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NORMAL GOVERNANCE: THE
DUTY OF CARE

7.1 INTRODUCTION TO THE Durty OF CARE

The shareholders’ right to elect directors is not the law’s only strategy for
corporate governance. Fiduciary standards also play a role in normal gover-
nance, just as they do in agency and partnership law.! The duties of a fidu-
ciary are essentially three. The first and most basic, sometimes called the
“duty of obedience.” This duty plays a significant role in agency law but is
not prominent in corporate law. Corporate directors’ fiduciary duties gener-
ally fall into two principle categories. These are the judicially created duties
of loyalty and care (or attention). The duty of loyalty (which we address in
Chapter 8) requires that corporate fiduciaries exercise their authority in a
good-faith attempt to advance corporate purposes. In particular, it bars cor-
porate officers and directors from competing with the corporation (without
informed consent); from misappropriating its property, information, or busi-
ness opportunities; and especially from transacting business with it on unfair
terms. These requirements account for much of the mandatory content of
US. corporate law.

By contrast, the duty of care reaches every aspect of an officer’s or direc-
tor’s conduct, since, in its classic formulation, it requires these parties to act
with “the care of an ordinarily prudent person in the same or similar circum-
stances.” Despite its sweeping scope, however, the duty of care is litigated
much less than the duty of loyalty, primarily because the law insulates offi-
cers and directors from liability based on negligence (as opposed to knowing

L. As we noted in Chapter 1, examples of fiduciary relationships in the law include the

felationship between a trustee and cestui que trust @i.€., the beneficiary), between a guardian
and her ward, and between an executor and the estate. These relationships may be regarded as
classical or pure fiduciary relationships because they involve both the. exer§ise of legal power
by one over property that he or she does not equitably own and relationships of dependency.
For example, the settlor of a trust may well be dead and the beneficiary may be not legally of
g€ or may be incompetent when the opportunity to misbehave presents itself to fhc trustee,
In the case of a decedent’s estate, those legally entitled to succeed to th.c dec.cdent s property
My not even know they are beneficiaries of 4 will. Another class of relationships that have tra-
ditionally been treated as fiduciary in character may not have the same degree of depcnfjenlc)',
but they still present the same condition of trust. These relationships mcludg the agent's rela-
Ii()nship with his principal, the relationship between partners, and the relationship between

directors .
irectors and the corporation.
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misconduct) in order to avoid inducing risk-averse management of the firm.
In this Chapter, we address both the duty of care and the insulating law that
mitigates its effects on directors and officers. First, however, we offer a brief
excursus on the evolution of fiduciary duties at common law.

~.2 THe Dury oF CARE AND THE NEED TO MITIGATE
DIRECTOR RISK AVERSION

From the beginnings of Anglo-American corporate law, courts have maintained
that a corporate director must do more than pursue the corporation’s inter-
ests in good faith; a director also has the duty to act as a reasonable person
would in overseeing the company’s operations.

An English Court of Chancery case decided in 1742 evidences the foun-
dational nature of the duty of care. The report relates that the King chartered
the Charitable Company in the early eighteenth century as a stock company,
“to assist poor persons with sums of money by way of loans, and to prevent
their falling into the hands of pawnbrokers, &c.”? It appears that the chief
administrative officer of the corporation, with two confederates, soon began
to defraud the company by “lending [] more money upon old pledges, with-
out calling in the first sum lent.” “The loss which ensued from this mismanage
ment [was] prodigious . . . not less than 350,000 [pounds].” The liability of
those actively engaged in the fraud was easily established by the Lord Chan-
cellor. The more subtle question concerned the possible liability of the “com-
mittee-men” (directors), who had not participated in the wrongs, but whose
inattention had permitted them to occur. As to them, the Lord Chancellof
held that “by accepting of a trust of this sort a person is obligated to execute
it with fidelity and reasonable diligence; and it is no excuse to say that they
hacl no benefit from it. . . ."* Although we do not know if the directors Werc
forced to pay damages, we do know that the Chancellor appointed a mastet
to dct.crmme whether they had acted with reasonable diligence. This much
establishes that a director’s duty of “reasonable diligence™ has been a feature
of corporate law for a long time.*
the A‘:?g;:g:fii:f Ilszrifl:rr’(?mly txpr)us t'his husi'c obligation? Accordin‘g tz
corporate dircc;or ()r‘()fflilcc s_(AI,I 5)' Principles ‘ot Corporate ( }(‘)vcrn?zmc‘e(,l)
i1 go0od fith, (25 11 2t sr 151r’eqmrcd to perform his or her flln(‘tl()f.lb e
best interests of the co oraetl'- tld.t he or sh'c reasonably helicves (0 be 1t iy
dent person would reagl())nabllon’ and (3) with the care that an ()rcllnflr_lly Y

y be expected to exercise in a like position an

2. The Charitable Company v,
(1742), T

3. 1d., 26 Eng. Reps. at 645.

4. S; O 4 y . '
e :,;‘zt(.%gs(c);)-dgoldf‘ Branch Bank, 11 Ala. 191 (1847); Hodges . New Englﬂ”d Screv
isnot a C;l;sc in Whid; a(llte.s, l’-)’?rcsgy;aj 251 U.8.524 (1920) (Holmes, i.), It is notable that Sutt'o”

0s$ resulted from a board decision; rather, it was a neglect of attentio®

case. The cases of inattenti
as s ion, rather than poor i . i i 5 I
ditionally find directors liable for breach (l)tf’glfri“dgmtﬂl e the cancs i which one 92

Sutton, 2 Atk. 400, 406 (Ch. 1742), 26 Eng. RepS: 642
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under similar circumstances.’ The core of this standard is the level of care that
we expect would be exercised by an ordinarily prudent person. This formu-
lation appears to make the duty of care into a negligence rule like any other
negligence rule in tort law. However, the duty of care is not just another neg-
ligence rule. As we discuss below, there is an important policy reason why a
business loss cannot be analogized to a traffic accident or a slip on a banana
peel. The reason, bluntly stated, is that corporate directors and officers invest
other people’s money. They bear the full costs of any personal liability, but
they receive only a small fraction of the gains from a risky decision. Liability
under a negligence standard therefore would predictably discourage officers
and directors from undertaking valuable but risky projects.

Consider the following excerpt from a Delaware Court of Chancery
opinion.

GAGLIARDI v. TRIFOODS INTERNATIONAL, INC.
683 A.2d 1049 (Del. Ch. 1996)

AuEn, C.:
Currently before the Court is a motion to dismiss a shareholders action
against the directors of TriFoods International, Inc. . . . In broadest terms

the motion raises the question, what must a shareholder plead in order to
state a derivative claim to recover corporate losses allegedly sustain[ed]
by reason of “mismanagement” unaffected by directly conflicting financial
mterests? . . .

I start with what I take to be an elementary precept of corporation law:
in the absence of facts showing self-dealing or improper motive, a corporate
officer or director is not legally responsible to the corporation for losses that
may be suffered as a result of a decision that an officer made or that direc-
tors authorized in good faith. There is a theoretical exception to this general
statement that holds that some decisions may be so “egregious” that liability
for losses they cause may follow even in the absence of proof of conﬂilct of
interest or improper motivation. The exception, h(‘)yvevcr, ha§ resulteq in no
fiwards of money judgments against corporate officers or directors in this
Jurisdiction. . . .

The rule could rationally be no different. Shareholders can diversify

the risks of their corporate investments. Thus, it is in their economic inter-
all positive net present value

€St for the corporation to accept in rank order ) : . vau
vestment projects available to the corporation, starting with the %11gthst risk
adjusted rate of return first. Shareholders don’t want (or shouldn’t rationally

Wwant) directors to be risk averse. . . .

5. See ALL Principles of Corporate Governance §4.01 (1994). See also B‘M'BC{\ §18~)3(1)~ o
0. As of 2003, forty jurisdictions required that a corporate director discharge the duties

of that office in good faith and with a stated standard of care, 'uspzllly .phras?(’l m‘ tcrnl]s o% t]u
<are that an ordinarily prudent person would exercise under 5111}ll:1r CIrCl‘lfﬂst.ll.]‘L.L:S. I nrt’) -h\)(
of these jurisdicti()ns‘;llso expressly required that a director perform th.c.sc (?lltlcs in a4 manner
that she reasonably believes to be in the best interests of the corporation. Sc¢ RMBCA. §8.30,

WR178 (2005).
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[But] directors of public companies typically have a very small propor-
tionate ownership interest in their corporations and little or no incentive com-
pensation. Thus, they enjoy (as residual owners) only a very small proportion
of any “upside” gains earned by the corporation on risky investment projects.
If, however, corporate directors were to be found liable for a corporate loss
from a risky project on the ground that the investment was too risky (fool-
ishly risky! stupidly risky! egregiously risky! —you supply the adverb), their
liability would be joint and several for the whole loss (with I suppose a right
of contribution). Given the scale of operation of modern public corporations,

.. only a very small probability of director liability based on “negligence,’
“ipattention,” “waste,” etc., could induce a board to avoid authorizing risky
investment projects to any extent! Obviously, it is in the shareholders’ eco-
nomic interest to offer sufficient protection to directors from liability for neg-
ligence, etc., to allow directors to conclude that, as a practical matter, there is
no risk that, if they act in good faith and meet minimal proceduralist standards
of attention, they can face liability as a result of a business loss.

The law protects shareholder investment interests against the uneco
nomic consequences that the presence of such second-guessing risk would
have on director action and shareholder wealth in a number of ways. It autho-
rizes corporations to pay for director and officer liability insurance and autho-
rizes corporate indemnification in a broad range of cases, for example. But the
first protection against a threat of sub-optimal risk acceptance is the so-called
business judgment rule. That “rule” in effect provides that where a director
is independent and disinterested, there can be no liability for corporate loss,
unlgss Fhe facts are such that no person could possibly authorize such a trans
action if he or she were attempting in good faith to meet their duty. . . .”

As Gagliardi states, the law protects corporate officers and directoss
from llabll}ty .for breach of the duty of care in many ways, some statutory
aqd some judicial. First, the statutory law authorizes COI‘pOI‘;ltiOI‘IS to inden
nify the expe:nses (including in some cases the judgment costs) incurred by
cs)fﬁccrs OE) directors who are sued by reason of their corporate activities.

Cuﬁrc Eagse liacl,)'clp §}4§. Sec‘ond, thc'stat.utory law authorizes corporations ©
Eover el 111?’ insurance for their directors and officers, which may eve?
long evolviél:hz th:(:tare-not subject to indemnification. Third, courts have
P Anlc)i M ;Ctlot? ij the so-c:allcd business judgment rule, a5 we
bosinose judgﬁlent mle, when in 1985 it was seen that the protection of tt}e
— was not as far reaching as had been thought,” 168

¢ country followed Delaware’s lead by specifically authorz

lnxi:gg ﬁzél:llziniis to waive C!irector (and sometimes officer) liability for acts o
gross negligence. We discuss these statutes, such as DGCL
§102(b)(7), below. (RS

7. The case of Smi
ith v.Va . i,
tion. n Gorkom, discussed below, was the occasion for this realizd
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These provisions pose an interesting question: Why do corporations pur-
chase insurance for directors and officers rather than raising salaries and board
fees and then allowing directors and officers to take the money and purchase
insurance on their own accounts? We suppose, as in many aspects of this
field, the answer lies in the transaction costs of contracting and in other insti-
tutional details of the environment in which this contracting occurs. While
we do not claim to know the answer, we offer here some possibilities. First,
D&O (directors and officers) insurance might be cheaper if the company acts
as a central bargaining agent for all of its officers and directors. Second, and
related, uniformity may have value in that it standardizes directors’ individ-
ual risk profiles in decision making, and avoids potentially negative signaling
that would arise from directors having different levels of coverage. Third,
tax law may favor firm-wide insurance coverage, since D&QO insurance is a
deductible expense for corporations. Or fourth, directors may under-invest in
D&O insurance if left to themselves, because shareholders also benefit from
D&O insurance. In early 2005, directors of WorldCom and Enron made head-
lines by paying out of their own pockets to settle shareholder lawsuits aris-
ing under federal securities laws. At WorldCom, the independent directors
agreed to pay $18 million (20 percent of their collective net worth) toward
a 854 million settlement for their role in WorldCom’s $11 billion account-
ing fraud. At Enron, ten directors agreed to pay $13 million toward a $168
million settlement for their role in Enron’s fraudulent accounting practices
(but had collectively made $250 million (pre-tax) on the sale of their Enron
shares). The natural question arises: Where was the D&O insurance? Most
academic commentators and practitioners agree that out-of-pocket liability
arose in these two cases due to a “perfect storm”set of facts: Both companies
were bankrupt and so could not indemnify the directors; both compani'es
had well-documented paper trails of director inattention and inaction; activ-
ist pension funds such as the New York State retirement fund were intent
on making examples out of these two companies, which wc?re the largest
(WorldCom) and second-largest (Enron) bankruptcies in U.S: history; and the
tnormous potential liabilities in both cases could have easily eﬂxceeded.the
companies’ D&O policies. Consistent with this “perfect storm” conclusion,
Professors Black, Chefffins, and Klausner report only one other case (Van
Gorkom) in which directors actually paid out-of-pocket for either damaggs
or legal expenses under U.S. securities law or corp()rat? law;” and even.thls
lCasc is not really an example of out-of-pocket liability, for reasons described
Delow.

7.4 JupiciaL Pro1cTion: THE BUSINESS JUDGMENT RuULE

acted to protect directors and officers from liability

Long bef; . ]
cfore legislatures ' i
cacl courts fashioned their own protection.

Ansing from breach of the duty of care,

9. Bernard S. Black., Brian R. Cheffins & Michael D. Klausner, Qutside Director Liability,

B San. 1. Rev. 1055 (2006).
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Over roughly the past 150 years, U.S. courts have evolved the so-called busi-
ness judgment rule.’ Because corporate law is state law, there is no canon-
ical statement of the “business judgment rule.” The core idea, however, is
universal: Courts should not second-guess good-faith decisions made by in-
dependent and disinterested directors. Put differently, the business judgment
rule means that courts will not decide (or allow a jury to decide) whether the
decisions of corporate boards are either substantively reasonable by the “rea-
sonable prudent person”test or sufficiently well informed by the same test. In
the following case, the shareholder plaintiffs had a pretty good argument that
the board’s decision was not “reasonably prudent.” Nevertheless, the court
refused to inquire whether an ordinarily prudent person would have made
this same decision.

KAMIN v. AMERICAN EXPRESS CO.
54 A.D.2d 654 (N.Y. 1976)

GREENFIELD, J.:

In this stockholders’ derivative action, the individual defendants, who
are the directors of the American Express Company, move for an order dis-
migsing the complaint for failure to state a cause of action . . . and alter-
natively, for summary judgment. . . . The complaint is brought derivatively
by two minority stockholders of the American Express Company, asking for
a.declaration that a certain dividend in kind is a waste of corporate assets,
dlr?cting the defendants not to proceed with the distribution, or, in the alter-
natlye, for moqetary damages. . . . It is the defendants’ contention that, con-
ceding everything in the complaint, no viable cause of action is made out.

. [TIhe complaint alleges that in 1972 American Express acquired for
investment 1,954,418 shares of common stock of Donaldson, Lufken and Jen-
rette, Inc. (hereafter DL)), a publicly traded corporation, at a cost of $29.9
mllllon. It. is further alleged that the current market Vafue of those shares
1s‘ap¥)r0x1mately $4.0 million. On July 28, 1975, it is alleged, the Board of
Dflrcctor(s1 of American Express declared a special dividend to all stockholders
glarirc:%" pursuant to which the shares of DLJ would be distributed in kind.
o ;1 ;;:(rg:.‘lf furtlllgr that'lf American Express were to sell the DLJ shares
offset against ;axzvb(l)u Sustain 2 capital loss of $25 million, which could be
e ¢ capital gains on other investments. Such a sale, they

8¢, would result in tax savings to the company of approximately $8 mik

lion, which would i ;
s ‘I.IOt be available in the case of the distribution of DLJ shares

plain:tgls ti)p glaerent th.at all the previously-mentioned allegations of the com

judgment in deé.lg.es“on of the exercise by the Board of Directors of busines
- . ) )

is paragraph 19, which alleges:etermme the legal sufficiency of the complaint

10. See generally S. Sam

Rev.93 (1979). uel Arsht, The Business Judgment Ruie Revisited, 8 Hofstra L
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All of the defendant Directors engaged in or acquiesced in or negligently per-
mitted the declaration and payment of the Dividend in violation of the fidu-
ciary duty owed by them to Amex to care for and preserve Amex’s assets in
the same manner as a man of average prudence would care for his own prop-
erty. . . .

[TThere is no claim of fraud or self-dealing, and no contention that
there was any bad faith or oppressive conduct. The law is quite clear as to
what is necessary to ground a claim for actionable wrongdoing. In actions
by stockholders, which assail the acts of their directors or trustees, courts
will not interfere unless the powers have been illegally or unconscientiously
executed; or unless it be made to appear that the acts were fraudulent or
collusive, and destructive of the rights of the stockholders. Mere errors of
judgment are not sufficient as grounds for equity interference, for the pow-
ers of those entrusted with corporate management are largely discretion-
ary. . . .
More specifically, the question of whether or not a dividend is to be
declared or a distribution of some kind should be made is exclusively a matter
of business judgment for the Board of Directors.

... Courts will not interfere with such discretion unless it be first made
to appear that the directors have acted or are about to act in bad faith and for
a dishonest purpose. It is for the directors to say . . . when and to what extent
dividends shall be declared. . . . The statute confers upon the directors this
power, and the minority stockholders are not in a position to question this
right, so long as the directors are acting in good faith. . . .

Thus, a complaint must be dismissed if all that is presented is a decision
to pay dividends rather than pursuing some other course of conduct . . . .
Courts have more than enough to do in adjudicating legal rights and devis-
ing remedies for wrongs. The directors’ room rather than the coum:oom ‘is
the appropriate forum for thrashing out purely business questions which will
have an impact on profits, market prices, competitive situations, or tax advan-
tages. . . .

It is not enough to allege, as plaintiffs do here, that the c.lir'e_ctors me}de
an imprudent decision, which did not capitalize on the possibility of using
4 potential capital loss to offset capital gains. More than imprudence or mis-
taken judgment must be shown. ) )

Nor does this appear to be a case in which a potentially valid cause
of action is inartfully stated. . . . The affidavits of the defendapts and the
exhibits annexed thereto demonstrate that the objections ra1§ed by the
Plaintiffs to the proposed dividend action were cal.'efully Con51de'red and
Unanimously rejected by the Board at a special meeting called prec1sely for
that purpose at the plaintiffs’ request. The minutes of the special meetn}g
indicate that the defendants were fully aware that a sal.e rather than a d}s-
tribution of the DLJ shares might result in the realization of a substantial
income tax saving. Nevertheless, they concluded that there were ‘coun‘ther-
Vailing considerations primarily with respect to the adve.rse effect suc .a
sale, realizing a loss of $25 million, would have on the net. income ﬁgures in
the American Express financial statement. Such a reduction of net income
Wwould have a serious effect on the market value of the publicly traded

?.‘
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American Express stock. This was not a situation in which the defendant
directors totally overlooked facts called to their attention. They gave them
consideration, and attempted to view the total picture in arriving at their
decision. While plaintiffs contend that according to their accounting con-
sultants the loss on the DLJ stock would still have to be charged against cur-
rent earnings even if the stock were distributed, the defendants’ account-
ing experts assert that the loss would be a charge against earnings only
in the event of a sale, whereas in the event of distribution of the stock as
a dividend, the proper accounting treatment would be to charge the loss
only against surplus. While the chief accountant for the SEC raised some
question as to the appropriate accounting treatment of this transaction,
there was no basis for any action to be taken by the SEC with respect to the
American Express financial statement.

The only hint of self-interest which is raised . . . is that four of the
twenty directors were officers and employees of American Express and
members of its Executive Incentive Compensation Plan. Hence, it is sug-
gested, by virtue of the action taken earnings may have been overstated
and their compensation affected thereby. Such a claim . . . standing alone
can hardly be regarded as sufficient to support an inference of self-dealing.
There is no claim or showing that the four company directors dominated
and controlled the sixteen outside members of the Board. Certainly, every
action taken by the Board has some impact on earnings and may there-
fore affect the compensation of those whose earnings are keyed to profits.
That does not disqualify the inside directors, nor does it put every policy
adopted by the Board in question. All directors have an obligation, using
sound bgsmess judgment, to maximize income for the benefit of all per-
sons ha.vmg a stake ig the welfare of the corporate entity. . . . The directors
IO U, 4 10t iy e o
mistaken th;at other cours;sm} . el corporate p Ov&fers.‘That they may be
or that th’eir action might benoﬁ some shaave differing consequences
ents no basis for the iu er-i o, S? me SharF: hglc‘ier§ RS (P GRS pre's-
appears that the direéto?% h{lnp()gltlon Of.l l1(11.c1a1 ]udg{n'ent, S0 long a3 "
of to what extent a divide\nd‘s‘;le 11 Ecn ac‘tmg ) IR0 (i Th@ que.stlo'ﬂ
shall be paid is ordinarily suh'\e :: 1( o red and the‘ e “'Ih'wh 1(;
be paid out of surplus (B‘usizws ‘()r‘l y to th.c qualification that the dividen

s stness Corporation Law Section 510, subd. b).

The Court wi i {
. b.t ‘lNlll m)t. interfere unless a clear case is made out of fraud, oppres
S10n, arbitrary action, or breach of trust

- - . According}

, the motj o .
and dismissal of the Y oton by the defendants for summary judgment

complaint is granted, .
QUESTIONS

view about the efficiency ()‘;(ttl?d N 800d faith in Kamin, what is the board’s
. - ¢ capital m;: . e e
very highly efficient in fact, pital markets? If the capital markets ar¢

what does the Kgij Yore i h
a2/ SrEyS . R D n 3 Ve , ut the
wealth-creating mpact of this action? 7t transaction imply abo
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2. The empirical literature in finance suggests that alternative accounting
characterizations do not affect share price if they are made publicly and are
well understood. Corporate directors and managers typically care a great deal
about accounting changes that might lower reported earnings or revenues. If
the studies are correct and the market sees through accounting treatments,
why might business people act in this way?

3. Would Kamin have been decided differently under §4.01(¢) of the
American Law Institute’s Principles of Corporate Governance?

7.4.1 Understanding the Business Judgment Rule

Upon reflection, the so-called business judgment rule comes to seem
a bit more mysterious than it first appears. More precisely, there are three
mysteries. The first mystery is this: What exactly s this “rule™?

There is, as we have said, no single canonical statement of the business
judgment rule. The closest one can come may be the formulation contained
in the American Bar Association’s Corporate Director’s Guidebook, where it
is said that a decision constitutes a valid business judgment (and gives rise to
no liability for ensuing loss) when it (1) is made by financially disinterested
directors or officers (2) who have become duly informed before exercising
judgment and (3) who exercise judgment in a goodaith cffort to advance
corporate interests.!" Since the law cannot order directors to make correct
decisions by fiat, it follows, in our view, that disinterested directors who act
deliberately and in good faith should never be liable for a resulting loss, no
matter how stupid their decisions may scem €x post. ' -

The mystery associated with the business judgment rule is why it is nec-
essary at all. After all, if a director has no conflicting interest, is reasonably
informed, and makes a good-faith judgment (by which we mean an hone§t
judgment seeking to advance the corporation’s interests), what possible basis
for liability exists? The answer, we think, is that there is none — not becaugz
the business judgment rule exists but because there is no bregch of directorial
duty. So why have a special “business judgment rule” in the first place?

There are two reasons, we believe. The first is proccdurz‘ll. When courts
invoke the business judgment rule, they are, in effect,'convcjrgng what W(')llld
otherwise be a question of fact — whether the financially ‘dlsmterested direc-
tors who authorized this money-losing transaction exercns:ed the same care
s would a reasonable person in similar circumstances —1into a question .()f
law for the court to decide. Recall that courts decide questions of law, vsflnle
juries ordinarily decide questions of fact. So the business judgment ru.le I.I{S:l]i
lates disinterested directors from jury trials, which encpurag@s the d15q11§sa
of some claims before trial and allows judicial resolution of the remaining

Case-based claims that go to trial.

Corporate Director's Guidebook (2d ed. 199-D); sce also

11. See e AGS oy
¢c Americin Bar Assi. vermance: Analysis and Recommendations

Ain(‘ric;m Law Institute, Principles of Corporate GO
$4.01(0) (199.4); RMBCA §8.30.




244 Chapter 7. Normal Governance: The Duty of Care

In addition to this procedural reason, a second reason for the business
judgment rule is to convert the question “Was the standard of care breached?”
into the related, but different questions of whether the directors were truly
disinterested and independent and whether their actions were not so extreme,
unconsidered, or inexplicable as not to be an exercise of good-faith judgment.
In most circumstances, courts are extremely reluctant to infer that directors
lack good faith based on the outcome of board decisions.'?

Thus, there are two ways in which the business judgment rule can be
said to insulate directors from duty-of-care liability, one procedural and the
other substantive. But why should the law have evolved to provide this addi-
tional insulation that is not available to other classes of defendants in negli-
gence cases? Here we fall back on the analysis of directorial incentives that
was introduced above in the Gagliardi case.

Directors who risk liability for making “unreasonable” decisions—or
even for failing to become reasonably informed or engaging in appropriate
deliberation before acting — are likely to behave in a risk-averse manner that
harms shareholders. This is the reason why, once a court concludes that the
case before it involves fully disinterested directors, the business judgment
rule will be said to apply, and the case will be dismissed unless there is some
very unusual feature that suggests possible suspect motivation.

This account of the practical effect of the business judgment rule leads
to the final mystery associated with the rule: Why bother with the duty of care
at all? Why announce a legal duty to behave as a reasonable director would
behave but apply a rule that no good-faith decision gives rise to liability as
long as no financial conflict of interest is involved?

) The answer must be that there is social value to announcing a standard
(. you must act as a reasonable person would act”) that is not enforced with a
glzﬂ‘ilt?tﬁlﬁég‘l‘é;;vgiWefsuggest that when corporate lgwyer§ charge direc-
based on several consitge?at(’:are’ ot board. members will dCleie hf)w to act
Nonlegal sanctions st - ions, n(l)t on tht?lr risk of personal llaplllty alone.
many more, we suspect wli)lfll;sona reputation may affect some dlI'CCtOI‘S,.bUt
thing whetl’ler or not pes ¥ m_o.tlvgted b.y SEINPIE CEIE 9 Fhe nght

Ot personal liability is at risk. For such people, articulating

Elzle 'stan;llard. of care h’:’15 the pedagogic function of informing them just what
oing the right thing” means under the circumstances.

7.4.2 Thtz Duty of Care in Takeover Cases: A Note on
Smith v. Van Gorkom

One of the most interestin
.1985-2000 has been the evoluti

12 lhcrc is an CXCC]) i i wherc d f
. tion 1n cases j V V’][ tro i

t may h ave an“ 1nvo, é i 0T : ’
ors 7 : . 1 1 g a Changﬁ in co p() dte contrc l, 1 1
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hostile takeovers later in detail), in the end if a sufficient number of the inves-
tors want to cash out, this form itself will not stop that.

A recent case in the Court of Chancery, eBay Holdings, Inc. v. Newmark
demonstrates the utility of this new statute. Craigslist, Inc. operates its free
website by the same name with great success. But the company earned rev-
enue only from a small part of its website (apartment rental ads in NYC and
some job ads). It was viewed by its founders and controllers as a community
service, making just enough money to operate with a small (34-person) staff.
But its special character — a reflection of the personalities of its two founders
— was not set forth in its charter. Uoops! Thus when eBay acquired a minor-
ity interest and agitated for profit maximization, the board, dominated by the
founders, took defensive action designed to preserve their conception of the
company as a community benefit into the indefinite future by preventing any
takeover of Craigslist. This seems precisely the sort of firm that would now
incorporate as a B Corp. But in the event the court struck down the defensive
actions, holding that since the company had another substantial (28 percent)
shareholder who was interested in monetizing the business, the directors had
an obligation to attempt to earn profits. Had Craiglist been formed as a B
Corp, the result would have been otherwise. See eBay Holdings, Inc. v. New-
mark, 16 A.3d 1 (Del. Ch. 2010).

8.2 SELF-DEALING TRANSACTIONS

We return now to the traditional model of business corporations in which
mnvestors are presumed to be seeking and directors are obliged to seek only
long-term financial gain. Sometimes directors or controlling shareholders pur-
port to advance shareholder interests by themselves engaging in transactions
yvltt} the corporation. These “related-party” transactions offer the paradigmat
1€ circumstance in which courts are required to assess compliance with the
duty of loyalty. These cases show that, even if the legal primacy of share
holder.m‘terests over those of other constituencies remains uncertain in some
cases, it is quite clear that directors and corporate officers may not benefit
gﬁanglally aF the expense of the corporation in these self-dealing transactions.
it ft ;?gg}i r:::n sulch trra}rllist:;l'ct’ion 19 apparept, but how should the law deal With
g ol I;nydptho ibit all (erect or indirect) transactions between 'derC'
insider OppOMumiST ebcor.poratlon. This would eliminate the opportunity for
cually bencteial tran’s ut it Would do SO at the cost of preventing some Mt
e aCtll(ins, as when directors are more confident about 2
if operationalls o £ C(tiif ;‘1 an are banks or outside investors. A more nuance
S i ari “fair‘it hcu“ approach would be to permit interested traf®
In rationally Chooo't ebC0fporat10n but to proscribe those that are not
consider the costs of aiilng. etween these possible legal rules one should Z.llso
should be simple (like the a8 te rule chosen. Ideally, the legal regtt
R—— alternative§ edp'reclusxon alternative) but discriminating (lik‘e.the
litigation in every s ,han it should operate without requiring (or mwt.mg)
Ty such transaction. The evolution of fiduciary law of dir€®
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tor self-dealing can be seen as an attempt to somehow balance these three
interests.

8.2.1 The Disclosure Requirement

The law has tended to adopt some version of the screening alternative.
That is, boards of directors may approve transactions between the corpora-
tion and one or more of directors or officers. But they may only approve such
transactions as are fair to the corporation. What then more particularly are the
requirements of a related-party transaction and a process that will be validated
if challenged in court as unfair? The first requirement of valid authorization of
a conflicted transaction is that the interested director makes full disclosure of
all material facts of which she is aware at the time of authorization. But how gl
far does this disclosure obligation reach? el

STATE EX REL. HAYES OYSTER CO. v.
KEYPOINT OYSTER CO.
391 P.2d 979 (Wash. 1964)

DENNEY, J.:

Verne Hayes was CEO, director, and 23 percent shareholder of Coast
Oyster Co., a public company that owned several large oyster beds. Verne’s
employment contract barred him from taking part in any business that would
compete with Coast except for his activities in Hayes Oyster Co., a family
corporation in which he owned 25 percent of the shares and his brother,
Sam, owned 75 percent. In the spring of 1960, when Coast was badly in
need of cash to satisfy creditors, Hayes suggested that Coast sell its Allyn and
Poulsbo oyster beds. Hayes then discussed with Engman, a Coast employee,
how Hayes Oyster might help Engman finance the purchase.

On August 11, 1960, Coast’s board approved Haye§'s plan to sell the
Allyn and Poulsbo beds to Keypoint Oyster Co., a corporation to l?e formed by
Fﬂgman, for $250,000, payable $25,000 per year, With 5 percent interest, tbus
mproving Coast's cash position and relieving it of the expenscs of harvesting
the oysters in those beds. On September 1, 1960, Hayes and Engman agreed
that Keypoint's shares would be owned half by Engman and half by Hayes
Oyster. At a Coast shareholders’ meeting on October 21, 1960, the sharehold-
€rs approved the sale to Keypoint — Hayes voting his .Co_ast §hares and others
for which he held proxies (in total constituting a majority) in favor. At none
of these times did any person connected with CoaSF (other than Hayes and
Engman) know of Hayes’s or Hayes Opyster’s interest in Keypoint. ‘

In 1961 and 1962, Hayes sold his Coast shares and executed a settlen;tem
48reement with respect to his Coast employment contract. Shortly t‘hercahcr,
Coast’s new managers brought suit against Vernc and Sam Hayes for their
Keypoint shares and all profits obtained by Hayes as a result of ‘the transac-
tion. “The trial court absolved Hayes of any breach of duty to Coast.
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Coast does not seek a rescission of the contract with Keypoint, nor does
it question the adequacy of the consideration which Keypoint agreed to pay
for the purchase of Allyn and Poulsbo, nor does Coast claim that it suffered
any loss in the transaction. It does assert that Hayes, Coast’s president, man-
ager and director, acquired a secret profit and personal advantage to himself
in the acquisition of the Keypoint stock by Hayes or Hayes Oyster in the side
deal with Engman; and that such was in violation of his duty to Coast, and
that, therefore, Hayes or Hayes Oyster should disgorge such secret profit to
Coast.

Certain basic concepts have long been recognized by courts throughout
the land on the status of corporate officers and directors. They occupy a fidu-
ciary relation to a private corporation and the shareholders thereof akin to
that of a trustee, and owe undivided loyalty, and a standard of behavior above
that of the workaday world. . . .

Directors and other officers of a private corporation cannot directly or
indirectly acquire a profit for themselves or acquire any other personal advan-
tage in dealings with others on behalf of the corporation. . . .

Respondent [Hayes] is correct in his contention that this court has abol-
ished the mechanical rule whereby any transaction involving corporate prop-
erty in which a director has an interest is voidable at the option of the corpo-
ration. Such a contract cannot be voided if the director or officer can show
that the transaction was fair to the corporation. However, nondisclosure by
an interested director or officer is, in itself, unfair. This wholesome rule can be
applied automatically without any of the unsatisfactory results which flowed
from a rigid bar against any self-dealing. . . .

The trial court found that any negotiations between Hayes and Engman
up to . .. September 1, 1960, resulted in no binding agreement that Hayes
would bave any personal interest for himself or as a stockholder in Hayes
sOh};:\fsr iﬁ;:‘;;alees (;(anHYIL and Poulsbo. The undisputed evidence, hOWCVClii
have been appZopriatzv;) I€~I might have some interest in the sale. It wouh
informal meeting in Lonr BHYCE to have disclosed his possible .mterest at the
meeting of Coast’s boardgof (Ci?lc ~ on August 4, 1960, and p ;?mcularly at o
however, for us to decide thi ?r?(‘t()l's " Augpst 11-’ el n'ece.SSal't};
Coast unéier the Circummnl‘ls fd;el(.)n‘a conmderqtlon of Hayes’ obligation

Subsequent to the 4 It ()GS . tdu'nng‘ at that time. i
of Coast stockholders on t)itL nllc*nt Wm: P mectlﬂﬁ
a majority of the StO(;k el ((1) )L)rl% 1 1 )()(): rgcommgndcd the sale, :1114 VOtSn
the same day, . . . he si’gncd thmit ot (’)v‘vn, oy favor of the salc to -KCYl)()lnt" ed
Keypoint o pay 10 monthi ¢ sontrdct which, among other things, requir

: Y payments amounting to $25,000 per year, to
pay‘ mterest on [a] deferred balance at 5 percent, to make payments on an
option agreement which Coast had with it , p‘.y - ~iont €€
to produce 45,000 gallons of o one §m1th, to plant sufficien -
nish annual reports to Coast YSECrs per year, inform Coast of plantings,

| » operate the oysterlands in good workmanlike

manner, keep improvements in repaj ysterlands in goo I ety

from engaging in growing epﬁg, pay taxes, refrain directly or indire® f
» Processing or marketing dehydrated oysters ©

oyster stew, gi .
y W, give Coast first refusal on purchase of Keypoint oysters of 10,000
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gallons per year or one-fourth of Keypoint’s production. Title was reserved in
Coast until payment in full of the purchase price of $250,000. . . .

At this juncture, Hayes was required to divulge his interest in Keypoint.
His obligation to do so [arose] from the possibility, even probability, that
some controversy might arise between Coast and Keypoint relative to the
numerous provisions of the executory contract. Coast shareholders and direc-
tors had the right to know of Hayes’ interest in Keypoint in order to intelli-
gently determine the advisability of retaining Hayes as president and manager
under the circumstances, and to determine whether or not it was wise to
enter into the contract at all, in view of Hayes’ conduct. In all fairness, they
were entitled to know that their president and director might be placed in a
position where he must choose between the interest of Coast and Keypoint
in conducting Coast’s business with Keypoint.

Furthermore, after receipt of the Keypoint stock, Hayes instructed the
treasurer of Coast to make a payment on the Smith lease-option agreement
which Keypoint was required to pay under the provisions of the contract.
This action by Hayes grew out of a promise which Hayes made to Engman
during their negotiations before the sale to reduce the sale price because of
mortality of oysters on Allyn and Poulsbo. There was a clear conflict of inter-
est.

The cases relied upon by respondent are not opposed to the rule con-
demning secrecy when an officer or director of a corporation may profit in
the sale of corporate assets. In Leppaluoto v. Eggleston, 57 Wash. 2d 393, 357
P.2d 725, Eggleston secretly chartered his own equipment to a corporation
in which he had one-half interest, for $25,000, without the knowledge of the
owner of the remaining stock. We held that Eggleston was not required to
return the $25,000 to the corporation because there was no proof that the
charter arrangement was unfair or unreasonable and no proof that Eggleston
made any profit on the transaction and that, absent proof of loss to the corpo-
ration or profit to Eggleston, no recovery could be had. In the case before us,
profit to Hayes or Hayes Oyster in acquiring 50 percent of Keypoint stock is
clear and undisputed. . . . ,

It is true that Hayes hypothecated his stock ip Coast to one of C.oasF S
creditors in early August, 1960. Undoubtedly, this aided Coast in placating 1Fs
creditors at that time and showed absence of an intent to defrauq Coast. It is
Not necessary, however, that an officer or director of a corporation l‘l‘ave an
intent to defraud or that any injury result to the corporation for an officer or
director to violate his fiduciary obligation in secretly acquiring an interest in
corporate property. . . .

Actual injury is not the principle upon wh
demning such contracts. Fidelity in the ag?nttﬁs “:gen
Means of securing it, the law will not permit the a : :
Situation in thllrlxcrgg 112 rtnay be tempted by his own private interest to disregard
that of his principal. . . .

Respondent asserts that action by Co
10 bind Coast to the sale because it had already,

Oard of directors. Assuming this to be true, HflyCS "
did not change. He could not place himself in an adverse

hich the law proceeds in con-
hat is aimed at, and as a
t to place himself in a

ast shareholders was not necessary
been approved by Coast’s
fiduciary status with Coast
position to Coast
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by acquiring an interest in the executory contract before the terms of said
contract had been performed by Keypoint. Coast had the option to affirm the
contract or seek rescission. It chose the former and can successfully invoke
the principle that whatever a director or officer acquires by virtue of his fidu-
ciary relation, except in open dealings with the company, belongs not to such
director or officer, but to the company. . . .

This rule appears to have universal application. . .. The trial court’s
finding that Hayes acted on behalf of Hayes Oyster in all of his negotiations
with Engman subsequent to July, 1960, does not alter the situation. Sam
Hayes knew that Verne Hayes was president and manager of Coast and owed
complete devotion to the interests of Coast at the time Verne Hayes first
approached him on the subject of sharing with Engman in the purchase of
Allyn and Poulsbo. Sam Hayes knew and agreed that any interest of Verne
Hayes or Hayes Oyster in Keypoint was to be kept secret and revealed to no
one, including Coast. Sam Hayes authorized Verne Hayes to proceed with the
deal on behalf of Hayes Oyster on this basis. Verne Hayes became the agent of
Hayes Oyster in negotiating with Engman.

... Every sound consideration of equity affects Hayes Oyster as well as
Verne Hayes. Neither can profit by the dereliction of Verne Hayes. . . .

The decree and judgment of the trial court. . . is reversed with direction
to order Keypoint Oyster Company to issue a new certificate for 250 shares
of its stock to Coast Oyster Company and cancel the certificates heretofore
standing in the name of or assigned to Hayes Oyster Company. . . .

QUESTIONS ON STATE EX REL. HAYES OYSTER CO. v.
KEYPOINT OYSTER CO.

Why do courts consider nondisclosure per se unfair? Why shouldn’t Hayes
be granted the opportunity to show that the consideration received for the

oyster beds was completely fair? After all, Hayes Oyster is not attempting (0
rescind the sale.

MELVIN EISENBERG, SELF-INTERESTED TRANSACTIONS
IN CORPORATE LAW
13]. Corp. L. 997, 997-1008 (1988)

%X]gﬂeﬂ&; tf?a?rlszz of ane enough without full disclosure? . . . .
in effect remove decisios ob price was enough without full disclosure wou "
in the hands of the CourI: “;}?kmg from the corporation's hands and Placel
differentiated commoditi - Many or most self-interested transactions {ﬂVOlVe
tiated, . . . prices are invle-s'ﬁ - In th.e case of commodities that are diffese
on the price — at some ariably negotiated. The market may set outside limit$
buyer would pretar nll)OIl?t, the price the seller demands is so high that the
15 5 Lovy that e . arket substitute, or the price the buyer insists Up%"

¢ seller would prefer to market his commodity to someone
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else —but within those limits the price will be indeterminable prior to nego-
tiation. Therefore, if by a “fair price” we mean the price that would have been
arrived at by a buyer and a seller dealing at arm’s length, in the case of a self-
interested transaction involving a differentiated commodity, a court attempt-
ing to determine whether the price was fair can do no more than to say that
the price was or was not within the range at which parties dealing at arm’s
length would have concluded a deal . . .

NOTES ON DISCLOSURE OF CONFLICTED TRANSACTIONS

Requiring a corporate fiduciary to disclose his or her interest in a proposed
transaction with the corporation is only the first step. The difficult question

is just what must be disclosed beyond the simple fact of self-interest. For ex- ;:;,,_,
ample, if a director (call him Jones) offers to buy 50 acres of the corporation’s VY
land at a price that he regards as fair, must he disclose his intended use of -

the property? What if Jones’s cousin is a developer who has informed him of
his plan for a large residential development in the neighborhood, which will
make the property more valuable? Should Jones have to disclose his cousin’s
plans? Does Jones have to disclose the highest price that he is willing to pay?
What principle answers these questions?

The fiduciary’s role in negotiating a conflicted transaction with his cor-
poration is not an easy one. Recall the singing phrases of Judge Cardozo in
Meinbard v. Salmon: Some forms of behavior open to traders in the market
are not available to fiduciaries. Among these forms is a range of disingenuous
actions that fall short of fraud. The Delaware court’s legal standard for disclo-
sure by a conflicted fiduciary is that a director or controlling sharcholder must
disclose all material information relevant to the transaction.’” In our example,
a literal application of this language would require Jones to disclose both
what he learned from his cousin and the highest price he would pay. But
such a requirement, since it would tend to remove the prospects of any be.n-
efit to the fiduciary, might radically reduce the number of mutually beneficial
transactions offered. See Weinberger v. UOP, Inc., 457 A.2d 701 (Del. 1983)
(en banc) later in this Chapter.'’ So, courts would most likely not treat a fidu-
ciary’s reservation price as a “fact” that must be disclosed. 3

Finally, note that federal securities laws may .also regulate dlsclgsur§ of
self-dealing transactions in public corporations. Gchn that Flo‘ast Oystf:r is a
public company, would Verne be compelled to dlb:ClOSC his interest in the
oyster bed sale under Regulation S-K, Item 404(a) (in your statutory suIl)lple-
ment) if he were to undertake the same transaction with Engman today?
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9. See Rosenblatt v. Getty Oil Co., 493 A.2d 929 (Del. 1985); Lynch v. Vickers Energy

Corp. 383 A.2d 278 (Del. 1978).
10. See generally Lawrence A. Hamermesh, Calling Off the Iynch Mob: The Corporute

Director’s Figdueiary Disclos 49 vand. L. Rev. 1087 (1996).
Fiduciary Disclosure Duty, 49 Vand. L. . —— TS, ot by
11. Note that the disclosure required of the issuer for related party” transactions must be

Made in the Form 10-K Annual Report (filed with the $EC) and the annual statement that public
““mpanies must distribute to shareholders.
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8.3 TuEe Errect OF APPROVAL BY A DISINTERESTED PARTY

A student reading thus far might conclude that litigation about conflicted
transactions would focus solely on the adequacy of disclosure or, if the insid-
er actions were fully disclosed, on the intrinsic fairness of their terms. That,
however, is not usually the case. The procedural aspects of how such trans-
actions are considered and approved tend in fact to play a central role. We
noted earlier that approval of self-dealing transactions by disinterested direc-
tors or shareholders began to play a key role in the defense of these transac-
tions at least by the early twentieth century. This role was codified in the so-
called safe harbor statutes, adopted by states from the mid-twentieth century,
and was further developed by the courts since. The principal legal questions
raised by disinterested review mechanisms concern (1) the question whether
the disinterested approval has sufficient integrity to be accorded some affect
by reviewing courts and (2) the standard of judicial review to be employed
after disinterested review and approval. For example, is it cursory review
under the business judgment standard? Or is it more searching review un-
der some sort of “fairness-lite” standard? And should it matter whether direc-
tors or shareholders approve the transaction? (A related issue is, What if the
transaction is only disclosed after the fact but is then ratified by disinterested
directors?)

We explore these issues beyond full disclosure below, beginning with
the effects of safe harbor statutes.

8.3.1 Early Regulation of Fiduciary Self-Dealing

Understanding safe harbor statutes requires understanding a bit of cor
poratft law history. In the late eighteenth and early nineteenth centuries,
Amegcan and English courts looked to the law of trusts for guidance in adjw-
d‘lcatmg disputes over the duties of corporate directors.'? The trust’s divi
sion of ownership into legal ownership (with control) and beneficial interest
(without control) provided an obvious analogue for the division of ownership
powers between the board and shareholders in the widely held corporation.

Early trust law flatly prohibited a trustee from dealing ecither with trust
property on‘ his own account or with the trust beneficiary respecting trust
pfolzierty.” Sugh transactions could be set aside at the insistence of any inter
tet?teelagva?e};oz:itzgttfgard to ‘h()w fair they may have scemed. But with timé
DT ift’illt abtrust‘et:* could deal with a beneficiary with respclCt
closure, and the 1 € beneficiary was competent, consented after full dis

0 € transaction was fair.'s [f any of these conditions was not met,
however, the transaction between 2 beneficiary and : S ‘ idable:
ry and a trustee was voida

12. Ex parte Hobnes,5 Cow. 4 '
’ ' 5,5 Cow. 426 ' ) 2]lg itchell, Fairness
Trust in Corporate L 3 e i 4;;1\(11\;98;1)1) Ct. 1826); Lawrence E. Mitchell, Fairness

13. Ex parte Holmes,5 Cow 426
14. Smith v. Lancin : .
. 2,22 N.Y. 520
15. US. Rolling Stock Co. T

450 (1878). The Atlantic and Great Western Railroad Co.. 3% Ohi0 S
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Thus, transactions with trust beneficiaries were not flatly prohibited, as were
transactions between the trustee and the trust itself.'

Some commentators argue that, by 1880, the trust rule (prohibition or
void) as opposed to the trust beneficiary rule (voidable), had become the
general rule of corporation law; conflicted director transactions were sim-
ply void."” Other commentators dispute this claim.'® All agree, however, that,
beginning in the early twentieth century, courts would uphold as valid a con-
tract between a director and the corporation if it was (1) on fair terms (2) had
been approved by a board comprised of a majority of disinterested directors
after (3) full disclosure. A contract that did not meet all aspects of this test
was voidable, meaning that it would be set aside on the application of any
party with an interest in the contract.

The practical problem in this approach laid in the requirement that
transactions be approved by a majority of disinterested directors. Under early
twentieth-century law, an interested director’s attendance at a board meet-
ing could not be counted toward a quorum on a question in which he was
interested.'” This rule meant that a corporation could not act to authorize
a contract in which a majority of the board was personally interested. No
quorum could be had. Of course, corporate officers could authorize minor
contracts within the scope of their authority, but a major contract requiring
board approval simply could not be authorized if a majority of directors were
financially interested in it.

There was, however, good reason to make some of these contracts bind-
ing; knowledgeable directors might sometimes offer the company better
terms than anyone else. One solution was for shareholders to put into the cor-
poration’s charter a provision allowing an interested director to be counted
toward a quorum. In that event, a meeting could be held, and the. c‘ontract
approved. Courts upheld the validity of these provisions., apd this innova-
tion thus permitted interested transactions involving a ma;orle of‘the board
to be accomplished.”” Nevertheless, courts continued to require dlrectoFs to
Prove that such transactions were fair — that is, these transactions Femgmed
voidable following “interested” approval, but only if they were unfair or maq-
equately disclosed. This was essentially the nineteenth-century trust benefi-

ciary rule, applied to the corporation.

16. See, e.g. © Gloeson, 124 N.E.2d 624 (IILApp. 1954). ) ‘
) 17. Scet l;:-‘r(;l{:ll\/’lztll';:(ll', _Are Directors Trustees?, 22 Bus. Lz}w. 35 (19606). ‘Pr()tcssor Zz\;la(rgh s
Interpretation has heen wiciclv accepted. See, €.8. 2 Model Business Corp.Act Annot.j 6 Ia(;
8406 (3d cu. 199:4). (*|Als late as the end of the nineteenth century the rule appeare fs'ett e
that the corporation had the power to avoid all such transactions without regrilrd to th§ airness
of the transaction or the manner in which it was originally apProved l')y the LOI‘pOratlofl.. )d

18. Professor Norwood Brevenridge urges that,at imes in tl}é nineteenth (ientu;y: ju gﬁi
Were willing to permit interested director transactions to §tand 1f th‘ey f(.)und Dt 1frvr1)f.1111(-)121‘: !
Tespects. See Norwood P Brevenridge, Jr., The Corporate l?zrectors Flducza(rj;/S 1{ E))()z) (p i()f(,'l;
Understandi ng the Self-Interested Director Transaction. 41 DePaul L:{elv y K ‘(ns” 2 ime} _
S0r Marsh was completely wrong; the rule was ()ppos1t§ of that. ﬂwhlc h V;c as;tht’ s .Th; L Inter
ested contract was fair, it was sustained (citing the leading treatise, 1 V. Morowitz, A
Public Corporations 214 (2d ed. 1843)).

19. See Blish v Thompson Automatic Arn

20. Eg.. Sterling v. Mayflower Hotel corp.,

15 Corp.. 64 A.2d 602 (Del. 1948).
93A.2d 107,117 (Del. 1952).
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The next stage in the development of the law of director conflict
occurred in the mid-twentieth century, with the movement to enact legisla-
tive provisions governing director conflict transactions.”’ These provisions
were, in effect, a statutory embodiment of earlier charter provisions that
sought to ensure that interested transactions would #not be void per se. That
is they were a statutory effort to give all corporations of the jurisdiction the
benefit of a charter provision that allowed a quorum to exist and to vote to
authorize a transaction between the corporation and one or more directors.
These “safe harbor” statutes are discussed below.

8.3.2 Judicial Review of Self-Dealing Today: The Limited
Role of Safe Harbor Statutes

As we indicated, the safe harbor statutes initially sought to permit boards
to authorize transactions in which a majority of directors had an interest. Most
U.S. jurisdictions now have such statutes. Almost all of these statutes provide
that a director’s self-dealing transaction is not voidable simply because it is
interested, or in the language of the Delaware version, such a transaction is
not voidable “solely” because it is interested, so long as it is adequately dis-
closed and approved by a majority of disinterested directors or shareholders,
or it is fair. See, e.g., DGCL §144; NYBCL §713; Cal. Corp. Code §310. How-
ever, these statutes might also be interpreted to mean that a conflict transac-
tion is never voidable if it is fully disclosed and authorized or approved by
the board and shareholders in good faith or if it is fair to the corporation at

the time it is authorized. However, courts have resisted such a broad reading.
Consider the following case.

COOKIES FOOD PRODUCTS v. LAKES WAREHOUSE
430 N.W.2d 447 (lowa 1988)

NEuMaN, Justice.
This is a shareholders’ derivative suit brought by the minority sharehold
Crb of a closely held Iowa corporation specializing in barbecue sauce, Cook-
ls(l;salioti) (} dPrO(Ij)UCtS’ Inc (C?OkiCS)- The target of the lawsuit is the majority
Lakes \(V)Valirﬁol?saeng' Speed”Herrig and two of his family-owned corporations
Speed’ use Distributing, Inc. (Lakes) and Speed’s Automotive Co., In¢:
(Speed’s). Plaintiffs alleged that Herrig, by acquiring control of Cooki€s and
gzgcflll;mg Slle-deahpg contracts, breached his fiduciary duty to the compaty
o htlall tleiltly misappropriated and converted corporate funds. Plaintiffs
gnt actual and punitive damages. Trial to the court resulted in a verdic!

for the defendants, the distri
) Ct CO i Q=—Dem g 1 ted’
rather than harmed, Cookies. We ;If'itrrflllndmg that Herrig's actions penet

21. See,e.g.
¢ €8 Cal. Corp. Code §310;DGCL §144: NYBCL, §713; RMBCA §8.60.
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L. D. Cook of Storm Lake, Iowa, founded Cookies in 1975 to produce and
distribute his original barbeque sauce. Searching for a plant site in a commu-
nity that would provide financial backing, Cook met with business leaders in
seventeen Iowa communities, outlining his plans to build a growth-oriented
company. He selected Wall Lake, Jowa, persuading thirty-five members of that
community, including Herrig and the plaintiffs, to purchase Cookies stock. All
of the investors hoped Cookies would improve the local job market and tax
base. The record reveals that it has done just that.

Early sales of the product, however, were dismal. After the first year’s
operation, Cookies was in dire financial straits. At that time, Herrig was one
of thirty-five shareholders and held only two hundred shares. He was also
the owner of an auto parts business, Speed’s Automotive, and Lakes Ware-
house Distributing, Inc., a company that distributed auto parts from Speed’s.

Cookies’ board of directors approached Herrig with the idea of distributing o
the company’s products. It authorized Herrig to purchase Cookies’ sauce g
for twenty percent under wholesale price, which he could then resell at full b

wholesale price. Under this arrangement, Herrig began to market and distrib-
ute the sauce to his auto parts customers and to grocery outlets from Lakes’
trucks as they traversed the regular delivery route for Speed’s Automotive.

In May 1977, Cookies formalized this arrangement by executing an exclu-
sive distribution agreement with Lakes. Pursuant to this agreement, Cookies
was responsible only for preparing the product; Lakes, for its part, assumed
all costs of warehousing, marketing, sales, delivery, promotion, and advertis-
ing. Cookies retained the right to fix the sales price of its products and agreed
to pay Lakes thirty percent of its gross sales for these services.

Cookies’ sales have soared under the exclusive distributorship contract
with Lakes. Gross sales in 1976, the year prior to the agreement, totaled only
$20,000, less than half of Cookies’ expenses that year. In 1977, however, sales
jumped five-fold, then doubled in 1978, and have continued to show phenom-
enal growth every year thereafter. By 1985, when this suit was commenced,
annual sales reached $2,400,000.

As sales increased, Cookies’ board of directors amended and extend.eq
the original distributorship agreement. In 1979, the board amended the origi-
nal agreement to give Lakes an additional two percent of gross sales to cover
freight costs for the ever expanding market for Cookies’ sauce. In 198()_, the
board extended the amended agreement through _1984 to allow Herrig to
make long-term advertising commitments. Recggplzlng the role that Herrig'’s
Personal strengths played in the success of the JO}nt endeavor, the board also
dmended the agreement that year to allow Cookies to c’ancel the agreement
with Lakes if Herrig died or disposed of the corporations stock. .

In 1981, L. D. Cook, the majority shareholder up to this time, d§c1ded to
sell his interest in Cookies. He first offered the directors an opportunity to bgy
his stock, but the board declined to purchase any of his 8100 shares. Herrig
then offered Cook and all other shareholders $10 per share fo; thClr‘StOClF,
which was twice the original price. Because of the overwhelming response

to these offers, Herrig had purchased enough Cookies stock by January 1982

0 become the majority shareholder. His investment of $140,000 represented

‘three percent of the [outstanding shares]. . . .
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Shortly after Herrig acquired majority control he replaced four of the five
members of the Cookies’ board with members he selected. . . . Subsequent
changes made in the corporation under Herrig’s leadership formed the basis
for this lawsuit.

First, under Herrig’s leadership, Cookies’ board has extended the term of
the exclusive distributorship agreement with Lakes and expanded the scope
of services for which it compensates Herrig and his companies. In April 1982,
when a sales increase of twenty-five percent over the previous year required
Cookies to seek additional short-term storage for the peak summer season,
the board accepted Herrig's proposal to compensate Lakes at the “going rate”
for use of its nearby storage facilities. . . .

Second, Herrig moved from his role as director and distributor to take
on an additional role in product development. This created a dispute over
a royalty Herrig began to receive. . . . Herrig developed a recipe [for taco
sauce] because he recognized that taco sauce, while requiring many of the
same ingredients needed in barbeque sauce, is less expensive to produce. . ..
In August 1982, Cookies’ board approved a royalty fee to be paid to Herrig
for this taco sauce recipe. This royalty plan was similar to royalties the board
paid to L.D. Cook for the barbeque sauce recipe. That plan gives Cook three
percent of the gross sales of barbeque sauce; Herrig receives a flat rate per
case. Although Herrig’s rate is equivalent to a sales percentage slightly higher
than what Cook receives, it yields greater profit to Cookies because this new
product line is cheaper to produce.

Third, since 1982 Cookies’ board has twice approved additional conr
pensation for Herrig. In January 1983, the board authorized payment of 4
$1000 per month “consultant fee” in lieu of salary, because accelerated sales
required Herrig to spend extra time managing the company. Averaging eighty-
hour work weeks, Herrig devoted approximately fifteen percent of his time
to Cookies’ and eighty percent to Lakes’ business. In August, 1983, the board
authorized another increase in Herrig’s compensation. Fu;ther, at the sug
gestion of a Cookies director who also served as an accountant for Cookies,
Lakes, and Speed’s, the Cookies board amended the exclusive distributorship
agreement to allow Lakes an additional two percent of gross sales as a promo-
tion allowance to expand the market for Cookies products outside of Iowa.
As a direct result of this action, by 1986 Cookies regularly shipped products
to several states throughout the country. ‘
ot p‘?galedllzl‘l’eitlzf;\l’:;:zlo)fl (rilé):?(}ﬁ?()wsvcr’ (Z()()l.dcs‘ gr.()wth and succes.? ha:
that have effectivel s. The dISC()ntCI‘]I is motivated by two fa(_tOl'
cial success: er Y PfeClllded’shareholdcrs from sharing in Cookies’ finat
o ha:;() tt eaizcilczl ‘tl'lat Co9k1€s is a closcly held corporation, and the fact

paid dividends. Because Cookies’ stock is blicly traded,
shareholders have no ready acc Stock 1s not publicly S
that reflect th idy access to 'buyers for their stock at current value
€ company’s success. Without divid 5 1ders have
no ready method of realiyin 2 ret yl .ends, the shareho
This is not to say that Cookigs h C ot their vestment in the compijrfg’é
evidence reveals th 1€ as improperly refused to pay dividends. 1!

. ) at Cookies would have violated tl -rms of its loan Wit
the Small Business Administrati i cC the terms o o i

ration had it declared dividends before repaying




8.3 The Effect of Approval by a Disinterested Party 303

that debt. That SBA loan was not repaid until the month before the plaintifts
filed this action.

Unsatisfied with the status quo, a group of minority shareholders com-
menced this equitable action in 1985. Based on the facts we have detailed, the
plaintiffs claimed that the sums paid Herrig and his companies have grossly
exceeded the value of the services rendered, thereby substantially reducing
corporate profits and shareholder equity. Through the exclusive distributor-
ship agreements, taco sauce royalty, warehousing fees, and consultant fee,
plaintiffs claimed that Herrig breached his fiduciary duties to the corporation
and its shareholders because he allegedly negotiated for these arrangements
without fully disclosing the benefit he would gain. The plaintiffs sought recov-
ery for lost profits, an accounting to determine the full extent of the damage,
attorneys’ fees, punitive damages, appointment of a receiver to manage the

company properly, removal of Herrig from control, and sale of the company N
in order to generate an appropriate return on their investment. T ar
Having heard the evidence presented on these claims at trial, the district *-:»‘ .

court filed a lengthy ruling that reflected careful attention to the testimony
of the twenty-two witnesses and myriad of exhibits admitted. The court con-
cluded that Herrig had breached no duties owed to Cookies or to its minority
shareholders. . . .

II. FIDUCIARY DUTIES

Herrig, as an officer and director of Cookies, owes a fiduciary duty to the
company and its shareholders. . . . Herrig concedes that ITowa law imposed the
same fiduciary responsibilities based on his status as majority stockh()l.dcr. .
Conversely, before acquiring majority control in February 1982, Herrig owed

1o fiduciary duty to Cookies or plaintiffs. ... Thcrefore,‘Herrig’s confh}ct is =
subject to scrutiny only from the time he began to exercise control of Cook- -
ies. . i

|

[T]he legislature enacted section 496A.34, . . . that establishes three sets

of circumstances under which a director may €ngage in
clearly violating the duty of loyalty:

self-dealing without

- e ot

No contract or other transaction between d corporation and one or more
of its dircctors or any other corporation, firm, ussociatiol} or e‘ntlty.’ in w?nch
one or more of its directors are directors or officers or are hn.ancull.ly mtercstcc'l,
shall be cither void or voidable because of such relationship or interest . . . if

any of the following occur:

1. The fact of such relationship or interest is disclosed or knqwn to the bo?rfl of
directors or committee which authorizes, approves, or Fatxﬁes the cpnfr.ut or
transaction . . . without counting the votes. . - of such interested dlrcc)t(?r,l )

2. The fact of such relationship or interest is disclosed or kno'\?vtl to q](‘;hflrt-
holders entitled to vote [on the transaction} and they authorize ... such con-

tract or transaction by vote or written C(mscnt.] o the comoration
3. The contract or transaction is fair and reasonable to the por: .
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Some commentators have supported the view that satisfaction of any
one of the foregoing statutory alternatives in and of itself, would prove that
a director has fully met the duty of loyalty. . . . We are obliged, however, to
interpret statutes in conformity with the common law wherever statutory
language does not directly negate it. . . . Because the common law and sec-
tion 496A.34 require directors to show “good faith, honesty, and fairness”
in self-dealing, we are persuaded that satisfaction of any one of these three
alternatives under the statute would merely preclude us from rendering the
transaction void or voidable outright solely on the basis “of such [director’s]
relationship or interest.”. . . We thus require directors who engage in self-
dealing to establish the additional element that they have acted in good faith,
honesty, and fairness. . . .

... The crux of appellants’ claim is that the [trial] court should have
focused on the fair market value of Herrig’s services to Cookies rather than on
the success Cookies achieved as a result of Herrig’s actions.

We agree with appellants’ contention that corporate profitability should
not be the sole criteria by which to test the fairness and reasonableness of
Herrig’s fees. . . .

Given an instance of alleged director enrichment at corporate expense
... the burden to establish fairness resting on the director requires not only a
showing of “fair price” but also a showing of the fairness of the bargain to the
interests of the corporation. . . . Applying such reasoning to the record before
us, however, we cannot agree with appellants’ assertion that Herrig's services
were either unfairly priced or inconsistent with Cookies corporate interest.

There can be no serious dispute that the four agreements in issue —for
exclusive distributorship, taco sauce royalty, warehousing, and consulting
fees—'have all benefited Cookies, as demonstrated by its financial success.
Even if we assume Cookies could have procured similar services from other
vendors at lower costs, we are not convinced that Herrig’s fees were there-
f)(;’r(; ;;::lesrﬁrsl?zf (;t eyt(orl?itant. Like the cli§trict court, we are not persuaded
been the same ulr)lder ‘;Strlgl e 'COOkleS’ sales and profits I u§d havg
noted prior to Herrig's tgakements with other v?r}dors. As Qookles boar-
tion’s success. Even plaintiffes(»)ver’ he VYaS the driving force . the corpoi‘lﬂ
work of at least five people —e Xpecll.t aL.kn()Wledge.d that Herr} s has donf? t tc
warehouseman, broker aI;d lpro N 'superv1sor-, advertising SP-eClahsi
control, for acc,‘ounting’ ur S(aﬂesvm:}]r}, Whllc CSChCng e lack of mtcrna_
duce, the expert concecﬁzd I:h)sfbl,{t e e N cqtralmed 2lllth()l'l‘ty or {)ll.loe
has accomplished. We beli a4t Herrig may in fact be underpaid for al

- We believe the board properly considered this source of

Cookies’ success when it
) entered these transactions. as di istrict coutt
when it reviewed them. . .. rons, as did the distr
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claim that Herrig owed Cookies a duty to render such services at no profit to
himself or his companies. Having found that the compensation he received
from these agreements was fair and reasonable, we are convinced that Herrig
furnished sufficient pertinent information to Cookies’ board to enable it to
make prudent decisions concerning the contracts. . . .

AFFIRMED.

ScHurtz, J. (dissenting). . . .

Much of Herrig’s evidence concerned the tremendous success of the
company. I believe that the trial court and the majority opinion have been
so enthralled by the success of the company that they have failed to examine
whether these matters of self-dealing were fair to the stockholders. While
much credit is due to Herrig for the success of the company, this does not
mean that these transactions were fair to the company.

I believe that Herrig failed on his burden of proof by what he did not
show. He did not produce evidence of the local going rate for distribution Lod e
contracts or storage fees outside of a very limited amount of self-serving testi- o
mony. He simply did not show the fair market value of his services or expense N
for freight, advertising and storage cost. He did not show that his taco sauce :
royalty was fair. This was his burden. He cannot succeed on it by merely
showing the success of the company.

The shareholders, on the other hand, . . . have put forth convincing tes-
timony that Herrig has been grossly overcompensated for his services based
on their fair market value. . . .

QUESTION

Should the limited effect of the safe harbor statute be given if the directprs
who approved the transaction were under the influence or Contrf)l of a major- ’
ity shareholder (as presumably was the case in Cookies)? Shoul'd it matter that ;
the shareholders who authorize or ratify an interested transaction include the

votes of the interested shareholder?

8.3.3 Judicial Review When Transaction ¥1a5 Been
Approved by a Disinterested Majority of the Board

interpretation of the safe harbor
action by a fully informed board
ction, not of foreclosing judicial

As we noted, under the conventional
Statutes, the approval of an interested trans
has the effect only of authorizing the transa
review for fairness.?

That interpretation of .
cal question: What standard of judicial review

the safe harbor statutes leaves open the criti-
should courts employ when

22, See,¢.g., Fliegler v. Laurence 361A.2d 218 (Del. 1976); Kabn v. Lynch C()mmunif‘al-
tions S_Vstems: ().551;’ A2d 11 1(; (Del. 1994); Gaillard v Natomads go 1295769 ?al. Rptr. 702. 208 Cal.
ADD.3d 1250 (Ct. App. 1989); Coben . Ayers, 596 E2d 733 (Tth Cir :




