “Sexual Orientation 807Anti-bias Policy”] receiving average support of 35% of votes cast.”216 In 2016, “[t] he approximately ninety environmentally related [proposals voted on by shareholders at Russell 3000 firms] averaged twenty-one percent of the votes cast, the highest percentage over the prior decade and more than double the percentages of the late 1990s. Proposals seeking sustainability reports did the best.”217 And “environmental and social shareholder resolutions . . . represented a majority of all shareholder resolutions in 2019. The median level of support for environmental and social resolutions has grown from the middle single digits from 2000 to 2008 to 24 percent in 2018. . . . ”218

In fact, “the number of ESG shareholder resolutions that have come to a vote has gone down in recent years. But the number of proposals withdrawn has risen, indicating investors’ success in getting managers to engage in dialogue before initiatives get as far as the ballot — an approach embraced both by niche investors and the biggest fund firms.”219

Lists of current categories of shareholder proposals, and of specific content of proposals themselves, can be found in the proxy voting guidelines that indicate how proxy consultants220 and institutional investors221 generally expect to vote in such situations, especially if they advise or operate “socially responsible investing” (SRI) funds that invest only in corporations meeting specified criteria for social responsibility.222

Management has in a number of instances obtained favorable no-action letters from the SEC’s Division of Corporation Finance to support their exclusion from the proxy statement, on the Rule 14a-8(c)(7) grounds that it involved “ordinary business operations,” a shareholder proposal that management furnish reports on specific operational, as opposed to policy, issues.223
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In one of the few reported decisions addressing this issue, the Court of Appeals for the District of Columbia Circuit observed that


[j]ust as the [SEC] has clarified that requests for special reports or committee studies are not automatically includable in proxy materials, we caution that such requests are not inevitably excludable. But [the shareholder] has not shown that the detailed research and development or marketing information she seeks [concerning Du Pont’s efforts to identify and market substitutes for products that increase global warming] implicates significant policy issues, and not merely implementation arrangements.224



QUESTIONS–7.05

1. Should the corporate social responsibility committee monitor the types of proposals submitted to, and their disposition by, management of other companies? If so, which companies and issues should the committee focus on, and how should the information influence the work of the committee?

2. Is it appropriate for the committee to recommend that management pursue a particular initiative related to social responsibility, not only for its intrinsic benefit to the corporation, its shareholders, and its stakeholders, but also specifically because management may then be able to exclude from proxy materials many shareholder proposals concerning this initiative, on the grounds that it has already been “substantially implemented” under Rule 14a-8(i)(10),225 discussed in Section 4.07(B)(10)?

3. Can a coherent set of rules or principles be extracted from an evaluation of the SEC’s no-action letters on the exclusion of proposals requesting that the company furnish information on, or prepare and provide reports on, topics that would fall within the realm of social responsibility? Or are such decisions too dependent on the specific facts of particular situations?

Does the answer depend on the nature of the topic at issue (e.g., environmental issues, or consumer safety issues)?
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If I have not portrayed the lawyer as a saint, neither have I seen him as a sinner. . . . [T]he lawyer, like the rest of us, is simply doing a job in our society, in his case a service job which becomes increasingly important as our society and its network of social relations becomes increasingly ramified.

— Beryl Harold Levy, Corporation Lawyer: Saint or Sinner? (1961)

It is the pest of our profession, that we seldom see the best side of human nature. . . . In civilized society, law is the chimney through which all that smoke discharges itself that used to circulate through the whole house . . . no wonder that the vent itself should sometimes get a little sooty.

—Counsellor Pleydell, in Sir Walter Scott, Guy Mannering; or, the Astrologer (1815)




8.01–ROLES AND REPRESENTATION(S) OF THE LAWYER


8.01(A)–Representing the Entity

Model Rule of Professional Conduct 1.13(a) provides that “[a] lawyer employed or retained by an organization represents the organization acting through its duly authorized constituents” such as directors, officers, and other employees.1

Thus, corporate counsel, whether in-house or outside (general or special) counsel, does not automatically represent the interests of any of these individual constituents.2 Yet, Model Rule 1.13(g) allows “a lawyer representing an organization [to] also represent any of its directors, officers, employees, members, shareholders or other constituents,” subject to the rules governing conflicts of interest.

As a matter of practice,


it is generally acceptable for corporate counsel to represent a constituent of the corporation if different interests are not present. If they are, the lawyer must either withdraw if he is not convinced that both the client and the constituent are adequately represented, or if he is sure his representation of both parties will not be adversely affected by the conflict, put both on notice of the conflict, and secure their informed consent.3



811

Such notice is also anticipated by Model Rule 1.13(f), which requires the lawyer to identify her client when dealing with “constituents” whose interests are adverse to those of the client.

In addition, Model Rule 4.3 requires a lawyer to clarify the nature of her role to unrepresented persons with whom she deals on behalf of her client.

Generally, “caselaw clearly forbids dual representation of a corporation and directors in a shareholder derivative suit, at least where . . . the directors are alleged to have committed fraud.”4

Moreover, a corporation generally “cannot pick and choose which directors get information [from corporate counsel] by asserting the attorney-client privilege” selectively against one or more individual directors.5


8.01(A)(1)–Conflict with Also Representing Shareholders

A corporation’s inside and outside counsel represent the corporation as an entity, and not the shareholders individually or collectively.6 As a Florida state appeals court concluded in 1994,


[a] lthough never squarely decided in this state, we hold that where an attorney represents a closely held corporation, the attorney is not in privity with and therefore owes no separate duty of diligence and care to an individual shareholder absent special circumstances or an agreement to also represent the shareholder individually. While there is no specific ethical prohibition in Florida against dual representation of the corporation 812and the shareholder if the attorney is convinced that a conflict does not exist, an attorney representing a corporation does not become the attorney for the individual stockholders merely because the attorney’s actions on behalf of the corporation may also benefit the stockholders. The duty of an attorney for the corporation is first and foremost to the corporation, even though legal advice rendered to the corporation may affect the shareholders. Cases in other jurisdictions have similarly held.7



Moreover, even though derivative lawsuits are brought by shareholders, because they are brought in the name of the corporation itself, counsel for the corporation generally cannot also represent the shareholders.8 As a comment to the Model Rules of Professional Conduct indicates, the corporation’s counsel defends it against shareholder derivative lawsuits.9 Corporate counsel would thus have a conflict in concurrently representing the shareholders who had identified the corporation as a nominal defendant in such an action.

Indeed, one court has recognized that a law firm representing shareholder plaintiffs in a derivative suit has not thereby created an attorney-client relationship with the corporation, and is therefore not ethically barred from also representing the same shareholders in a direct personal action against the corporation. If counsel for a derivative plaintiff were deemed to have automatically established an attorney-client relationship with the corporation, “there would be no way for the derivative plaintiff to ever have conflict-free counsel” except by the corporation’s waiver of such a conflict.10

Yet one state bar’s ethics committee found that counsel for minority shareholders filing a derivative action was “effectively representing the corporation in [that] action,” and thus could not simultaneously represent a landlord bringing an action against the corporation for unpaid rent.11



8.01(A)(2)–Potential Conflict with Also Representing Executives or Other Employees

In United States v. Upjohn Co.,12 the Supreme Court rejected the control-group test for privilege that had been endorsed by the Sixth Circuit Court of 813Appeals: namely, that only the communications from senior executives to corporate counsel could be privileged, because only those individuals exercised such authority on behalf of a corporation that they could be said to personify the corporation (and thus invoke the privilege).

Instead, the Court held that the privilege did apply to statements made to Upjohn’s general counsel by lower-level employees, under the instructions of their managers, in the course of a confidential internal investigation into “questionable payments” to foreign government officials. However, the government was free to require employees to answer factual questions concerning the original payments, so long as it was not requesting information concerning which facts they had communicated to the corporate counsel.


The control group test adopted by the court below thus frustrates the very purpose of the privilege by discouraging the communication of relevant information by employees of the client to attorneys seeking to render legal advice to the client corporation. The attorney’s advice will also frequently be more significant to noncontrol group members than to those who officially sanction the advice, and the control group test makes it more difficult to convey full and frank legal advice to the employees who will put into effect the client corporation’s policy. . . .

The narrow scope given the attorney-client privilege by the court below not only makes it difficult for corporate attorneys to formulate sound advice when their client is faced with a specific legal problem but also threatens to limit the valuable efforts of corporate counsel to ensure their client’s compliance with the law. . . . The test adopted by the court below is difficult to apply in practice, though no abstractly formulated and unvarying “test” will necessarily enable courts to decide questions such as this with mathematical precision. But if the purpose of the attorney-client privilege is to be served, the attorney and client must be able to predict with some degree of certainty whether particular discussions will be protected. An uncertain privilege, or one which purports to be certain but results in widely varying applications by the courts, is little better than no privilege at all. The very terms of the test adopted by the court below suggest the unpredictability of its application.

. . . Consistent with the underlying purposes of the attorney-client privilege, these communications must be protected against compelled disclosure.

The Court of Appeals declined to extend the attorney-client privilege beyond the limits of the control group test for fear that doing so would entail severe burdens on discovery and create a broad “zone of silence” over corporate affairs. Application of the attorney-client privilege to communications such as those involved here, however, puts the adversary in no worse position than if the communications had never taken place. The privilege only protects disclosure of communications; it does not protect disclosure of the underlying facts by those who communicated with the attorney.13
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Though it invalidated the control-group approach, the Court did not set forth another formula14 for determining the applications of the privilege to communications of corporate employees with counsel: “Instead, it . . . asked whether application of the privilege in circumstances of the kind at issue would enhance the flow of information to corporate counsel regarding issues about which corporations seek legal advice.”15

Moreover,


the Court left open the question of whether the attorney-client relationship can ever be established with an employee interviewee where the lawyer also represents the corporation, and if so, what standard should be used to determine whether the relationship and, therefore, the attorney-client privilege arose. The circuits are now split on whether an individual who believed that he was communicating confidences within the context of the attorney-client privilege may prevent a corporation from later waiving the privilege as it relates to those communications. One group of circuits errs in favor of the corporation and disclosure, while a second group of circuits errs in favor of the individual and confidentiality.16



Yet the Supreme Court’s decision also gave rise to the practice of corporations’ furnishing their employees with “Upjohn warnings,”


in which they explain that their client is the corporation, that the corporation controls the privilege, and that the employee does not enjoy attorney-client privilege. These warnings, however, are often “watered-down,” either by the attorney leaving out part of the information or by explaining it in a vague manner. The purpose of a “watered-down” warning is to keep the employee under the impression that they enjoy the privilege and thus willing to provide information, while still giving enough of a warning that a future court might find that the employee was sufficiently informed of their rights and thus cannot assert the privilege. This interplay has been 815deemed an “ethical mine field,” and has unsurprisingly drawn the attention of the American Bar Association. . . .17



In obtaining consent to represent both a corporation and one of its employees in situations involving a potential conflict of interest,


the attorney must individually discuss with the employee all the facts, legal implications, possible effects and all other relevant circumstances that might relate to the proposed representation. The attorney will also have to recognize that in order to provide sufficient information about the nature of the conflicts that exist or could exist between the corporation and an employee, she may have to initially secure the consent of the corporation to reveal certain confidential information to the employee. If the corporation is unwilling to consent to such preliminary disclosure, then it will be impossible to provide adequate information to the employee about the limitations on joint representation.

If there is only a possibility that the two clients’ interests might become adverse, the ability of both clients to give informed consent becomes more remote. In that situation, . . . the attorney would at minimum need to explain the manner in which conflicts could arise, as well as the possible strategies and defenses available to him individually which might be asserted more vigorously if he was separately represented.

. . . Even if no actual conflict exists at the beginning of the simultaneous representation, an attorney must continue to monitor the situation because if the two clients’ interests later diverge, she may no longer be able to represent both adequately. In such a case, withdrawal may be the only appropriate option, but at minimum the disclosure and consent steps must be repeated in order for the dual representation to continue.18



Counsel might also obtain a prospective waiver “from an employee client regarding the ability of corporate counsel to continue representing the corporate client in the event an actual or potential conflict develops.”19 In this context, one court has 816noted that “a specific waiver of a particular type of conflict has the greatest likelihood of being effective,”20 and that “[t]o meet its burden of showing informed consent, [counsel] must show that it provided reasonably adequate information for [the client] to understand the material risks of waiving future conflicts of interest.”21

On June 3, 2021, United States Magistrate Judge Nathanael M. Cousins of the Northern District of California issued a six-page order holding that claims of attorney-client privilege did not prevent the admissibility into evidence of thirteen corporate documents.22

The ruling drew attention as the latest development in the prosecution of Elizabeth Holmes, the founder (in 2003) and former CEO of Theranos, on charges of wire fraud, in connection with the company’s representations that its proprietary technology and devices could, using only a few drops of a patient’s blood, conduct a variety of diagnostic analyses that would otherwise require several different machines.23
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On the company’s behalf, prominent attorney David Boies and his firm, Boies Schiller Flexner LLP (BSF), aggressively pursued not only the filers of a competing patent, but also (for allegedly retaining trade secrets of, and/or defaming, or preparing to defame, Theranos) reporter John Carreyrou, several of his sources, and his employer, the Wall Street Journal.

In late 2015, after the publication of Carreyrou’s first article on Theranos, the “aging ex-statesmen [including former Secretaries of State Henry Kissinger and George Shultz] all left [the Theranos board] to join a new ceremonial body called a board of counselors. In their place, Theranos made a new director appointment that signaled an escalation of hostilities: David Boies.”24 Boies would remain on the board until late 2016 or early 2017, “a few months” after the company’s general counsel returned to her partnership at BSF, which “stopped doing legal work for Theranos after falling out with Holmes over how to handle the federal investigations.”25

Indeed, the magistrate judge noted that Holmes claimed to have believed that Boies and his firm represented both herself and Theranos “up to the point when she retained separate counsel to represent her in the Securities and Exchange Commission and Department of Justice investigations into Theranos in 2016.”26

In fact, even before he joined the board, Boies and BSF had been more than simply outside counsel to Theranos: in 2011, as payment for its legal services, “Elizabeth had granted [BSF] 300,000 Theranos shares at a price of $15 per share. . . . [Boies thus] had a vested financial interest in Theranos that made him more than just its legal advocate. It helped explain why, in early 2013, Boies began attending all of the company’s board meetings.”27

A client’s compensating counsel with an ownership interest in the client is generally permitted by the ABA’s Formal (Ethics) Opinion 00-418 (2000), so long as: the transaction is fair to the client; the lawyer “specif[ies] in writing the scope of the services to be performed”; and the client “has had an opportunity to consult with independent counsel” about the arrangement.

In addition, “At the outset, the lawyer should also inform the client that events following the stock acquisition could create a conflict between the lawyer’s exercise of her independent professional judgment as a lawyer on behalf of the corporation and her desire to protect the value of her stock,” and that such a conflict might result in her withdrawing as counsel, or at least recommending that the client retain another lawyer for a particular matter.

Yet the Holmes court observed that:


[a]fter the representation began [on a patent matter, in 2011], BSF continued to offer Holmes and Theranos a variety of legal services in relation to Theranos’ patent portfolio, press interactions, and inquiries from government agencies and departments. . . . Despite the breadth and duration of BSF’s involvement, Holmes and BSF did not sign an engagement 818letter or establish any formal guidelines describing the scope of BSF’s representation.

The court held that the standard for determining joint representation was not “Holmes’ subjective belief,” but a test enunciated by the Ninth Circuit28 that required Holmes to show that:


	she “approached counsel for the purpose of seeking legal advice”;

	she “made it clear that [she was] seeking legal advice in [her] individual [capacity]”;

	“counsel saw fit to communicate with [her] in [her] individual capacit[y], knowing that a possible conflict could arise”;

	her “conversations with counsel were confidential”; and

	“the substance of [her] conversations with counsel did not concern matters within the company or the general affairs of the company.”



Holmes could not, ruled the court, establish factors (2), (4), and (5).

Under (2), although she claimed that the dual representation “is a matter of public record,” Holmes could not document this. By her own admission, “there was no engagement letter relating to Mr. Boies’ or his firm’s representation of Ms. Holmes and/or Theranos” (emphasis added). Nor did Holmes produce “any financial records showing that she paid Boies or BSF from her own accounts, not Theranos’.”

With regard to (4), “None of the contested documents include conversations exclusively between Holmes and Boies or BSF . . . [T] he presence of Theranos employees and attorneys destroys the [assertion of personal] privilege.”

Finally, under (5), “None of the [documents at issue] discuss Holmes’ individual legal interests. All thirteen documents related to her ‘official duties’ or the ‘general affairs’ of the company like conversations with investors, billing, and media strategy.”

Because the entity assigned the right to invoke the privilege on Theranos’ behalf had already waived it, the documents were admitted as evidence.



In other words — in the immortal words of The Godfather’s (1972) Michael Corleone (Al Pacino) — the court held that, with regard to the attorney-client privilege that Holmes had attempted to invoke, “It’s not personal, Sonny. It’s strictly business.”

QUESTIONS–8.01(A)

1. Is it appropriate for inside or outside counsel to ask (or to require, as a condition of her retention) that a corporate statement approved by counsel and the board be distributed internally to set out clearly not only that she represents the corporation as an entity but also which individuals or groups are authorized to request and direct her services, and what 819procedures they should follow in doing so? Who should receive such a statement?29

2. Should a director or officer insist that she be contractually protected by a provision that if she is sued personally as a director or officer and her defense is that she relied on the advice of counsel, the corporation will waive the privilege?30

3. A New York City Bar Ethics Opinion addressing corporate counsel’s potential additional representation of an employee of the corporation notes that


[i]f, in an initial interview, a corporate employee asks the corporation’s attorney whether he should consult with counsel, it is typical for the attorney to reiterate that he represents the corporation and therefore cannot advise the employee. . . . [T]he Committee regards that practice as a prudent precaution.31



Should corporate counsel preemptively add such an explicit statement to those in the Upjohn warnings?

4. Should Upjohn warnings, with or without the provision discussed immediately above, be provided in writing to employees or executives before they speak to corporate counsel? Should counsel request that employees sign these forms to indicate that they have read and understood these statements?

5. Should corporate counsel who also represent individual directors, officers, or shareholders provide them with written statements concerning actual and/or potential conflicts of interest? Should counsel request that these individuals sign the forms to indicate that they have read and understood these statements?32
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6. Should counsel involved in such dual representations also disclose in writing the possibility that if the corporation enters bankruptcy proceedings, “the trustee . . . [will have] power to waive the corporation’s attorney-client privilege with respect to pre-bankruptcy communications,”33 and that even “in the case of a solvent corporation, . . . individual officers and directors always run the risk that successor management might waive the corporation’s attorney-client privilege with respect to prior management’s communications with counsel”?34

Does the answer to this question depend on whether insolvency and/or bankruptcy is foreseeable (or imminent)?35




8.01(B)–The Lawyer-Director: Outside Counsel Also Serving as a Director

The advantages36 of adding the corporation’s outside counsel to the board seem obvious: as a director, she would be in a position to offer legal advice and perspectives during board and committee meetings — thereby identifying, anticipating, and addressing legal problems in their earliest stages — from a deeper base of knowledge about the firm’s operations. Because she (and possibly her law firm)37 821would face the same potential liability as the other directors, she would have an added incentive to render timely and accurate advice.

Perhaps less immediately recognizable are the ethical and operational issues that such dual roles would raise for the lawyer and for the corporation.

Rule 1.7 of the Model Rules of Professional Conduct generally prohibits lawyers from accepting representations that will pose actual or potential conflicts of interest. An official comment to this Rule notes that advising the board might create conflicts for the lawyer-director, who should consider


the frequency with which such situations may arise, the potential intensity of the conflict, the effect of the lawyer’s resignation from the board and the possibility of the corporation’s obtaining legal advice from another lawyer in such situations. If there is material risk that the dual role will compromise the lawyer’s independence of professional judgment, the lawyer should not serve as a director.38



In 1995, a report issued by the Task Force on the Independent Lawyer, constituted by the American Bar Association’s Section on Litigation, concluded that although it would not be appropriate to bar outside counsel for a corporation from also serving as a director, such dual roles “should be discouraged in most cases,”39 and undertaken only after the lawyer has explained to the client (possibly in writing) the potential risks.40

Similarly, a formal opinion issued in 1998 by the ABA’s Committee on Ethics and Professional Responsibility recommended that although a lawyer is not barred by the Model Rules of Professional Conduct from serving on the board of a corporate client, she should be mindful of the ethical issues that might arise from this situation.


The lawyer should reasonably assure at the outset of the dual relationship that management and the other board members understand the different responsibilities of legal counsel and director; understand that in some circumstances matters discussed at board meetings with the lawyer in her role as director will not receive the protection of the attorney-client privilege; and understand that conflicts of interest could arise requiring the lawyer to recuse herself as a director or to decline representation of the 822corporation in a matter. During the dual relationship, the lawyer should exercise reasonable care to protect the corporation’s confidential information and to confront and resolve conflicts of interest that do arise.41



In 2007, a New York City Bar Association task force report on lawyers and corporate governance concluded that, although the dual role of counselor and director


can impair the lawyer’s independent judgment and give rise to conflicts of interests, . . . we do not recommend a total bar on such service. Some companies may strongly and appropriately desire to have outside (or inside) counsel serve as a director. Lawyers, given their experience and expertise, can provide valuable service as directors. Further, the risks created by such service can often be reduced through careful consultation between lawyer and client.42



QUESTIONS–8.01(B)

1. The ABA Ethics Opinion suggests that an outside counsel who will also serve as a director should discuss in advance with the corporation’s officers and directors the potential pitfalls for counsel and the client: “When in-house counsel employed as a corporate executive is available, a discussion with him often will suffice. In other situations, the lawyer should take the time to explain the risks to the executive officers and other board members herself,”43 possibly in writing.

Two years earlier, an article in the magazine of the ABA’s Section on Litigation had similarly suggested that “the attorney/director, up front, disclose 823to the corporate client that the attorney-client privilege may be lost and other adverse consequences may result from her dual role.”44

(1a) What should such a memorandum say? Should it be made available generally (and regularly re-circulated) to all directors and senior officers of the corporation? Should it be made available to shareholders?

(1b) How can the lawyer-director minimize the danger that “this Miranda-like warning would stifle candor between the attorney and client,” thereby denying counsel “critical information required to provide legal advice and defend the client in litigation”?45

2. Official Comment 35 to Rule 1.7 warns that “[t] he lawyer should advise the other members of the board that in some circumstances matters discussed at board meetings while the lawyer is present in the capacity of director might not be protected by the attorney-client privilege. . . .”

Yet, as courts have recognized, “legal advice concerning commercial transactions is often intimately intertwined with and difficult to distinguish from business advice”46 and the distinction is a fact-sensitive issue.47 Indeed, 824the general rule is that in this context the corporation bears the burden of establishing the privilege.


In this setting (where there is a clear business purpose in the environment in which the communications occurred), the court should sustain an assertion of privilege only when there is a clear evidentiary predicate for concluding that each communication in question was made primarily for the purpose of generating legal advice. No privilege can attach to any communication as to which a business purpose would have served as a sufficient cause, i.e., any communication that would have been made because of a business purpose, even if there had been no perceived additional interest in securing legal advice.48



One analysis recommends that to ensure the application of the attorney-client privilege,


[d]uring board meetings, a lawyer-director is responsible for identifying what advice is legal advice and what advice is business advice. . . . Preserving the distinction . . . is likely to require the lawyer-director to review draft minutes to assure that any legal advice provided during board minutes is adequately identified as legal advice.49



Similarly, an ABA Committee report suggests that


[t] he minutes of the meeting, while of course not quoting, summarizing, or otherwise indicating the substance of confidential legal advice, should note this changing of hats (e.g., “At this point in the meeting Mr. X stated that, as counsel to the corporation, and not as a director, he wanted to advise the board as to certain legal matters. He reminded the board that this communication should be protected by the attorney-client privilege.”)50



(2a) How, as a matter of practice, should lawyer-directors identify the nature of their remarks during the course of a board or committee meeting? Is it sufficient for them to preface certain remarks with “As a director, . . .” or “As counsel to the board, . . .”, and for the secretary to record that?
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(2b) Would the privilege cover remarks that other directors made in a board or committee meeting during a discussion in which they hoped to receive legal advice from a lawyer-director? Does it matter for these purposes whether the lawyer-director actually responded with legal advice, or whether she instead said, “That’s a business, not a legal, decision,” and proceeded to offer her advice as a director but not as a lawyer?

(2c) To what degree, if at all, should the substance of the attorney’s legal advice be indicated or referred to in the minutes? Can the corporation subsequently seek to have such passages of the minutes redacted, as protected by the attorney-client privilege, if the minutes are sought in the discovery phase of litigation?

(2d) Is it appropriate to allow the lawyer-director to review minutes and edit or insert notations of which discussions she took part in as legal advisor and which merely as director? Is there not a significant possibility that this director could — whether innocently, negligently, or deliberately — characterize certain discussions retroactively in ways that she had not characterized them during the meeting itself?

(2e) Is it appropriate, in light of the above concerns, for a lawyer-director also to serve as the secretary (and thus as the minute-taker at board and shareholder meetings) of the corporation?

3. Privilege concerns also extend to communications made to and by corporate counsel in writing (whether by hard copy or by e-mail).

(3a) Beyond simply labeling them as confidential or privileged, how should the corporation’s executives and its lawyers differentiate written communications to and from each other concerning legal issues and/or analyses from those concerning business issues and/or analyses? For instance, should they mark all such communications, “Confidential and Privileged”? Should all communications (and attachments) sent to corporate attorneys be labeled “Confidential and Privileged”?51

(3b) Would it be appropriate for a lawyer-director to use two separate e-mail addresses, one to send and receive messages in her role as counsel and the other to send and receive messages in her role as a director? Would that approach be useful for outside counsel who is not also a director? For inside counsel who is not also a director?
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(3c) Should a lawyer-director — or any corporate counsel — segregate business-related and legal-related matters into their own separate section(s) of the written communications — or into entirely separate communications — that she makes to directors, officers, or other constituents of the corporation? Should she request that those individuals do the same with regard to messages to her?

(3d) How should a lawyer-director — or any corporate counsel — differentiate her business comments from her legal comments when editing or otherwise commenting on documents provided to her by the corporation?52

4. The ABA Formal Opinion advises that to protect the privilege, during meetings called “solely for the purpose of providing legal advice,”53


[c]orporate personnel outside the management group and all outsiders not essential to the legal advice should be excused from the meeting room. If regular minutes are prepared, they should reflect that the lawyer-director was consulted on a legal matter in executive session. Any minutes of the executive session should, along with all notes made by anyone present, “be retained only in separate files marked ‘attorney-client privilege’ and kept in a secure place.”54



How should these logistics be addressed when a lawyer-director, in the middle of a regularly scheduled meeting with a full agenda, is asked for (or on her own initiative finds it appropriate to contribute) legal advice?

5. The smaller the proportion of business advice to legal advice that the lawyer-director provides about an issue, the greater the chances that courts will allow the attorney-client privilege to apply to communications made to or from her on that issue.55
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(5a) Yet, is it enough for the lawyer to preface her advice by saying, “This is legal, not business advice. Although it includes some business details, those are necessary in order to explain and put into the proper context the business advice”? Even if the corporate secretary records such a statement, could it not be challenged in subsequent litigation? If the minutes contain such a statement but there is no written record (in the minutes or elsewhere) of the advice given orally by the lawyer-director during the meeting, does that help or hurt her claim that the advice was predominantly legal and thus privileged? Who has the burden? Where is the line?

(5b) Would the privilege remain if, as the ABA Ethics Opinion and an ABA report suggest for this purpose, the lawyer-director anticipated this situation and invited “another member of her firm [to be] present at the meeting to provide the legal advice”?56

6. A 1993 article in the ABA Journal recommends that a lawyer-director “send a letter to the corporation confirming that your future responsibility will be solely as a director [and] that the attorney client privilege will not apply with respect to any discussions and correspondence in which you are involved in your capacity as director.”57 Is this sufficient to extinguish the concerns addressed above?

7. On the other hand, the ABA Ethics Opinion recommends that if the lawyer-director faces a “substantial likelihood . . . that a disabling conflict of interest will arise or that the attorney-client privilege will be lost in a pending matter, the lawyer should offer to continue as counsel, attend board meetings, and preserve her role solely as corporate counsel until the risk abates.”58 Does this solve the problems? Who decides whether such a “substantial likelihood” exists — and if the lawyer and the client disagree on that issue, whose views control?
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8. The New Jersey Supreme Court Advisory Committee on Professional Ethics suggested in 1980 that “[t] here is a danger that the lawyer’s credibility as an attorney will be diminished when he sits on the board. The rationale here is that the other board members will tend to regard the attorney as just ‘one of the boys’ and pay less attention to his legal advice.”59 Is that statement still true today? If so, is it as correct as it was in 1980?

9. Depending on the amount and billable value of the services that the lawyer-director’s law firm performs for the corporation, the lawyer might not be considered an independent director, within the definitions discussed in Chapter 3.60 Indeed, the ABA Formal Opinion notes that “the prudent lawyer should at a minimum abstain from voting as a director on issues which directly involve the relationship of the corporation with her law firm, such as issues of engagement, performance, payment or discharge.”61

(9a) Would it therefore be a good idea for the corporation to advise a potential lawyer-director that, to eliminate any such issues, if she joins the board the corporation will not retain her law firm in any connection? How long should such a bar on the firm’s employment last?

(9b) Can the board impose such a requirement on its committees, or would that infringe upon their committee charter powers, which generally allow them to choose and retain their own counsel?

10. Under what circumstances would it be appropriate to name a lawyer-director as the head of a committee of the board? As the only member of a committee of the board?

11. Under what circumstances, if any, would it be appropriate for a lawyer-director also to serve as counsel to one or more committees of the board?

12. How are any of the above issues affected if a lawyer who is not also (currently) counsel to the corporation joins the board as an outside director?

13. Given the exposure of lawyer-directors to the same potential liability as other directors, and precedent imposing a higher standard of responsibility on lawyer-directors than on other directors in some circumstances,62 should 829boards be concerned that these individuals will offer advice much more conservative than they otherwise would — that, in other words, the lawyer-directors’ interests are more closely aligned with those of the directors personally than with those of the shareholders?63

14. Under what circumstances, if any, is it appropriate for a lawyer who serves as both a director and as a corporation’s counsel to represent any of the other directors, and/or the shareholders, personally?

For instance, the Delaware Court of Chancery questioned the independence of such counsel in a transaction that took the corporation private (cashing out the minority shareholders) and into the hands of the two individuals who were not only the corporation’s founders and controlling shareholders but also its other two directors. The Court concluded that a lawyer in this position “could hardly have been counted on to vigorously advocate the interests of the minority shareholders. To do so would compromise the individual interests of his [director/controlling-shareholder] clients.”64

Could a lawyer in such a situation bolster her claim of independence by noting that she herself held a significant amount of company stock?65

15. Generally, should a corporation encourage (or require) a lawyer-director to hold a certain number, proportion, or value of its shares?

16. Are corporate counsel required, as a matter not only of providing optimal advice but also of avoiding negligence, malpractice, and ethics violations, to be well-versed in accounting and in business strategy and management?66 Does any such obligation increase if the lawyer also serves as a director of the corporation?67
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17. Should boards, to keep life simple, include as part of the company’s (nonbinding) corporate governance guidelines/principles, or enunciate as a separate rule, that no director of the company will simultaneously: (a) serve as (or as part of) the company’s in-house counsel; (b) serve as outside counsel to the company, to the board, to any board committee, or to any one or more of its directors and officers personally, in any matter; or (c) (for outside counsel) be a member of a firm that represents any of the individuals or groups identified in (b)?



8.01(C)–Counsel for Independent/Outside Directors Collectively

Several commentators68 have suggested that the corporation fund the retention of counsel on an ongoing (rather than as-needed) basis for the independent directors as a group, especially given the Sarbanes-Oxley Act’s demands on audit committee members and that statute’s authorizing the audit committee to retain independent counsel at the corporation’s expense.69

Should counsel for independent directors be engaged by the company, by a committee of some or all of the independent directors, or by the members of such a committee as individuals? To preserve the privilege between the committee and its counsel (which might be lost if the board, on behalf of the company, retained the counsel), as well as to prevent conflict problems of representing a possibly fragmented committee as individual clients, one analysis recommends that the committee engage counsel, which would work with it through its chair.70

Yet, a former Chief Justice of the Delaware Supreme Court has suggested that this arrangement is appropriate only where “a real need” exists: “To expect separate counsel on a generalized and continuing basis for the independent directors may not pass the cost-benefit analysis, may not advance constructive skepticism, 831and may lead to unnecessarily contentious boardrooms.”71 An academic commentator adds:


[M]ost business persons [would] respond that they do not wish to see lawyers as central players in the board room. Lawyers tend to see legal issues, often with potential liability, lurking in every nook and cranny. If an attorney acting alone tends to be too risk averse, two attorneys in the board room would compound the problem. In a sizeable subset of cases, attorneys would engage in one-upsmanship, each attempting to demonstrate to the board that she has the right stuff. Such a rivalry would obfuscate rather than clarify legal aspects of doing business. On a more rarefied plane, at least in Delaware corporate jurisprudence, the protection afforded to directors by the standard of care and the business judgment rule makes it unnecessary to have a second attorney representing independent directors in the boardroom.72



QUESTIONS–8.01(C)

1. Another commentator has suggested the creation of two different boards for a corporation: “The conflicts board would consider conflicts of interest issues and would be composed of independent directors. The business review board would decide all other issues and would consist of a mix of different kinds of directors.”73

Under this plan, the independent directors would appoint an independent “ombudsperson” to collect information and prepare recommendations for them.74

Does this approach have any advantages over the “standing counsel for independent directors” proposal discussed above, especially if the ombudsperson is a lawyer?

2. A third option is that independent directors “engage [and consult with] outside experts, most importantly independent counsel, as a matter of custom whenever there is a significant conflict of interest transaction” with a senior officer or a controlling shareholder.75 What are the advantages and 832disadvantages of this proposal, compared to the “standing counsel” and “conflicts board” approaches?

3. Should the independent directors who adopt the third option enunciate (perhaps with the assistance of counsel) a policy (or at least some of the factors to be considered) concerning how they will identify a conflict of interest that justifies consulting independent counsel? Would the absence of such a policy render the independent directors more, or less, likely to be accused of — and liable for — breach of their fiduciary duties?

4. Should the independent directors consider similarly retaining “as a matter of custom” independent counsel to advise them on any other type of transactions or decisions? If so, for what types of transactions or decisions should counsel be retained, and what qualifications should the independent directors seek in such counsel?



8.01(D)–Counsel for Standing and/or Special Committee(s)

As discussed previously,76 a publicly traded corporation’s standing committees — the audit committee, nominating committee, and compensation committee — should contain only independent directors. Presumably, outside counsel for such committees would also be required to be independent — that is, to have no financial or other connections with the corporation or its directors or officers (and, perhaps, major shareholders) that might threaten to compromise the lawyer’s operations and conclusions with regard to the matter for which she has been retained.77 Indeed, the Sarbanes-Oxley Act explicitly authorizes the audit committee to “engage independent counsel and other advisers, as it determines necessary to carry out its duties”;78 and at least one commentator has predicted that, influenced by this provision, “compensation committees may well insist on independent compensation consultants and perhaps independent counsel.”79
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The independence of counsel also becomes an issue when they are retained by a special committee of the board,80 which itself was convened to provide an unbiased decision or recommendation on a matter with regard to which some of the directors have a conflict of interest. Such special committees are commonly composed of directors who not only meet the general tests of independence (e.g., they are not additionally serving as officers of the corporation) but who also themselves have no conflicts of interest caused by the specific transaction or litigation at issue.

For example, a special litigation committee may be convened to determine whether the corporation should accede to a demand made by a shareholder that it bring suit against current or former directors or officers for breaching their fiduciary duties. If the shareholder has already launched such a derivative lawsuit in the name of the corporation, the committee must decide whether the corporation should either pursue the litigation or move for its dismissal. A special committee may also be constituted to evaluate proposals for mergers or acquisitions or other organic changes in the company, particularly where some of the directors might be seen as personally interested in the transaction.

In circumstances involving such potential self-interest on the part of the board, Delaware courts will apply the entire fairness test, which essentially puts the burden on the board (and its committee) to establish that their conclusions, if challenged, were reached with due care and loyalty.81

Therefore, a law firm that has advised, or that is currently advising, the corporation or any of its directors or officers individually might be seen as a less than ideal choice to represent the special committee, not only because of its previous exposure to the company and its executives but also because of the possibility that it might be compromised by a reluctance to jeopardize its future retention by that client. Indeed, although prior or current representation of the corporation 834might not definitively disqualify a lawyer and her firm from advising a special committee,82 one commentary suggests that


[a]t a minimum, . . . a special committee should avoid retaining advisors that performed services for the interested fiduciaries in connection with the conflict-of-interest transaction being addressed by the committee, and, preferably, should retain advisors with no previous or current business relationship with those fiduciaries or the corporation.83



As one court — finding that the special litigation committee’s “procedure was flawed” because it “failed to retain independent counsel” — recognized, “[b]oth New York and Delaware [case] law contemplate that a special litigation committee be represented by independent counsel.”84


8.01(D)(1)–The Tremont Decision

For instance, in Kahn v. Tremont Corp.,85 Tremont had purchased from its controlling shareholder, the Valhi corporation, stock in another company, NL. A majority of NL’s shares were held by Valhi, which itself was controlled by trusts for an individual named Simmons. A Tremont shareholder alleged that Tremont had paid too much for the shares, sacrificing the interests of its minority shareholders to those of its majority shareholder.

The Delaware Supreme Court reversed the Court of Chancery’s approval of this transaction, in part because of concerns about the independence of the committee’s legal advisors.


Tremont’s General Counsel suggested the name of an appropriate legal counsel to the Special Committee, and that individual was promptly retained. . . .

Despite these reservations and the appearance of conflict, the Chancellor concluded that the Special Committee’s advisors satisfied their professional obligations to the Special Committee. The Chancellor further concluded that the Special Committee had discharged its duties in an 835informed and independent manner. These findings were sufficient, in the Chancellor’s view, to shift to the plaintiff the burden of proving that the transaction was unfair.

In our view, . . . the circumstances surrounding the retaining of the Special Committee’s advisors, as well as the advice given, cast serious doubt on the effectiveness of the Special Committee.

. . . The Special Committee’s advisors did little to bolster the independence of the principals. . . . In addition to being recommended by the General Counsel for NL and Tremont, the Special Committee’s legal advisor had previously been retained by Valhi in connection with a convertible debt offering and by NL with respect to a proposed merger with Valhi.86





8.01(D)(2)–The Oracle Decision

In 1993, a California district court rejected Oracle Corporation’s attempt to settle a derivative action that had been brought against a number of its directors, because the board’s settlement committee had not retained independent counsel.87


Since “independent” directors are often beholden to the defendant directors who appointed them, the retention of independent counsel by these directors provides one of the few safeguards to ensure the legitimacy of their acts and to aid the court in assessing the reasonableness of a derivative settlement or termination. There is no indication, however, that any of the supposedly disinterested directors on Oracle’s settlement committee ever conferred with independent counsel to discuss whether the proposed derivative settlement was in Oracle’s best interests. Instead, the written consents indicate that these directors were advised by Oracle’s own general counsel.

. . .

Though the court’s research revealed no cases which deal specifically with this circumstance, there is a substantial body of authority proscribing dual representation of corporate and individual defendants in a derivative action. The derivative action exists, after all, to benefit the corporation, not derivative plaintiffs’ counsel or the individual defendants. Dual representation is impermissible, particularly at the settlement stage, because [counsel will probably sacrifice the interests of the corporation to those of his individual defendant clients].

The cases on dual representation recognize these problems and require corporations involved in derivative suits to retain counsel with no prior ties to the individual defendants or the corporation. . . .
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In the matter before the court, the conflict of interest could not be stronger. The general counsel, of course, is an employee of Oracle. At the same time, the defendants in the derivative action include three of Oracle’s senior executive officers — Lawrence Ellison, Robert Miner, and Gary Kennedy — and three of Oracle’s current directors — Ellison, Miner, and Donald Lucas. It seems indubitable, then, that the general counsel would be reluctant to recommend that the corporation take any position adverse to these men, individual defendants for whom he works on a day-to-day basis and who control his future with the corporation.

The settlement committee’s reliance on the inherently biased advice of in-house counsel makes their approval of the settlement worthless for purposes of analyzing whether the settlement reasonably protects the interests of the corporation and its shareholders. . . . Here, because Oracle’s special settlement committee lacked independent counsel, the derivative settlement reeks of collusion between derivative plaintiffs’ counsel and the individual defendants, at the expense of the corporation. This is not to say that the terms of the proposed settlement are in fact unreasonable, but the court cannot fairly conclude otherwise based on the suspect presentations it has so far received.88



The court therefore denied approval of the derivative suit settlement and ordered the corporation — before considering settling, terminating, or pursuing the action — to “retain independent counsel having no prior relationship with the corporation or the individual defendants.”89

QUESTIONS–8.01(D)

1. A former Chief Justice of the Delaware Supreme Court and his co-author have proposed that


a [corporation’s] general counsel should evaluate whether the board or a committee of the board should rely solely on his or her advice regarding a particular matter or consider using regular outside counsel or obtaining separate and independent counsel. 837 The general counsel may determine that independence considerations demand special counsel in certain situations, such as a management buyout, a special litigation committee, or an internal investigation. But these situations should usually be confined to a real need for special counsel to assist and counsel the board or independent directors. Ultimately, the board or the independent directors must decide whether and when they need special outside counsel. In making this decision, they should be able to turn to the general counsel or regular outside counsel, who must have the professionalism and integrity to provide the directors with unvarnished, objective advice. And, indeed, regular outside counsel may sometimes serve the corporate entity best by recommending that the board consider and perhaps retain separate and independent outside counsel.90



Do you agree? Does it make a difference, for purposes of this analysis, whether the corporation’s general counsel is in-house or outside counsel?

2. Would the corporation, the board, the committees, and/or the independent director be well served by the institution of board policies identifying situations in which (a) the board would consider itself compelled to create special committees; (b) the board might create such committees; and (c) the board would not create such committees? How, and with what specificity, could and should these situations be identified in advance? Would it be appropriate for the corporation to retain independent counsel to determine whether independent counsel was needed in a given situation?

3. Under what circumstances, if any, should the board — rather than the special committee itself — choose, retain, negotiate the compensation for, and/or discharge the committee’s counsel?

4. On the other hand, when, if ever, should a special litigation committee create a charter that — like those of many audit, compensation, and nomination committees — reserves such decisions to the committee itself? What other provisions might a special litigation committee — or its counsel — find useful to add to its charter?

5. What qualifications besides independence should a standing or special committee seek when it selects counsel?

6. Is it ever appropriate for a standing committee to retain as its counsel a lawyer-director of the corporation? To request advice instead from the company’s non-director in-house counsel? Or from the company’s regular outside counsel?

7. Is it ever appropriate for a special committee to retain as its counsel a lawyer-director of the corporation? To request advice instead from the company’s non-director in-house counsel? Or from the company’s regular outside counsel?
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8. Does a lawyer-director serving on a standing committee or a special committee run a greater risk (than when she merely serves on the board) of her contributions’ being seen as legal rather than business advice? If so, how can she reduce this risk?

9. What should the role of the standing or special committee’s counsel be with regard to identifying, and advising the committee on, its own governance issues (as opposed to its substantive work)?

10. Is the role of counsel for a standing or special committee any different if the committee’s role is to make proposals or recommendations to the board rather than (with authority granted by the board upon the committee’s creation) to take direct action itself? If so, how?

In this regard, note that at least one court has attacked the function of a special litigation committee that “was not given full power to determine the Company’s position but was merely authorized to investigate and report to the Board.”91


The . . . Board could have easily achieved a high degree of protection for the decision to terminate [a derivative action] by delegating full power to determine the company’s position to the Special Litigation Committee. If a Special Litigation Committee possessing such power and composed of disinterested directors conducts a proper and good faith review of the matters before it and reaches a business judgment that the action is not in the company’s best interest, then the action should be dismissed. . . . However, a mere advisory role of the Special Litigation Committee fails to bestow sufficient legitimacy on the Board’s decision to warrant deference to the Board by this Court.92



11. Who controls (and can waive) the attorney-client privilege with regard to communications made by members of the standing or special committee to its counsel, or from counsel to members of the committee? The chair of the committee? All of the members of the committee, collectively? A majority of those members? The firm’s regular (inside or outside) counsel? Should such policies be reflected in, and adjusted by, such documents as the committee charter or the corporation’s bylaws? Would such provisions be enforceable in court?

12. In one situation, a special committee was found to have waived its attorney-client privilege with regard to its investigation of stock-option backdating when it delivered its final oral report to the board of directors: among those present were not only the individual directors who were defendants in the backdating litigation but also their individual counsel. The defendants attempted to incorporate in their pleadings material from the special committee’s report that had exonerated them.
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The Delaware Court of Chancery held that “[t] he individual defendants, though directors on the board of [the corporation], cannot be said to have interests that are so parallel and non-adverse to those of the Special Committee that they could reasonably be characterized as ‘joint venturers’ ” who would share the privilege.93 Rather, the relationship of the defendants and the special committee could better be characterized as “more akin to one adversarial in nature.”94

Five weeks after granting the directors’ motion to compel the corporation to produce the material generated by the special committee’s investigation, the court denied the corporation’s motion for interlocutory appeal. It re-affirmed that any privilege held by the corporation (as opposed to its special committee) had been waived by the committee’s “disclosure to the director defendants, who attended the January meeting in their individual-not-fiduciary capacities along with their individual, outside counsel. Disclosure to outsiders has never failed to waive privilege under Delaware law.”95

How should future boards, and their special litigation committees, deal with internal disclosure of the reports and analyses created by a special committee’s investigation, to avoid similar arguments that they have waived the attorney-client privilege with regard to such material? What policies, if any, should they adopt for these situations?

13. In 1970, the Fifth Circuit’s Garner v. Wolfinbarger decision held, in “a case of first impression at the court of appeals level,”96 that shareholders bringing class action suits or derivative actions (in that situation, for common-law fraud and for securities law violations) against a corporation, its directors, officers, and/or its controlling shareholders, might be able to overcome — that is, establish an exception to — the corporation’s claim of attorney-client privilege for internally generated information.


The corporation is not barred from asserting [the attorney-client privilege] merely because those demanding information enjoy the status of stockholders. But where the corporation is in suit against its stockholders on charges of acting inimically to stockholder interests, protection of those interests as well as those of the corporation and of the public require that the availability of the privilege be subject to the right of the stockholders to show cause why it should not be invoked in the particular instance. . . .
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There are many indicia that may contribute to a decision of presence or absence of good cause, among them the number of shareholders and the percentage of stock they represent; the bona fides of the shareholders; the nature of the shareholders’ claim and whether it is obviously colorable; the apparent necessity or desirability of the shareholders having the information and the availability of it from other sources; whether, if the shareholders’ claim is of wrongful action by the corporation, it is of action criminal, or illegal but not criminal, or of doubtful legality; whether the communication related to past or to prospective actions; whether the communication is of advice concerning the litigation itself; the extent to which the communication is identified versus the extent to which the shareholders are blindly fishing; the risk of revelation of trade secrets or other information in whose confidentiality the corporation has an interest for independent reasons. The court can freely use in camera inspection or oral examination and freely avail itself of protective orders, a familiar device to preserve confidentiality in trade secret and other cases where the impact of revelation may be as great as in revealing a communication with counsel.97



Although the Garner exception to attorney-client privilege “has gained overwhelming acceptance in federal courts,”98 it


threatens one of the basic assumptions of the Upjohn Court, to wit, that the corporate attorney-client privilege induces communication with the corporation’s attorney that would not otherwise occur. To the extent that information-holders communicate only because their statements are protected by the privilege, the Garner rule may undercut their willingness to speak, especially since information disclosed in shareholder litigation can be used by nonshareholders in subsequent litigation.99
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Is the Garner exception more likely to apply to communications with in-house counsel than to communications with outside counsel? Should in-house and/or outside counsel warn executives, upon or soon after her retention by the corporation, of the threat posed by Garner to the confidentiality of their communications?100

14. Who determines when the work of the special committee is completed and the committee’s existence should be terminated? The committee itself? The board? Both?

Should the aims and goals of the committee, and the circumstances under which it will end its operations, be enunciated when the committee is formed? At some specific time thereafter?

In at least one situation, a court has criticized a board of directors for forming a special committee but then declining to involve it and its counsel in the later stages of the transaction at issue.101

15. When, if ever, is it appropriate for outside or inside counsel to serve concurrently as counsel to more than one standing committee? To advise concurrently more than one special committee? To advise concurrently one or more standing committees as well as one or more special committees?

16. Under what circumstances, if any, would it be appropriate for a committee (or the full board) to retain more than one lawyer (or law firm) to render separate advice or opinions on the same topic — so that these directors could obtain a second opinion, delivered contemporaneously with the first? In such situations, should the committee (or the board), before receiving advice or opinions from either counsel, develop a written policy for how it would resolve in its operations any conflict among the conclusions of the lawyers? What would such a policy provide?

17. Would any of the analysis above be different if, instead of advising a special committee of the board, a lawyer were retained to advise a sub-committee of a committee of the board?

18. Can the attorney-client privilege be invoked by a special committee to prevent a director who was not a member of the committee from obtaining access to communications between the committee and its outside counsel (and possibly introducing them as evidence in his suit against the company and/or fellow directors)?102 Can management of the corporation 842“unilaterally preclude a director of the corporation from obtaining the corporation’s privileged information”?103




8.01(E)–Corporate Ombudsman

Although the term has no precise definition, a corporate ombudsman has been generally taken to refer to “a neutral manager within a corporation, who may provide informal assistance to both managers and employees in resolving work-related concerns and whose office is located outside of the management structure.”104

Another key element of the ombudsman’s function is maintaining the confidentiality of employees or others airing grievances:105 an ombudsman-employee privilege has been recognized in at least one decision, which noted the company’s stated policy of secrecy; its necessity to the proper functioning of the ombudsman’s office; and the societal interest in that office’s role within the corporation at issue, a large contractor for national defense work.106 However, the Eighth Circuit Court of Appeals, confronting the same issue concerning the same contractor, rejected the privilege, finding that the company had not “establish[ed] that society benefits in some significant way from the particular brand of confidentiality that the privilege affords.”107

In a December 2004 speech, the then-director of the SEC’s Division of Enforcement recognized that:


Sarbanes-Oxley requires that a listed issuer’s audit committee establish procedures for the confidential submission of concerns regarding 843questionable accounting or auditing matters. Let me offer an additional suggestion: the appointment of a permanent ombudsman or business practices officer to receive and investigate complaints — a private inspector general, if you will. That person might report to the audit committee to ensure his independence, and also to ensure that company’s board is fully aware of emerging ethical or legal issues reported by company employees.

. . . I do think the position makes sense, both practically, as a way to catch and resolve problems before they metastasize, and symbolically, as an institutional commitment to the importance of ethics, integrity, and legal compliance.108



For example, a company could establish an ombudsman to deal with concerns related to fair employment practices, conflicts of interest, international trade controls, supplier relationships, privacy, and improper payments, among other issues.

QUESTIONS–8.01(E)

1. Besides independence, are there any special requirements for a lawyer or law firm that serves as a corporate ombudsman?

2. If a lawyer serves as ombudsman, are communications to her privileged? If they are not, should employees and others who might contact her be informed of that before they communicate with her?

3. If the corporation represents to its employees and others that their contacts with the ombudsman will be anonymous (if they prefer) and confidential, does this afford their communications the same status as if they were covered by the attorney-client privilege?

4. Would there be any benefit to the corporation in identifying an independent outside counsel as a “shareholder ombudsman” who could receive, evaluate, and transmit to the board (without necessarily identifying the shareholder(s) involved) concerns raised by shareholders? As a “stakeholder ombudsman,” who could also receive, relay, and report on communications from community members and other non-shareholders and non-employees?

5. How would the role, responsibilities, and qualifications of the corporate ombudsman differ from those of the “board ombudsman” that one commentator proposed to help solve disputes among directors, as “a highly competent, independent and confidential resource that can help directors and boards solve problems through effective, informal methods, such as assisted negotiation or shuttle diplomacy”?109 Are not corporate 844counsel already often effectively serving in this role? Under what circumstances might counsel themselves recommend the retention of such an intermediary?



8.01(F)–Corporate Secretary

According to a survey released in 2003, 80.8 percent of general counsel were also the corporate secretaries of their companies.110 Not only does this additional role enhance the lawyer’s awareness of the operations of the company, but it also enables him to prepare resolutions and minutes that optimally protect the directors from liability.

QUESTION–8.01(F)

As noted in Question 2 of Section 8.01(B), corporate counsel’s also serving as a director raises issues of whether particular communications are privileged because they involved legal, rather than business, advice.

How does the presentation and resolution of those issues differ if outside counsel is not also a director but is also the corporate secretary?111 What if counsel is not only the corporation’s secretary but also a director?



8.01(G)–Internal Investigator

Corporate counsel’s role in internal investigations necessitates careful examination and application of Model Rules of Professional Conduct 1.13 and 4.3, 845discussed in Section 8.01 (A), to ensure that directors, officers, and staff are alerted, before they are interviewed, that counsel does not represent them individually but instead represents only the corporation.112

QUESTION–8.01(G)

The Court of Appeals for the District of Columbia Circuit held in 2014 that


[i]n the context of an organization’s internal investigation, if one of the significant purposes of the internal investigation was to obtain or provide legal advice, the privilege will apply. That is true regardless of whether an internal investigation was conducted pursuant to a company compliance program required by statute or regulation, or was otherwise conducted pursuant to company policy.113



In addition, could any form of self-evaluative privilege (discussed in Section 2.02(D(1)-(4), Questions 25 and 26) apply to the results of an internal investigation?114 If so, how should counsel direct the investigation to maximize this possibility and the amount and types of material that the privilege would cover?



8.01(H)–Chief Compliance Officer

It seems beyond question that “neither corporate counsel nor compliance professionals can alone, as some would argue, fulfill the goals of compliance. Instead, fulfilling the goals of corporate ethics and integrity requires a flexible and pragmatic partnership between the corporation’s legal and compliance functions.”115
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But should a company’s in-house general counsel (sometimes referred to as its Chief Legal Officer, or CLO) also serve as its Chief Compliance Officer, or CCO?

One commentator summarized the advantages of such a combined position as “1) enhanced power, 2) early risk detection, 3) wider legal protection, 4) cost savings, 5) additional obligations, and 6) increased efficiency throughout the company”;116 but also noted concerns that this arrangement “1) prevents proper supervision of compliance efforts, 2) results in a conflict of interest, and 3) leads to an excessive and/or improper application of attorney-client privilege.”117

Others have acknowledged that the two positions require different sets of skills118 and that “the legal profession currently lacks clarity as to the extent to which lawyers who are also compliance officers must adhere to the full spectrum of professional rules that govern typical attorney-client relationships.”119 And, as one commentator observed, “Although it may not be an accurate point of differentiation (and indeed many general counsels would disagree), compliance officers distinguish what they do from what lawyers do by explaining that lawyers say what you can do and compliance officers say what you should do.”120




8.02–THE NEW RULES UNDER THE SARBANES-OXLEY ACT OF 2002


8.02(A)–Lawyers as Gatekeepers — and Whistleblowers?

In a 1990 decision, federal district court Judge Stanley Sporkin reviewed legal issues concerning the receivership of Lincoln Savings & Loan Association. 847Addressing the circumstances under which the institution had been acquired by a company whose chairman and CEO was Charles Keating, Jr., the court observed:


There are other unanswered questions presented by this case. Keating testified that he was so bent on doing the “right thing” that he surrounded himself with literally scores of accountants and lawyers to make sure all the transactions were legal. The questions that must be asked are:

Where were these professionals, a number of whom are now asserting their rights under the Fifth Amendment, when these clearly improper transactions were being consummated?

Why didn’t any of them speak up or disassociate themselves from the transactions?

Where also were the outside accountants and attorneys when these transactions were effectuated?

What is difficult to understand is that with all the professional talent involved (both accounting and legal), why at least one professional would not have blown the whistle to stop the overreaching that took place in this case.121



Eleven years later, the collapse of Enron Corp. only intensified questions concerning the role of lawyers and other professionals, and methods of enhancing their motivation to ensure and enforce proper corporate governance, operations, and reporting. Academics focused on the role of such professionals as “gatekeepers.”


Although the term “gatekeeper” is commonly used, here it requires special definition. Inherently, gatekeepers are reputational intermediaries who provide verification and certification services to investors. These services can consist of verifying a company’s financial statements (as the independent auditor does), evaluating the creditworthiness of the company (as the debt rating agency does), assessing the company’s business and financial prospects vis-a-vis its rivals (as the securities analyst does), or appraising the fairness of a specific transaction (as the investment banker does in delivering a fairness opinion). Lawyers can also be gatekeepers when they lend their professional reputations to a transaction, but, as later discussed, the more typical role of lawyers serving public corporations is that of the transaction engineer, rather than the reputational intermediary.

Characteristically, the professional gatekeeper essentially assesses or vouches for the corporate client’s own statements about itself or a specific transaction. This duplication is necessary because the market recognizes that the gatekeeper has a lesser incentive to lie than does its client and thus regards the gatekeeper’s assurance or evaluation as more credible. To be sure, the gatekeeper as watchdog is typically paid by the party that it is to watch, but its relative credibility stems from the fact that it is in effect pledging a reputational capital that it has built up over many years of performing similar services for numerous clients. In theory, such reputational capital would not be sacrificed for a single client and a modest fee. Here, 848as elsewhere, however, logic and experience can conflict. Despite the clear logic of the gatekeeper rationale, experience over the 1990s suggests that professional gatekeepers do acquiesce in managerial fraud, even though the apparent reputational losses seem to dwarf the gains to be made from the individual client.122



By 2014, the Chair of the SEC was advising directors that she and her colleagues


typically use the term “gatekeeper” to refer to auditors, lawyers, and others who have professional obligations to spot and prevent potential misconduct. And while there are certainly other gatekeepers who may be 849closer to some of the action or more familiar with the details of a transaction or a disclosure document, a company’s directors serve as its most important gatekeepers. For by law, it is ultimately the fiduciary responsibility of the board of directors to oversee the business and affairs of a company.123



However, a 2007 report by a task force of the New York City Bar Association rejected the notion that, beyond satisfying their existing ethical responsibilities and restrictions,124 corporate lawyers have a special duty to protect the public.


Though not necessarily culpable in any actual wrongdoing, a matter for determination by courts or other tribunals, lawyers often were sufficiently familiar with aspects of client conduct later alleged to have been fraudulent to have asked questions about that conduct. They appear to have done so in certain instances. Where questions were not asked or pressed, it is reasonable to believe that more assertive action might have avoided or mitigated wrongdoing in some of these situations.

This conclusion suggests that lawyers are potential “whistle-blowers” or “gate-keepers” with respect to incipient or past client wrongdoing, thus posing the question of whether they should be duty-bound to play that role for the protection of the investing public. The Task Force does not recommend that lawyers be required to play such a role. To the contrary, we believe that to impose general whistle-blowing or gate-keeping duties on lawyers, so contrary to their traditional role as confidential advisors to their clients, would be counterproductive. It probably would result in a chilling of client-lawyer communications, the exclusion of lawyers from some strategic meetings, and generally degrade the ability of lawyers to render well-informed advice to their corporate clients. It might also lead to a defensive advising on the part of lawyers concerned about the possibility of their own liability.125
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QUESTION–8.02(A)

A number of commentators have proposed various methods of encouraging gatekeepers, including lawyers, to monitor126 and ensure the appropriate behavior of their clients. One recommendation, for instance, would require corporate counsel to certify the non-financial aspects of the company’s securities filings and would subject them to discipline under the SEC’s Rules of Practice if they were negligent in preparing such documents.127

Is it appropriate — given the existing applications128 to lawyers of civil and criminal statutes, regulations (including expanded potential liability for “aiding and abetting” securities law violations),129 and rules of professional ethics — to impose further restrictions on (and potential liability for) their conduct?

Does the expansion of the general counsels’ role to include whistle blowing elements complicate their mission, decision process, and accountability in the same way that explicitly authorizing the board to consider the interests of stakeholders in addition to those of stockholders130 complicates the operations of directors?
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8.02(B)–Reporting Concerns, “Up” and “Out”


8.02(B)(1)–Reporting Up: The Qualified Legal Compliance Committee

In February 2003, pursuant to the authority granted it under section 307 of the Sarbanes-Oxley Act, the Securities and Exchange Commission issued its own form of regulation of attorneys as gatekeepers: a final rule, Implementation of Standards of Professional Conduct for Attorneys.131 The rule requires any lawyer who represents a corporation before the Commission or advises a corporation concerning any document to be filed with the Commission,132 to report to successively higher levels of management (sometimes known as “reporting up the ladder”) any suspicions that she has that the company or any of its directors, officers, employees, or agents, may be violating federal or state securities laws or laws concerning fiduciary duties.133

Specifically, upon becoming aware of “credible evidence, based upon which it would not be unreasonable, under the circumstances, for a prudent and competent attorney not to conclude that it is reasonably likely that a material violation has occurred, is ongoing, or is about to occur,”134 the lawyer must report this information to the company’s chief legal officer (or equivalent), or to both the chief legal officer and the chief executive officer.135 The chief legal officer must investigate, take any corrective or preventive measures necessary, and advise the reporting attorney of the results, all within a reasonable time after being so alerted.136
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An appropriate response to the reporting attorney would be information that leads her to reasonably believe that either (1) the concerns were unfounded; (2) if the concerns were appropriate, the company has adopted suitable remedial and/or preventive measures; or that (3) in-house or outside counsel has reasonably investigated the concerns at the company’s request and has either (a) made remedial recommendations that the company has substantially implemented or (b) advised the company that a “colorable defense” may be asserted on the company’s behalf “in any investigation or judicial or administrative proceeding relating to” the material supplied by the reporting attorney.137

If the reporting attorney has not received an appropriate response from the chief counsel or CEO within a reasonable time, she must report the evidence of the violation to either the corporation’s audit committee, to another committee composed solely of independent directors, or (if there is no committee composed only of independent directors) to the entire board.138

The board may create a qualified legal-compliance committee (QLCC) to serve two separate purposes: (1) to receive such information from an attorney who believes that it would be futile to report it to the chief legal officer139 and (2) to investigate such information upon its referral to the QLCC by the chief legal officer.140 A QLCC consists of at least one member of the company’s audit committee (or, if the company has no such committee, of an “equivalent committee of independent directors”) and two or more directors who are not directly or indirectly employed by the company.141

Such a committee must have adopted “written procedures for the confidential receipt, retention, and consideration of any report of evidence of a material violation,”142 and must be authorized by the board to advise its chief counsel and CEO of such evidence.143 If it determines that the evidence warrants an investigation, the QLCC must notify the audit committee or the full board and begin the investigation (to be conducted by the chief legal officer or outside counsel); and it may retain any other professionals that it deems necessary.144 An attorney retained or directed by a QLCC to investigate the evidence or to assert, “consistent with his or her professional obligations, a colorable defense” on behalf of the company or individuals acting on its behalf, has no obligation himself to report evidence of a material violation.145

When the investigation has been completed, the committee should review the results; recommend, by majority vote, that the company implement an “appropriate response to evidence of a material violation”; and so advise the chief legal officer and CEO.146 The committee may also, by majority vote, “take all other appropriate 853action,” including notifying the Commission if the company does not follow the committee’s recommendations.147

If the reporting attorney does not reasonably believe that the individual(s), committee (other than a QLCC),148 or board to which she communicated her concerns responded appropriately within a reasonable time, she must explain her reasons for that belief to the chief legal officer, CEO, and directors to whom she had reported the evidence.149

Although the SEC estimated that about 20% of publicly traded companies subject to these rules would create QLCCs, as of September 30, 2005, only about 2.5% had done so.150 In March 2006, the Commission lowered its estimate to 10%.151

Among the firms whose audit committees have also performed the functions of a QLCC are General Motors and Getty Realty.152

QUESTIONS–8.02(B)(1)

1. Would “a more inclusive and appropriate” method for “reporting up” simply be for “the General Counsel [to] meet alone with the board as a whole or with the Audit or Risk Committee at least two times per year to discuss any issues of concern to the GC or to answer any questions from the directors”?153

2. The SEC has characterized its “reasonably likely” trigger for the lawyer’s reporting duty — and definition of “reasonably” as “conduct that would not be unreasonable for a prudent and competent attorney”154 — as “intended to adopt an objective standard [while recognizing] that there is a range of conduct in which an attorney may engage without being unreasonable.”155
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(2a) Is this standard adequately clarified for practitioners?156

(2b) Do the qualifications “prudent” and “competent” clarify, or do they instead further muddy, the standard for this obligation?157

(2c) The Commission’s discussion indicates that whether a given situation requires the attorney to report may depend on such “circumstances” as “the attorney’s professional skills, background and experience, the time constraints under which the attorney is acting, the attorney’s previous experience and familiarity with the client, and the availability of other lawyers with whom the lawyer may consult.”158 Does its consideration of these factors mean that when in doubt a lawyer should report?

3. The SEC’s discussion accompanying the final rules states that “[t] he term ‘colorable defense’ does not encompass all defenses, but rather is intended to incorporate standards governing the positions that an attorney appropriately may take before the tribunal before whom he or she is practicing.”159

Is the availability of a “colorable defense” too low and too loose a standard for ending an attorney’s duty to report evidence of a material violation, if the attorney has been retained or directed by the corporation’s counsel or QLCC to assert such a defense, “consistent with his or her professional obligations”?160 To what does the qualification concerning “professional obligations” refer? In whose eyes must the argument be at least “colorable”?

4. Does the institution of a QLCC encourage counsel to over-report, because they thereby divest themselves of any further responsibility — and any potential liability — for the situations that they brought to the QLCC’s attention?161 Is this issue more likely to affect in-house counsel than it is to affect outside counsel?
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5. Do you agree that corporations that do not have QLCCs might find it more difficult to retain counsel?162 Is this issue more likely to affect in-house counsel than it is to affect outside counsel?

6. To whom (if anyone), and when, should the reporting attorney have to provide reasons for bypassing the general counsel to take her concerns to a QLCC? Is the QLCC authorized to redirect her concerns to the general counsel if it finds those reasons insufficient?

7. What types of procedures should the QLCC adopt for the “confidential receipt, retention, and consideration”163 of reports made to it? Under what circumstances can the QLCC identify to the board at large, or to officers or other employees of the company, the identity of the individual(s) who made a report to it?

8. Who controls, and who can waive, the attorney-client privilege on behalf of the QLCC?

9. Does the QLCC arrangement unfairly allow the reporting attorney to avoid the general counsel, thereby undercutting the general counsel’s authority, credibility, and effectiveness?164

10. How can the board justify not creating a QLCC?

11. One author has recommended that


an independent QLCC, comprised only of qualified attorneys, should be mandatory for public firms. Such a committee should have a broad mandate to hear complaints from broadly protected whistleblowers, as well as attorneys, and to manage all material legal risks.165



Would this be an effective approach?

12. What skills or other qualifications, beyond those it has previously enumerated in identifying candidates for the board, should the board seek in appointing directors to a QLCC?166
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13. Two commentators have argued that


[t] he QLCC is likely to disrupt the collective decisionmaking structure of the collegial board. Because of their work on the committee, members of the QLCC will have greater information and perhaps be better compensated than the other directors. In effect, the members of the QLCC will be specialist directors. Their specialist status may interfere with their ability to participate in collective decisionmaking. For example, their superior knowledge of the issuer’s affairs and their devotion of greater time to the issuer’s operations may lead them to demand deference from the other nonspecialist directors. In addition, the nonspecialist directors may resent the higher pay or greater access to information possessed by QLCC members, and this resentment may lead them to be less involved in the affairs of the issuer. In this way, the differences between members of the QLCC and other directors may impair the ability of the board of directors to function effectively.167



Do you agree? To what degree would these statements apply to other committees — such as the audit, compensation, or nominating committee — as opposed to, or in addition to, the QLCC?

14. Inside directors, by virtue of their closer involvement with the company’s day-to-day operations, may be more likely than outside directors to be found liable in some situations.168 Similarly, to the degree that members of a QLCC are exposed to more information than are other directors, are they not also therefore more responsible (and potentially more likely to incur liability) in other aspects of their work as directors?

In this context, is it therefore entirely correct for the SEC to indicate that “it does not intend service on a QLCC to increase the liability of any member of a board of directors under state law and, indeed, expressly finds that it would be inconsistent for a court to so conclude”?169

15. To reassure directors who do not want to serve on a QLCC, can (and should) the board specify that

(15a) the board will not create a QLCC;

(15b) for the benefit of directors serving on the audit committee, or another committee that meets the requirements to be a QLCC, the board will not charge the audit committee (or such other committee) with the additional responsibilities of a QLCC; and/or

(15c) one or more named directors will not be asked to serve as members of any QLCC, or of an audit committee (or other committee) that the board authorizes to act as a QLCC?
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(15d) In which document(s) should any such agreement be set forth? The articles of incorporation? The bylaws? The QLCC and/or audit committee charters? Individual agreements between the board and the director(s) in question?

16. Under what circumstances, if any, would it be appropriate for the board to create two or more separate QLCCs?

17. Should members of the QLCC require potential independent counsel to the QLCC to furnish it with written documentation of any policies that the law firm adopted for its lawyers concerning “reporting up” and “reporting out” requirements?170 What provisions, if any, should the QLCC seek to have the law firm agree to adopt for purposes of the representation if the firm does not have any such policy or if the firm’s policy lacks these provisions?

18. Should the members of an audit or other committee charged with fulfilling the responsibilities of a QLCC retain separate independent counsel (in addition to any counsel that they may already have retained for the committee) to advise them with regard to the discharge of these new duties?

19. Does the addition of the Sarbanes-Oxley reporting rules make the dual status of director and outside corporate counsel more, or less, tenable? Why?



8.02(B)(2)–Reporting Out: Loyal Disclosure

Both the Model Rules of Professional Conduct and the Sarbanes-Oxley Act-mandated Standards of Professional Conduct for Attorneys permit (but do not require) counsel, without the client’s consent, to alert outside entities to actual and/or potential wrongdoing of a corporate client. Such “loyal disclosure rules permit counsel to disclose confidences to protect the entity client itself”;171 but counsel might, to preserve their own careers, refrain from such disclosure.172
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Under Model Rule 1.6(b), a lawyer may make such disclosures to


	prevent certain death or substantial bodily harm;

	prevent the client from committing a crime or fraud that is reasonably certain to result in substantial injury to the financial interests or property of another and in furtherance of which the client has used or is using the lawyer’s services; [and]

	prevent, mitigate, or rectify substantial injury to the financial interests or property of another that is reasonably certain to result or has resulted from the client’s commission of a crime or fraud in furtherance of which the client has used the lawyer’s services.173


In addition, Model Rule 1.13 allows outside disclosure under two types of circumstances. First, the lawyer may know that an officer, director, or other individual associated with the corporation is acting or is about to act (or to refuse to act) in a way that arises from “a matter related to the representation,” that violates the law, and that is likely to result in substantial injury to the company. In that case, the lawyer “shall proceed as necessary in the best interest of the organization.”174 Generally, that would entail referring the matter to higher authorities within the company, but if the lawyer “believes that it is not necessary in the best interest of the organization to do so” she may instead report the information outside the organization.175

Second, the lawyer may disclose information if


despite the lawyer’s efforts [to refer the matter to the highest internal levels of the organization] the highest authority that can act on behalf of the organization insists upon or fails to address in a timely and appropriate manner an action, or a refusal to act, that is clearly a violation of law, and . . . the lawyer reasonably believes that the violation is reasonably certain to result in substantial injury to the organization. . . .176



However, in that case the lawyer can reveal such information only to the degree she reasonably believes necessary to prevent such injury;177 and she may not disclose the information to outside parties if she is helping the organization investigate, or defending the organization or one of its constituents against claims arising out of, an alleged violation of law.178

The SEC’s Standards of Professional Conduct for Attorneys similarly allow an attorney to reveal, without the client’s consent,
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confidential information related to the representation to the extent the attorney reasonably believes necessary:

(i) To prevent the issuer from committing a material violation that is likely to cause substantial injury to the financial interest or property of the issuer or investors; . . . or

(iii) To rectify the consequences of a material violation by the issuer that caused, or may cause, substantial injury to the financial interest or property of the issuer or investors in the furtherance of which the attorney’s services were used.179



QUESTIONS–8.02(B)(2)

1. Why do the Model Rules require the attorney who reports out to be “reasonably certain” that harm will result from the client’s conduct, but the Standards allow such reporting when the attorney just “reasonably” believes it necessary to prevent a “likely” injury or injury that “may [be] cause[d] ”?

2. Why do even the Model Rules allow the attorney to report out, if she believes it in the best interest of the organization, when the conduct at issue is only “likely” to result in “substantial injury to the company”?

3. Under what circumstances does an attorney who reports out not have a duty to the client to indicate immediately that she has done so and to identify the individual or entity to whom she made the communication?

4. Under what circumstances would it be in the best interests of the corporate client — and/or of inside or outside counsel — for the attorney’s retention agreement (in general, or for a specific matter or set of matters) to clarify the circumstances under which the attorney would definitely avail herself of the reporting-out option that the SEC’s rules, and the relevant state’s version of the Model Rules, allow her?



8.02(B)(3)–Withdrawal as Counsel: Noisy Withdrawal; Disaffirmation

Both the Model Rules and the Standards countenance not only the lawyer’s withdrawal as counsel if she disagrees with her client’s conduct, but also — under certain circumstances — her notifying relevant authorities of such withdrawal and possibly attempting to retract previous statements made on behalf of the client. One such “noisy withdrawal” was effected in February 2009 by Thomas Sjoblom, who advised the SEC in writing that “I disaffirm all prior oral and written representations made by me and my associates to the SEC staff regarding Stanford Financial Group and its associates.” He also informed the SEC that he was terminating his representation of that client.180
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Model Rule 1.16 allows a lawyer to withdraw from a representation in a number of situations, including those in which the client “persists in a course of action involving the lawyer’s services that the lawyer reasonably believes is criminal or fraudulent,” “has used the lawyer’s services to perpetuate a crime or fraud,” or “insists upon taking action . . . with which the lawyer has a fundamental disagreement.”181

Model Rule 3.3 requires a lawyer to “take reasonable remedial measures, including, if necessary, disclosure to the tribunal” upon discovering that she, her client, or a witness that she has called has offered false evidence.182 This duty applies even if such remedial measures include the disclosure of confidential material.183 However, a lawyer should restrict any disclosures adverse to a client’s interest to the amount that she “reasonably believes necessary to accomplish the purpose.”184

In addition, Model Rule 1.13 provides that a lawyer who withdraws from corporate representation under such circumstances “shall proceed as the lawyer reasonably believes necessary to assure that the organization’s highest authority [i.e., the board] is informed of the lawyer’s . . . withdrawal.”185 Counsel must also comply with any legal requirements to notify, and possibly obtain the tribunal’s permission for, such withdrawal.186

Several ABA Ethics Opinions have endorsed noisy withdrawals,187 most notably Opinion 366, which discovered, after examining the interplay among the Model Rules governing withdrawal (1.16), confidentiality (1.6), and the prohibition on the lawyer’s assisting a client’s crime or fraud (1.2),188
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a rationale for limiting a “noisy” withdrawal to circumstances where the withdrawal is mandatory. Absent imperatives imposed by these other two Rules, that a lawyer disassociate herself from a client’s ongoing wrongdoing in order to avoid assisting it, it is neither necessary nor appropriate to permit disavowal of work product and possible consequent revelation of client confidences.

The second conclusion logically to be drawn from this construction of the Rules is that the lawyer’s ability to disaffirm work product, and thus attempt to disassociate herself from further client fraud based upon that work product, cannot depend upon whether the client or the lawyer is the first to act in discontinuing the representation. The possibility of a noisy withdrawal cannot be preempted by a swift dismissal of the lawyer by the client. Whenever circumstances exist that would otherwise require a lawyer to withdraw, disaffirmance may be in order even if the client fires her before she has a chance to do so.189



Under the Standards for Professional Conduct of Attorneys, information revealed by counsel in the course of a noisy withdrawal would be governed by the parameters, discussed above, that govern the circumstances under and extent to which an attorney can reveal client confidences. Although the final form of the rule introducing those standards does not specifically address withdrawal, in proposal form it had generated controversy by requiring noisy withdrawal and disaffirmation by outside or inside counsel that had reported concerns upwards to the board of directors but had not been satisfied by the board’s response.190 In announcing the final rule, the Commission indicated that it had withdrawn that element and was soliciting further comment;191 it also proposed and solicited comment on an alternative approach that did not include either noisy withdrawal or disaffirmation.192 As of September 2012, the Commission had made no further proposals and announced no rules governing noisy withdrawals.

QUESTIONS–8.02(B)(3)

1. In situations where the SEC’s Standards for Professional Conduct of Attorneys conflict with state bar rules of professional ethics, which takes 862precedence? Does it make any difference whether the SEC rules require or allow disclosure and state bar rules do not, or vice versa?193

The North Carolina bar, addressing whether an attorney may report out information that does not involve a crime or that the attorney’s services were not used in aid of, noted that the Standards (Rule 205) would allow this, but the state’s rules would not. The bar concluded that


[i]t is beyond the capacity of an ethics opinion to determine whether or not the “reporting out” provision of Rule 205 was validly promulgated. Therefore, unless and until the Fourth Circuit Court of Appeals or the US Supreme Court determines that Rule 205 was not validly promulgated, (a) there will be a presumption that Rule 205 was promulgated by the Commission pursuant to a valid exercise of authority and (b) a North Carolina attorney may, without violating the North Carolina Rules of Professional Conduct, disclose confidential information as permitted by Rule 205 although such disclosure would not otherwise be permitted by the NC Rule.194



After the Washington State bar took an opposing position in a proposed interim opinion,195 the general counsel of the SEC advised that bar’s president that the Supreme Court


has consistently upheld the authority of federal agencies to implement rules of conduct that diverge from and supersede state laws that address the same conduct. . . . In particular, where, as here, a conflict arises because a state rule prohibits an attorney from exercising the discretion provided by a federal regulation, the federal regulation will take priority. . . . Thus, Section 205.3(d)(2) of the Commission’s rules will take precedence over any conflicting provision of RPC 1.6.

Federal law will also determine whether, under Section 205.6(c) of the Commission’s rules, an attorney has complied in “good faith” with the Commission’s rules. Section 205.6(c) shields an attorney from discipline and liability under inconsistent state-law conduct rules if the attorney complies in “good faith” with the Commission’s conduct rules. Because the issue whether an attorney has acted in “good faith” under Section 205.6(c) requires an interpretation of a Commission rule, states must defer to the 863Commission’s construction. . . . The purposes of the Commission’s “good faith” provision would be frustrated by a state-based definition of “good faith” that is inconsistent with the Commission’s interpretation. Thus, a conflicting state definition of “good faith” would be preempted. . . .

The Commission’s rules would also be frustrated if, as contemplated by the Proposed Interim Formal Opinion, the WSBA were to initiate a disciplinary proceeding against an attorney who, in complying in “good faith” with the Commission’s rules, did not comply with a conflicting RPC. Even if the [Washington state bar] proceeding exonerated the attorney, the proceeding itself would thwart the purposes of the Commission’s rules by subjecting attorneys to disciplinary proceedings for attempting in good faith to comply with a Commission rule that conflicts with an RPC.196



The state bar withdrew the proposed opinion.

2. How do the standards for (a) withdrawing, (b) withdrawing noisily, and (c) reporting out differ? Under what circumstances might it be appropriate for a lawyer to report out but not to withdraw from the representation? Under what circumstances might it be appropriate for a lawyer to withdraw noisily but not to report out?

3. Is in-house or outside counsel required to provide any notice, warning, or ultimatum to the board before withdrawing noisily?

4. What are the recommended practices — and obligations — for counsel considering representing a corporation on a matter with regard to which the previous counsel withdrew? Withdrew noisily?197

5. Can counsel that withdrew noisily provide any information concerning its prior representation of the corporation to successor (or potential successor) counsel without the consent of the former client?
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8.02(C)–The “Yates Memo”

In 2015, the United States Department of Justice revised the U.S. Attorneys Manual to require, as a condition of credit for cooperation with federal investigators, that corporations “identify all individuals involved in or responsible for the misconduct at issue, regardless of their position, status, or seniority, and provide to the Department all facts relating to that misconduct.”198 The “Yates Memo” emphasized that in this context corporations are expected to be independent from their executives: “We mean it when we say, ‘You have got to cough up individuals’. . . . We’re not going to be accepting a company’s cooperation when they just offer up the vice president in charge of going to jail.’”199 Such transparency would support the Department of Justice’s “mission . . . to seek accountability from those who break our laws and victimize our citizens.”200

However, commentators were quick to point out that the enhanced emphasis on cooperation with the federal government would jeopardize general counsels’ working relationships with directors and officers, who would be more likely to retain personal counsel in the face of an actual or potential internal investigation,201 which would lead to “longer, more complicated, and more costly internal investigations.”202
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In 2017, one observer concluded that the memo had not actually “altered the way the department conducted business.”203 Late that same year, an opinion by one federal district court noted that “[t] here has been no uptick in the prosecution of criminal executives since the issuance of the ‘Yates Memo’ in 2015.”204



8.02(D)–Additional Concerns in Effective Corporate Counseling

1. Would corporate counsel violate any of the Model Rules of Professional Conduct by allowing the company to include in contracts, leases, licenses, or other agreements with third parties, provisions (such as ipso facto provisions,205 which purport to allow a party to modify or terminate an executory agreement upon the other party’s filing for bankruptcy reorganization or liquidation) that counsel knows are generally unenforceable?206 Would corporate counsel advising a client to execute such an agreement drafted by a third party (or the third party’s counsel) breach any of these rules if she privately informed her client that, whether or not the drafter was aware of it, one or more of the provisions was generally unenforceable?

2. On the other hand, what should corporate counsel say about the kinds of contracts endorsed by Salesforce.com founder, chairman, and CEO Mark Benioff:


A well-drafted contract with “light and love” is a one-page document that is bulletproof and executed perfectly — with as little legal language as possible. The brilliance of this document is in its brevity. . . . The key is that it is tight enough to be binding, but loose enough to give latitude so that each party can operate freely. . . .

[W]e find that it makes [particular] sense to employ documents with light and love in international situations where we don’t want to appear to be litigious Americans and we want to 866build a strong relationship with the partner or vendor. Sometimes . . . overseas companies (especially in Asia) . . . find it refreshing for a U.S. company to take a lighter approach.207



3. To what degree should the doctrine of in pari delicto shelter in-house or outside corporate counsel from liability to her own client for malpractice, on the grounds that the company should have realized that the lawyer was not upholding the standards of her profession but instead being complicit in the company’s misconduct? One commentator recently attacked this application of the doctrine as “effectively immuniz[ing] lawyers from liability when they fail to perform one of their most important functions: acting competently to protect their organizational clients from legal liability.”208

4. Does an in-house or outside counsel violate the Model Rules of Professional Conduct if he fails to ensure the security of the corporate client’s (and, if outside counsel, his own firm’s) computer network and digitally-stored information?209 Does counsel fulfill any such responsibility simply by warning the board (or his law firm) about the importance of such security, or does he have to affirmatively satisfy himself of the expertise of, and suitability of the systems implemented by, any in-house or outside computer security experts retained by the company (or his firm)?

5. Is there, in corporate legal practice, an equivalent of the medical principle of “therapeutic privilege,” which enables “information to be withheld from the patient . . . when its disclosure would be so upsetting that it would render the patient unable to engage rationally in decisiomaking”?210
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6. Like — and in the service of — the directors and officers that they advise, in-house and outside counsel are often forced to reach conclusions without as much time and information as they would have preferred. What guidelines should lawyers follow in such situations?

Examples might include:

Determining what the real deadlines are for making the different decisions at issue;

Memorializing the information provided by the client, and the warning given to the client that analysis and advice will be provided on the basis of incomplete information and after limited time to reflect and research.211

Briefly summarizing first principles, such as the executives’ duty of care and duty of loyalty, and their application to the situation.

Indicating — possibly in priority order — what further information would be useful for the client to supply (or for the lawyer to collect independently, if given the necessary time and (perhaps) permission); how this information would be relevant; and what information, if found (or if missing), would constitute a “red flag” about which counsel should be immediately alerted.

Arranging a schedule for further communications, and identifying which individuals should participate, and their contact information.

If necessary, requesting authorization from the executives to contact other agents of the corporation.
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Freund, at 284.
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Appendix A Recommended Resources for Corporate Governance Research

WEBSITES OF CORPORATE GOVERNANCE ORGANIZATIONS



	AFL-CIO

	aflcio.org/corporate-watch




	AFL-CIO Executive Paywatch

	aflcio.org/executive-paywatch




	American Council of Trustees and Alumni

	goacta.org




	Association of Corporate Counsel

	acc.com




	Business Roundtable

	businessroundtable.org




	California Public Employees’ Retirement System (CalPERS)

	calpers.ca.gov




	California State Teachers Retirement System (CalSTRS)

	calstrs.com




	Center for Political Accountability

	politicalaccountability.net




	Conference Board

	conference-board.org




	Corporate Compliance Codes Database (U. Houston Law Center)

	law.uh.edu/compliance




	Corporate Governance

	corpgov.net




	Council of Institutional Investors

	cii.org




	Glass Lewis (proxy advisor)

	glasslewis.com




	Global Reporting Initiative(sustainability reporting standards)

	globalreporting.org




	Institutional Shareholder Services (proxy advisor)

	issgovernance.com




	International Corporate Governance Network

	icgn.org




	Investor Stewardship Group

	isgframework.org




	Nasdaq

	nasdaq.com




	Nat’l Ass’n of College and University Attorneys

	nacua.org




	Nat’l Ass’n of Corporate Directors

	nacdonline.org




	Nat’l Ass’n of Corporate Treasurers

	nact.org




	870National Investor Relations Institute

	niri.org




	New York Stock Exchange (NYSE)

	nyse.com




	Proxy Insight

	proxyinsight.com




	PwC Governance Insights Center

	pwc.com/us/en/governance-insights-center.html




	Securities and Exchange Commission (SEC) News

	sec.gov/news




	Compliance and Disclosure Interpretations

	sec.gov/divisions/corpfin/cfguidance.shtml




	Corporate Filings

	sec.gov/edgar




	Social Enterprise Alliance

	socialenterprise.us




	Society for Corporate Governance

	societycorpgov.org




	Spencer Stuart

	spencerstuart.com/research-and-insight




	Sustainable Investments Institute

	siinstitute.org




	Teachers Insurance and Annuity Association (TIAA)

	tiaa.org





CORPORATE GOVERNANCE BLOGS/UPDATES



	Audit Committees, Accounting, and Law (Wilmer Hale)

	wilmerhale.com/en/insights/blogs/focus-on-audit-committees-accounting-and-the-law




	B Lab

	bthechange.com




	California Corporation and Securities Law

	calcorporatelaw.com




	Calvert Impact Blog

	calvert.com/impact.php




	Capital Markets (Duane Morris)

	blogs.duanemorris.com/capitalmarkets




	Center for Corporate Governance (Deloitte & Touche)

	corpgov.deloitte.com




	Compensation Advisory Partners

	Capartners.com/capthinking




	Corporate & Securities Blog (Keating Muething & Klekamp)

	kmklaw.com/corporate-securities




	Corporate Board

	boardmember.com




	Corporate Counsel

	thecorporatecounsel.net/blog




	Corporate Counsel (American Lawyer Media)

	law.com/jsp/cc/index.jsp




	Corporate Governance

	corpgov.net




	Corporate Law & Securities Law Blog (Stinson Leonard Street)

	dodd-frank.com




	Corporate Securities Law Blog (Sheppard Mullin)

	corporatesecuritieslawblog.com




	CSR and the Law (Foley Hoag)

	csrandthelaw.com




	Davis Polk-ESG

	davispolk.com/capabilities/practice/esg/insights




	DealBook (Andrew Ross Sorkin, New York Times)

	dealbook.nytimes.com




	871Deal Diary (Akin Gump) Delaware Business Law (Duane Morris)

	akingump.com/en/experience/practices/corporate/ag-deal-diary/index.htmlblogs.duanemorris.com/delawarebusinesslaw




	Delaware Business Litigation Report (Morris James)

	morrisjames.com/blogs-Delaware-Business-Litigation-Report




	Delaware Chancery Law Blog (Fox Rothschild)

	delawarechancery.foxrothschild.com




	Delaware Corporate and Commercial Litigation Blog (Francis C.X. Pileggi)

	delawarelitigation.com




	D&O [Insurance] Diary (Kevin M. LaCroix)

	dandodiary.com




	D&O Discourse (Doug Greene)

	dandodiscourse.com




	Equilar

	equilar.com/blog.html




	Ernst & Young-Center for Board Matters

	ey.com/en_us/board-matters




	Executive Compensation Blog (Winston & Strawn)

	winston.com/en/executive-compensation-blog/index.html




	Executive Pay Matters (Towers Watson)

	towerswatson.com/blog/executive-pay-matters




	FW Cook Executive Compensation Reports

	fwcook.com/Publications-Events/Publications




	Glass Lewis & Co. Blog

	glasslewis.com/blog




	Governance & Accountability Institute-Sustainability Update

	ga-institute.com/sustainability-update




	Governance & Securities Watch (Weil Gotshal)

	governance.weil.com/category/whats-new




	GreenMoney Journal (Sustainable and Impact Investing)

	greenmoneyjournal.com




	Harvard Law School Corporate Governance Blog

	blogs.law.harvard.edu/corpgov




	Heidrick & Struggles (executive search firm)

	heidrick.com/Knowledge-Center




	Latham & Watkins Thought Leadership

	lw.com/thoughtleadership




	Morrison Foerster-Corporate Governance

	mofo.com/special-content/board-resources




	Paul, Weiss-Corporate Governance Resources

	paulweiss.com/practices/transactional/corporate-governance




	Proxy Monitor (Manhattan Institute)

	proxymonitor.org




	Public Securities (Cooley)

	cooleypubco.com




	Richards Layton & Finger-Publications

	rlf.com/knowledge-center




	Securities News Watch (Blank Rome)

	securitiesnewswatch.com




	Securities Regulation and Corporate Governance Monitor (Gibson Dunn)

	securitiesregulationmonitor.com




	Semler Brossy (executive compensation)

	semlerbrossy.com/insights/themes/shareholder-voting




	Shareholder Activism Resource Center (Schulte Roth)

	srz.com/shareholder_activism_resource_center




	Simpson Thacher & Bartlett-Publications (Corporate)

	stblaw.com/client-services/practices/corporate (click Media, Publications)




	872Spencer Stuart Board Index

	spencerstuart.com/research-and-insight/board-indexes




	Sustainability Accounting Standards Board Blog

	sasb.org/category/blog/





SOCIALLY RESPONSIBLE ACTIVISM AND INVESTING



	As You Sow

	asyousow.org




	Ceres Investor Network on Climate Risk and Sustainability

	ceres.org/ceres-investor-network




	Climate Action 100+

	climateaction100.org




	Forum for Sustainable and Responsible Investment (US SIF)

	ussif.org




	Global Impact Investing Network

	thegiin.org




	Green America

	greenamerica.org




	Interfaith Center on Corporate Responsibility

	iccr.org




	Proxy Impact

	proxyimpact.com




	Proxy Preview

	proxypreview.org




	SOC Investment Group

	socinvestmentgroup.com





ENHANCING BOARD DIVERSITY



	Alliance for Board Diversity

	theabd.org




	Athena Alliance

	athenaalliance.org




	Boardlist

	theboardlist.com




	Boardroom Bound

	boardroom-bound.com




	Catalyst

	catalyst.org




	DirectWomen

	directwomen.org




	Diverse Director Datasource (CalSTRS)

	calstrs.com/diverse-director-datasource




	Ellevate

	ellevatenetwork.com




	Executive Leadership Council

	elcinfo.com




	5050WomenonBoards

	5050wob.com




	Hispanic Association on Corporate Responsibility

	hacr.org




	International Women’s Forum

	iwforum.org




	Interorganization Network (ION)

	ionwomen.org




	New America Alliance

	naaonline.org




	Next Gen Board Leaders

	nextgenboardleaders.com




	30% Club (U.S. Chapter)

	us.30percentclub.org/?/about.chapters.united-states




	30% Coalition

	30percentcoalition.org




	Women Corporate Directors

	womencorporatedirectors.org




	Women in the Boardroom

	womenintheboardroom.com




	Women2Boards

	women2boards.com




	Also note Minority Corporate Counsel Association

	mcca.com
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Appendix B On Preparing and Presenting “Actionable” Advice

Among the most frequently quoted lines of T.S. Eliot’s poetry are (from 1934’s The Rock: A Pageant Play), “Where is the Life we have lost in living?/Where is the wisdom we have lost in knowledge?/Where is the knowledge we have lost in information?”

The last two queries are certainly prime concerns of boards of directors.

For instance, the Corporate Governance Principles and Practices of Prudential Financial specify that, “The board should receive information important to understanding presentations, discussions and issues covered at each meeting, in writing and sufficiently in advance of the meeting to permit appropriate review. Longer and more complex documents should contain executive summaries. The focus of materials should be on analysis rather than data.”

Perhaps the ultimate examples of the effective distillation and presentation of information are those discussed in The President’s Book of Secrets: The Untold Story of Intelligence Briefings to America’s Presidents (2016). Former CIA analyst David Priess provides an instructive chronicle of the origins, evolutions, and applications of the “President’s Daily Brief” (PDB), which was prepared by the Agency beginning in late 1964; and, which, since 2005, has been produced by the Office of the Director of National Intelligence (DNI).

That document summarizes for the Chief Executive “all relevant information from anywhere in the US government, presents an analytic message clearly and concisely, offers major alternative explanations, and highlights implications for US interests.” In fact, “No major foreign policy decisions are made without it.”

In light of the massive amount of sources and resources, including management and analyst time, involved in its preparation, the PDB has been described by a former Agency official as “the most expensive periodical in the world.”

Priess, who personally briefed administration officials on the PDB’s contents, interviewed “[e]ach living former president and vice president [and] almost every living former CIA director and deputy director for intelligence and the vast majority of other living former recipients of the book.”

Their recollections and reflections offer at least fourteen practical lessons to lawyers, law students, and executives.
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First, a counselor or advisor must present data and analysis that is “actionable,” not in the lawyer’s sense (as in, constituting grounds for a lawsuit) but in the intelligence community’s meaning: capable of directly driving decisions by the principal, customer, or client.

Vice President Al Gore’s national security advisor, criticizing a PDB entry that discussed Chinese politics generally, objected to his briefers, “You guys just don’t get it. You think what’s important is what’s going on in China. It’s not. What’s important is what this means for the United States.” Around that time, the CIA instituted a “First Customer Initiative” that refocused the PDB “from ‘What is going on in a particular situation overseas?’ to ‘What does the president need to know about this situation?’ ”

One of the PDB briefers for President George W. Bush “challenged analysts to be able to compellingly finish the simple sentence: ‘Mr. President, this piece is important because —.’ If you can’t fill in that answer, you don’t have a piece. If you can answer it, you do — then you structure the piece to make that point clear, and quickly.”

In his own book, Philip Mudd recalls presenting a PDB item: “After I briefed the details of the threat, clearly and cleanly, I was satisfied. . . . Just as quickly as I’d spoken, though, a painful realization swept over me. I knew the briefing was wrong when [Bush] asked his first question. ‘What do we do about this?’ . . . I should have put the threat into context for him. . . .”

Yet Admiral Dennis Blair, a Director of National Intelligence under President Barack Obama, added that, beyond supporting immediate decision-making, the PDB should “give more on warning: it should spark the kinds of policy discussions that the president ought to be thinking about and help him see around the corner.” (As would, in March 2021, the DNI’s publicly-released analysis of Global Trends 2040.)

Second, brevity is crucial. The PDB is variously described as a “core six-to-ten page” document, supplemented by other material; containing “six to eight short analytic articles and additional items”; and usually including “two or three longer pieces, half a dozen intermediate-size ones, and then some quick little updates. I don’t think it ever went more than ten pages long.”

One analyst recalled being asked to trim his PDB contribution to thirty-two words: his supervisor then “took it, sat down, and rewrote every single word. . . . He got it to 32 again, but they were totally different words.”

Or, as Mudd put it, “The ugly secret for proud analysts is that . . . 90 percent of what they know (the data) might be useful at some other time, but it isn’t today. A good analyst has to have the humility to accept that.”

Similarly, Frank Watanabe’s unclassified How to Succeed in the [CIA’s Directorate of Intelligence]: Fifteen Axioms for Intelligence Analysts (1995) — which originally appeared in the Agency’s periodical, Studies in Intelligence — advised, “The consumer does not care how much you know, just tell him what is important.”

Third, the document should clearly distinguish facts from analysis. Robert Gates, CIA Director under President George H.W. Bush (and Secretary of Defense under Presidents George W. Bush and Barack Obama), instituted this policy in 1982, and one year later concluded to his analysts that “No other single change we have made has elicited as many favorable comments from consumers as this.”
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In fact, such an approach had briefly been adopted during President Richard Nixon’s administration, in response to Attorney General John Mitchell’s advice that “The President is a lawyer, . . . and a lawyer wants facts.”

Fourth, say what you don’t know. President Bill Clinton told Priess, “When [briefers] would just ’fess up and say, ‘We don’t know this or that or the other thing — we can’t find that out yet,’ we’d ask them to try. The Agency was always really great working with us on that and giving us more information. It proved that the people who did the PDB were being honest.”

Similarly, Colin Powell, former Secretary of State and Chairman of the Joint Chiefs of Staff, has stated, “[O]ver time I developed for my intelligence staffs a set of four rules . . . I’m told they hang in offices around the intelligence world: Tell me what you know. Tell me what you don’t know. Then tell me what you think. Always distinguish which from which.”

Fifth, meeting these goals requires certain stylistic standards, as well as scrupulous editing. Watanabe reassured analysts, “Do not take the editing process too seriously. If editorial changes do not alter the meaning of what you are trying to say, accept them graciously[, but otherwise] do not be afraid to speak up and contest the changes.”

Gates recalled that a “cigar-chomping editor handed me back my first piece [as an analyst] for the PDB, and it looked like a bloody chicken had walked across it. That’s where I learned to be succinct and put things together in a coherent way.”

In an undated (but, clearly, dated) anecdote, an anonymous analyst admitted that:

“My lessons in clear writing came when I had slaved away on a piece down on my black-key Royal typewriter. . . .

“I’m standing in line, about three back, reading my piece. And the editor in front — smoking a cigarette, sleeves rolled up, about as old school as you could get — has some poor wretch up there, whose piece is in front of the guy. And he’s editing it with a ballpoint pen.

“Suddenly he looks up, to nobody in particular and everybody, and barks, ‘There’s not one f — g active verb in this whole f — g piece!’ I look down at my draft, and it’s full of passive voice. So I slipped out of there, went back down to my office, and retyped it.”

A senior CIA officer “at one point even outlawed adverbs from the PDB, finding that analysts would then use the word ‘because’ more often and, as result, explain more clearly the reasons behind their judgments.”

Sixth, formatting is also well worthy of attention. For each president, the CIA customized not just the PDB’s content and style (Jimmy Carter favored “longer backgrounders on issues such as Middle East peace negotiations, . . . and more material on foreign leaders”; Ronald Reagan, “‘a straightforward presentation without too many parentheses and/or footnotes,’ ” and information on the “‘human dimension’ ” of foreign leaders, such as their families and interests), but also its physical format (for Carter, “more white space than text on each page, allowing plenty of room for him to write notes”; for Obama, in 2012, the transition to a digital version, on an iPad).

However, the “First Customer” is not T.S. Eliot’s J. Alfred Prufrock, who had “time yet for a hundred indecisions,/And for a hundred visions and revisions,/Before the taking of a toast and tea.” Watanabe warned, “Form is never more 876important than substance . . . [T]he consumer wants to know what the intelligence says, and he wants to know it when he needs to know it.”

Seventh, visual elements can also be crucial components of the presentation. Under Carter, the CIA, “‘trying to make it a little more attractive and easier to read,’ ” added “‘a few more graphics..., charts and maps and photos and things that were a little more helpful.’ ” To aid the digitization of Obama’s PDB, the Agency involved not only an “information technology expert,” but also a “graphic designer.”

In this context, counsel and others briefing clients might consider reviewing the classic works of Dr. Edward Tufte, such as The Visual Display of Quantitative Information (2nd ed. 2001), Visual Explanations (1997), and Envisioning Information (1990), as well as Stephen Few’s Show Me the Numbers: Designing Tables and Graphs to Enlighten (2nd ed. 2012).

For their own part, recipients of visual briefings could consult Alberto Cairo’s examination of How Charts Lie: Getting Smarter About Visual Information (2019).

Eighth, analysts and their editors should also take into account how recipients read, whether from paper or from a screen. The PDB prepared for Clinton was carefully calibrated: “Editors rigidly broke their text into rectangular paragraphs and bullets, based on a study . . . about how different formats affected how readers moved their eyes across the page and retained information. ‘We usually had a 3-2 cadence in the PDB: three sentences in each paragraph, followed by two bullets. It could be 3-1, or 2-1, but there would always be some bullets.’ ”

Ninth, just like lawyers and executives, analysts should make special efforts to be aware of, and insulate themselves, from possible cognitive traps and biases. An enlightening collection of “articles written during 1978-86 for internal use within the CIA Directorate of Intelligence,” concerning “how people process information to make judgments on incomplete and ambiguous information,” appears in Psychology of Intelligence Analysis (1999), by former CIA senior analyst Richards J. Heuer.

That book can well be read in conjunction with Thinking, Fast and Slow (2011), Nobel Prize-winning economist Daniel Kahneman’s overview of his decades of research on these issues.

Tenth, as a former Deputy Director of Intelligence told Priess, “The conceptual breakthrough for me was that [the PDB] was an event, not a document.”

That “event,” and its process, both fostered and reflected many levels of relationships.

For example, the PDB has been shaped by decades of feedback, and follow-up requests, from presidents and their senior officials to CIA briefers, particularly after, upon taking office as Vice President, George H.W. Bush — himself a former director of the CIA (January 1976 to January 1977) — requested daily personal briefings as he reviewed the document. That practice became standard for (or at least offered to) many, if not all, of the PDB’s recipients.

Moreover, although the PDB seems to be the premier product among many that have been generated by elements of the intelligence community, it has been increasingly described as a joint effort of various agencies under the auspices of the DNI. As early as 1995, Watanabe advised analysts, “Know your [Intelligence] Community counterparts and talk to them . . . several times a month, not just when you 877need something,” to foster “better collection, better products, less duplication, and less conflict over coordination.”

On another level of relationships, the document’s distribution list (varying by administration, from very short in Nixon’s, to much longer in Clinton’s) included some recipients who at least in part were interested in being on the same page, so to speak, as the others.

A deputy secretary of defense under Clinton “spent his car ride into the office each morning on the PDB because he wanted to know what his boss and counterparts would be worried about that day.” Similarly, a deputy national security advisor to President Lyndon Johnson told Priess that even though on some topics the document “had little incremental value over what was in the newspapers and in Embassy cables . . . I liked getting [it] because it was a very efficient way to see what the President was seeing on worldwide topics.”

Eleventh, the immediately preceding comment, and several others quoted by Priess, suggest that for their own personal and professional purposes, executives and their counsel should monitor, even if they might question the accuracy of, recent reports in “open source,” or publicly available, publications (whether in hard copy or online). (As Mark Twain actually did not say, “If you don’t read the paper, you’re uninformed. If you do, you’re misinformed.”)

Twelfth, it is not only corporations like Prudential that consider it “important that line and support unit managers make presentations to the board from time to time, to permit the board to have exposure to officers at various levels.” As CIA Director under Carter, Admiral Stansfield Turner followed this practice in some PDB briefings: “I felt it was, number one, good for the president to hear from somebody else . . . [H] e would have a give-and-take with them. I don’t remember him ever complaining that we shouldn’t have brought somebody in. Also, it was great for the analyst. If you’re a low-level analyst out there, you almost never get to see the director — let alone the president of the United States. It really pumped up their morale.”

In fact, under Director William Webster, to demonstrate the effectiveness of the CIA’s disguises, the chief of that unit attended a PDB briefing session with her gender and ethnicity concealed, and during the meeting revealed her true appearance to the startled participants (although, Priess notes, President George H.W. Bush had caught on early). (In The Love Song of J. Alfred Prufrock, Eliot wrote, “There will be time, there will be time/To prepare a face to meet the faces that you meet.”)

Thirteenth, both the client and the advisor should be mindful of the degree to which written reports can be protected from disclosure — whether by attorney-client privilege, or, in the specific context of the PDB (and of inquiries by the 9/11 Commission), executive privilege.

In 2002, Vice President Dick Cheney predicted to Fox News that making these closely held documents available to Congress “will have a chilling effect on the people who prepare the PDB. They’ll spend more time worried about how the report’s going to look on the front page of the Washington Post or on Fox News than they will making their best judgment and taking risk and giving us the best advice they can, in terms of what they think’s going on.”

(About thirteen years later, the CIA declassified and publicly released some PDBs prepared for President Johnson, and similar documents from the Kennedy 878administration; in 2016, the Agency released some PDBs from the Nixon and Ford administrations.)

Fourteenth, and perhaps most important, is maintaining both the actual, and the perceived, independence of analysts and advisors.

Most of Watanabe’s axioms urge the analyst to assertively prepare and promote her own assessments (including: “Believe in your own professional judgments”; “Be aggressive, and do not fear being wrong”; “When everyone agrees on an issue, something probably is wrong”; and, “Being an intelligence analyst is not a popularity contest”).

Priess portrays the authors, editors, and personal presenters of the PDB as objective and nonpartisan walkers between worlds, bridging the realms of tradecraft and statecraft, catalyzing a dynamic interplay that at its best informs and enhances both.

Such is also, surely, the role played by many lawyers — for instance, as intermediaries among the developers of, users of, and investors in, such emerging technologies as blockchain and cryptocurrency.

Not just contributors to the PDB, and not only lawyers, but anyone advising decision-makers, might strive to write a document in which, in T.S. Eliot’s words,

every phrase

And sentence . . . is right (where every word is at home,

Taking its place to support the others,

The word neither diffident nor ostentatious,

An easy commerce of the old and the new,

The common word exact without vulgarity,

The formal word precise but not pedantic,

The complete consort dancing together) [and]

Every phrase and every sentence is an end and a beginning. . . .
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Appendix C Ten Tips Towards Transparency in Posting Core Corporate Documents

Most major corporations include on their websites, often in an “About Us” or “Investor Relations” section, a page with links to such documents as their Corporate Governance Guidelines/Principles, Articles/Certificate of Incorporation, Bylaws, Committee Charters, and Code(s) of Conduct (sometimes with different codes for directors, employees, and/or suppliers).

Some companies also post, if their core corporate documents do not address these issues, separate polices concerning such topics as compensation clawbacks, political contributions, “shareholder rights plans,” “related persons transactions,” the role of the lead director, qualifications for candidates for the board (and/or of independent directors), and specific requirements for stock ownership by senior executives.

Although these documents are often easy to find, companies could, with minimal effort and expense, enable them to be reviewed even more efficiently and effectively by shareholders, potential investors, actual and possible trading partners, and researchers:


	Instead of, or at least in addition to, directly posting the full text of these items on their Web pages (sometimes behind multiple links, corresponding to the different individual sections or provisions), companies could make pdf-format versions of a document available to download.

	Each original page of the document could be numbered, “Page [current page number] of [total page number].”

	The company’s name, and the document’s title, could appear at the beginning of each document.

	Each document could clearly state, at the beginning, the date it was approved by the Board. Some companies don’t include such dates anywhere; others indicate them only in the name of the pdf file (which might itself be ambiguous: for instance, does “Articles010721.pdf” refer to a document dated January 7, 2021 or, possibly, to one dated July 1, 2021)?
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	Documents could also indicate, at the beginning or the end, the dates(s) of the version(s) that they supersede.

	The current document’s date might, in addition, be indicated on the company’s Web page, next to the link to download the document; the date of the previous version could also appear, along with a clear indication that that version is no longer operative.

	The company could briefly indicate, possibly at the end of a governance document, the nature of the changes introduced by the new version.

	Alternatively, the changes made by a document could be summarized in text available through a labeled link posted next to the link to that document; or, the company could retain on its governance documents page (or on a separate page or in a separate folder) the most recent previous versions of each revised document, behind links clearly indicating that they had been updated. (Such an update warning might also be added to the text at the beginning of the previous documents themselves.) Best of all, the company might install, next to the link for the current version, a link to a “redlined” version that marks specific additions to and deletions from the previous version.

	Dates on which the board has reviewed a document could be indicated at the end of the document, so as not to confuse readers checking for revisions.

	The same policy might be followed for dates on which a document has been “restated,” if a company is using that term as a synonym for “review without revision.” If, on the other hand, “restatement” refers to actual changes (even if minor, including rephrasings), the website could identify those revisions, as discussed above. In either instance, a company could indicate on its website its own definition of the term, “restated.” Just, as so many legal documents note, “for the avoidance of doubt.”
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Index of Document-Drafting Considerations

From Walter A. Effross, Corporate Governance: Principles, Practices, and Provisions (3d ed. 2022) © 2022 Aspen Publishing. All Rights Reserved.

A page number followed by “n” refers to a note beginning on the indicated page; “nn” indicates footnotes on that page. A page number followed by “q” indicates a question that begins on the page referenced; “qq” indicates questions on that page. Numbers following an “n,” “nn,” “q,” or “qq” indicate the specific note(s) or question(s) referenced.


	Amendments
Can the original document be amended?

If so, by whom? Shareholders? Directors?

By what process (definition of quorum; percentage/proportion of vote necessary)?

Can the (changed portion and/or other elements of the) amended document be further revised? 526-538, 528-530qq1-7, 532q9


	Attorney-client privileged, qualification of document as, 134q2, 135q11, 138q20, 223q5, 825q(2c), 825q(3a), 826q(3c), 844q

	Conflicting documents and/or provisions
If there is a conflict between one or more provisions of this document and one or more provisions of other corporate documents, which document’s provisions control over which other(s)?

If there is a conflict among provisions in this document, which provision controls over which other(s)?


	Date
Including date of document creation and/or most recent amendment(s)


	Defaults
Does the document adjust default terms supplied by other corporate documents, by statutes, by regulations, and/or by caselaw? If so, is the modification permissible?


	Definitions and Metrics
Should key terms be defined? If so, is the definition exhaustive (specifying all possible ways to satisfy the definition) or not (for instance, stating that the defined term “includes but is not limited to” specified examples)? 641-643; 865q2

Are certain terms or results related to specific quantifiable measurements? If so, how are these defined? 668-671; 751-752


	Document drafts, and participants’ notes
Should the corporation retain some or all of the drafts of the document, or only the final version?
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Should the decisionmakers make — and retain — personal notes of their and the group’s deliberations? 138qq21-22


	Documentation of process, 239
Identifying material reviewed in reaching a decision, 132q(8a), 133q9, 283q7

Specifying time taken to make an informed and careful decision, 72q(8a), 73q9

Indicating the reasoning/deliberations of the board, 135q12, 140q23

Indicating the reasoning/positions of individual directors, 136q13


	Enforceability of provisions, ethical
concerns regarding, 865q1


	Fee-shifting provisions, 538-541

	Fiduciary duties
What are the fiduciary duties of the individuals signing the document on behalf of the corporation? Have the general outlines of, and potential personal liability for, these duties under the relevant statutes and caselaw been modified and/or clarified by a corporate document, 374-376, and/or by exculpation, 104-106, 152-154, 268q2; indemnification, 195q28; or insurance provisions?


	Forum selection provisions, 27n111, 532-538

	Independence and disinterestedness, as qualifications of the individuals authorizing or approving the document, 248-257, 270-275

	Mandatory Arbitration Provisions, 541-545

	Review and approval
Are parties given an opportunity to review the draft document, and any changes made to it by others; to suggest or implement their own changes to it; and/or to modify or remove the changes made to it by others? 136q14, 137q15, 137q19, 140q24


	Safe harbors
Does the document identify any methods by which parties might immunize themselves from liability or from other negative consequences arising out of the transaction at issue?


	Signature
Who should sign the document, and in what capacity? 140q24

Does she have actual authority (for instance, under the power of her corporate office as defined by the articles of incorporation or bylaws, or by a board resolution) to do so?
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