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We’re bringing to a close 
another active and produc-
tive year for the Corporate 
Counsel Section. 

As ever, our activities 
have been informed by our 
membership, whose breadth 
of interests and practice areas 
gives us both the challenge 
and the tantalizing opportu-
nity to create programs and 
content stretching across the 
legal spectrum. 

This year the Section offered and co-sponsored 
substantive programs on a variety of topics and reached 
out to new members via NYSBA events such as the July 
summer Boat Cruise in New York Harbor (see photo 
inset). Despite a challenging economy in which budgets 
are tighter than ever and dues perhaps harder to fi nd, 
the Section continues not only to retain a solid core 
membership, but to attract new members. We appreci-
ate the vote of confi dence and we will continue to earn it 
through strong and dynamic programs.

Our Kenneth Standard Diversity Internship Program 
continues to shine, and Section members now join us 
at the annual reception honoring a growing legacy of 
interns and corporate hosts past, present, and future.

Our third Corporate Counsel Institute once again of-
fered answers to some of the most complex topics facing 
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attorneys today. Panels and breakout sessions chaired 
by leading practitioners gave participants a forum to 
learn and discuss how changes ranging from technol-
ogy to the political climate have altered our responsi-
bilities as corporate counselors.
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leadership the Section will 
continue to be a dynamic 
resource for counsel to meet 
and learn from each other, 
to share ideas and provide 
the network and resources 
members need to tackle each 
change to the corporate legal 
landscape. 

Please join me in welcom-
ing Allison, and also in send-
ing thanks to Section friend 
and partner Terry Brooks. 
Terry, who has been the 
NYSBA liaison to this Section 
since its founding in 1981, re-
tired in November. All of us 
on the Executive Committee 
have benefi ted greatly from 

his guidance; on behalf of the Section, we thank him and 
wish him the best.

Fawn M. Horvath

This year also saw the 
establishment of our new 
Technology Subcommittee, 
chaired by Julie Ko. This 
subcommittee will work to 
strengthen our accessibility to 
and interaction with members 
via new initiatives such as 
Webinars, Webcasting and/or 
podcasting existing programs, 
e-distribution of publica-
tions and other materials, and 
enhancement of the Section 
Web site.

At the Annual Meeting 
I’ll be turning over the reins 
to Allison Tomlinson, whose 
hard work on this publication 
and leadership of the Strate-
gic Planning Subcommittee has already shown her to be 
well-qualifi ed for the job. I’m confi dent that under her 
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oversight.” While the court in Caremark interpreted the 
duty of oversight broadly, requiring directors to ensure 
that an adequate corporate information and reporting 
system exists, the court also indicated that “where a claim 
of directorial liability for corporate loss is predicated 
upon ignorance of liability…only a sustained or systemic 
failure of the board to exercise oversight…will establish 
the lack of good faith that is a necessary condition to 
liability.”3 The Caremark standard for directors was later 
affi rmed in 2006 in Stone v. Ritter4 in which the Delaware 
Supreme Court further clarifi ed that a showing of bad 
faith is an essential element in proving oversight liability. 
As the Delaware Supreme Court further explained in 
Stone: “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 fi duciary obligation in good 
faith.”5 

“This high-stakes environment has 
generated a recent series of judicial 
decisions that focus on directors’ fiduciary 
obligations and provide guidance on how 
directors should conduct themselves in 
these difficult times.”

In applying the learning of Caremark and Stone, the 
Delaware Court of Chancery in Citigroup found for the 
directors and refused to permit the case to proceed. The 
court labeled the suit as one that “essentially amounts to 
a claim that the director defendants should be personally 
liable to the Company because they failed to recognize 
the risk posed by subprime securities.”6 The court noted 
that Citigroup had in fact established procedures and 
controls to monitor risk, including the establishment of 
an audit and risk management committee. The court 
focused on the extremely high burden that the plaintiffs 
carried in order to rebut the presumption that the direc-
tors acted in good faith and cited Chancellor Allen’s 
observation in Caremark that “director liability based on 
the duty of oversight is possibly the most diffi cult theory 
in corporation law upon which a plaintiff might hope to 
win a judgment.”7 The court found that the plaintiffs had 
failed to plead particularized facts demonstrating that the 
directors acted in bad faith and consciously disregarded 
their fi duciary duties.8 The opinion noted that failing to 
dismiss the plaintiff’s claim would risk undermining well 
settled policy of Delaware law by placing courts in the 

The current economic distress has put immense 
pressure on corporate boards of directors to consider and 
address the fi nancial and operational challenges faced by 
their companies. Moreover, directors are often forced to 
weigh diffi cult choices among alternatives that are less 
than optimal, all under tight time constraints and under 
heightened scrutiny by shareholders and other stake-
holders. This high-stakes environment has generated a 
recent series of judicial decisions that focus on directors’ 
fi duciary obligations and provide guidance on how direc-
tors should conduct themselves in these diffi cult times. 
Examination of these cases also yields practical pointers 
on how corporate counsel can advise directors so as to 
reduce their risk of personal liability. 

Duty of Oversight: Monitoring Business Risk vs. 
Fraudulent or Unlawful Activity

In distressed times, companies are more apt to suffer 
fi nancial losses and experience other diffi culties. When 
a company experiences signifi cant adversity, it is not 
unusual for a group of shareholders to bring allegations 
that the blame should be borne by the directors for having 
breached one or more of their fi duciary duties.

One such duty, the duty of oversight, was recently 
discussed by the Delaware Court of Chancery in a deriva-
tive suit brought against current and former directors of 
Citigroup. The suit alleged that the directors breached 
their fi duciary duty of loyalty for “(1) failing to ad-
equately oversee and manage Citigroup’s exposure to 
problems in the subprime mortgage market, even in the 
face of alleged ‘red fl ags’ and (2) failing to ensure that 
the Company’s fi nancial reporting and other disclosures 
were thorough and accurate.”1 The “red fl ags” alleged by 
the plaintiffs were largely in the public domain (includ-
ing news articles and credit agency ratings) and refl ected 
worsening economic conditions, a continuing decline in 
the subprime and credit markets, and the resulting impact 
on fi nancial institutions. 

Typically, boards of directors are protected in exercis-
ing their duties by the so-called business judgment rule. 
The business judgment rule insulates directors from li-
ability relating to their duty of care so long as they act on 
an informed basis, in good faith, and in the honest belief 
that their actions are in the company’s best interests. 

In bringing their claim, however, the Citigroup 
plaintiffs relied on Caremark Int’l Inc. Derivative Litiga-
tion2 and its progeny which clarifi ed a director’s “duty of 

New Signposts and Practical Pointers for Directors
in Troubled Times
By Morgan Walbridge and Dennis J. White



4 NYSBA  Inside  |  Winter 2009  |  Vol. 27  |  No. 3        

either at the expense of, or without considering, the com-
mon stockholders. The plaintiffs asked why the company, 
which was meeting its fi nancial plan, had to be sold at the 
point in time chosen by the board. 

The Court of Chancery refused to dismiss plaintiff’s 
fi duciary duty claims. The court cited prior case law 
holding that directors owe fi duciary duties to preferred 
where the right claimed by the preferred is a right shared 
equally with the common. Where this is not the case, the 
court held it is the board’s duty to favor the interests of 
the common stock. Because the interests of the preferred 
and the common stockholders clearly diverged with 
respect to a sale (most notably since the common would 
receive zero consideration from the sale), the court held 
that plaintiffs could avoid dismissal if there were reason-
able facts to demonstrate that directors lacked indepen-
dence. The court then found that appointment of four 
directors to the board by private equity fi rms with major 
holdings of the preferred stock, the employment or own-
ership relationship between such directors and fi rms, and 
the fact that another director was the CEO with a bonus 
tied to the sale price were suffi cient to support a reason-
able inference that such directors had a personal interest 
in the sale decision, thereby rebutting the presumption 
of the business judgment rule. The court did not make a 
fi nal determination of liability, but it did allow the case to 
move forward. 

(b) Recent Interpretation of Revlon Duties

In sales transactions during distressed times, directors 
should be especially cognizant of their duties fi rst estab-
lished by the landmark case of Revlon, Inc. v. MacAndrews 
& Forbes Holdings, Inc.13 The Revlon ruling, issued in 1986, 
requires directors in a change-in-control transaction to 
maximize the value of the company and secure the best 
available price for the stockholders under the circum-
stances. In March of this year, the Delaware Supreme 
Court issued its opinion in Ryan v. Lyondell Chemical Co.14 
which provides clarifi cation as to the extent and trigger-
ing of such duties. 

In Lyondell, stockholders brought an action claiming 
that the board’s hasty approval of the company’s sale 
breached the board’s Revlon duties. The Delaware Court 
of Chancery denied the defendant directors’ motion for 
summary judgment, noting that the deal had been ap-
proved in less than seven days and that the board had 
performed no market check and also agreed to substantial 
deal protections for the buyer. Applying the precedent set 
forth in Stone that the fi duciary duty of loyalty is breached 
where the board demonstrates “a conscious disregard 
for their responsibilities” and a failure “to discharge that 
fi duciary obligation in good faith,”15 Vice Chancellor 
Noble was troubled by the above noted aspects of the 
sales process and refused to grant the directors summary 
judgment. 

position of essentially second guessing directors’ busi-
ness decisions.9 

”In these distressed times, boards are 
more frequently facing the difficult 
question of whether a distress sale of the 
business is the only option reasonably 
available, except for outright liquidation.”

In fi nding for the defendants, the Chancery Court 
essentially ruled that Citigroup was not a Caremark type 
case. Apart from fi nding no evidence of bad faith, the 
court observed that “signifi cant differences exist between 
failing to oversee employee fraudulent or criminal con-
duct and failing to recognize the extent of a Company’s 
business risk.”10 In fact, in the same month as Citigroup, 
another judge on the Chancery Court allowed a “failure 
to monitor” claim to survive a motion to dismiss. In that 
case, the Chancery Court cited well-pled allegations of 
pervasive, diverse and substantial fi nancial fraud and 
allowed the suit to proceed.11

Board Duties in a Sales Transaction
In these distressed times, boards are more frequently 

facing the diffi cult question of whether a distress sale 
of the business is the only option reasonably available, 
except for outright liquidation. For example, private 
equity fi rms typically lack resources adequate to allow 
them to support all their troubled portfolio companies. 
Their principals must decide which companies they will 
support, which they will sell and which they will aban-
don. Also, sales in a down market will result in reduced 
purchase prices which may prompt stockholders and 
creditors to question whether a particular sale was at fair 
value. Against this backdrop, several recent cases have 
addressed the duties of directors in sales transactions. 

(a) Fiduciary Duties to the Common vs. the 
Preferred Holders

The decision by the Delaware Court of Chancery in 
In re Trados Shareholder Incorporated Litigation12 makes it 
clear that, in considering any change in control transac-
tion, directors, particularly private equity-appointed 
directors, must take care not to favor the interests of 
the preferred stockholders where they diverge from the 
interests of the common holders.

In re Trados involved the sale of a company in a trans-
action where Trados’ preferred stockholders received 
$57.9 million to satisfy most of their liquidation prefer-
ence, management received $7.8 million in incentive 
compensation and the common stockholders received 
nothing. Certain Trados common stockholders brought 
an action for breach of fi duciary duty, alleging the direc-
tors favored the interests of the preferred stockholders 
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exculpated the directors from personal liability for breach 
of their fi duciary duties except for breaches of the duty of 
loyalty or actions or omissions not in good faith or that 
involved intentional misconduct or knowing violations of 
law. Corporate counsel should confi rm the board is fully 
protected to the full extent allowed under the applicable 
law. Absent such provisions, director actions would typi-
cally be judged under the duty of care, a higher standard. 
Since D&O insurance policies are far from standard, 
corporate counsel should also have the company’s D&O 
policy reviewed by an expert to ensure that the coverage 
for the individual directors and offi cers is adequate and 
that the appropriate endorsements have been secured. 
In particular, it is possible to purchase separately a Side 
A policy that covers only the directors or non-company 
directors and helps avoid depletion of coverage resulting 
from claims against the company and delay of payments 
in a company bankruptcy. 

3. Be Watchful of Situations Involving Director Self-
Interest

Even an exculpatory charter provision does not afford 
protection where the director acts out of self-interest. In 
such situations, a director’s good faith is called into ques-
tion and he or she no longer enjoys the presumption of 
the business judgment rule. In such situations, a director 
should absent himself or herself from deliberations where 
the matter in question is being discussed or decided so as 
not to taint the decision-making process and compromise 
the independence of the other directors. In certain cases it 
may be appropriate to appoint a special committee of in-
dependent directors to address a particular transaction or 
matter to ensure the business judgment rule still applies.

4. Anticipate Litigation and Avoid Non-Privileged 
Communications

Directors should be counseled that if suit is brought, 
all communications among the board members and with 
management will be subject to discovery. In the In re 
Trados case, several e-mails among the private equity-
designated board members were quoted in the court’s 
opinion as possible evidence of self-interest in selling the 
company. Handwritten notes and e-mails (even “deleted” 
e-mails) can come back to haunt their creators. If litigation 
is anticipated, corporate counsel should issue a document 
preservation directive. Withholding or destroying materi-
als can result in liability or a claim of spoliation with an 
adverse inference against the company or the directors. 

5. Follow a Deliberative Board Process and 
Document Its Implementation

While director exculpation provisions have generally 
been upheld, directors would nonetheless be prudent to 
fully discharge their duty of care. In that regard, process 
is key. The board should be well informed and briefed by 
management. However, the board should also feel free to 
conduct its own analysis, ask questions and consult with 

In March, however, the Delaware Supreme Court 
unanimously reversed the lower court’s ruling. The opin-
ion of the Delaware Supreme Court found that although 
the Delaware Chancery Court had properly stated the 
principle that bad faith and a breach of loyalty can be 
based on a conscious disregard of a known duty, the low-
er court erred in the following respects: (1) fi nding Revlon 
duties applied even before the directors had decided to 
sell the company, (2) requiring a specifi c process to satisfy 
Revlon duties, and (3) by “equat[ing] an arguably imper-
fect attempt to carry out Revlon duties with a knowing 
disregard of one’s duties that constitutes bad faith.”16 

The decision of the Delaware Supreme Court is 
especially helpful to directors in its clarifi cation of two 
points: (i) that Revlon duties arise 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”17 and not simply because a potential 
acquirer has indicated interest in pursuing an acquisition; 
and (ii) there is “no single blueprint” for how a board 
must discharge its Revlon duties.18 The court recognized 
that each transaction poses a unique set of circumstances 
that may require different means to satisfy the directors’ 
fi duciary obligations. The ruling evidences the Delaware 
Supreme Court’s deference to the business decisions of 
boards in the context of a Revlon transaction, at least when 
such decisions are judged under the duty of loyalty and 
good faith standard. 

Practical Implications and Pointers
In addition to clarifying and refi ning legal principles 

regarding director liability, these recent Delaware cases, 
upon further examination, are also a source of some prac-
tical pointers on how corporate counsel can help reduce 
the risk of personal liability for directors through appro-
priate advice and specifi c preventative measures, includ-
ing the following:

1. Establish Appropriate Oversight Policies and 
Procedures

The board should confi rm that appropriate oversight 
policies and procedures have been established and that 
active monitoring is taking place. Such policies and pro-
cedures should be re-evaluated periodically to ensure that 
they are responsive not only to external and operational 
risks, but also to the threat of potential fraud or violations 
of law by management or employees. For example, the 
court in Citigroup gave great weight to the fact that the 
board had established an active audit and risk manage-
ment committee to help assess the risk related to mort-
gage-backed securities.

2. Review the Scope of Indemnifi cation Coverage

In both Citigroup and Lyondell, the companies had 
elective language in their charters pursuant to Section 
102(b)(7) of the Delaware General Corporation Law that 
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2.  698 A.2d 959 (Del. Ch. 1996).

3.  Id. at 971.

4.  911 A.2d. 362 (Del. 2006).

5.  Id. at 370.

6.  Citigroup, 964 A.2d. at 124.

7.  Id. at 125 (quoting Caremark, 698 A.2d at 967).

8.  Id. at 127.

9.  Id. at 126.

10.  Citigroup, 964 A.2d. at 131.

11.  American International Group, Inc. Consolidated Derivative Litigation, 
2009 WL 366613 (Del. Ch. Feb. 10, 2009).

12.  Civil Action No. 1512-CC (Del. Ch. 2009).

13.  506 A.2d 173 (De. 1986).

14.  970 A.2d 235.

15.  2008 Del. Ch. LEXIS 105 (quoting Stone, 911 A.2d. 362 at 370).

16.  Lyondell, 970 A.2d. at 241.

17.  Id. at 242.

18.  Id. at 242–243 (quoting Barkan v. Amsted Industries, Inc., 567 A.2d 
1279, 1286 (Del. 1989)).

Morgan Fox Walbridge is an associate in the New 
York offi ce of McDermott Will & Emery LLP. Dennis J. 
White is senior counsel in the Boston offi ce of McDer-
mott Will & Emery LLP and is also Chairman of the 
Association for Corporate Growth. 

legal and fi nancial advisors on whom it may rely. It is im-
portant that directors take the time to make an informed 
decision. Finally, the board minutes should refl ect such 
deliberations.

6. Be Mindful of Revlon Duties in a Sale Transaction

In a proposed sale transaction, the board should 
discharge its Revlon duties to secure the best available 
price under the circumstances. The board should also 
discuss and consider the impact of the sale on all classes 
of equity, and if the company is insolvent or in the zone 
of insolvency, upon the creditors.

7. Counsel the Board Regarding Its Duties

Corporate counsel should, on a regular periodic ba-
sis, counsel the board members regarding their fi duciary 
duties, and provide a refresher briefi ng when the board 
is faced with a potential sale or other matter that might 
attract litigation. Document in the minutes, or elsewhere, 
that the board has been so briefed and is aware of its 
duties. If suit is then brought, counsel to the directors can 
then demonstrate to the court that they understood their 
duties. 

Endnotes
1.  In re Citigroup Inc. Shareholder Derivative Litigation, 964 A.2d. 106, 

114 (Del. Ch. 2009).
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the corporation’s compliance with law and its business 
performance.”6

”The critical difference is that the claims 
against AIG were not predicated on 
allegations that the directors failed to 
monitor business risk, but that AIG 
directors and officers failed to adequately 
monitor legal risk, i.e., the monitoring of 
compliance with governing law, rules, and 
regulations.”

The court set a high standard for imposing liability 
on a failure-to-monitor theory: “[O]nly a sustained or sys-
tematic failure of the board to exercise oversight—such as 
an utter failure to attempt to assure a reasonable informa-
tion and reporting system exists—will establish the lack 
of good faith that is a necessary condition to liability.”7

The Delaware Supreme Court later approved of the 
Caremark oversight liability standard and explained that 
“oversight” liability is characterized by a lack of good 
faith.8 The court ruled that “Caremark articulates the nec-
essary conditions predicate for director oversight liability: 
(a) the directors utterly failed to implement any reporting 
or information system or controls, or (b) having imple-
mented such a system or controls, consciously failed to 
monitor or oversee its operations thus disabling them-
selves from being informed of risks or problems requiring 
their attention.”9 In both cases liability is predicated on 
a “showing that the directors knew that they were not 
discharging their fi duciary obligations.”10 

Dispelling any notion that the duty to monitor would 
apply only to directors, the Delaware Supreme Court has 
also recently confi rmed that directors’ and offi cers’ duties 
of care and loyalty are identical.11 

No Violation of the Duty to Monitor
Two infl uential courts, the Delaware Chancery Court 

and the United States District Court for the Southern Dis-
trict of New York, recently declined to impose Caremark li-
ability for a failure to monitor business risk, as opposed to 
a failure to monitor for wrongdoing or illegal conduct.12 

In In re Citigroup Inc. Shareholder Derivative Litigation, 
the Delaware Chancery Court rejected the plaintiff’s at-
tempt to hold directors liable for their failure to monitor 

A failure to monitor business risk may not be good 
for business, but in the eyes of the law it beats a failure to 
monitor legal risk.

Citigroup and AIG have both been laid low by the 
credit crisis, generating critical headlines, requiring fed-
eral bailouts, and inspiring talk of a new wave of regula-
tion. Citigroup directors recently escaped liability when 
two infl uential courts dismissed shareholder derivative 
claims based on the directors’ alleged failure to monitor 
the business-risk profi le of the company.

In contrast, AIG directors were unable—at least at the 
pleading stage—to escape shareholder derivative claims 
for their role in the crisis. The critical difference is that 
the claims against AIG were not predicated on allegations 
that the directors failed to monitor business risk, but that 
AIG directors and offi cers failed to adequately monitor 
legal risk, i.e., the monitoring of compliance with govern-
ing law, rules, and regulations. 

Background—Duty to Monitor
While directors are charged with the obligation to 

manage the affairs of a corporation, the actual day-to-day 
management of the corporation is typically delegated 
to corporate offi cers.1 Nevertheless, directors’ oversight 
responsibility dictates that they have in place systems and 
controls to monitor the corporation’s compliance with ap-
plicable laws, rules, and regulations. Although historical-
ly the province of state law,2 federal law and regulations3 
are playing an ever increasing role in director responsi-
bilities, as are private entities, such as the stock exchanges 
and rating agencies.4 The potential consequences for 
breaching these obligations: liability for the corporation 
and personal fi nancial liability for the director. 

The Delaware Chancery Court was the fi rst court to 
articulate a director’s and board’s duty of oversight in In 
re Caremark International Inc. Derivative Litigation.5 Plain-
tiffs’ claims in Caremark were predicated on the allegation 
that the directors had failed to monitor Caremark’s opera-
tions, i.e., liability premised on “unconsidered inaction,” 
as opposed to an affi rmative board decision to act or not 
act. The court explained that the duty to monitor includes 
the board’s ability “[to] assur[e itself] 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 suf-
fi cient to allow management and the board, each within 
its scope, to reach informed judgments concerning both 

Losses, But No Liability, for the Failure
to Monitor Business Risk
By Donald A. Corbett and Daniel Roque
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The Southern District of New York also declined to 
impose Caremark liability for a failure to monitor business 
risks in In re Citigroup Shareholder Derivative Litigation.20 
There, the Caremark claims alleged against Citigroup 
directors were similar to those raised in the Delaware 
action.21 The Southern District relied on the reasoning of 
the Delaware case in rejecting the plaintiff shareholder’s 
claim that the Citigroup directors had acted in bad faith 
by failing to act as the economic downturn approached.22

Notably, neither court ruled out the possibility that 
under some set of facts directors could possibly be held 
liable for their failure to monitor a company’s business 
risk.23 Thus companies should expect that this claim 
will continue to be alleged, especially by plaintiffs seek-
ing damages stemming from the economic downturn.24 
But plaintiffs will face signifi cant hurdles and defenses 
to such a claim. As the Delaware Chancery Court has 
reasoned: “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 under-
mining the well settled policy of Delaware law by inviting 
the Court to perform a hindsight evaluation of the reason-
ableness or prudence of directors’ business decisions.”25 

Conduct Breaching the Duty to Monitor
In contrast to the Citigroup decisions, the plaintiffs 

in derivative litigation against offi cers and directors of 
AIG were permitted by the Delaware Chancery Court to 
proceed beyond the pleading stage. Rather than bas-
ing claims on the failure to monitor business risk, the 
plaintiffs in AIG asserted a more classic theory—that the 
directors failed to adequately monitor compliance with 
governing law, rules, and regulations.26 Generally, cases 
permitting plaintiffs to proceed on Caremark claims fall 
into two categories: (1) egregious behavior by directors 
evidencing their knowledge of inadequate internal con-
trols and (2) failure to develop and implement compliance 
systems. 

Egregious Behavior

Directors who engage in signifi cant wrongdoing, 
such that their activity resembles a “criminal operation,” 
will be liable under a Caremark theory of failure to moni-
tor because their involvement in the wrongdoing dem-
onstrates that they knew the company’s internal controls 
were inadequate and could be easily bypassed.27 

In AIG the purported scheme alleged in the complaint 
included: misstating the company’s fi nancial performance 
to deceive investors; engaging in various “schemes” to 
avoid taxes; and conspiring with others to rig markets 
and competitive auctions.28 The defendants argued, 
however, that the complaint was not properly pled in that 
the alleged facts did not show their involvement in the 
schemes. The court disagreed, fi nding that the complaint 
set out suffi cient facts to survive a motion to dismiss and 
to demonstrate that the defendants would have been 

business risks associated with the bank’s exposure to the 
subprime mortgage market.13 The court, hostile at times 
to such an argument, refused to extend Caremark liability 
to the purported failure to monitor business risks: “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.”14

“Directors who engage in significant 
wrongdoing, such that their activity 
resembles a ‘criminal operation,’ will be 
liable under a Caremark theory of failure 
to monitor because their involvement in 
the wrongdoing demonstrates that they 
knew the company’s internal controls 
were inadequate and could be easily 
bypassed.”

Companies, the court noted, are in the business of 
balancing risk and return. Courts are not. “To impose 
oversight liability on the directors for failure to moni-
tor ‘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…to 
personal liability for failure to predict the future and to 
properly evaluate business risk.”15 The court noted that 
taking plaintiff’s theory to its logical conclusion would 
mean that defendants could be found similarly liable for 
their failure to predict the subprime mortgage meltdown 
and profi t from it.16 The court ultimately dismissed the 
Caremark counts, fi nding that the derivative plaintiff had 
failed to establish the extremely high burden of show-
ing bad faith—the necessary element to establish that 
directors “knew they were not discharging their fi duciary 
obligations or that the directors demonstrated a conscious 
disregard for their responsibilities such as by failing to 
act in the face of a known duty to act.”17 

The court cited a number of factors in support of 
its decision. For instance, Citigroup had a number of 
procedures and controls in place to monitor and evaluate 
risk, and the plaintiffs did not attempt to show how these 
procedures were inadequate or had been consciously ig-
nored by the defendants.18 Furthermore, the plaintiff had 
rested its theory, for the most part, on “red fl ags,” which 
should have alerted the directors of pending Citigroup 
losses. But the court rejected this argument, fi nding that 
the “red fl ags” were merely signs of the deteriorating 
economic condition, rather than evidence that would 
support a fi nding of liability. In other words, the red fl ags 
failed to demonstrate that the directors had been aware 
of wrongdoing at Citigroup or that they were consciously 
disregarding their duties to Citigroup.19 
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entities, such as the New York Stock Exchange and NAS-
DAQ.37 A strong compliance program will contribute to 
the defenses of Caremark claims leveled against directors 
and offi cers. Finally, if regulators or prosecutors take 
action as a result of wrongdoing, the existence of a well-
functioning compliance program may reduce fi nes and 
sanctions.38 

”If regulators or prosecutors take action 
as a result of wrongdoing, the existence 
of a well-functioning compliance program 
may reduce fines and sanctions.”

Endnotes
1. Grimes v. Donald, 673 A.2d 1207, 1214-15 (Del. 1996), overruled on 

other grounds by Brehm v. Eisner, 746 A.2d 244 (Del. 2000).

2. The law of the state of incorporation typically governs the duties, 
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uating compliance programs [in connection with an investigation 
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involved in, monitored, or supervised the transactions at 
issue because of their positions within the company and 
their fi nancial experience.29 

The court found that the “[c]omplaint fairly sup-
ports the assertion that AIG’s Inner Circle led a…crimi-
nal organization.”30 The court acknowledged that “[a] 
cosmic wrong may have been done to the Inner Circle 
Defendants, whose members were victimized by a large 
number of lower level employees who, despite good faith 
efforts at oversight and the use of internal controls by the 
Inner Circle Defendants, were able to avoid detection and 
engage in widespread fi nancial fraud.”31 However, at the 
motion to dismiss stage of the proceedings, “the pleading 
of direct involvement by…the Inner Circle Defendants 
in many of the specifi c alleged wrongs gives rise to a fair 
inference that the defendants knew that AIG’s internal 
controls and compliance efforts were inadequate.”32 
Therefore the court declined defendants’ motion to dis-
miss the complaint, fi nding that plaintiffs had made out a 
breach of loyalty claim against the defendants for “know-
ingly tolerating inadequate internal controls and know-
ingly failing to monitor their subordinates’ compliance 
with legal duties.”33

No Controls

A complete lack of an internal control or monitor-
ing system is a basis for imposing liability—even in the 
absence of any allegation that the director or offi cer in 
question participated in, approved of, or profi ted from 
the wrongdoing.34 In this context, a director’s lack of 
knowledge of the wrongdoing is not an excuse but, in es-
sence, a confession of the failure to comply with oversight 
duties.35

Other Delaware cases have set out examples of the 
type of conduct that could serve as a predicate for a Care-
mark claim:

• lack of an audit committee or other important su-
pervisory structures;

• the failure of the company’s audit committee to 
meet;

• the existence of an audit committee that rarely met 
and devoted patently inadequate time to its work;

• the failure of the board or audit committee to in-
vestigate notice of serious improprieties or miscon-
duct; or

• the board or audit committee learned of irregulari-
ties and encouraged their continuation.36

Conclusion
Despite the Citigroup rulings, there is ample reason 

for corporations to have robust and up-to-date compli-
ance programs. Such programs are mandated by federal 
laws and regulations, as well as by a variety of private 
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greatly, so much so that it is possible for companies to 
change hands entirely without it being an “acquisition 
of control” for merger control purposes under the ECMR 
and most merger control laws modeled on the ECMR. 
And no control means no fi ling obligation and no anti-
trust agency in the critical path to closing. Therefore, as 
companies and corporate lawyers structure term sheets, 
shareholder agreements and other operating agreements, 
it is important to fully grasp the impact of their corporate 
governance choice on the merger control process. This is 
even more important when drafters of these corporate 
agreements are used to the U.S. analysis under the HSR 
Act, which does not require a change of control.3

”[A]s companies and corporate lawyers 
structure term sheets, shareholder 
agreements and other operating 
agreements, it is important to fully grasp 
the impact of their corporate governance 
choice on the merger control process.”

The ECMR Defi nition of Control
A fi ling at the European Commission is only required 

if there is a proposed change of control. One or more buy-
ers must propose to acquire control over the target.4 The 
defi nition of control is relatively simple, but has counter-
intuitive consequences. Control means either one of three 
things:

1. Acquisition of more than 50% of the voting stock;5 
or

2. “Acquisition” of more than 50% of the board seat 
representation; or

3. Veto power over “strategic commercial decision.”

This is an alternative and not cumulative test. The 
defi nition of “strategic commercial decisions” becomes 
critically important in consortium deals in which no 
party acquires more than 50% of the voting stock, or more 
than 50% of board representation. In such circumstances, 
which are common in consortium deals, the question of 
whether one or more acquirer has veto over “strategic 
commercial decisions” will determine whether a fi ling is 
required.

The European Commission’s Consolidated Jurisdic-
tional Notice defi nes which rights confer control. First, 

More than 70 countries have now enacted merger 
control statutes, and the number continues to grow. Anti-
trust agencies worldwide now have jurisdiction to review, 
potentially delay, and block proposed transactions rais-
ing antitrust issues in their jurisdiction. One of the most 
recent entrant on the scene, the Anti Monopoly Bureau 
of the Ministry of Commerce (Mofcom) of the People’s 
Republic of China, blocked one high-profi le transaction 
and signifi cantly altered several cross-border transactions 
since becoming effective in August 2008.1

The result of this proliferation is that mergers be-
tween multinational corporations frequently trigger 
merger control requirements in multiple jurisdictions. 
Yet, merger control regimes vary signifi cantly on a range 
of important procedural issues. For example, while most 
merger control regimes require the parties to suspend 
closing of the transaction before receiving clearance (or 
under the Hart-Scott-Rodino Antitrust Improvements Act 
of 1976 (HSR), the expiration of the HSR waiting period), 
some regimes, such as Brazil, allow the parties to close 
pending review. Similarly, while most countries impose 
a mandatory obligation on the parties to fi le transactions 
with their antitrust agencies, others, such as the U.K., 
make this a voluntary option.

Merger control regimes also vary signifi cantly as to 
which transactions fall within their jurisdiction. The ques-
tion of whether a transaction requires approval needs to 
be answered following the rules of each jurisdiction. By 
and large, this is a two-step analysis, where both steps 
must be met. The fi rst step focuses on whether the trans-
action exceeds the jurisdictional thresholds. These thresh-
olds are typically based on the revenues derived by the 
merging parties in each country of operation, their assets 
in these countries, or the market share held by the parties. 
Under the European Merger Control Regulation (EMCR), 
for example, the revenue thresholds are as follows: (1) the 
parties to a transaction (meaning the acquirer, or acquir-
ers, and the target) must achieve combined revenues of 
more than € 5 billion worldwide, and (2) each of at least 
two parties to the transaction must have derived in excess 
of € 250 million in EU-wide revenues.2 But that is just the 
fi rst step of the analysis. Even if these revenue thresholds 
are exceeded, a fi ling is not required if the second step is 
not met. 

The second step of the analysis—present in most 
merger control regimes (with the notable partial excep-
tion of the U.S.)—is a corporate governance question: 
whether the acquirer, or acquirers, will “acquire control” 
over the target? The defi nition of control, however, varies 

Corporate Governance and Merger Control: How Control 
Rights Affect Merger Control Requirements
By Olivier N. Antoine, Michael Koebele and Hazel Yin
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acquisition of one-third of the equity by each party, with 
no signifi cant veto rights. As a consequence, the European 
Commission no longer had jurisdiction over this transac-
tion under the ECMR.

Germany and Austria
One of the keystones of the ECMR is one-stop shop-

ping: if the European Commission has jurisdiction, the 
national competition agencies no longer have jurisdiction. 
And vice versa, if the Commission does not have jurisdic-
tion, the parties need to assess whether their transaction 
requires notifi cation with national competition agencies. 
This plays a role in consortium transactions, as a few EU 
Member States do not follow the ECMR’s approach re-
garding switching majorities. The two most important ex-
ceptions are Germany and Austria. There, an acquisition 
of 25% of the stock of a company may require a fi ling.15 In 
addition to this clear-cut rule, German law provides that 
a fi ling may be required upon “the exercise of competi-
tively signifi cant infl uence.”16

The German Merger Control Agency (the Bundeskar-
tellamt) has recently used this provision to block the 
acquisition of a 13.75% equity interest in a competitor.17 
In its decision, the Bundeskartellamt explained that it 
is suffi cient for a fi nding of “competitively signifi cant 
infl uence” that the target company and the acquirer be 
“intertwined in a way that severely limits competition 
and prevents them from acting as independent enter-
prises in the future.”18 Key facts in the Bundeskartellamt’s 
analysis were: (i) the low attendance rate at shareholders’ 
meetings of between 35–37% in the three years preceding 
the proposed transaction, (ii) the fact that there was no 
majority shareholder, (iii) the fact that the second largest 
shareholder held only 5% of the shares, and (iv) that the 
acquirer planned to obtain three (out of 12) seats in the 
Board of Directors.19 The Bundeskartellamt also empha-
sized that according to the acquirer’s own statements, the 
investment in the competing target company was “strate-
gic” and not merely of a fi nancial nature.20

China
Like the ECMR, the Chinese Anti-Monopoly Law 

provides for a mandatory pre-closing merger control re-
gime. But the question of what constitutes an acquisition 
of control remains open. In January 2009, Mofcom issued 
a draft “Interim Regulation on Filing of Business Concen-
tration.” The defi nition of what constitutes “control” in 
this draft Interim Regulation potentially gives Mofcom 
the ability to review most minority acquisitions. Acquir-
ing “control” means either (1) acquiring “more than 50% 
of voting shares or assets of other operators”; or (2) hav-
ing the ability to (i) appoint at least one director or one 
“senior management personnel of other operators,” (ii) 
veto the fi nancial budget, (iii) run the operations, (iv) de-
termine pricing, (v) veto material investment or (vi) veto 

these rights “must go beyond the veto rights normally 
accorded to minority shareholders in order to protect 
their fi nancial interest in the joint venture.”6 Second, 
these rights cover issues such as “the budget, the busi-
ness plan, major investments or the appointment of 
senior management.”7 The Notice adds that “in order 
to acquire joint control, it is not necessary for a minority 
shareholder to have all the veto rights mentioned above. 
It may be suffi cient that only some, or even such right, 
exists. Whether or not this is the case depends upon the 
precise content of the veto right itself and also the impor-
tance of this right in the context of the specifi c business 
of the joint venture.”8 So there is some fl exibility for the 
Commission to determine, on a case-by-case basis, which 
of these rights confer control.

“One of the keystones of the ECMR 
is one-stop shopping: if the European 
Commission has jurisdiction, the national 
competition agencies no longer have 
jurisdiction.”

Switching Majorities
But there is so much fl exibility when the parties 

structure the transaction to exclude any such right. If no 
party proposes to acquire either (1) 50% of voting rights,9 
(2) 50% of board seats, or (3) veto right over strategic 
commercial decision, this is not an acquisition of control. 
Rather, this is a situation of potential “switching majori-
ties” or “changing coalitions”10 over which the Euro-
pean Commission cannot assert jurisdiction, regardless 
of whether the transaction raises substantive antitrust 
concerns.

For example, the joint acquisition of ContentGuard 
by Microsoft, Time Warner and Thomson escaped EC 
jurisdiction even though the Commission had raised con-
cerns about the initial structuring of this acquisition. In 
2004, Microsoft and Time Warner notifi ed the European 
Commission of their proposed acquisition of Content-
Guard from Xerox. The initial structuring of this acquisi-
tion gave Microsoft and Time Warner 48% of the voting 
rights in ContentGuard.11 In addition, they entered into 
a shareholder agreement which gave them joint control 
over ContentGuard.12 At the time, ContentGuard was 
one of the main digital rights managements (DRM) 
patent holders.13 After an initial review, the European 
Commission opened an in-depth “second phase” inves-
tigation to assess whether the acquisition would have 
given Microsoft the ability to use ContentGuard’s DRM 
technology in an anticompetitive manner.14 Following 
this development, Microsoft and Time Warner altered 
their shareholder agreement and invited Thomson to 
join them in acquiring ContentGuard. This resulted in an 
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the position that Electrabel had acquired a minority shareholding 
that gave rise to control, and the transaction was thus notifi able to 
the European Commission; see Commission Press Release of 6 June 
2009, IP/09/895.

6. Commission Consolidated Jurisdictional Notice, Para. 66.

7. Commission Consolidated Jurisdictional Notice, Para. 67.

8. Id.
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majority in the decision-making procedure and the majority can 
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identical rights and powers between the parties, where these 
fall short of strategic veto rights. For example, in the case of an 
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the share capital and each elect one-third of the members of the 
Board of Directors, the shareholders do not have joint control 
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11. See Commission Press Release of 15 March 2005, IP/05/295.
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13. See Commission Press Release of 25 August 2004, IP/04/1044.

14. Id.

15. Section 7(1)(No.3) of Austrian Cartel Act of 2005 and Section 37(1)
(No.3a) of the German Act Against Restraints of Competition.
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18. Id. at 24.

19. Id. at 17–24.

20. Id. at 20. Critical of the Bundeskartellamt’s decision, see Andreas 
Weitbreach/Georg Weidenbach, Wettbewerblich erheblicher Einfl uss 
auf börsennotierte Aktiengesellschaften, 58 W.u.W. 788 (2008).
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any other major management or operations decision. To 
the extent this provision remains in the fi nal Regulation, 
this would constitute a signifi cant difference between the 
Chinese and European approach to merger control.

Conclusion
The European and Chinese merger control rules show 

that understanding the intricacies of merger control regu-
lations may be of use in the early stages of the drafting of 
operating agreements. In a time when time and fi nancing 
constraints continue to pressure the merger and acquisi-
tion market, and as merger and acquisitions continue to 
cross borders, antitrust counsel versed in global merger 
control rules can provide early insight to the optimal cor-
porate structure to get a deal through the merger control 
process as quickly as feasible.

Endnotes
1. Mofcom blocked Coca-Cola Co.’s proposed $2.4 billion acquisition 

of Huiyuan Co. and imposed conditions on several transactions 
including InBev’s $52 billion acquisition of Anheuser-Busch, 
Mitsubishi Rayon’s $1.6 billion acquisition of Lucite International, 
and Pfi zer’s $68 billion acquisition of Wyeth.

2. See Art. 2(1) ECMR available at http://ec.europa.eu/competition/
mergers/legislation/legislation.html. The ECMR also provides 
for an alternate, smaller test: (1) Combined revenues of more than       
€ 2.5 billion worldwide; (2) combined revenues of all the parties 
in each of at least three EU Member States above € 100 million; (3) 
combined revenues of each of at least two parties to the transaction 
in these three EU Member States must exceed € 25 million, and 
(4) and the EU-wide revenue of each of at least two parties to the 
transaction must exceed € 100 million.

3. Under the HSR Act, an acquisition that results in the acquiring 
person holding more than $65.2 million of the voting securities of 
another company may require a fi ling, even if the amount acquired 
represents a small percentage of the voting stock of the target.

4. See Art. Art. 3(1)(b) EMCR Art. 3(1)(a) further provides for 
merger review for transactions where two or more previously 
independent entities merge into one single entity. 

5. Even the acquisition of less than 50% of the voting stock can 
result in the acquisition of control (and thus, the obligation to 
fi le), if such shareholding is likely to achieve a majority at the 
shareholders’ meeting due to widely dispersed shares and limited 
shareholder attendance at shareholders’ meetings, see European 
Commission, Consolidated Jurisdictional Notice under Council 
Regulation (EC) No 139/2004 on the control of concentrations 
between undertakings [2008] C95/1, Para. 59. Recently, the 
European Commission imposed a fi ne of € 20 million on the 
electricity producer and retailer Electrabel for closing a transaction 
without prior approval because the European Commission took 
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• Maintain an independent Compensation Commit-
tee;3 and

• Disclose the independence of any compensation 
consultant or other advisor to the compensation 
committee.

The legislation also requires that fi nancial institutions 
with assets of $1 billion or more disclose to federal 
regulators the details of all incentive-based compensation 
arrangements offered by the institution. This portion of 
the legislation would be applicable not only to banks 
and bank holding companies, but also to broker-dealers, 
investment advisors and other fi nancial institutions that 
the federal regulators determine should be covered. 

The Securities and Exchange Commission (SEC) has 
proposed rules that would require, in certain circum-
stances, expanded disclosure regarding compensation 
for not only executive offi cers, but all employees.4 The 
detailed disclosure focuses on high-risk business units, 
most profi table business units, business units that provide 
a signifi cant percentage of revenues, and compensation 
programs that are signifi cantly different from overall 
company approaches. There is an additional proposal that 
concerns valuing equity awards in disclosure tables. The 
SEC proposes a fair value on date of grant rather than an 
annual valuation. 

This article discusses whether the “Say on Pay” man-
date adequately addresses the pressure points between 
compensation for management in order to best serve the 
interests of the shareholders. It also provides some practi-
cal pointers to counsel for managing in the “Say on Pay” 
environment. 

“Say on Pay”: History Learned
The U.S. legislation closely follows the provision 

of the American Recovery and Reinvestment Act that 
requires all participants in the Treasury Department’s 
Troubled Asset Relief Program (TARP) to give sharehold-
ers a say on pay by a nonbinding annual vote. “Say on 
Pay” has had extensive international adoption and has 
been voluntarily adopted by a handful of U.S. companies. 

In Microsoft’s Proxy Statement fi led for its annual 
shareholders’ meeting held on November 19, 2009, 
Microsoft proposed a nonbinding, advisory vote every 
three years on the compensation programs for its senior 
executive offi cers. Microsoft proposed the three-year cycle 
based on the following considerations: (1) its compen-

Public companies have evolved to meet the chal-
lenges of providing access to capital that is necessary to 
operate large businesses. Inherent in this development 
has been the separation of the operation of the business 
(management) from the owners of the business (share-
holders). This separation has created the potential for the 
management of the business to act in ways that might 
not necessarily benefi t the owners of the business, i.e., 
managers might have incentives that will secure higher 
remuneration at the expense of what may be in the best 
interests of the shareholders. 

“‘Say on Pay’ has had extensive 
international adoption and has been 
voluntarily adopted by a handful of U.S. 
companies.”

Attempts to overcome this problem have led to vari-
ous mechanisms to align interests, which include electing 
directors on the board of directors to oversee manage-
ment, including the board’s appointment of the Chief 
Executive Offi cer (CEO), and the shareholders’ ability to 
replace such directors. In addition, regulatory schemes 
have evolved to further attempt to align the interests of 
the owners and management of a public company. In 
theory, these divergences of interests can be ameliorated 
by the realignment of management compensation pack-
ages with the interests of the shareholders.1 

Recently, the Obama administration sent Congress a 
proposal that would give corporate shareholders an an-
nual non-binding vote on executive pay and require more 
independence for boardroom compensation committees.2 
This “Say on Pay” legislation is designed to encourage 
greater accountability and better disclosure in setting 
compensation. The Corporate and Financial Institution 
Fairness Act of 2009 was passed by the House of Repre-
sentatives on July 31, 2009, and requires all public compa-
nies to do the following:

• Give shareholders a nonbinding say on pay vote 
on executive compensation and golden parachute 
packages; 

• Disclose compensation paid to executive offi cers in 
connection with a merger or other business combi-
nation, whenever shareholders are asked to ap-
prove such a transaction;

“Say on Pay”: Does It Really Give Shareholders
What They Want?
By Nanette C. Heide
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But how much guidance and insight can a company 
and its board gain from a simple “yes/no” referendum on 
the company’s compensation proposal? If there is a “no” 
vote, is there feedback available so that the board can 
implement the changes required to obtain a “yes” vote? 
At large, publicly traded companies, well designed com-
pensation packages are complex and have many facets, 
and require tremendous amounts of time and energy for 
preparation annually. A simple “yes/no” referendum may 
encourage shareholders solely to look at the bottom line 
and overlook the essential considerations of pay struc-
ture, marketplace equality and the pay-for-performance 
relationship that comprises these compensation packages. 

While implementation in the U.K. appears to have 
gone smoothly, especially given the guidelines developed 
by its large shareholder groups, stock ownership in the 
U.S. is far less consolidated than in the U.K. As a result, 
most institutional shareholders may rely heavily on the 
guidance issued by proxy advisory fi rms in making their 
“Say on Pay” decision.10 As a result, RiskMetrics Group, 
which acquired Institutional Shareholders Services (ISS) 
in 2007, may now play a signifi cant role in the “Say on 
Pay” decision. 

Moreover, proposals from the SEC require that the 
Compensation Discussion and Analysis (CDA) cover 
employee compensation programs that create incentives 
which materially affect company risk, disclosure regard-
ing the philosophy of compensating high-risk employees 
and risk assessment, if any, applied to designing the pro-
gram, as well as claw-backs and equity holding periods 
and how compensation policies are adjusted to address 
changes in company risk.11 While increased regulation 
is understandable given the current status of our eco-
nomic markets, it is questionable as to whether increased 
regulation will improve director performance or increase 
director liability. In effect, the liability for assessment 
of compensation, as it relates to fi nancial risk, seems to 
have been shifted to the compensation committee for all 
employees, not just senior executives. 

Practical Considerations
The advent of “Say on Pay” for a company means, 

as a practical matter, that its executive pay policies and 
procedures will have to meet the guidelines of ISS. If the 
company fails to meet the guidelines, it has a strong risk 
of ISS recommending that shareholders vote “No on Pay.” 
Failure to remedy the compensation policy could lead to a 
no vote for the compensation committee and perhaps the 
entire board. 

In its report, Evaluating U.S. Company Management 
Say on Pay Proposals (March 2009), RiskMetrics Group 
provided that shareholders should consider the following 
when evaluating each company’s compensation program 
in order to determine their votes: 

sation program is designed to induce and reward per-
formance over a multi-year cycle, (2) a three-year cycle 
provides investors with suffi cient time to evaluate the 
effectiveness of its short and long-term compensation 
strategies, and (3) many shareholders rely on proxy advi-
sory fi rms, which evaluate compensation programs of a 
large number of public companies and this longer cycle 
will enable advisory fi rms to provide a more detailed 
analysis and thorough recommendation.5 Microsoft said 
that it based its proposal on discussions with sharehold-
ers, governance advocates and other companies.

The “Say on Pay” policy was adopted by the United 
Kingdom in 2002. Similar policies have been instituted 
in Australia, Sweden, Norway and the Netherlands. In 
the U.K., the “Say on Pay” policy has led to substantially 
increased dialog between fi rms and shareholders on com-
pensation.6 This dialog has been accompanied by activ-
ity by both boards and shareholder groups to improve 
compensation packages, including compensation com-
mittees (pay panels) meeting more frequently and hir-
ing independent outside advice. The U.K.’s shareholder 
groups have developed detailed compensation guidelines 
that improve practices and systematize the consultation 
process.7 Supporters argue that the U.K. experience has 
not given rise to many of the fears raised by critics of 
“Say on Pay”—negative votes have been rare, although 
GlaxoSmithKline did receive a negative vote. In the U.K., 
these guidelines have enabled the achievement of a “yes” 
vote to become a straightforward matter of adhering to 
the guidelines issued by the investor groups. 

In Australia, however, the Greens and union groups 
recently criticized the Productivity Committee’s report8 
on executive compensation as being “bereft of any real 
action.”9 The criticism included that the report failed to 
recommend a pay cap, failed to empower shareholders 
to reject excessive CEO packages and failed to tie CEO 
payments to any performance criteria at all. One of the 
key recommendations is to give shareholders a greater 
say by requiring boards to stand down if their remunera-
tion reports were voted down twice at annual shareholder 
meetings. Another proposal from a senator included that 
all golden handshakes (parachutes) over $1 million would 
have to be approved by the shareholders. 

Instituting “Say on Pay” in the U.S.
Proponents urge that the “Say on Pay” proposal 

provide shareholders with a simple method to vote their 
concern over a company’s compensation practices. The 
“Say on Pay” requirement, and the corresponding re-
quirements for an independent compensation committee, 
will encourage, and perhaps mandate, the Compensation 
Committee to scrutinize the pay packages it is review-
ing to ensure that they are in the best interests of the 
shareholders. 
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if it needs to be revised in order to enable the 
committee to hire and retain outside independent 
professionals;

• Exploring or revising, if applicable, a risk assess-
ment framework; 

• Considering overall compensation philosophies 
and goals, including performance metrics, pay mix, 
retirement benefi ts, perquisites, and severance pay; 

• Identifying companies within its peer group; and

• Speaking to the company’s largest shareholders 
and ascertaining what they think.

Company counsel should begin gathering such 
information now and structuring substantive discussion 
so that they can be responsive to anticipated 2010 proxy 
disclosure requirements. 
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• While the SEC has issued little guidance for say on 
pay proposals, to date only a few companies have 
taken unique approaches to the proposal language; 
companies may continue to have some fl exibility in 
that regard, however. An evaluation should begin 
with determining what the proposal is asking 
for. The wider the scope of the proposal’s resolve 
clause, the wider the scope of the compensation 
analysis needed to conclude a vote for or against 
the proposal.

• Consider specifi c areas of evaluation, chiefl y: ex-
ecutives’ pay relative to company performance; the 
relationship of incentive performance metrics and 
goals to the company’s stated business strategy; 
the appropriateness of “non-performance related” 
pay elements and the company’s pay benchmark-
ing practices; clarity of disclosures; and the com-
pany’s responsiveness to shareholder input on 
executive pay issues.

• In light of questions about incentives that may 
have contributed to “excessive” risk-taking at 
fi nancial services companies, investors are also be-
ginning to appreciate techniques that may mitigate 
risk-taking and strengthen long-term alignment 
between executives’ and shareholders’ interests, 
such as stringent “claw-back” policies, substan-
tial holding requirements and/or bonus “banks” 
that tie ultimate payouts to sustained positive 
performance.

• Ultimately, each vote determination may involve 
a holistic evaluation of the company’s pay system 
and its relationship to actual and potential long-
term shareholder value. That said, high opposition 
votes for management say on pay proposals in the 
U.S. market are most likely to be seen at “outlier” 
companies that demonstrate poor board steward-
ship of shareholder interests with respect to execu-
tive compensation programs.

All of these are determining factors in whether share-
holders will vote in favor of management’s “Say on Pay” 
proposal. 

In order to be prepared for the pending legislation, a 
board should immediately begin to determine what steps 
it will need to take in order to provide the appropriate 
disclosure regarding its compensation policies and its 
compensation committee. This should include:

• Evaluating its current Compensation Commit-
tee for independence as well as competency of its 
members. In addition, the Compensation Com-
mittee charter should be reviewed to determine 
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• Known throughout the region for 
excellent clinical services and nursing 
care, measured by satisfi ed patients 
and community;

• Linked in creative and mutually 
benefi cial ways with our medical staff 
to provide comprehensive primary 
health services and an appropriate 
spectrum of secondary and tertiary 
services;

• Cooperating with other health care 
institutions to enhance our ability to 
provide high quality care at reason-
able cost.

And its mission statement is:

Phelps Memorial Hospital Center is dedi-
cated to:

• Improving the health of the commu-
nity we serve;

• Sustaining an environment of ex-
cellence where medical, social and 
rehabilitative services are delivered 
profi ciently, effi ciently and effectively;

• Offering a broad range of preventive, 
diagnostic and treatment services;

• Educating our community to achieve 
optimal health outcomes and quality 
of life;

• Striving to enhance the personal and 
professional excellence of our medi-
cal, nursing, paraprofessional, techni-
cal, administrative and support staff;

• Providing comprehensive care in a 
safe, modern environment where 
advanced medical techniques and 
effective management and planning 
are coupled with the strong Phelps 
tradition of caring.1

Frequently, as part of the process of developing a mission 
statement, organizations defi ne their core values. Often, 
however, the legal purpose is not consulted in the process. 
Understandably, it can lead to mission creep if the board 
that is crafting the mission does so without reference to 
the historical legal purpose.

This article is the fi rst in a series on nonprofi t gover-
nance and provides an overview of the area. Nonprofi t or-
ganizations, as discussed herein, are not limited to those 
organizations with charitable purposes, but include both 
public-benefi t entities (such as social benefi t organiza-
tions, colleges and universities, and nonprofi t hospitals) 
and member-benefi t entities (such as trade associations, 
social clubs, and unions). 

Governance as a Process
In the nonprofi t organization context, governance is 

the process that enables a board to accomplish the pur-
pose of the nonprofi t entity as identifi ed in its governing 
documents and by key constituencies. Governance begins 
with the identifi cation of the corporate purpose by the 
nonprofi t’s founders, including the articulation of that 
purpose to the IRS in the organization’s application for 
tax exemption (Form 1023, the application for recogni-
tion of exemption by organizations described in Internal 
Revenue Code § 501(c)(3) or Form 1024, application for 
recognition of all other exempt organizations). It is impor-
tant for the board to refer to these documents from time 
to time to avoid “mission creep,” which entails permitting 
an organization to expand into new endeavors beyond its 
legal purpose. (If mission creep does occur, amendment 
of the certifi cate of incorporation or disclosure to the IRS, 
or both, may be required or the expansion to the mission 
may need to be abandoned.)

The governance process continues with development 
of a mission or vision, or both, for the organization. There 
often is overlap between vision and mission statements. 
Vision statements describe what the organization intends 
to accomplish in the future. The mission statement states 
in broad terms the activities the organization is undertak-
ing to achieve its purpose. The vision is what the orga-
nization aspires to become; the mission is what it is all 
about in the present. Ideally, the vision and mission state-
ments will serve as vehicles to brand the organization and 
will be useful as a focus for fundraising. 

A good example of a New York nonprofi t with both 
vision and mission statements is Phelps Memorial Hospi-
tal Center in Sleepy Hollow, whose vision statement is:

In 10 years we will be:

• A fi nancially sound, physically mod-
ern and technologically advanced 
institution whose staff and employees 
enjoy their work;

Nonprofi t Governance: An Overview
By James A. Woehlke
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Documents to Include 
In a Board Binder

1. Certifi cate / Articles of Incorporation;

2. Bylaws;

3. Board Standing Rules;

4. Form 1023 / 1024 Federal Tax Exemption 
Application;

5. Statements of Organization’s Vision and 
Mission;

6. Strategic Plan;

7. Personal goals of the chairperson for the cur-
rent year;

8. Three most recent reports to IRS (Form 990, 
“Return of Organization Exempt From Income 
Tax”) and state authorities; 

9. Three most recent audited annual fi nancial 
statements and current year interim fi nancials;

10. Text of board-approved policies with continu-
ing effect;

11. Minutes for the current and immediately pre-
ceding year.

organization grows, however, to accomplish the organi-
zation’s purposes, the board likely will need to hire paid 
staff to carry on day-to-day activities. Eventually, growth 
may necessitate the hiring of an executive director,4 one 
of the most important decisions a board can make. From 
the point of hiring an executive director, the board is 
responsible for governance, which at that point includes 
oversight of the management of the organization, but not 
the management itself. Management has been delegated 
to the executive director. 

Once an executive director has been hired, the board 
needs to recognize that, while the organization may have 
many employees, the board has only one, the executive 
director. Failure to observe this principle results in board 
meddling in the management of the organization and can 
lead to embarrassment for the organization and potential-
ly for board members themselves, and occasionally even 
heightened risk of litigation.

Constituencies Important to Governance
Four constituencies important to governance have 

already been mentioned: the founders, the board, vol-
unteers, and paid staff. Depending on the organization, 
other important constituencies can include donors, mem-

Moving Beyond the Mission
In carrying out their activities, board members need 

to remain cognizant of their fi duciary duties of care and 
loyalty. The duty of care includes preparation for and 
participation in board deliberations, staying informed 
about organization activities, delegating to qualifi ed 
and responsible persons, and following up regularly. 
The duty of loyalty includes avoidance or disclosure of 
confl icts of interest and maintaining confi dences. A third 
board duty, the duty of obedience, is often included in 
the duty of care. Regardless of its presentation, the duty 
of obedience requires that board members assure the 
organization operates within its legal purpose.

Armed with purpose and mission, the board needs 
to establish the organization’s rules of the road. To what 
extent will it require separation of duties over fi nancial 
matters? Will the chairperson2 and treasurer be permitted 
to complete and sign checks without approval or review 
by others? Will two signatures be required for checks? 
Will the organization be permitted to obtain a credit ac-
count? Will contract signing authority be limited to the 
chairperson? What additional review will be required be-
fore contracts are signed? Who will have authority to hire 
staff? Will the board impose on itself any supermajorities 
in addition to those required by law or parliamentary 
practice? How many board members will be needed to 
conduct business (the quorum requirement)? What com-
mittees3 should the organization use to carry out its mis-
sion? What authority should committees be granted and 
what limitations imposed on them? Will a given commit-
tee’s composition be limited to board members, indepen-
dent board members, other volunteers? Will there be an 
executive committee of the board and what limitations 
should be imposed on it? There is not one correct way 
to answer most of these questions and they ultimately 
need to be threshed out by the board through delibera-
tion. What types of grants will the organization seek or 
provide to others? Who will approve those grants?

Establishing Rules of the Road
These rules of the road are contained in one or more 

of several sources: the organization’s bylaws, board 
standing rules, policy statements, the organization’s 
manuals and handbooks, its parliamentary authority. 
They evolve over time; an organization doesn’t want to 
get ahead of what it needs in terms of governance rules 
or it gets bogged down in red tape. On the other hand, as 
an organization grows, the board needs to recognize that 
more – and more clearly defi ned—rules are necessary to 
provide guidance to board and staff.

Boards of smaller nonprofi ts are responsible for 
both governance and management of the entity. The 
activities of these organizations are carried out by the 
board members themselves and other volunteers. As the 
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bers, regulators (the attorneys general in states of opera-
tion or solicitation, the IRS, other government offi cials 
charged with regulating the organization’s program out-
put or membership), service clients or customers. While 
governance is the responsibility of the board, which may 
not abdicate responsibility for those matters, input from 
many of these constituencies is often important for the 
board to effectively govern.

Leadership Development
The fi nal governance function, one that often receives 

too little attention to the detriment of the organization, 
is leadership development. A board needs rotation of its 
membership to maintain freshness of perspective. It is 
important for a board to be periodically asked “Why” and 
“Why not” about very core governance issues. Over time, 
organizational practices help to defi ne its culture, which 
ordinarily is a good result; but they can also ossify the 
organization and preclude it from moving into appropri-
ate new territory. To achieve board rotation, board mem-
bers need to realize that they will need at a minimum to 
take a hiatus from time to time. Also, there needs to be a 
mechanism to develop new leaders by encouraging their 
activity in the organization’s programs and supporting 
committees.
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Conclusion
This article provides an overview of nonprofi t gover-

nance. Future articles will address the role of key board 
committees, the strategic plan as a policy document, and 
policies urged by the IRS in the new Form 990.

Endnotes
1.  See http://www.phelpshospital.org/about_phelps/mission.php.

2.  The chief volunteer offi cer of a nonprofi t normally has the title 
president or chairperson of the board. This article will use the title 
chairperson to avoid confusion.

3.  This article uses the term committee for volunteer groups 
assigned to carry out organizational business for the board. 
Nonprofi t literature is using many additional terms including: 
advisory board, interest groups, task forces, working groups. The 
common thread is that before these groups become offi cial, they 
need to be authorized by the board or through a process approved 
by the board.

4.  Some organizations refer to the chief staff offi cer as president or 
CEO. This article will use the title Executive Director.

James A. Woehlke, Esq. CAE is the General Counsel 
of the New York State Society of CPAs, the immediate 
past chair of the Nonprofi t Organizations Committee of 
the Association of Corporate Counsel, and a member of 
the American Society of Association Executives Legal 
Section Council.
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On Presidential Campaigns: “Dexter’s Agenda for 
America included (a) call for change, (b) a return to great-
ness, (c) a brighter future for all, not just some, Ameri-
cans, (d) a pledge to change the way Washington does 
business.” 

Supreme Courtship may not be replete with serious 
themes, but who needs them when you can enjoy such 
delicious one-liners as: “If Intelligent Design exists, how 
would you explain the U.S. Tax Code?” and Question: 
“Why does everyone here think a Texas accent means 
you’re illiterate?” Answer: “There are precedents.” 

Most comic novels don’t specialize in complex char-
acters, and this one is no exception. Senator Dexter Mitch-
ell, the Chairman of the Senate Judiciary Committee (who 
might be Joe Biden), Justice Silvio Santamaria (who might 
be Antonin Scalia) and President Vanderdamp are fairly 
stock cartoons. But Pepper herself emerges as a surpris-
ingly rounded and appealing character. You fi nd yourself 
rooting for her whether she is struggling with an arcane 
bit of constitutional law or preventing the Chief Justice 
from hanging himself in the Supreme Court Conference 
room (his wife left him for a woman right after the Court 
legalized gay marriage). 

If there is any theme at all in Supreme Courtship, it 
is the permeability that exists today among government, 
politics, media, and entertainment. In one memorable 
chapter, Dexter Mitchell, now the star of the TV show 
POTUS, launches a real-life campaign for President. 
When his wife refuses to campaign, his TV wife steps in. 
“What’s happening?” says President Vanderdamp at one 
point. “You can’t tell anymore what’s real and what isn’t. 
Everything’s all jumbled. The world has been reduced to 
a widescreen TV.”

Of course, this plotline is too far out to confuse 
anyone. A totally unqualifi ed woman being appointed to 
high offi ce because of her gender and for political gain? 
Could never happen! Or could it? (Ask Sarah Palin.)

Janice Handler is co-editor of Inside. She teaches 
Corporate Counseling at Fordham Law School and is 
the former General Counsel of Elizabeth Arden Cosmet-
ics Co. 

If you were good boys and girls and read The Nine as 
I suggested in the Fall ‘08 issue, you have done all your 
homework and are ready for a lighter view of the Nine—
or some Nine as envisioned by Christopher Buckley, a 
deft comic novelist. 

In Supreme Courtship, the President of the U.S., Don-
ald Vanderdamp (also known as Don Veto for disapprov-
ing every spending bill sent to him), annoyed at the Sen-
ate for rejecting two eminently qualifi ed Supreme Court 
nominees, decides to get even by nominating America’s 
most popular court TV Judge to the Supreme Court. After 
his previous nominee is nixed for insuffi ciently appreciat-
ing To Kill a Mockingbird, the President chooses someone 
so beloved by voters that Congress won’t have the guts 
to reject her—Pepper Cartwright, the star of the popu-
lar reality show Courtroom Six. The rest of this mostly 
unbelievable but nevertheless hilarious storyline involves 
how a feisty, gun-toting, iconoclastic cowgirl from Texas 
conquers the Court, fi nds love in the process, and, in her 
spare time, resolves a constitutional crisis relating to the 
presidency. All in a day’s work, pardner! 

Despite the levity and ridiculous story line, Christo-
pher Buckley (former speechwriter to George H.W. Bush 
and son of the deceased editor of the National Review, Wil-
liam Buckley) knows plenty about the Court and plenty 
about politics. And he is an equal opportunity jabster who 
takes equal aim at pomposity, bureaucracy, and sophistry 
(none of which is in short supply in Washington). 

On Supreme Court tenure, for example: “Supreme 
Court Associate Justice J. Mortimer Brinnin’s deteriorat-
ing mental condition had been the subject of talk for some 
months now, but when he showed up for oral argument 
with his ears wrapped in aluminum foil, the consensus 
was that the time had fi nally come for him to retire.” 

On pork barrel projects: Don Veto vetoed federal 
spending for “a dam, a highway enhancement, a wind 
farm, a Museum of Gluten, an underground storage 
facility for fast food cooking grease, an Institute for the 
study of gravel, a postoperative transgender counseling 
center and an electric eel farm alternative energy source 
initiative.” 

INSIDE BOOKS

A LITTLE LIGHT READING

SUPREME COURTSHIP
Christopher Buckley
Twelve • 285 pages

Reviewed by Janice Handler
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This monograph, organized into three parts, includes 
coverage of corporate and partnership law, buying and 
selling a small business and the tax implications of forming 
a corporation.

The updated case and statutory references and the 
numerous forms following each section, along with the 
practice guides and table of authorities, make this latest 
edition of Business/Corporate Law and Practice a must-
have introductory reference.
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