SUMMARY OF 02-24-04
1.
Voting System – Federal Law – Proxy Rule – 14a-8 – Shareholder Proposal
· Carpenters Pension Fund (CPF) seeking a by-law amendment to require majority independent board (e.g., if 15 member board then 8 must be independent directors).  CPF wants to put this as a sh/h proposal.  Management objects and asks for no action letter because proposal may: (1) Violate state law and corporate charter by amongst other things, disenfranchising shareholders.(2) Relate to election to office this year and hence be excludable. (3) Be moot as sh/hs can vote for independent directors at next meeting. (4) Violate 14a-9 because of possibly false and misleading statements.

· Shareholders respond that many of these objections can be dealt with by appropriate drafting of the proposal and, if accepted, appropriate drafting of the by-law so that there is no need to exclude the proposal. Here, SEC basically seems to agree with shareholder.

· Note that Rule 14a-8 can be seen to be balancing a couple of things: first, a desire to maintain centralized management so that shareholders do not try to have proposals on every issue (which might become quite costly) and second, giving shareholders some agenda-setting powers too (not rely exclusively on management’s good graces on bringing things to a shareholder vote).

2.
Voting System – Federal Law – Proxy Rule – 14a-9 – Antifraud

· The implied private right of action under Rule 14a-9 has an interesting history of expansion and then contraction (with basic requirements – materiality, culpability, causation, and remedies).

· Virginia Bankshares v. Sandberg – FABI owned 100% of VBI which in turn owned 85% of “bank”.  VBI and bank to do a freezeout merger.  VBI distributed proxy materials with potentially false and misleading statement to obtain minority ratification to insulate against potential suit for breach of fiduciary duty.  Most of minority agreed, but Sandberg refused and brought suit alleging violation of 14a-9 (Federal Law) and breach of fiduciary duty (State law).

· US Supreme Court found for bank.  Court addresses two issues – what amounts to false and misleading – need a bit more than director’s motivation in making statement.  Further, did the false and misleading statement cause any harm to Sandberg. The majority held that there was no causation.  

· Problem is that even if proxy materials disclosed a true statement and even if all minority opposed merger the minority could not have stopped merger (i.e., minority had only 15% and needed more to stop merger).  Thus, whether minority voted to oppose or support merger would not have stopped the merger – because VBI has 85%.

· Sh/h tries to argue for a form of non-voting causation – that ratification hurt state fiduciary duty breach claim.  However, Court responds that ratification is only valid if full disclosure – false and misleading statements do not equal full disclosure.

· Dissent argues causation need not be interpreted in this manner.  Perhaps the better question is not whether sh/h minority vote could effect chance of merger given that majority would favor merger, but whether majority would vote for the merger if minority did not.  Seems like majority would not have voted for merger if minority did not (this seems to rely on some notion of public relations value to majority – perhaps concern about depositors).

· State law on disclosure started out quite small and has expanded as the federal securities laws have forced more and more disclosure.  Now directors will be required under state fiduciary law to make sure that their statements are essentially true and not misleading.

3.
Normal Governance – Duty of Care: - introduction and the Business
Judgment Rule

· Standard fiduciary duty analysis has three duties – obedience, loyalty and care.  The duty of care seems fairly straightforward – exercise reasonable care in duties as a director – but it is not as obvious as it might appear.   

· Fiduciary duties in corporate law date back quite a bit and initially appear to have developed along with trust law.  In this development there is evidence of the duty of care being present quite early on.

· One of the interesting aspects of this area is that although a duty of care cause of action is well recognized its reach is considerably limited by the business judgment rule (BJR).  This raises at least three questions – first, what is the BJR; second, why do we have it; and third, what effect does the BJR have on duty of care as a viable cause of action.

· The BJR appears to suggest that when directors make (1) a decision that is (2) not infected by director/officer financial interest and for which (3) directors have become reasonably informed and (4) have exercised their good faith judgment to reach a (5) not “irrational” decision then that decision will not give rise to liability under fiduciary duty standards.

· Why might we have BJR?  In the corporate context well diversified shareholders are quite risk neutral and directors and officers tend not be as diversified and hence may be somewhat risk averse.  If there is no protection against liability for mismanagement then directors face a small upside potential and a massive downside potential from many decisions.  This will make them very risk averse and further worsen the divergence of interests between shareholders and directors.  To reduce this tendency we might somewhat insulate directors from suit with something like the BJR.  This might get the incentives a little less divergent.  Gagliardi suggest this line of argument.
· What effect does BJR have on the duty care cause of action?  The net effect has been that very few, if any, duty of care suits ever result in liability for the directors.  This presents a strange result – we have the duty of care violation, but (due to the BJR) plaintiffs almost never win.  Why might we set up this sort of system?  Explanations range from attempting to express certain kinds of business norms/morals to providing an early warning system for shareholders that might be useful at the next annual meeting.

4.
Normal Governance and other techniques for insulating managers.

· Statutory methods – waivers.

· In Delaware section 102(b)(7) provides a method for reducing the liability of directors.  This waiver seems remarkably popular – with many corporations/shareholders taking the opportunity to avail themselves of it.  This may indicate some general dislike of duty of care suits, but it may also reflect the fact that shareholders may not believe many duty of care suits succeed and that they cost too much to the corporation (and many may be perceived as “strike suits”).  Also, just because shareholders prefer no liability to full liability does not mean that some intermediate form of liability would not be preferred to all other options.

· Statutory methods – indemnification.

· In Delaware, corporations are permitted (by section 145 for example) to indemnify certain corporate officers and directors for expenses incurred in defending breach of fiduciary duty claims.

· Waltuch – this case concerned the interpretation of sections 145(a), (c) and (f).  

· On the first claim (where Waltuch stipulated that the good faith issue would be decided against him) the court held that 145(f) does not permit a corporation to bypass the good faith requirement of 145(a).  In other words, Waltuch could not be indemnified if he acted in bad faith.  This result is based on Delaware case law and statutory reading.   Discussion of moral hazard concerns seems relevant here.
· The second claim had to do with what “success on the merits or otherwise” meant under 145(c).   Specifically, did the corporation making settlement payments on behalf of Waltuch amount to “success….” – the answer was simply yes.   Avoiding a charge of guilty or avoiding making any payment personally is sufficient to amount to success.  Whether settlement payments personally paid by Waltuch, if any, would poison the success is not decided by the court.

· Statutory methods – D&O insurance.

· Corporations may also (and frequently do) insure directors and officers for good faith decisions.

· What does our current liability, insurance and indemnification system suggest?  What might we extrapolate about functions of duty of care liability and suits alleging only duty of care violations?

