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  In 2008, we predict—and encourage—increased 
efforts by boards of directors to engage sharehold-
ers in less contentious, more cooperative interaction 
and communication. We also encourage sharehold-
ers to consider how they, in turn, might foster more 
constructive relationships with corporate boards, 
including through consideration of the appropriate 
limits of shareholder power. 

 Shareholder activism has provided strong stimu-
lus for rebalancing corporate power in the past 
twenty years. Beginning in the late 1980’s and early 
1990’s and accelerating to the present, we have seen 
a continuing rebalancing of corporate power in the 
US from management to the board of directors and 
the shareholders. To the extent that this shift has 
brought governance practices more into line with 
the theoretical accountability of management to 
the board and of the board to the shareholders, it 
is a shift that is in the nature of a correction. This 
rebalancing has been assisted by a host of legisla-
tive, regulatory, listing rule and voluntary “best 
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practice” reforms, many of which are still of  fairly 
recent vintage with the full effect not yet wholly 
known. 

 We caution, however, that the forces for change 
should abate once an appropriate balance is 
achieved, or a new imbalance will result. We are not 
yet at the point of  a new imbalance but one could 
result if  we don’t give the multitude of reforms a 
chance to settle into effect. Activist shareholders—
and the proxy advisors they often rely on—need to 
respect that the corporation, by law, is “managed 
by or under the direction of” the board. Indeed, 
this legal empowerment of the board goes hand 
in hand with the limited liability that shareholders 
enjoy. 

 The fundamental role of shareholders in corpo-
rate governance is to assure that the board of direc-
tors is composed of persons capable of “managing 
and directing” in the best interests of the company 
and its shareholders. Boards should expect con-
tinuing pressure from shareholders for “rights” 
designed to provide this assurance. Boards are well-
advised to be open to shareholder communications 
on topics that bear on board quality and attention 
to shareholder value, communications that are 
likely to improve mutual understanding and avoid 
needless confrontation. 

 Gone are the days when shareholders can broadly 
claim that boards are inactive, inattentive, and 
intractable or captives of management. The new 
reality is that boards are already engaged in an 
unprecedented level of dialogue with sharehold-
ers, and many show real interest in finding ways to 
further such communication. Certainly, boards and 
managements have come a long way in recogniz-
ing that shareholders have a very legitimate inter-
est in how the company is governed. The  quidpro 
quo  on the shareholder side is to act as concerned 
and rational owners who make decisions based on 
knowledge of the nuances; who avoid rigid, box-
ticking methods of judging good governance; who 
don’t abdicate to proxy advisors their responsibil-
ity to use judgment;  and  who avoid activism for 
activism’s sake. 

 We are optimistic that good will and common 
sense will prevail, and cooperative efforts and dia-
logue between shareholders and boards will aid in 
reaching consensus about the following issues, all 
bearing on board quality: 

   Board composition and independent leadership.   
Shareholders have a legitimate interest in the make-
up and leadership of the board to which control of 
the corporation is delegated. Yet in many respects 
the board is better positioned to ensure that the 
right mix of experience, expertise and independence 
is at hand. Enhancing opportunities for significant 
long-term shareholders to provide their views to 
the nominating and governance committee about 
desirable characteristics, potential candidates and 
favored leadership structures should help broaden 
the committee’s perspectives. Efforts to understand 
shareholder views and to communicate the board’s 
own views on these issues are consistent with, and 
may even be viewed as necessary in light of, the 
widespread adoption of majority voting, strong 
shareholder sentiment in favor of proxy access, 
the move to electronic proxies that reduce the 
cost of contested elections, and the pending New 
York Stock Exchange rule that would bar brokers 
from voting without customer instructions in even 
uncontested director elections. 

   Corporate performance disclosures.     Shareholders 
have a legitimate interest in understanding what 
they own and how it is performing. They expect 
disclosure to accurately reflect the performance 
and condition of the company. Boards may wish 
to consider their own role in overseeing how the 
company communicates material developments to 
shareholders. Is the board satisfied that it is provid-
ing management with appropriate guidance in this 
area or is this an issue that is largely left to manage-
ment, investment relations and the lawyers? Also, 
as advocated by the Aspen Principles (June 2007), 
boards should consider whether there is benefit to 
be had in foregoing quarterly earnings guidance 
and the pressures for short-term focus that it may 
well bring. 

   Executive performance, compensation and suc-
cession  . Shareholders have a legitimate interest in 
information about the performance and compensa-
tion of the senior executive officers and the board’s 
efforts to create an incentive culture designed to 
promote performance. They also have a legitimate 
interest in issues relating to management succes-
sion. Shareholders’ interests in these matters relate 
to their ability to make informed buy/sell/hold 
decisions as well as informed decisions in voting for 
the fiduciaries that represent them. Shareholders 
are not well-positioned to make these decisions 
themselves, and enabling second-guessing is not the 
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role of  disclosure. Transparency of  compensation 
and the processes followed to decide compensation 
(including any conflicts with respect to compen-
sation consultants) should allow shareholders to 
make a judgment about whether compensation is 
principled, straightforward, and rational in rela-
tion to performance so that shareholders may make 
educated decisions in board elections and as relates 
to their investment. Improved communication and 
dialogue with significant long-term shareholders 
about executive compensation may provide com-
pensation committees with a broader perspective 
and balance in relation to the views provided by 
management. It may also lessen the push for an 
advisory vote on executive compensation (say on 
pay). 

   Strategic direction.   Shareholders have a legitimate 
interest in understanding the strategic direction of 
the company. Boards and managements have con-
siderable interest in ensuring that their shareholder 
base—and especially significant long-term share-
holders—can evaluate whether corporate direction 
is aligned with their investment priorities. Efforts to 
improve communication about strategy are particu-
larly important in relation to (i) long-term strate-
gies that involve disproportionately higher costs 
over the short-term, such as investments in R&D, 
and (ii) major transactions that require shareholder 
action. 

   Societal concerns, including climate change and 
other issues.   Shareholders have legitimate inter-
ests in information about corporate policies and 
practices with respect to social and environmental 
issues such as climate change, sustainability, labor 
relations and political contributions. These issues, 
many of which do not fall neatly within a line item 
disclosure requirement, bear on the company’s 
reputation as a good corporate citizen and conse-
quently, the perceived integrity of management and 
the board. 

 Reaching out to shareholders in a concerted 
fashion will not appeal to every board. However, 
it is likely to be a prudent approach for companies 
seeking to avoid confrontation. Setting a positive 
and constructive tone in shareholder relations not 
only has the potential to elicit for the board useful 
insights about shareholder perspectives but also 
may encourage shareholders to focus on long-term 
performance and act as owners making rational 
investment decisions. 

 More broadly, it may be time for a dialogue on 
the limits of shareholder power. Where is the legiti-
mate boundary? Long ago owners gave up rights 
to control the joint stock company in return for 
limited liability—and directors took on the fidu-
ciary liability. If  shareholders insist on ever-greater 
say in corporate decision-making, at what point do 
we need to rethink director liability? We may well 
miss the opportunity to achieve lasting balance in 
the corporate power structure if  shareholders fail 
to recognize and respect that there are limits on the 
issues that are appropriate for shareholder initia-
tives—limits that are in keeping with both the duty 
of the board to direct and manage the affairs of the 
corporation and the limited liability that has been 
granted to shareholders. 
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 Who Gets a “Say on Pay”? 
 By Cynthia M. Krus and Lisa A. Morgan 

  Shareholder proposals calling for advisory votes 
on executive compensation, or “say on pay” propos-
als, were one of the most popular shareholder pro-
posals made during the 2007 proxy season. 1    These 
non-binding proposals were included in the proxy 
materials of over 50 companies in 2007 and received 
a majority of votes cast at Motorola, Verizon 
Communications, Blockbuster, Clear Channel, 
Valero Energy, Ingersoll-Rand and Activision. 2    In 
addition, Aflac and Verizon Communications have 
agreed to hold an annual advisory vote on executive 
compensation beginning in 2008 and 2009, respec-
tively, and Par Pharmaceuticals and RiskMetrics 
Group recently announced they will also hold an 
annual advisory vote. With more than 90 say on 
pay proposals already submitted to companies this 
proxy season, say on pay is quickly becoming one 
of the hottest topics in corporate governance. 3    

 What is a “Say on Pay” Proposal? 

 A “say on pay” proposal is a non-binding pro-
posal submitted by a shareholder to be included in 
a company’s proxy materials that calls for an annual 
shareholder advisory vote on a company’s executive 
compensation policies and practices. Such a vote 
would permit the shareholders to give the company an 
annual “thumbs up” or “thumbs down” vote on the 
company’s executive compensation policies and prac-
tices as set forth in the company’s proxy materials.  

 The recent push to require companies to provide 
shareholders with an advisory vote on executive 
compensation is the result of the relative success 
of a similar movement in the United Kingdom, 
Australia, the Netherlands, Norway and Sweden. 
The advisory vote initiative originated in the United 
Kingdom and became mandatory for all companies 
listed on the London Stock Exchange beginning 
in 2003. Since that time, there has been only one 
instance of a negative shareholder vote on pay, the 
result of an advisory vote at GlaxoSmithKline in 
2003. 4    One reason for the fact that there has been 
only one negative vote is that UK companies now 

ensure that their pay package meet certain stan-
dards with several services before they put the pack-
age up for a vote by shareholders. In other words, 
their pay arrangements are essentially pre-cleared. 
A study of the 100 largest British companies reports 
that the annual advisory vote has checked rising 
executive pay slightly. 5    

 To date, say on pay proposals submitted to US 
public companies have been structured in a variety 
of ways. The following say on pay proposal, submit-
ted by several institutional and individual investors 
this proxy season, is an example of a type that many 
companies have encountered this proxy season: 

  RESOLVED, that shareholders of [Company 
Name] request the board of directors to adopt 
a policy that provides shareholders the oppor-
tunity at each annual shareholder meeting to 
vote on an advisory resolution, proposed by 
management, to ratify the compensation of the 
named executive officers (NEOs) set forth in 
the proxy statement’s Summary Compensation 
Table (the SCT) and the accompanying narra-
tive disclosure of material factors provided to 
understand the SCT (but not the Compensation 
Discussion and Analysis). The proposal submit-
ted to shareholders should make clear that the 
vote is non-binding and would not affect any 
compensation paid or awarded to any NEO. 6     

 Although this proposal is the most widely dis-
seminated this proxy season, companies may also 
encounter advisory votes requesting a vote on other 
portions of a company’s executive compensation 
disclosure this proxy season, including: (i) the 
Summary Compensation Table; (ii) the Compensa-
tion Discussion and Analysis (CD&A); and (iii) the 
CD&A and the Compensation Committee Report.  

 Last year, the Securities and Exchange 
Commission (the SEC) received several requests 
for no-action determinations from companies that 
intended to exclude say on pay proposals from their 
proxy  materials in reliance on one of  several bases 
for exclusion set forth in Rule 14a-8. The staff  of 
the Division of Corporation Finance (the Staff) 
consistently denied no-action relief  to  companies, 
including, among others, Blockbuster, Verizon 
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Communications and Wal-Mart Stores, where the 
say on pay proposal was substantially similar to the 
sample proposal set forth above. 7    However, the Staff  
did permit companies to exclude say on pay pro-
posals where the proposals sought advisory votes 
 solely  on the Compensation Committee Report 
in reliance on Rule 14a-8(i)(3). 8    The grounds for 
exclusion in reliance on Rule 14a-8(i)(3) were based 
on the technicality that the proposals were materi-
ally misleading as a result of  the fact that the infor-
mation required to be disclosed in Compensation 
Committee Report had changed and the substan-
tive information was now included in the CD&A. 

 Given the large number of say on pay proposals 
submitted to companies during this proxy season, 
it is likely the Staff  has already received numerous 
letters requesting no-action determinations with 
respect to a variety of say on pay proposals. To 
date, the Staff  has not issued any no-action letters 
regarding determinations under Rule 14a-8 with 
respect to say on pay proposals submitted to com-
panies this proxy season. 

 Why Now? 

 The increase in the number of say on pay propos-
als over the past year can be attributed to the rela-
tive success of say on pay proposals during the 2007 
proxy season as well as continued anger by share-
holders over CEO pay levels, particularly “pay-for 
non-performance.” For example, the pay pack-
ages received by executive officers such as Robert 
Nardelli, the former chief executive officer of Home 
Depot, and Hank McKinnell, the former chief exec-
utive officer of Pfizer have been widely criticized. As 
a result of the increased scrutiny from shareholder 
activists and the media, executive compensation has 
also come to the attention of Congress as well as 
governmental agencies such as the SEC. 

 As part of its ongoing investigation into execu-
tive compensation practices of public companies, 
the Oversight and Government Reform Committee 
of  the House of  Representatives, chaired by 
Representative Henry Waxman, requested that 
Countrywide Financial, Citigroup and Merrill 
Lynch, three companies involved in the subprime 
mortgage crisis, each provide documentation rel-
evant to the compensation of its chief  executive 
officers. 9    The Committee invited the chairs of 
the compensation committees at these compa-
nies to testify regarding the manner in which the 

compensation and severance packages for these 
executives were determined and on what basis they 
were approved. This inquiry is part of an ongoing 
investigation by the Oversight and Government 
Reform Committee into the role played by com-
pensation consultants at large public companies in 
setting executive compensation. 

 The increased popularity of say on pay proposals 
this proxy season can also be attributed to the SEC’s 
criticism of compliance with the SEC’s new execu-
tive compensation disclosure rules. 10    The 2007 proxy 
season was the first proxy season in which the major-
ity of companies were required to comply with the 
SEC’s new executive compensation disclosure rules. 
Following the conclusion of the 2007 proxy season, 
the SEC’s Division of Corporation Finance (the 
Division) issued a report regarding its initial review 
of the executive compensation and related disclosure 
of 350 public companies. 11    The Division commented, 
among other things, that the CD&A needs to focus 
on  how  and  why  a company arrives at specific execu-
tive compensation decisions and policies. 12    

 The SEC has been very vocal about how dissatis-
fied it was with the executive compensation disclosure 
companies provided in their 2007 proxy materials. In 
a speech providing guidance on the SEC’s expec-
tations for CD&As, John White, Director of the 
Division, noted that, “Far too often, meaningful 
analysis is missing—this is the biggest shortcoming 
of the first year disclosures. Stated simply—Where’s 
the analysis?” 13    According to a recent article in 
the Wall Street Journal, the SEC is “unhappy with 
answers on executive pay.” 14    Citing a general lack of 
analysis, the SEC announced that is has only com-
pleted its review of the executive compensation dis-
closure of 26 of the original 350 public companies 
selected for review during the 2007 proxy season. 15    

 Who are the Proponents? 

 A variety of investors and shareholder activists, 
including, among others, the American Federation 
of State, County, and Municipal Employees, the 
New York City Employees’ Retirement System, 
the AFL-CIO, the Connecticut Retirement Plans 
and Trust Funds and Walden Asset Management, 
have submitted say on pay proposals at companies 
where they believe pay has been excessive or where 
they believe there has been a misalignment between 
pay and performance over the past several years. 16    
In fact, investors, shareholder activists and public 
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companies have also created a working group to 
focus on the advisory vote initiative.  

 In addition to investors and shareholder activ-
ists, Congress is also taking a leading role in 
the advisory vote initiative. Both the House and 
Senate received bills regarding amendments to the 
Securities Exchange Act of 1934 (the Exchange 
Act) to give shareholders an advisory vote on 
executive compensation. The House bill, HR 1257, 
the Shareholder Vote on Executive Compensation 
Act, amends the Exchange Act to give shareholders 
an advisory vote on executive compensation. 17    This 
bill was sponsored by Democratic Representative 
Barney Frank and was introduced in the House on 
March 1, 2007. It requires companies to include 
a non-binding shareholder advisory vote both on 
executive pay plans and on any new golden para-
chute compensation in their annual proxy state-
ments. The House bill passed on a 269 to 134 vote 
in the House on April 20, 2007. The Senate’s com-
panion bill to HR 1257, S. 1181, was introduced in 
the Senate on April 20, 2007 by Democratic Senator 
Barack Obama. 18    Like HR 1257, this bill requires 
companies to include in their proxy statements a 
non-binding advisory shareholder vote on executive 
pay plans and new golden parachute compensa-
tion. At present, S. 1181 has been read twice and 
has been referred to the Committee on Banking, 
Housing, and Urban Affairs.  

 State legislatures have also jumped into the 
debate regarding say on pay. In the spring of 2007, 
North Dakota adopted a shareholder friendly cor-
porate law. 19    The new law provides for a governance 
structure for publicly-traded companies that gives 
shareholders greater rights than they currently have 
under other state laws. The law addresses several of 
the hot topics in corporate governance, including 
majority voting in director elections, advisory votes 
on executive compensation, separation of the roles 
of chairman of the board and chief executive officer, 
reimbursement for successful proxy  contests and the 
ability for five percent shareholders who have held 
their shares for at least two years to include director 
nominees in the company’s proxy statement. 

 What is the Benefit? 

 Proponents of say on pay proposals claim that 
implementing an advisory vote on executive com-
pensation will incentivize public companies to think 

about  how  and  why  they arrived at specific executive 
compensation decisions and, in turn, create better 
disclosure. In particular, some proponents argue 
that the potential for public censure regarding 
excessive executive compensation packages will lead 
directors to restrain excessive executive compensa-
tion in response to shareholder sentiment and more 
directly link pay with performance.  

 Other proponents claim that say on pay propos-
als will affect executive compensation levels in more 
indirect ways. For instance, say on pay proposals 
would promote dialogue with and feedback from 
shareholders. Also, these proposals would give 
shareholders a sense of empowerment without bind-
ing the company to anything. Furthermore, com-
pensation committees might be able to use advisory 
votes to their advantage, as a way to provide cover 
for the committee and the board as a whole when 
negotiating compensation with managers. 

 Finally, opponents also point out that sharehold-
ers of companies listed on the New York Stock 
Exchange already get a say on pay because they 
must approve equity plans—and equity grants are 
the bulk of executive pay these days. 

 What is the Danger? 

 Opponents of say on pay proposals claim that 
an advisory vote on executive compensation will 
be ineffective, costly and confusing. They believe 
that say on pay proposals are ineffective because 
a simple “thumbs-up” or “thumbs-down” vote 
on executive compensation gives management lit-
tle information about the specific components 
of executive compensation to which shareholders 
object. Opponents argue that such an advisory vote 
is unnecessary and confusing because sharehold-
ers are already  receiving detailed information on 
executive  compensation as a result of the SEC’s new 
executive compensation disclosure rules.  

 Opponents also claim that an advisory vote will 
be costly because it will require companies to spend 
a significant amount of time engaged with various 
corporate governance activists and proxy advisory 
firms each year explaining their executive com-
pensation practices and determinations in order 
to ensure that the advisory vote is in their favor. 
Finally, opponents fear that activist groups that 
support say on pay proposals might use advisory 
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votes as an inroads to promote their own social or 
political agendas that are not related to the compa-
ny’s economic growth.  

 What Happens Next? 

 Say on pay proposals have gained momentum 
and have emerged as one of the hottest corporate 
governance topics of the 2008 proxy season. With 
at least 90 say on pay proposals already submitted 
by over 70 institutional and individual investors this 
proxy season, compared to 44 such resolutions at 
this time last year, the majority of the largest public 
companies in the United States will likely encounter 
a say on pay proposal this proxy season. Even those 
companies that do not receive a proposal are likely 
to encounter increasing amounts of pressure to 
voluntarily put such an advisory vote before share-
holders.  

 At this time, it is unclear what the 2008 proxy 
season will mean for the future of the advisory vote 
initiative. With the say on pay legislation stalled in 
the Senate, it appears that the future success of the 
advisory vote initiative is likely to be shaped by the 
efforts of the proponents of say on pay proposals, 
the decisions reached by the SEC under Rule 14a-8 
and the actions of public companies. Proponents 
of say on pay proposals are hopeful that the advi-
sory vote initiative will follow the same path as the 
majority voting initiative where many companies 
preempted shareholder activists and moved to 
 voluntary adoption.  
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 The Governance of Ownership: A Practices Report  
 By Annalisa Barrett 

  Most people would agree that one set of gover-
nance practices is not appropriate for all companies. 
Indeed, the most effective governance structure 
for a given company depends on a variety of fac-
tors, including the size and ownership structure of 
the company. Comparisons between categories of 
company size and ownership structure can be an 
informative way to examine governance practices. A 
recent study conducted by The Corporate Library 
entitled  “2007 Governance Practices Report”  exam-
ines the governance practices currently in place at 
over 3,000 large US public companies and provides 
such comparisons. Chart one illustrates a few of the 
comparative findings from the report.  

 The companies in the study are broken down 
into three common categories of market capitaliza-
tion for the analysis by company size: SmallCap, 
MidCap and LargeCap. For the analysis of owner-
ship structure, the following categories are used:   

  Concentrated Ownership Models:  

•    Principal Shareholder Firm—A company where 
one or more shareholders own at least 10 percent 
of the outstanding shares.   

•   Controlling Shareholder Firm—A company 
where a single shareholder or shareholding block 
(but not a family or employee block) controls 
more than 50 percent of the outstanding shares.  

•   Founder Firm—A company where the CEO or 
Chair is both a founder and a principal share-
holder.  

•   Family Firm—A company where family ties, 
most often going back a generation or two to a 
founder, play a key role in both ownership and 
board membership.   

  Dispersed Ownership Models:  

•    Mixed Ownership—Those companies which rep-
resent a balanced mix of individual and institu-
tional owners.  

•   Indexed Stock—A company where no share-
holder owns more than 1 percent to 1.5 percent 
of the outstanding shares.  

•   Institutions Dominant—A company where insti-
tutional owners, mainly pension or mutual funds, 
dominate the holdings, but no one institution 
controls more than 10 percent of the outstanding 
shares.   

   Takeover Defenses 

 While takeover defenses can take many forms, 
involving varying degrees of complexity, the common 
theme is that they strengthen the board’s say over 
whether control of the company should be changed, 
and impair the shareholders’ ability to bring about 
such change against the board’s wishes. The classified 
board and the poison pill are comparisons of preva-
lence of two types of takeover defenses. 

  Classified Boards— A classified board—where 
directors are divided into classes and stand for 
re-election on a staggered schedule—acts as a take-
over defense because a hostile bidder cannot change 
control of the board in a single election, but rather 
must wait through two elections. 

SHAREHOLDER RELATIONS

 Annalisa Barrett is a Senior Research Associate of  The Corporate 
Library.  This article summarizes some of the findings from the 
 “2007 Governance Practices Report,”  a complete report is avail-
able to subscribers of  The Corporate Library ’s Board Analyst 
database or for purchase separately at  www.thecorporatelibrary.
com . 

Chart 1: Ownership 2007

Source: The Corporate Library
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 SmallCap and MidCap companies are more 
likely to have classified boards than are LargeCap 
companies. In fact, 56 percent of the SmallCaps and 
58 percent of the MidCaps studied have classified 
boards, while only 48 percent of the LargeCap com-
panies have classified boards. This is consistent with 
other research conducted by  The Corporate Library  
which found that larger companies seem to be lead-
ing the trend towards board declassification.  

 It is more common for companies with a Dis-
persed Ownership model to have a classified board. 
This is most likely the case because Concentrated 
Ownership, in and of itself, can function as a take-
over defense. The study found that 58 percent of 
the Dispersed Ownership companies have classi-
fied boards, while 52 percent of the Concentrated 
Ownership companies have classified boards.  

  Poison Pills —A shareholder rights plan, or poi-
son pill, increases the voting rights of shareholders 
—but not those of a hostile bidder—if the bidder 
acquires a threshold amount of the company’s 
stock. This practice dilutes the bidder’s holdings 
and makes it prohibitively expensive for the bidder 
to complete the acquisition.  

 When the prevalence of poison pills is analyzed 
among the three size categories, it is revealed that 
MidCap companies are most likely to have poison 
pills; 38 percent of the MidCap companies studied 
have poison pills. SmallCaps are least likely to have 
poison pills—only 31 percent of the SmallCaps 
studied currently have a poison pill in place. Thirty-
five percent of the LargeCap companies studied 
have a poison pill. 

 Poison pills are more commonly found among 
Dispersed Ownership companies. The study found 
that 40 percent of Dispersed Ownership companies 
have poison pills in place, while only 30 percent 
of companies with Concentrated Ownership have 
poison pills.  

 The findings regarding the scarcity of poison 
pills, especially among SmallCap companies, must 
be analyzed taking into account the fact that any 
company where the charter authorizes “blank check 
preferred stock”—a class of preferred stock whose 
features can be set by the board without further 
shareholder involvement—has a “shadow pill,” 1    
meaning that the board can adopt a pill quickly 
in response to a perceived threat. Put another way, 

companies whose boards have adopted poison pills 
do not stand on dramatically different footing from 
companies without pills whose boards can adopt 
one on a moment’s notice. It is possible, then, 
that having adopted a pill serves as some sort of a 
 signaling function.  

 Moreover, a company can appear more share-
holder-friendly by redeeming its poison pill with-
out actually impairing the board’s ability to adopt 
another pill in the future. Shareholder proposals on 
poison pills routinely receive majority support and 
boards fear “directors withhold” recommendations 
from the proxy advisory services if  they do not 
implement majority-supported proposals. Because 
most pill proposals focus on pill redemption or 
require simply that the board seek shareholder 
approval before adopting another pill—not that the 
board adopt a formal governance policy promising 
to do so—redeeming the pill generally counts as 
implementation of the proposal.  

 Board Composition & Practices  

 Board size, leadership and gender balance among 
board members are among the many aspects of 
board practices included in the study. As with other 
governance practices, there is no “right answer” 
applicable to all companies on these issues; how-
ever, there are patterns that emerge when compar-
ing between size or ownership structure categories.  

  Board Size —Not surprisingly, the study finds 
that board size differs by company size, as shown in 
chart 2. It is much more common for a SmallCap 
company to have fewer than ten directors while 
LargeCap companies are more likely to have ten or 
more directors.  

  Gender Diversity —When it comes to gender bal-
ance among board members, companies with Concen-
trated Ownership are more likely to have no female 
directors serving on the board. At Concentrated 
Ownership companies, 46 percent of the boards are 
all male, while at Dispersed Ownership companies 
34 percent of the companies have an all-male 
board.  

  Separation of CEO and Chair —The focus on 
board independence in recent years has led many 
boards to separate the role of CEO and Chair 
of the Board and name an independent director 
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to the role of Chair. Interestingly, it is less com-
mon for SmallCap companies to have the roles 
of CEO and Board Chair combined. In fact, less 
than half  (49 percent) of the SmallCap companies 
studied have combined the two roles, while 53 per-
cent of the MidCap companies and 61 percent of 
the LargeCap companies have combined the role. 
Additionally, it is more common for SmallCap 
companies to have a truly independent director in 
the role of Chair of the Board as shown in chart 3. 
Dispersed Ownership companies are more likely 
than Concentrated Ownership companies to have 
an independent director serving as Chair of the 
Board as illustrated in Chart 4. 

   The reasons for these company size trends are 
not clear. One explanation may be that SmallCap 
companies are more likely to have representatives 
from their financers serving in board leadership 
roles who hire separate CEOs to manage day-to-
day operations and strategy execution—leading to 
different people serving in the roles of CEO and 
Chair of the Board. Also, it has been argued that 
recruiting a CEO for a large US company is dif-
ficult without also offering the candidate the title 
of Board Chair as well. While this is a questionable 
rationale—in our opinion—for combining the two 
positions, it may help to explain the prevalence of 
LargeCap companies which have done so.  
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  Lead Directors —Another trend in board leader-
ship is the designation of a lead director, who is 
often tasked with serving as a liaison between the 
independent directors and the CEO and/or Chair 
of the Board. Specifically, this includes chairing 
the meetings of the independent directors, ensuring 
that the appropriate information is shared with the 
independent directors and that the voice of inde-
pendent directors is heard when it comes to board 
meeting agenda and other issues. In the study, a 
board is designated as having a lead director if  the 
company discloses the name of a single person who 
serves in this role. For example, companies which 
state that the chairs of the board committees rotate 
in the role of lead director were not included, nor 
were companies where a person is designated as a 
lead director due to service as the chair of a specific 
committee.  

 Companies with dispersed ownership are more 
likely to name a lead director. In fact, 35 per-
cent of the Dispersed Ownership companies have 
named a lead director while only 31 percent of the 
Concentrated Ownership companies have one.  

  Executive Sessions —One of the most effective 
changes to board practices in the last decade 
has been the consistent use of executive sessions, 
where the independent members of the board meet 

without any inside directors present. Interestingly, 
this practice is more common among compa-
nies with dispersed ownership; 85 percent of the 
Dispersed Ownership companies in the study 
reported holding executive sessions in their most 
recent proxy statement, while only 79 percent of the 
Concentrated Ownership companies did so.  

 Conclusion 

 Comparisons by company size and ownership 
structure provide meaningful insights into the gov-
ernance practices currently in place at US compa-
nies. Other comparisons can also be useful, such as 
comparing trends over time and examining trends 
among companies with certain governance features 
( e.g. , are companies lead directors more likely to 
hold executive sessions?). Many of these issues are 
addressed in the study described in this article. Of 
course, each analysis sparks ideas for new compari-
sons and further research.  

 Notes 
1.  Harvard Professor John C. Coates IV deserves credit for this 
concept.  See ,  e.g. , John C. Coates IV, “Takeover Defenses in the 
Shadow of the Pill: A Critique of the Scientific Evidence,” 79 
Texas L. Rev. 271 (2000). 
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 Federal vs. State Law: The SEC’s New Ability to Certify 
Questions to the Delaware Supreme Court 
 By J.W. Verret  

STATE LAW

 In the summer of 2007, the Delaware legislature 
amended the Delaware Constitution to permit the 
Securities and Exchange Commission to certify 
questions of law directly to the Delaware Supreme 
Court. 1    This ability to provide advisory opin-
ions, if  utilized by the SEC, is poised to enhance 
Delaware’s dominance as the state of incorporation 
for publicly traded corporations. The SEC has not 
announced it has initiated any rule specifying an 
official procedure to certify questions of law to the 
Delaware Supreme Court. Thus, in the event of an 
internal controversy, one wonders whether a letter 
from the SEC General Counsel or Director of the 
Division of Corporation Finance would be suf-
ficient, or whether it must be signed by a majority 
of the Commissioners. Nevertheless, barring such 
internal dissent, this development adds a fascinat-
ing chapter to the symbiotic, though at times rival, 
relationship between the SEC and Delaware as the 
primary sources of American Corporate Law. 2    

 The primary mode through which Delaware 
corporation law interacts directly with the securi-
ties laws arises when shareholders attempt to place 
bylaws onto the corporate ballot. Under the DGCL, 
the bylaws of a corporation may contain any provi-
sion not in conflict with the DGCL, and may be 
adopted by the shareholders, or, if  given the power 
to do so in the corporate charter, the board of direc-
tors. 3    Rule 14a-8(i)(2) permits the exclusion of a 
stockholder proposal if  it would, “if  implemented, 
cause the company to violate any state, federal, or 
foreign law to which it is subject.” 4    Delaware law on 
the legality of proposed bylaws is, however, some-
what unclear when it comes to whether proposed 
bylaws are in conflict with the DGCL. 5   

  It is uncertain, for instance, whether a bylaw pro-
posal purporting to remove board authority to alter 
or amend that bylaw would be legal under Delaware 
law. Though unclear, directors may have the author-
ity to unilaterally eliminate bylaws not otherwise 

protected by the DGCL. 6    Some commentators have 
argued that 109(a) requires at least some share-
holder bylaws be protected from board amend-
ment 7   , some argue that such a provision would be 
highly suspect. 8    One recommendation is to simply 
require unanimous board approval of amendments 
to shareholder bylaws, in the hopes that at least one 
independent director might holdout. 9    

 In any case involving the legitimacy of a bylaw, 
boards are also likely to make a more general argu-
ment in reliance on DGCL 141, which specifies 
that “The business and affairs of every corporation 
organized under this chapter shall be managed by or 
under the direction of a board of directors.” 10    Thus, 
they will argue that a bylaw at issue is in conflict 
with this general grant of authority to the board. 
One useful analysis is that the types of bylaws 
which would withstand such a challenge would be 
bolstered by four key characteristics: (i) a bylaw 
relates to fundamental changes in the structure of 
the corporation rather than day to day business 
decisions; (ii) it constrains board action rather than 
requiring affirmative action; (iii) it relates to proce-
dural rather than substantive decisions; and (iv) it 
relates to a re-allocation of corporate governance 
relationships rather than business strategy. 11    

 The standard method to support an assertion of 
illegality for the purposes of 14a-8 was traditionally 
to secure an opinion from a Delaware corporate 
lawyer reasoning that a particular bylaw was not per-
mitted and then seek exclusion by way of no-action 
relief from the SEC 12   , but there was no facility for 
the SEC to communicate directly with the Delaware 
courts. In 2006, Professor Lucian Bebchuk, director 
of the Harvard Law School Center on Corporate 
Governance, submitted a bylaw proposal for inclu-
sion on the proxy solicitation materials of Computer 
Associates, Inc. (CA) which sought to limit the 
board’s ability to adopt a poison pill and required a 
unanimous vote of the board to amend the proposed 
bylaw. CA filed for no-action relief on the grounds 
that the proposed bylaw was illegal under state law, 
but Bebchuk challenged the assertion of illegality 
in the Delaware Court of Chancery 13    and the SEC 

 J.W. Verret is an Associate of Skadden, Arps, Slate, Meagher & 
Flom LLP and recently served as a law clerk for Vice Chancellor 
John W. Noble of the Delaware Court of Chancery. 
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refused to comment on the no-action request due 
to the pending litigation. 14    Bebchuk’s suit sought a 
declaratory judgment that his proposed bylaw was 
legal in addition to an injunction prohibiting CA 
from excluding the proposed bylaw from its ballot. 
The Court ruled that the issue was unripe for adju-
dication, reasoning that only a bylaw passed by the 
shareholders reached the stage at which it became 
a justiciable controversy. This holding would make 
placing bylaws on the ballot nearly impossible, how-
ever, the target could exclude it claiming a state law 
violation under 14a-8 (despite the DGCL’s murky 
jurisprudence on that matter) and the shareholders 
would be left with only the remedy of ex-post chal-
lenge in federal courts. In the risk-averse institutional 
investor community, such a remedy would be insuf-
ficient to permit bylaw challenges to succeed. 

 With this new ability to certify questions directly 
to the Delaware Supreme Court, the SEC would 
be hard pressed to claim an inability to rule on the 
legality of a 14a-8 exclusion. The SEC could cer-
tainly rule in favor of a challenging company and 
grant no-action relief  without choosing to certify 
to Delaware. Nevertheless, a shareholder could then 
utilize his implied power under 14a-8 15    to challenge 
the SEC ignoring its power to clear up the issue. 
That failure, combined with the fact that even the 
Court of Chancery in  Bebchuk v. CA  recognizes the 
uncertainty in the state law governing this area, 16    
would offer significant evidence for a federal court 
to rule against such an SEC no-action decision, 
especially since no-action findings are not consid-
ered agency rulemaking and thus not subject to 
 Chevron  deference. 17   

  The types of bylaws that will be proposed are 
limited only by the creativity of the shareholders 
offering the proposals. The first, and likely most 
popular, type will relate to the process whereby the 
board of directors is elected. A recent addition to 
Section 216 of the DGCL, adopted in August of 
2006, specifies 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 direc-
tors.” Thus, the DGCL has blessed the legality of 
bylaws relating to elections, but that does not mean 
that all questions surrounding election bylaws have 
been resolved. For instance, what about a bylaw 
that, instead of specifying the number of votes 
necessary for success, specifies a method for count-
ing (or excluding) supervoting shares from certain 

decisions, or a method for excluding broker street 
votes, or changes to the record notice period? 

 Complicating this issue is another provision of 
14a-8 permitting exclusion of bylaws that relate 
to an election. 18    Governance gurus will be familiar 
with the SEC’s most recent attempt at proxy access. 
The SEC considered two proposals: one which 
would specifically permit election bylaws being 
placed on the corporate proxy and another which 
would interpret 14a-8 to disallow placing such 
bylaws. Chairman Cox, the deciding vote on a four 
person panel, opted to support exclusion of elec-
tion bylaws despite his initial support 19    of  proxy 
access (by election bylaw). Chairman Cox offered 
his decision as a temporary one, claiming that the 
prospect of  litigation facing companies in light of 
uncertainty in interpretations of  14a-8 spoke in 
favor of  a temporary resolution, but promises to 
look at the issue again in 2008. 20    The legitimacy of 
Cox’s uncertainty objection is called into question, 
though, by his failure to certify a question concern-
ing bylaw legality to the Delaware Supreme Court 
to resolve that aspect of  the uncertainty. 

 Bylaws may also relate to the issue of poison pills, 
as in  Bebchuk v. CA . Though the court in that case 
never actually ruled whether the proposed bylaw 
was legal, under Section 157 of the DGCL, the 
power to create and issue rights and to determine 
the duration for which rights may be issued and 
maintained is explicitly vested in the directors, not 
in stockholders or others. 21    Thus it seems that poi-
son pill bylaws are least likely to survive Delaware 
review. De-staggering of the board is another popu-
lar issue and a more open question when it comes 
to bylaws. As the form and subject matter of bylaw 
proposals veer off  the beaten path of previous deri-
vations, their legality becomes more uncertain.  

 The most interesting implication of the new 
Delaware certification is that it can permit the SEC 
to resolve pressure from Congress or interest groups 
by leaving open ended aspects to its rule-making in 
areas that may overlap with state law. For that matter, 
future rules proposals could make more use of state 
law carve-outs. For instance, the new independence 
definitions added to the NYSE listing standards in 
the wake of the Sarbanes-Oxley reforms have been 
much criticized, but imagine if the SEC had defined 
an opt-out cross referencing independence as defined 
under Delaware law. The SEC could then, in the 
event that Delaware case law was unclear, consult 
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the Delaware Supreme Court in advance of an 
enforcement preceding it may later consider. 

 Going forward, the likelihood that the Delaware 
certification capability will have a significant effect 
on corporate law will depend on the SEC’s willing-
ness to certify questions, and the Delaware Supreme 
Court’s willingness to accept the certification. In 
that event, and especially if  the SEC revisits a bylaw 
oriented version of proxy access for elections, one 
should expect that election bylaws will be the first 
order on the agenda. 
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 Statutory Prerogatives and the Appropriate Standard of Review: 
Section 203 Waivers and “Force the Vote” Clauses 
 By   John J. Jenkins 

  Termination fees, shareholder lockups and other 
“deal protections” designed to protect pending 
transactions from interference have long been stan-
dard fare in mergers and acquisitions, but the 
Delaware courts have struggled to reach a con-
sensus on the legal issues associated with these 
arrangements. During the late 1990s and the first 
part of this decade, the Delaware Chancery Court 
addressed deal protections no fewer than six times. 1    
The cases were remarkably inconsistent, with judges 
disagreeing about whether board decisions in this 
area were subject to business judgment review, 2    or 
whether they should be regarded as defensive mea-
sures subject to heightened scrutiny. 3   

  The Delaware Supreme Court sought to resolve 
the key legal issues associated with deal protec-
tions in 2003, with its decision in  Omnicare v. 
NCS Healthcare.  4    The deeply divided  Omnicare  
court defined deal protections very broadly, and 
concluded that all such arrangements should be 
subject to heightened judicial scrutiny as defensive 
measures. 5    The  Omnicare  court’s approach had the 
effect of subjecting to heightened scrutiny not only 
including contractual defensive measures (such as 
termination fees) entered into by the board, but also 
actions taken by the board pursuant to statutory 
grants of authority. 6    In particular, the  Omnicare 
 court found that the board’s decision to waive 
Section 203 of the DGCL to permit the target’s 
controlling shareholders to enter into voting agree-
ments supporting a negotiated transaction, and the 
board’s agreement to the inclusion of a force the 
vote clause in the merger agreement itself, were both 
defensive measures subject to  Unocal.  

  With these decisions, the  Omnica re court stood 
 Unocal  squarely on its head. A doctrine developed 
to govern board action in the face of statutory 
silence and amidst fears about entrenchment was 
applied to board actions that were taken under 
express statutory grants of authority and that facili-
tated shareholders’ efforts to dispose of their shares. 

Furthermore,  Omnicare  applied  Unocal  scrutiny to 
board action that could scarcely be characterized as 
unilateral; in fact, it involved actions taken by the 
board in conjunction with the target’s controlling 
shareholders.  

 The  Omnicare  decision has been widely criticized 
among practitioners, 7    and subsequent deal protec-
tion cases have narrowed, distinguished, and gener-
ally disdained it. 8    With deal protection measures 
receiving renewed attention from the Delaware 
courts, this article argues that it is time to aban-
don the vestiges of  Omnicare  in favor of a differ-
ent approach. 9    While heightened scrutiny may be 
appropriate with respect to certain deal protections, 
that standard generally should not be applied to 
board actions that are premised upon an express 
grant of statutory authority. Instead, pre- Omnicare  
precedent and an appropriate concern for doctri-
nal integrity suggests that when the board is given 
a statutory prerogative, its decision concerning 
whether to exercise that prerogative should be 
entitled to the protection of the business judgment 
rule, even if  it has the effect of helping to protect a 
negotiated merger. 

 This article specifically addresses two statutory 
grants of board authority that have come into play 
in the analysis of defensive measures: the power 
to waive application of the Delaware Takeover 
Statute, 10    and the power to agree to so-called “force 
the vote” clauses. 11    This article concludes that the 
exercise of the board’s statutory authority gener-
ally should be evaluated under the more deferen-
tial business judgment rule standard of review, 
and that potential abuses of this authority can be 
addressed effectively through legal doctrines other 
than  Unocal .  

 Business Judgment vs. 
Heightened Scrutiny.  

 The “business judgment rule” refers to Delaware’s 
long-standing presumption “that in making a busi-
ness decision the directors of  a corporation acted  John J. Jenkins is a Partner of Calfee, Halter & Griswold LLP. 

SHAREHOLDER ACTIVISM
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on an informed basis, in good faith and in the 
honest belief  that the action taken was in the best 
interests of  the company.” 12    The most notable dif-
ference between the business judgment rule and 
the  Unocal  standard is in the identity of  the party 
who bears the initial burden of  proof. The business 
judgment rule places that burden on the plaintiff  
claiming a breach of  fiduciary duty, while the 
 Unocal  standard places the initial burden on the 
board of  directors.  

 The  Unocal  standard had its genesis in the 
Delaware Supreme Court’s 1985 decision in  Unocal 
v. Mesa Petroleum,  13    which addressed the standard 
of review applicable to defensive measures imple-
mented by the board in response to an unsolicited 
takeover bid. The  Unocal  court was called upon to 
address the then novel issue of whether the board, 
which had no statutory role in tender offers, could 
interpose itself  between a hostile bidder and the 
shareholders by unilaterally implementing defen-
sive measures. 14    The  Unocal  court sanctioned such 
intervention, but held that before it would defer to 
the board’s business judgment, the board would 
need to show that it had reasonably concluded that 
a hostile takeover presented a threat to corporate 
policy and effectiveness, and that the defensive 
measure was reasonable in relation to the threat 
posed. 15    The  Unocal  court’s reason for subjecting 
decisions to adopt defensive measures to more 
scrutiny was its concern about the “omnipresent 
specter that a board may be acting primarily in its 
own interests” to preserve the directors’ positions 
with the corporation. 16   

  Statutory Prerogatives and 
the Standard of Review   

 Why should the fact that the statute has given 
the board authority to act matter in determining 
the standard of review that should apply to board 
action? At the most basic level, the issue is doctri-
nal integrity. If   Unoca l provides a framework for 
reviewing board actions that may encroach on areas 
regarded as shareholder prerogatives under the 
default provisions of Delaware law, then why should 
this framework apply to areas where Delaware’s 
default provisions make the matter in question a 
board prerogative?  

 Suggesting that courts should draw a distinc-
tion in the level of  scrutiny to apply based on how 

statutory authority is divided between sharehold-
ers and directors under the Delaware General 
Corporation Law is not a novel idea, even in the 
age of   Unocal . For example, consider Chancellor 
Allen’s 1989 decision in  In re TW Services, Inc. 
Shareholders Litigation.  17    The  TW Services  case 
arose out of  a target board’s refusal to redeem 
a poison pill in the face of  a hostile tender 
offer that had received strong shareholder sup-
port. 18    The bidder’s offer was expressly conditioned 
upon, among other things, the target entering 
into a satisfactory merger agreement with the 
bidder. 19    

 In seeking to compel redemption of the target 
company’s poison pill, the bidder contended that 
the ultimate question for the court to resolve was 
“whether in failing or refusing to redeem the poison 
pill...the defendant directors acted reasonably in 
relation to a threat that the SWT offer poses to the 
TW shareholders.” 20    In other words, the plaintiffs 
claimed that  Unocal  ought to apply to the board’s 
decision. Chancellor Allen disagreed. In doing 
so, he first noted that public tender offers were 
“functionally similar to merger transactions with 
respect to the critical question of control over the 
corporate enterprise.” 21    But he went on to observe 
that while Section 251 of the Delaware General 
Corporation Law 22    gives to the board the “critical 
role of initiating and recommending a merger” 23    to 
the board of directors, the board “traditionally has 
been accorded no statutory role whatsoever with 
respect to a tender offer.” 24   

  The statutory differences in the board’s role 
in these two transactions formed the basis for 
Chancellor Allen’s decision in  TW Services . To 
Chancellor Allen, the different statutory treatment 
of the board’s role in a merger as compared to a 
tender offer provided the rationale for “the differ-
ence in judicial review of decisions not to pursue 
a merger and decisions to preclude a hostile tender 
offer...” 25    He indicated that a court called upon to 
review a board’s decision not to pursue a merger 
should ask itself  the “questions that the business 
judgment form of review requires: did the board 
reach that decision in good faith pursuit of legiti-
mate corporate purposes, and did it do so advis-
edly?” 26    If  a plaintiff  was unable to persuade the 
court that the answer to either question was “no,” 
then the court would not go on to exercise “even the 
restrained level of substantive review that  Unocal  
contemplates.” 27   
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  Applying these principles to the  TW Services  
case, the Chancellor concluded that by deciding 
to condition its tender offer on the execution of a 
merger agreement, the bidder had implicated the 
board’s statutory power under Section 251: 

 By conditioning the closing of its tender offer 
upon the execution of a merger agreement... [SWT] 
continues to call upon the board to act under 
Section 251. The exercise of the board’s power under 
that Section is, where there is no interested merger 
involved, subject to a traditional business judgment 
review, not the proportionality review of Unocal. 28    

 While Chancellor Allen did not discuss the stan-
dard of review that should be applied to a board’s 
Section 203 waiver decision, the importance he 
places on statutory division of authority strongly 
suggests that business judgment review is the appro-
priate standard. Indeed, the argument for business 
judgment review is even more compelling in the case 
of a Section 203 waiver than it is in the case of a 
merger. Section 203 confers power on the board to 
act unilaterally in granting a waiver. 29    In contrast, 
while the board has the prerogative to initiate and 
recommend a merger under Section 251, approval 
of the merger by the shareholders often is an indis-
pensable part of the transaction. 30    

 Case Law on Section 203 Waivers    

 The standard of review for a board’s decision to 
waive Section 203 has received substantive attention 
in two chancery court decisions. The better known 
of these cases is  In re Digex Shareholders Litigation,  31    
which arose out of a proposed merger between 
WorldCom, Inc. (WorldCom) and Intermedia 
Communications, Inc. (Intermedia). Intermedia 
was Digex’s controlling shareholder, and was expe-
riencing financial difficulties. 32    During the course 
of negotiations concerning a possible sale of Digex, 
Intermedia became interested in an alternative 
transaction involving the sale of Intermedia itself  
to WorldCom. During discussions with WorldCom 
about the proposed Intermedia transaction, Digex 
asked WorldCom to make a tender offer for the 
publicly-held Digex shares. 33    WorldCom refused, 
but expressed its desire to receive a waiver of 
Section 203 from the Digex board. 34    As a  quid pro 
quo  for that waiver, WorldCom was willing to agree 
to an amendment to Digex’s certificate of incor-
poration that would require independent director 

approval of any material transaction between Digex 
and WorldCom. 35    

 Digex’s board was controlled by Intermedia, 
but did have three independent directors. 36    At 
its meeting on September 1, 2000, Digex’s board 
learned that Intermedia’s board had met earlier in 
the day, and had decided that, from Intermedia’s 
perspective, a sale to WorldCom was preferable to 
a sale of  its Digex subsidiary to another party. 37    
Digex’s financial advisor advised the board that 
the WorldCom deal was the worst alternative for 
Digex, and a special committee member proposed 
deferring a decision on the WorldCom deal for a 
brief  period to allow Digex to solicit final offers 
from the three suitors that had proposed transac-
tions. 38    The independent directors all voted in favor 
of this alternative, but were outvoted by the direc-
tors affiliated with Intermedia. 39    The independent 
directors voted against WorldCom’s Section 203 
waiver request, but were outvoted on that issue as 
well. 40    

 Chancellor Chandler concluded that since all four 
votes to waive Section 203 were cast by Intermedia 
affiliates, the board’s action should be evaluated 
under the “entire fairness standard.” 41    In apply-
ing the entire fairness standard, the Chancellor 
noted that the Section 203 waiver decision was the 
only decision of any relevance to the WorldCom 
transaction that the Digex board had the power to 
make. 42    He indicated that the “decision put before 
the Digex board was simply whether or not to grant 
WorldCom the Section 203 waiver. That is, was 
whatever Digex was being offered for this waiver 
worth the granting of the waiver and could Digex 
negotiate for more?” 43    

 Digex pointed out that in exchange for the Section 
203 waiver, WorldCom agreed to the charter amend-
ment requiring independent director approval of 
material transactions between the two companies. 44    
Digex’s board also noted the advantages arising out 
of replacing the financially troubled Intermedia 
with a financially sound controlling shareholder 
in support of its position that the price extracted 
from WorldCom for the waiver was fair. 45    But in 
light of the flaws in the negotiating process, and, 
in particular, the special committee’s complete lack 
of involvement in that process, the Chancellor was 
not convinced that these factors were sufficient to 
demonstrate that the decision to grant the waiver 
was entirely fair. 46    
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 In the end, the Chancellor concluded that the 
only party that stood to lose if  the waiver was not 
granted expeditiously was Intermedia. 47    To the 
Chancellor, that meant that the ability to waive (or 
not waive) Section 203 provided Digex with lever-
age against Intermedia and WorldCom. The prob-
lem in this situation was that “[t]his leverage simply 
was not used—could not be used—because of the 
decision of the interested directors.” 48    Therefore, 
the Chancellor concluded that the plaintiffs had 
shown a reasonable probability of success on the 
merits with regard to the Section 203 claim. 49    

 On one level,  Digex  is not at all remarkable; this 
case clearly involved a deliberative process that was 
far from ideal, and actions by the controlling share-
holder and its directors that, while understandable 
in light of Intermedia’s own interests, can best be 
described as the business equivalent of “leading 
with your chin.” 50    But there is potentially more 
involved in this decision than a court’s understand-
able response to overreaching by conflicted directors 
and a controlling shareholder. The court’s language 
clearly implies that it expected to see the board 
extract concessions in exchange for the waiver: 

 It may be that if  the Digex special committee had 
approved the waiver after due consideration of the 
benefits to Digex, the court would have been satis-
fied. Yet, the court’s insistence on the use of lever-
age where leverage exists suggests that whenever a 
company is asked to grant a 203 waiver with respect 
to a control block, it must at least go through the 
steps of requesting something in exchange, even if  
the acquirer never proposed to buy the remaining 
shares. 51    

 In light of these concerns, how can an argument 
for a more deferential standard of review be rec-
onciled with the chancery court’s apparent willing-
ness to scrutinize the board’s actions so closely in 
 Digex ?  

 The answer may be that, in some respects, there 
is less to  Digex  than meets the eye.  Digex  was a case 
reviewed under the entire fairness standard. That 
meant that the legal deck was, in an important sense, 
stacked against the board from the outset. 52    In entire 
fairness cases, the burden is (at least initially) placed 
on the board to justify the fairness of the decision 
at issue. 53    This is a two pronged inquiry, with courts 
focusing on both fair dealing and fair price. 54    With 
the burden placed on the board to justify the result 

produced by a badly flawed process, the outcome of 
that case hardly can seem surprising. 55    

 The court’s comments about directors’ duty to 
use the leverage provided by Section 203 must be 
evaluated in the context of its entire fairness review. 
Those comments arose in the course of Chancellor 
Chandler’s evaluation of the Digex board’s claims 
that the “price” received for the waiver was entirely 
fair—claims that these directors bore the burden 
of proving. WorldCom’s agreement to a protective 
charter amendment was a significant component of 
that price, according to Digex, and in light of the 
flaws in the process that culminated in that conces-
sion, the Chancellor was unwilling to conclude that 
the board had met its burden of persuasion under 
the entire fairness test. When the Chancellor’s com-
ments are read in the context of what the board 
was required to demonstrate under the standard of 
review that the law obligated him to apply in this 
case, they seem less ominous. 56    

 Fuqua Industries  

 Interestingly,  Digex  was not the first case in 
which Chancellor Chandler was called upon to 
consider the standard of review to apply to a 
board’s decision to waive Section 203, and his 
decision in that earlier case provides the best argu-
ment for not reading more into  Digex  than that 
the factors traditionally invoked to overcome the 
business judgment presumption apply with equal 
force to decisions involving the exercise of  the 
board’s statutory prerogatives. 57    In 1997, then Vice 
Chancellor Chandler addressed claims arising out 
of  the validity of  an agreement (the “Section 203 
Agreement”) entered into by the board of directors 
of  Fuqua Industries, Inc. (Fuqua) under the terms 
of which it agreed to, among other things, waive 
Section 203 with respect to Triton Group, Inc. 
(Triton), which at the time of the agreement owned 
just under 10 percent of  Fuqua’s outstanding com-
mon stock. 58    While Triton had acquired some of its 
holdings on the open market, most of  its holdings 
had been purchased from Fuqua’s Chief  Executive 
Officer. The agreement prohibited Triton from 
entering into a business combination with Fuqua 
for three years from the date that it first became an 
interested shareholder unless it had first obtained 
the approval of  a majority of  Fuqua’s disinterested 
directors. 59    During that three-year period, Triton 
agreed that at least three members of  the board 
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would be disinterested  directors, and also agreed 
to vote its shares in favor of  the board’s nominees 
for Fuqua’s directors. 60    Over a period of several 
months following the date of  the waiver, Triton’s 
ownership position in Fuqua increased to “just 
over twenty-five percent.” 61    

 The plaintiffs contended that the board’s deci-
sion to enter into the Section 203 Agreement were 
all part of  the defendants’ scheme to entrench 
themselves until the CEO’s planned retirement, “at 
which time, management would purchase [Fuqua] 
in a leveraged buyout.” 62    Triton’s involvement 
allegedly arose out of  management’s realization 
that a buyout would be prohibitively expensive, 
and was recruited to serve as a “‘friendly’ stock-
holder who would allow the defendants to retain 
their positions.” 63    The plaintiffs said that because 
the defendants’ actions had the effect of  “insuring 
effective control in the hands of  Triton and thereby 
foreclosing any real opportunity for the [Fuqua] 
shareholders to receive an acquisition proposal”, 64    
the  Unocal  standard of  review should apply to 
the board’s decision to enter into the Section 203 
Agreement. 65    The defendants countered that the 
allegations in the plaintiffs’ complaint suggested 
that they “facilitated, rather than defended against, 
a change in control” 66    and that  Unocal  did not 
apply. The Chancellor agreed with the defendants, 
noting: 

 Plaintiff ’s allegations are not presented as pre-
emptive acts designed to defend against a threat to 
control but as deliberate acts designed to entrench 
the directors and assist them in pursuit of either 
a management buyout or transfer of control to 
Triton. As such, the allegations do not trigger 
enhanced scrutiny and the burden of rebutting the 
presumption of the business judgment rule remains 
on the plaintiffs. 67    

 Turning specifically to the Section 203 Agreement, 
the Chancellor rejected contentions that the agree-
ment was null and void because of alleged failures 
to conform the agreement to the board’s resolu-
tion authorizing it or to subsequently ratify it. 68    In 
doing so, he noted that “the business judgment rule 
protects the Board’s decision not to amend or for-
mally ratify the Section 203 Agreement.” 69    Since he 
found “no reason to presume that the Section 203 
Agreement was not the result of a valid exercise of 
business judgment,” he dismissed this aspect of the 
plaintiffs’ complaint. 70    

 But resolution of this aspect of the plaintiffs’ 
claim did not completely resolve the issues sur-
rounding the Section 203 waiver. While the board’s 
decision to enter into that agreement may have 
been entitled to the business judgment presump-
tion, the plaintiffs also claimed that the aspects of 
the Section 203 Agreement requiring Triton and its 
affiliates to vote their shares in favor of manage-
ment’s nominees to the board “resulted in the cre-
ation of shares that may not be used to vote against 
the board’s nominees.” 71    Chancellor Chandler held 
that properly supported allegations such as these 
created reasonable doubt concerning whether the 
actions were taken “solely or primarily to protect 
the board’s tenure.” 72    Since actions motivated by 
such a desire could constitute entrenchment 73    and 
thus take the board’s waiver decision outside of the 
ambit of the business judgment rule, he declined to 
dismiss the plaintiffs’ entrenchment claim relating 
to the Section 203 Agreement. 74    

 Unocal is Not The Only Way 
to Address Entrenchment 

 The first thing about the  Fuqua Industries  case 
that is apparent is that the “quid pro quo” for the 
Section 203 waiver was quite similar to that involved 
in  Digex:  a guarantee that transactions between 
the acquiror and the target would be subjected to 
review by disinterested directors during the period 
in which those transactions would otherwise be 
subject to Section 203. In contrast to  Digex , where 
the Chancellor asked skeptically whether this was 
the best the board could have gotten in exchange for 
the waiver, in  Fuqua Industries , he said that the busi-
ness judgment presumption applied to the board’s 
decision to waive Section 203. That in itself  seems 
to be a fairly compelling argument against reading 
too much into the Chancellor’s  Digex  opinion. But 
it also illustrates another important, and sometimes 
overlooked, point: the mere fact that the business 
judgment presumption applies to a board’s decision 
making does not amount to a “get out of jail free” 
card. 

 That is because  Unocal  is far from the only 
tool that courts have to address director conduct 
stemming from entrenchment motives. As  Fuqua 
Industries  suggests, well pleaded allegations of 
entrenchment may permit a plaintiff  to overcome 
the business judgment presumption that applies 
to the board’s exercise of a statutory prerogative. 



The Corporate Governance Advisor 20 March/April 2008

Along the same lines,  Digex  suggests that current 
articulations of the entire fairness standard of 
review may be sufficient to address exercises of the 
board’s statutory prerogatives that are tainted by 
conflicts of interest. 

 Other Defensive Measures Are Not 
Immune From Scrutiny 

 In the abstract, it is easy to say that the business 
judgment rule should apply to the board’s decision 
to exercise a statutory prerogative such as a Section 
203 waiver, but the more difficult situations are 
those in which the exercise of that prerogative guar-
antees that a transaction will be completed. That 
was the issue that concerned the  Omnicare  court 
and led it to warp the  Unocal  doctrine so signifi-
cantly. But a similar issue was addressed in a more 
sophisticated manner by Vice Chancellor Strine 
in  ACE Limited v. Capital Re.  75    In that case, the 
chancery court was confronted with a merger agree-
ment protected by, among other things, a restrictive 
“no-shop” clause and voting agreements signed by 
the holders of 33.5 percent of the target’s outstand-
ing common stock. 76    The merger agreement also 
contained a provision allowing the target’s board to 
terminate it in order to accept a superior proposal. 77    
Vice Chancellor Strine indicated that a provision of 
the no-shop clause that the buyer said obligated the 
target’s board receive a legal opinion before it could 
speak with other bidders was an improper abdica-
tion of the board’s duty to decide for itself  what its 
fiduciary duties require. 78    The court appeared to be 
particularly concerned about the interplay between 
the voting agreements and the no-shop clause’s 
restrictions. If  the no-shop clause was read as 
restrictively as the buyer wanted, the court believed 
that it vitiated the agreement’s superior proposal 
out and, since the voting agreements terminated 
only if  the board terminated the merger agreement, 
guaranteed that the merger would be approved. 79    

 Vice Chancellor Strine concluded that a board did 
not have unlimited authority to negotiate a merger 
agreement linked to voting agreements “ensuring 
consummation if  the board does not terminate the 
agreement,” 80    regardless of whether the board no 
longer believed that the merger was a good deal. 
With formidable stockholder lock-ups in place, the 
board could not agree to “sit idly by and allow an 
unfavorable and preclusive transaction to occur 
that its own actions have brought about.” 81    The 

Vice Chancellor went on to say that “it is impor-
tant that [the board] negotiate with care and retain 
sufficient flexibility to ensure that the stockholders 
are not unfairly coerced into accepting a less than 
optimal exchange for their shares.” 82    

 While Section 203 was not at issue in  ACE , it 
has been suggested that the court’s concerns about 
retaining the board’s flexibility to terminate a 
merger agreement when the voting agreements guar-
anteed the deal’s approval absent such termination 
“would appear to apply to the grant of a Section 
203 waiver with respect to a lockup-arrangement 
with a significant stockholder,” 83    and that the case 
suggests that courts “will closely review 203 waivers 
in all contexts.” 84    

 If   ACE  stands for that proposition, then unwind-
ing  Omnicare  will accomplish little— ACE  will put 
the courts right back in the business of putting 
Section 203 waivers under the  Unocal  microscope. 
However, if  one looks closely at the  ACE  decision, 
it appears that the critical issue in that decision was 
the manner in which the voting agreements and the 
merger agreement were linked:  

 The parties could have unconditionally commit-
ted themselves to the deal, but they didn’t. Instead, 
they agreed to vote for the transaction, but  only  
if  the board did not terminate the merger agree-
ment. Their commitments were directly linked to 
the board’s continued support of the deal, and only 
action by the board could release them from their 
obligations. 85    

 Thus, the shareholders were continuing to look 
to the board to exercise its fiduciary duties on their 
behalf. If  the merger agreement’s “superior pro-
posal out” was rendered illusory by the no-shop 
clause agreed to by the board, then these sharehold-
ers had been misled into thinking that their fiducia-
ries would be able to discharge their responsibilities 
to them. 86    

 Viewed from that perspective, the fundamental 
problem with the deal protections at issue in  ACE  
was the potentially misleading nature of the board’s 
conduct—in other words, the board’s presumed 
lack of candor in dealing with the shareholders who 
signed the voting agreements. Thus, the response to 
the concerns expressed in  ACE  is that under these 
circumstances, the business judgment rule would 
not apply to the board in any case, since it does 
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not shield fiduciaries from liability for failing to 
deal candidly with shareholders. 87    Since Delaware 
courts have long held that type of director mis-
conduct is not protected by the business judgment 
rule, it appears that this is yet another area in which 
the abusive behavior about which the court is con-
cerned can be addressed without the need to invoke 
 Unocal   . 

 Beyond that, however, there is no reason to con-
clude that because the board’s decision to grant a 
Section 203 waiver or to agree to a force the vote 
clause will be evaluated under the business judg-
ment rule, other deal protection measures will 
be inoculated against challenge under  Unocal . 
Similarly, the fact that the board has exercised its 
statutory powers need not preclude a court from 
considering other contractual restrictions in light 
of the exercise of those powers. If  other contractual 
provisions agreed to unilaterally by the board, when 
viewed in light of the board’s decisions to exercise 
its statutory authority are appropriately regarded 
as being defensive in nature, there appears to be no 
reason to exempt those contractual arrangements 
from  Unocal  review. Ironically, that is a point of 
view that this article shares in common with the 
 Omnicare  court. 88    

 However, where this position parts company with 
 Omnicare  is when the only actions that might be 
regarded as objectionable under a  Unocal  standard 
of review are those taken by the board pursuant 
to the exercise of a statutory prerogative, whether 
taken unilaterally or in conjunction with share-
holders’ actions with respect to their own property. 
In those instances,  Unocal  would not be invoked, 
because there is simply no doctrinal basis for it to 
apply to actions of this type. In some situations, 
such as that involved in  Omnicare , the combina-
tion of shareholder voting agreements, the board’s 
waiver of Section 203, and its agreement to a force 
the vote clause may effectively make the outcome 
of the transaction a foregone conclusion; but that 
does not mean that courts should have a license to 
ignore established precedent and stand the  Unocal  
doctrine on its head in order to apply it to these 
arrangements.  

 A Word About Revlon 

 For purposes of clarity, it should be noted that 
this article does not suggest that the business 

judgment standard of review for the board’s exer-
cise of  statutory prerogatives would extend to 
situations in which the board was subject to an obli-
gation to act to maximize immediate shareholder 
value under the doctrine announced in Revlon  v. 
MacAndrews & Forbes . 89    As has been cogently 
argued in recent years, there are generally compel-
ling reasons to believe that it is inappropriate to 
view  Unocal  and  Revlon  as setting forth separate 
standards of director conduct. Instead, it is usually 
better to consider  Revlon’s  requirements to be a par-
ticularized application of  Unocal’s  reasonableness 
standard. 90    However, unlike  Unocal , which focuses 
on defensive measures, in the limited circumstances 
in which  Revlon  applies, it encompasses the entire 
ambit of board actions, including decisions to 
enter into merger agreements involving a change 
in control. 91    When  Revlon  duties apply, the board 
no longer faces “threats” to the corporate policy or 
effectiveness cognizable under  Unocal . Instead, the 
board’s role shifts from the “defenders of the cor-
porate bastion to auctioneers charged with getting 
the best price for the stockholders at a sale of the 
company.” 92    Because of the breadth of the doctrine 
in situations in which it applies, it seems inappro-
priate to conclude that the deference to statutory 
prerogatives will apply in situation where the board 
is subject to  Revlon  duties. 

 Force the Vote Clauses   

 While no case prior to  Omnicare  directly addressed 
the standard of review that should apply to a board’s 
decision to agree to a force the vote clause, there 
appears to be no reason to differentiate between 
that decision and the decision to grant a waiver of 
Section 203. In both cases, the board is acting pur-
suant to a statutory grant of authority, and it seems 
likely that alternative legal doctrines provide ample 
protection against abuses of this authority without 
the need to invoke  Unocal . 93    

 Conclusion 

 The Delaware judiciary’s efforts to settle on 
a standard of review for deal protections that 
culminated in the  Omnicare  decision has left the 
law in this area in a state of disarray. That mat-
ters, because, as the  Omnicare  court noted, 94    these 
issues involve what former Delaware Supreme 
Court Chief Justice Norman Veasey has called “the 
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defining tension” in corporate governance—“the 
tension between deference to directors’ decisions 
and the scope of judicial review.” 95    Courts’ efforts 
to flesh out doctrinal limits in this area frequently 
are made more difficult by Delaware’s reluctance to 
address some of the key issues in its statute. 96    

 There can be no doubt that this statutory silence 
exists with respect to the board’s role in responding 
to unsolicited tender offers, but the irony of the 
deal protection cases is that the Delaware statute 
has quite a bit to say on the board’s authority in 
the context of negotiated mergers. The fundamen-
tal problem with Delaware’s deal protection cases 
stems from judicial efforts to resolve these cases 
entirely by reference to legal doctrines developed 
in the statutory vacuum surrounding unsolicited 
tender offers. Because the policy issues in board 
responses to unsolicited tender offers are frequently 
quite different than those surrounding decisions 
to protect a negotiated deal, these doctrines have 
not traveled well—and the situation has been made 
worse by courts’ failure to recognize that the statute 
has spoken on some of the important issues in this 
area. 

 Appropriate deference to the board’s statutory 
prerogatives will not fundamentally alter the deal 
protection landscape. It will not inoculate contrac-
tual defenses agreed to unilaterally by the board 
from characterization as deal protections subject to 
 Unocal , nor will it affect the board’s obligations in 
situations in which  Revlon  applies. It will, however, 
address some of the most troubling aspects of the 
 Omnicare  decision, and will go a long way toward 
restoring the doctrinal integrity of the  Unocal  stan-
dard .  In turn, that will provide substantial assistance 
to corporate dealmakers and their advisors in their 
efforts to comply with Delaware’s requirements.  
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SEC ENFORCEMENT

 Insider Trading and “Big Boy” Letters 
 By David Becker and Shawn J. Chen 

  With the recent uptick in insider trading investi-
gations being conducted by the SEC has also come 
an increased awareness of a previously obscure trad-
ing practice: the use of so-called “Big Boy” letters 
by sophisticated (generally institutional) investors. 1    
Big Boy letters were originally designed to address 
the situation where a trader possesses material non-
public information about a company that cannot 
be disclosed, but nonetheless wishes to trade in that 
company’s securities. The Big Boy letter allows the 
trader and his counterparty to acknowledge that 
information disparity and then, assuming the coun-
terparty agrees to waive any claim of detrimental 
reliance, proceed with the trade.  

 While the exact language used in Big Boy letters 
may vary, the basic concept remains the same: The 
counterparty signing the letter represents that it 
is financially sophisticated and acknowledges that 
the trader has (or may have) material non-public 
information of which the counterparty is unaware. 
The counterparty states that it nonetheless wishes 
to proceed with the transaction— i.e. , “I’m a big 
boy”—and provides a blanket waiver of any poten-
tial cause of action under the securities laws or 
waives any factual claim of detrimental reliance on 
the non-disclosure, or both.  

 Afterwards, should the counterparty bring a 
private lawsuit for securities fraud, claiming to be 
the victim of insider trading, the trader can present 
the Big Boy letter to argue that (1) any such cause 
of action has been waived, (2) there was no reason-
able reliance, or (3) there was no deception of the 
counterparty. Each of these arguments has met in 
the courts with differing success.  

 The first argument, though seemingly ironclad, 
is perhaps the least viable. In cases where the coun-
terparty has signed a blanket waiver of all legal 
claims, that waiver might be deemed invalid under 
Section 29(a) of the Securities Exchange Act. That 
provision reads: “Any condition, stipulation, or 
provision binding any person to waive compliance 

with any provision of [the Exchange Act] or of any 
rule or regulation thereunder . . . shall be void.”  See  
15 USC § 78cc(a). In other words, Section 29(a) 
prohibits the parties, as a matter of public policy, 
from relinquishing their rights under the federal 
securities laws.  SeeAES Corp. v. Dow Chemical Co. , 
325 F.3d 174, 181 (3d Cir. 2003).  

 More promising is the argument that, as a factual 
matter, a Big Boy letter critically undermines the 
counterparty’s ability to prove detrimental reli-
ance. Since reasonable reliance by the plaintiff  is an 
essential element of a private cause of action under 
Section 10(b),  see Basic Inc. v. Levinson , 485 US 224, 
243 (1988), a written representation of non-reliance 
as contained in a Big Boy letter would be compelling 
evidence for the defense. In  AES , the Third Circuit 
focused on the element of “reasonable reliance” and 
held that non-reliance language in a merger agree-
ment should be considered substantial evidence on 
that point and would, in some cases, justify sum-
mary judgment.  AES Corp. , 325 F.3d at 181.  

 Lastly, there is the argument that the trader’s 
documented “quasi-disclosure”—that he possesses 
material non-public information that cannot be 
shared with the counterparty—shows that the coun-
terparty had no reasonable expectation of infor-
mation parity. In  McCormick v. Fund American 
Companies, Inc. , 26 F.3d 869, 879-80 (9th Cir. 
1994), and  Jensen v. Kimble , 1 F.3d 1073, 1078 (10th 
Cir. 1993), the Ninth and Tenth Circuits adopted 
this argument and evaluated whether the alleged 
misconduct was even “manipulative or deceptive” 
in the first place. In both instances, the Court of 
Appeals assumed that there was a fiduciary duty 
to disclose, but held that, since the non-disclosing 
party had explicitly informed the counterparty of 
its failure to do so, those omissions could not be 
considered manipulative or deceptive. As the Court 
in  McCormick  summarized, “since the plaintiff  
‘knew what he didn’t know,’ there was nothing mis-
leading in the omission.” 26 F.3d at 880. 2   

  The issues become thornier, however, in the con-
text of an SEC enforcement action—and whether 
the same arguments prevail may turn on the partic-
ular legal theory applied. Unlike a private litigant, 
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the SEC is not required to prove reliance or dam-
ages.  See, e.g. ,  SEC v. Rana Research, Inc. , 8 F.3d 
1358, 1364 (9th Cir. 1993) (citing cases). Therefore, 
the reliance argument under  AES  is unlikely to 
prevail.  

 With respect to the “lack of deception” argument, 
there seem to be two different possibilities. In cases 
brought under the “classical” theory of insider trad-
ing, the insider owes a fiduciary duty directly to his 
trading counterparty. Therefore, it may be possible 
to argue, under  McCormick  and  Jensen , that the 
acknowledgments contained in a Big Boy letter are 
sufficient to satisfy the insider’s disclosure obliga-
tions and, thus, no deception has occurred.  

 In cases brought under the “misappropriation” 
theory, however, the alleged violation is premised 
on a deception against the source of the informa-
tion, not against the trader’s counterparty. In other 
words, the trader owes a duty of trust or confidence 
to the source of his inside information, and he 
breaches that duty when he deceptively misuses that 
information to engage in a self-interested securities 
transaction.  SeeUnited States v. O’Hagan , 521 US 
642, 656 (1997) (stating that, under “misappropria-
tion” theory, “the person or entity defrauded is not 
the other party to the trade, but is, instead, the 
source of the nonpublic information”). That decep-
tion would not seem to be redressed by a Big Boy 
letter signed by the trader’s counterparty. 3   

  Not surprisingly, senior officials with the SEC 
staff  have adopted that analysis and asserted that 
Big Boy letters are no defense to an SEC enforce-
ment action. 4    Yet following that logic would also 
mean that  any  trader in  any  misappropriation 
case—even one who provided complete disclosure 
of all non-public information to his or her coun-
terparty—could theoretically be held liable based 
on the continued unremedied deception against 
the source of the information. The point is cer-
tainly debatable: it is unclear whether Section 10(b) 
can fairly be read to vindicate a federal interest 
in preventing sources of information from being 
deceived, where the trader obtains no informational 

advantage in a private securities transaction as a 
result.  

 While the statements of individual staff  mem-
bers do not necessarily represent the views of the 
Commissioners or the official position of the SEC, 
these comments are noteworthy, since the staff  
has considerable discretion over the initiation and 
direction of enforcement investigations. It remains 
to be seen whether these comments are purely aca-
demic or presage a new direction for insider trading 
enforcement.  
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1.   See, e.g. ,  SEC v. Barclays Bank PLC , SEC Litigation 
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litreleases/2007/lr20132.htm.  See generally  Jenny Anderson, 
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 Are Your Bylaws Ready for E-Proxy? 
 By John D. Tishler and Carrie H. Darling 

 Since 1995, the SEC has permitted electronic 
delivery of proxy materials provided that the stock-
holder has affirmatively consented in advance to 
electronic delivery. Following the SEC’s interpreta-
tive guidance on this topic, many companies have 
attempted to solicit from their stockholders affir-
mative consents to electronic delivery. Common 
reasons include saving printing and mailing costs, 
reducing the environmental impact of paper deliv-
ery, and demonstrating technology savvy. The 
requirement for advance affirmative consent has 
however inherently limited the benefits which can 
be derived from electronic delivery. 

 In January 2007, the SEC adopted new rules to 
permit Internet delivery of proxy materials without 
advance affirmative consent. In July 2007, the SEC 
adopted further rules which combined the volun-
tary provisions of  the January 2007 rules with a 
mandatory Internet availability requirement. The 
new rules, commonly referred to as the “e-proxy 
rules,” apply to issuers, and to intermediaries who 
furnish proxy materials to beneficial owners of 
shares held in street name. The mandatory portion 
of  the e-proxy rules became effective January 1, 
2008 for large accelerated filers (other than reg-
istered investment companies), and will become 
effective January 1, 2009 for other issuers. Large 
accelerated filers, as well as other companies that 
wish to take advantage of the e-proxy rules this 
year, should make certain that the procedures they 
choose are in accordance with their bylaws. Our 
experience suggests that most companies will find 
that their bylaws do not affirmatively restrict their 
e-proxy choices, but many will nonetheless find that 
their bylaws can be improved to comport better with 
their actual corporate communication practices. 

 E-Proxy Framework 

 The e-proxy rules are structured via what the SEC 
calls a “notice and access model.” The notice and 

access model allows companies a choice between 
two delivery methods: 

  Full Set Delivery —providing stockholders with a 
full set of paper copies of the proxy materials, post-
ing the same on the issuer’s web site, and including 
a Notice of Internet Availability of Proxy Materials 
with the paper copies. 

  Notice Only —posting proxy materials on the issu-
er’s web site, and mailing only a Notice of Internet 
Availability of Proxy Materials. Under the notice 
only method, paper copies are not delivered unless a 
stockholder affirmatively requests paper copies. 

 Companies need not choose one method exclu-
sively, and may use full set delivery for some stock-
holders, and notice only for others. Companies may 
also continue to use the SEC’s existing guidance 
concerning delivery of proxy materials by electronic 
delivery with advance affirmative consent. 

 The e-proxy rules also facilitate electronic voting 
by permitting the notice to specify an electronic vot-
ing platform. 1    

 E-Proxy and Bylaws 

 The good news for most issuers is that comply-
ing with the mandatory portions of  the e-proxy 
rules will not likely require changes to the bylaws. 
Most bylaws govern the manner of  delivery of 
notices of  stockholder meetings, and not the 
manner of  delivery of  proxy materials. Since both 
methods of  notice and access compliance involve 
mailing a notice to stockholders, compliance with 
the notice provisions set forth in the bylaws will 
generally be satisfied in the same fashion as it has 
in the past. 2    

 Even if  a company decides to use e-proxy imple-
mentation to take advantage of  the ability to 
secure advance affirmative consent for electronic 
only delivery, amendment of  the bylaws is prob-
ably not required. In July 2000, amendments to 
the Delaware General Corporation Law (DGCL) 
facilitating electronic communications became 
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Sheppard, Mullin, Richter & Hampton LLP in Del Mar Heights. 
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Group of Sheppard, Mullin, Richter & Hampton LLP in Del 
Mar Heights.
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effective. 3    These were commonly referred to as 
the “Technology Amendments.” The Technology 
Amendments allowed for electronic delivery of 
notices of  stockholder meetings and any other 
notices required by the DGCL, a corporation’s cer-
tificate of  incorporation or its bylaws, provided the 
stockholder has consented to such delivery. Section 
232 of the DGCL states that notice of  a stock-
holder meeting is effective if  given by a form of 
electronic transmission consented to by the stock-
holder to whom the notice is given. This is similar 
to the SEC’s interpretive position on advance affir-
mative consent. 4    

 The e-proxy rules also support (but do not 
require) use of  electronic means of  executing prox-
ies. Section 212 of  the DGCL, as amended by the 
Technology Amendments, permits a proxy to be 
given by telegram, cablegram or other form of 
electronic transmission provided that such trans-
mission either sets forth or is submitted with 
information from which it can be determined 
that the proxy was authorized by the stockholder. 
Accordingly, electronic means of  executing proxies 
may not require any amendment to a corporation’s 
bylaws.  

 The situation may be different for an annual 
report to stockholders. The DGCL does not require 
the delivery of an annual report to stockhold-
ers, and accordingly there are no provisions in 
the DGCL expressly authorizing delivery of such 
report by electronic transmission. Although there is 
no statutory requirement, many public companies 
do have bylaws that require delivery of an annual 
report to stockholders. These provisions were often 
included due to requirements imposed by the major 
stock exchanges for delivery of annual reports to 
stockholders. Both the NYSE and Nasdaq have 
recently amended their rules to permit annual 
report delivery to be satisfied through Internet 
posting. 5    However, bylaw provisions corresponding 
to the old rules may still survive, and may require 
mailing of the annual report. Amendment of such a 
provision may be necessary in order to take advan-
tage of the notice only method of delivery of proxy 
materials. 6    

 Even where the Technology Amendments 
clearly permit a form of  electronic transmission, 
there may be interpretive concerns with use of  an 
electronic access method permitted by the e-proxy 
rules, where the bylaws expressly require a  physical 

means of  delivery. While bylaws may be found 
void where they unreasonably limit a right given in 
the DGCL, a bylaw that places reasonable restric-
tions on a broader statutory right may be upheld. 
A company which chooses to take advantage 
of  any of  the voluntary flexibility permitted by 
e-proxy rules would be well-advised to make cer-
tain that its bylaws do not expressly prohibit the 
actions contemplated, or expressly require actions 
that are not performed in reliance on e-proxy 
flexibility. In such circumstances, it is not clear 
that the Technology Amendments will protect the 
validity of  the corporate action. Inconsistencies 
may make it difficult to obtain an unqualified 
legal opinion as to the validity of  certain corpo-
rate actions. Bylaws may generally be amended by 
board action, so correction of  inconsistencies is 
not difficult. 7    

 Moreover, the bylaws can be a useful roadmap 
for planning and conducting stockholder meet-
ings. When they are kept current with statutory 
updates, the corporate secretary’s office may use 
them to plan for the proxy season and stockholder 
meetings without the need to reference separately 
the DGCL. Planning is more difficult and cumber-
some, and procedural errors become more likely, 
when the bylaws are missing some of the require-
ments of  the DGCL, are inconsistent with the 
DGCL, have provisions located under seemingly 
inapplicable section headings, or otherwise do not 
reflect the actual means by which a corporation is 
governing itself. 

 We therefore believe the SEC’s adoption of the 
e-proxy rules presents a good opportunity for com-
panies to review all of their corporate governance 
communication practices, and ensure (1) such prac-
tices conform to all applicable laws and rules; and 
(2) that the bylaws conform to such practices. For 
example, many companies provide notices of board 
meetings by e-mail (which is permissible under the 
DGCL), but we frequently find that the enumerated 
means of giving notice stated in older bylaws do not 
include e-mail.  

 Examples of areas that may be reviewed, updated 
and improved in a communications review of 
bylaws include the following: 

•    All of the DGCL provisions relating to notices 
of stockholder meetings of stockholders can be 
relocated to a single section.   



The Corporate Governance Advisor 30 March/April 2008

•   Provisions governing the electronic availability 
of stockholder lists may be provided, includ-
ing express protection of the privacy of e-mail 
addresses.  

•   Express language permitting a stockholder meet-
ing without physical location may be added.  

•   Express language permitting participation in 
stockholder meetings by remote communication 
may be added.  

•   Express rules permitting ballot (as opposed to 
proxy) voting by electronic transmission may be 
added.   

 Various provisions stating the means of permissi-
ble communications, which may currently be inter-
nally inconsistent or not in full accordance with the 
definition of “electronic transmission” contained 
in the DGCL, can be harmonized and expanded to 
permit electronic communications in areas such as 
notices of board meetings, waivers of notice of or 
consent to board meetings, written consents in lieu 
of board meetings, notices of resignation by a direc-
tor, and notices of resignation by an officer. 

 Conclusion 

 For most companies, e-proxy rules will not man-
date an amendment to the bylaws. However, the 
e-proxy rules present an opportunity to take a fresh 
look at processes of corporate communications 
with stockholders and other corporate constituen-
cies. It is not uncommon to find that bylaws, par-
ticularly older bylaws, no longer conform to the 
manner in which the company conducts itself  or 
wishes to conduct itself. In the best case, the lack 
of conformity is an issue only of optics. In the 
worst case, it may call into question the validity of 
certain corporate actions, leading to unnecessary 
difficulty obtaining legal opinions, or even litigation 
challenging corporate decisions. For these reasons, 

we recommend companies take the opportunity to 
review their bylaws with fresh eyes during the 2008 
“e-proxy” season.  

 Notes 
1.  The issuer must establish and indicate in the notice a 
method of executing proxies. Permissible methods include an 
Internet voting platform, a toll-free telephone number, or a 
printable or downloadable proxy card from the issuer’s web 
site. If  a telephone number is used, the number itself  cannot be 
included on the notice card. 

2.  The e-proxy rules limit the content of the Notice of 
Internet Availability of Proxy Materials, but expressly permit 
information required to be included in a notice of a stockhold-
ers meeting under state law. 

3.  This article discusses only Delaware corporations. Many 
other state corporation codes have been updated to reflect 
electronic means of communications, and many of the areas of 
inquiry discussed in this article will also apply to bylaws of cor-
porations organized in other jurisdictions. Of course, the laws 
of the particular state of incorporation need to be reviewed in 
accordance with any review of the bylaws. 

4.  The SEC’s interpretative releases permitting electronic 
delivery upon advance affirmative consent require evidence of 
actual delivery of a document. Such evidence is not required 
under Section 232 of the DGCL. 

5.  The NYSE and Nasdaq rules require a company that will 
rely on Internet posting to issue a press release stating that its 
annual report is available on the company’s website and includ-
ing its website address. Consistent with the e-proxy rules, an 
NYSE or Nasdaq listed issuer must provide a hard copy free 
of charge upon request. 

6.  California corporations, as well as foreign corporations 
whose principal executive offices are located in California, 
or which regularly hold board meetings in California, may 
not be able to use the notice only method under current 
California law. California Corporations Code § 1501 requires 
such companies to delivery an annual report, and the permis-
sible means of  electronic delivery require advance consent as 
a precondition. Until Section 1501 is amended to conform to 
the e-proxy notice and access model, a corporation subject 
to Section 1501 should plan to use full set delivery for stock-
holders of  record, and may also need to use full set delivery 
for street name holders.  

7.  A Form 8-K is required within four business days of any 
amendment to the bylaws. See Item 5.03. 
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