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In the United States we have a federal system. In corporation and commercial law

each of the states has its own statutes and courts to enforce and interpret these laws. The

major exception to state-based governance in the corporate area is the federal regulation

of securities which is due to the inherently interstate nature of the buying and selling of

securities. Our focus here is on the internal affairs of corporations. In this area the laws

of Delaware predominate, and the primary Delaware model is an enabling statute with

case-specific, judge-made law.

An overarching global debate is whether corporate law rules should

be mandatory or enabling. I agree with those scholars whose thesis is that

the enabling model is the better economic model for the stockholders.2 The

enabling model, patterned after the Delaware approach, is based on a few

fundamental statutory guideposts, latitude for private ordering and self-

governance and judicial decisionmaking on the application of fiduciary

duties to fact-intensive settings.

A word of caution is that the judge-made law must not be of a free-

wheeling or ad hoc quality. It must involve a disciplined and stable stare

decisis analysis based on precedent and a coherent economic rationale.3 The

private ordering aspect of it must be important to provide ex ante the

2 Jonathan R. Macey, Corporate Law and Corporate Governance in
Sweden: A Law and Economics Perspective, at 47-99 (A report prepared for the
Studieförbundet Näringsliv och Samhhälle Center for Business and Policy Studies SNS,
Stockholm, Sweden, December, 1992).

3 Williams v. Geier, 671 A.2d 1368 (Del. 1996).
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contractual stockholder protections deemed important, as distinct from ex

post judicial rewriting of the contractual construct.4

4 Nixon v. Blackwell, 626 A.2d 1366 (Del. 1993).

Investors, as the owners of corporations, have certain expectations of

the role of courts in the enforcement of fiduciary duties. The judicial process

is a key ingredient in the overall corporate transaction among the four parties

involved—the stockholders, directors, management, and state government

(legislative, executive, and judicial).
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Delaware Law Background

Three years ago Delaware celebrated the 100th anniversary of its

current constitution of 1897.5 In the convention that adopted that

Constitution, the delegates authorized legislation creating a general

corporation law6 and revamped the judicial selection process.7 That judicial

selection process, which has now been in effect for a century, provides for

twelve-year terms, appointment by the Governor with confirmation by the

Senate, and a bipartisan judiciary (both major political parties must be nearly

equally represented in the courts of the state).8

5 See The Delaware Constitution of 1897: The First One Hundred Years
(Harvey Bernard Rubenstein et al. Eds., 1997) [hereinafter Delaware Constitution of
1897].

6 Del. Const. art. IX.

7 Id. art. IV, § 3.

8 Id.
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Shortly after the adoption of the 1897 Constitution, the Delaware

legislature adopted a general corporation law that generally mirrored New

Jersey’s.9 Many large national firms had incorporated in New Jersey. New

Jersey, however, began to overregulate corporations in the early part of the

twentieth century, and a significant migration of corporate charters to

Delaware occurred.10 As a result of litigation of corporate disputes

emanating from this migration, the Delaware Court of Chancery and

Delaware Supreme Court built up extensive business expertise and a vast

amount of rich case law. In a 1992 speech in Delaware at the celebration of

the 200th anniversary of the Delaware Court of Chancery, the Chief Justice

of the United States William H. Rehnquist commented on the success of

Delaware courts in crafting good corporate law:

9 Cf. A. Gilchrist Sparks, III & Donna L. Culver, Corporations Article IX,
in Delaware Constitution of 1897, supra note 2, at 157, 162.

10 Roberta Romano, The Genius of American Corporate Law 42-43 (1993).
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Corporate lawyers across the United States have praised the
expertise of the Court of Chancery, noting that since the turn of
the century, it has handed down thousands of opinions
interpreting virtually every provision of Delaware’s corporate
law statute. No other state court can make such a claim. As
one scholar has observed, “[t]he economies of scale created by
the high volume of corporate litigation in Delaware contribute
to an efficient and expert court system and bar.”11

In the eight years following Chief Justice Rehnquist’s remarks, the

number of corporations in Delaware has increased by fifty percent, now

about 300,000.12 Included are corporations comprising more than fifty

percent of the Fortune 500 companies and more than fifty percent of the New

York Stock Exchange companies.13

11 William H. Rehnquist, The Prominence of the Delaware Court of
Chancery in the State-Federal Joint Venture of Providing Justice, 48 Bus. Law. 351, 354
(1992) (alteration in original).

12See Delaware Div. Of Corps., DELAWARE: The Corporate Choice (last
modified May 22, 1996) <http://www.state.de.us/govern/agencies/corp/corp.htm> (citing
Delaware as the “Corporation Capital of the World,” with more than 250,000
corporations having their corporate home there).

13See Kimberly Quillen, Court of Chancery Brings Incorporations to State, Del.
Bus. Rev., June 12, 1995, § 1, at 1.
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The explanation in a recent proxy statement of the Hewlett Packard

Company seeking to persuade stockholders to reincorporate from California

to Delaware illustrates the management’s (and, presumably, the

stockholders’) sensitivity to economic realities. In this proxy statement, the

management said to its stockholders:

The Company believes that its shareholders will benefit from
the well established principles of corporate governance that
Delaware law affords. ... The prominence and predictability of
Delaware corporate law provide a reliable foundation on which
the Company’s corporate] governance decisions can be based
and the Company believes that shareholders will benefit from
the responsiveness of Delaware corporate law to their needs and
to those of [their corporation]. .... Both the legislature and [the]
courts in Delaware have demonstrated an ability and a
willingness to act quickly and effectively to meet changing
business needs. The Delaware courts have developed
considerable expertise in dealing with corporate issues, and a
substantial body of case law has developed construing
Delaware law.... [The case law that has developed] appli[es] to
measures that may be taken by a corporation and ... to the
conduct of the Board of Directors such as under the business
judgment rule and other standards ... [S]hareholders will benefit
from the well established principles of corporate
governance....”14

Although the stockholders of this company reincorporated in Delaware—as

have a number of other companies on the same basis—I suggest that we need

14 Hewlett Packard Co., 1998 Proxy Statement 22-24 (1998). In late
February 1998, a substantial majority of the stockholders voted to approve the
reincorporation into Delaware. Many other corporations have recently made similar
proposals. See Alpha Microsystems, 1997 Proxy Statement 7 (1997); Java Centrale, Inc.,
1997 Proxy Statement (1997); SBE, Inc., 1997 Proxy Statement 2 (1997); U.S. Robotics
Corp., 1997 Proxy Statement 13 (1997) (all citing the predictability of Delaware law as
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to examine critically the bases for the confidence expressed in these proxy

statements.15

a reason for reincorporating in Delaware).

15 To be sure, some corporations have migrated from Delaware. A few have
reincorporated to states where they have their principal places of business. Others have
gone to other states for different reasons. In this latter category, for example, ITT
reincorporated from Delaware to Nevada seemingly for takeover protection. See ITT
Ruling May Mean Changes to Company-Friendly Laws, Las Vegas Rev. J., Oct. 2, 1997,
at 2D. Nevada, in passing its anti-takeover statute, appeared to give extremely broad
authority to directors to fend off hostile takeover attempts. Nev. Rev. Stat. Ann. § 78.138
(Michie 1994). Yet that goal of finding corporate law more hospitable than Delaware’s
may prove to be elusive. The federal district court sitting in Nevada invalidated certain
defensive measures, applying Delaware law by analogy because the case law of Delaware
was more fully developed than that of Nevada. See Hilton Hotels Corp. v. ITT Corp., 978
F.Supp. 1342, 1346 (D. Nev. 1997).

The Theory of Corporate Doctrine
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I use the generic term “Corporate Doctrine” to refer to both corporate

law and corporate governance. The two are not precisely the same. All good

corporate governance practices include compliance with statutory law and

case law establishing fiduciary duties. But the law of corporate fiduciary

duties and remedies for violation of those duties are distinct from the

aspiractional goals of ideal corporate governance practices. Aspirational

ideals of good corporate governance practices for boards of directors that go

beyond the minimal legal requirements of the corporation law are highly

desirable, often tend to benefit stockholders, sometimes reduce litigation and

can usually help directors avoid liability. But they are not required by the

corporation law and do not define standards of liability.16

16 Brehm v. Eisner, 746 A.2d 244, 256 & n.29 (Del. 2000).
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My thesis is that corporate law informs the best practices of corporate

governance aspirations. The same may be true in reverse. That is, modern

trends in good corporate governance may become such a well-established

norm that the failure to follow the trend could conceivably result in liability

in an egregious case.17

The literature reveals a variety of theories of economics and corporate

law, including: the contract theory; the construct of contracts; the nexus of

contracts; and the analysis of agency costs, transaction costs, and capital

costs. None of these approaches truly provides a perfect approach to

corporate jurisprudence.

17 E. Norman Veasey & William E. Manning, Codified Standard—Safe
Harbor or Uncharted Reef? An Analysis of the Model Act Standard of Care Compared
with Delaware Law, 35 Bus. Law. 919, 929 (1980) (quoting The Role and Composition
of the Board of Directors of the Large Publicly Owned Corporation: Statement of the
Business Roundtable, 33 Bus. Law. 2083, 2101 (1978)); see also In re Caremark, 698
A.2d 959 (Del. Ch. 1996). The Caremark dicta have never been passed on by the
Delaware Supreme Court.
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Although the contract analogy is imperfect,18 it comes reasonably

close to a working hypothesis. Contractual analysis often turns on the

reasonable expectation of the contracting parties. Likewise, I think courts

adjudicating the corporation law should consider the investors’ reasonable

contractual expectations.

18 See Fred S. McChesney, Economics, Law, and Science in the Corporate
Field: A Critique of Eisenberg, 89 Colum. L. Rev. 1530, 1541-42 (1989).

State statutes and court decisions should provide legal systems to

enhance the stockholder-corporation relationship. The management should

induce the investors to choose their stock in preference to other investment

options.

In exchange for this regime of director discretion and balanced

government overlay, stockholders voluntarily undertake the risk that their

board of directors may make some business judgments that, in retrospect,

turn out to be bad. Courts recognize that after-the-fact litigation is an

imperfect device for evaluating a business decision. Because potential profit

often corresponds to potential risk, it is very much in the interest of

stockholders not to create incentives for overly-cautious corporate decisions.

Requiring perfect, fail-safe systems can be far more costly than any potential

business loss to the stockholders. Hence, the business judgment rule.
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Directors’ decisions, of course, may turn out to be unwise or

economically disastrous. Cases are often wrongly decided, and statutes are

often poorly drafted. A good legal system is always in evolution.

Expectations of unvarying correctness are unrealistic. The founders of a firm

have an incentive to make products that people want to buy.19 They also

have incentives to create the kind of governance structure and securities that

people value.20 Managers who pick the state of incorporation that is most

desirable from the perspective of investors will attract the most capital. And

it is the state that selects the best combination of rules that will attract the

most corporate investment.

Modern and enlightened corporation law is a remarkable vehicle in

our jurisprudence—one that is driven primarily by judicial decisions. Judge-

made law is the engine that powers the basic construct of a skeletal enabling

act and the opportunity for private ordering. There is a significant self-

governing aspect to the corporation law in that daily functions of the

enterprise are based largely on norms—i.e. non-legally enforceable

governance mechanisms. Self-governance works for the most part because

of the sensitivity of directors to do what is right, what is professional, what

19 Frank H. Easterbrook & Daniel R. Fischel, The Economic Structure of
Corporate Law (1991).

20 Id. at 4-5.
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is honorable, and what is profitable. There are also negative motivators such

as peer pressure, “shaming” and fear of lawsuits.

The Roles of the Board

Let us focus on the various roles of the board. Under statutory law,

the business and affairs of the corporation are to be managed by or under the

direction of the board of directors.21 The board hires management—

personified by the CEO—and management makes most of the “enterprise

decisions”—(e.g. should the plant be in Peoria or Pittsburgh?) 22 The board

itself must make some basic decisions under the statutory framework (e.g.

declaring a dividend). Often the board makes strategic planning decisions

and some high level compensation decisions. These enterprise decisions are

important, but they do not ordinarily involve judicial scrutiny. They usually

affect the corporation’s wealth directly and the stockholders’ wealth

indirectly. If there is litigation in this area, it is often derivative.23 Enterprise

decisions are to be distinguished from “ownership decisions” that often come

21 8 Del. C. § 141(a).

22 See Bayless Manning, Reflections and Practical Tips on Life in the
Boardroom After Van Gorkom, 41 Bus. Law. 1, 5-6 (1985); E. Norman Veasey, The
Defining Tension in Corporate Governance in America, 52 Bus. Law. 393, 394 (1997).

23 Grimes v. Donald, 673 A.2d 1207 (Del. 1996).
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as part of the final period decisions (such as mergers),24 and affect

stockholders directly.25

Decisionmaking vs. Oversight

There are, of course, two manifestations of the due care doctrine:

decisionmaking and oversight. The business judgment decision itself applies

only to decisionmaking, and most of our jurisprudence is in this area. The

director’s duty to monitor management is an important one that could

potentially implicate liability concerns for sustained inattention.

24 Id.

25 Smith v. Van Gorkom, 488 A.2d 858 (1985).
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Let me turn to another area of developing case law outside of the

board’s decisionmaking processes: the oversight responsibility of the board

of directors. Strictly speaking, the business judgment rule applies only to

business decisions and does not apply in an oversight context.26 But there are

judgment aspects to mechanisms directors decide to set up to monitor

management, and it is the judgment of the directors on which the investors

are relying. Delaware cases that represent bookends in this area are Graham

v. Allis-Chalmers Manufacturing Co.27 and Lutz v. Boas.28 Both cases were

decided in the 1960s. Now there is dictum in a 1996 Court of Chancery case

known as In re Caremark International Inc. Derivative Litigation29 that is

interesting.

In Graham, directors were held not liable to the corporation in a

derivative suit when they failed to prevent junior officials from committing

26 Aronson v. Lewis, 473 A.2d 805, 813 (Del. 1984).

27 188 A.2d 125 (Del. 1963).

28 171 A.2d 381 (Del. Ch. 1961).

29 698 A.2d 959 (Del. Ch. 1996).
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antitrust violations that allegedly damaged the corporation.30 In that case, the

Court held that there was no liability because there were no “red flags” that

the directors saw or should have seen.

30 Graham, 188 A.2d at 131.



17

In Lutz v. Boas, directors who virtually abdicated their responsibility

were held liable for what the Chancellor found to be “grossly negligent”

conduct.31 In Lutz the issue involved the failure of nonaffiliated (supposedly

independent) directors of mutual funds to carry out their oversight

responsibility to monitor the fund managers.32

In Caremark, former Chancellor Allen discussed his view of the

oversight responsibility in approving the settlement of a derivative action.

He discussed in the following language the potential liability of directors in

failing to carry out their oversight responsibilities regarding health care law

violations of subordinates:

I am of the view that a director’s obligation includes a duty to
attempt in good faith to assure that a corporate information and
reporting system, which the board concludes is adequate, exists,
and that failure to do so under some circumstances may, in
theory at least, render a director liable. ...

* * *

[I]n my opinion only a sustained or systematic failure of
the board to exercise oversight—such as an utter failure to
attempt to assure a reasonable information and reporting system
exists—will establish the lack of good faith that is a necessary

31 Lutz, 171 A.2d at 395-96.

32 Id.
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condition to liability. Such a test of liability—lack of good
faith as evidenced by sustained or systematic failure of a
director to exercise reasonable oversight—is quite high.33

33 In re Caremark, 698 A.2d at 970-71.

I cannot comment on the Chancellor’s observations in Caremark, but

I would advise, as an aspirational matter, that a modern compliance system

is a good corporate practice.

The Economic Rationale of Directors’ Latitude

Stockholders benefit from a profitable company—one that can attract

capital and one that has ever-expanding earnings and earning potential. They

want a board that is not risk-averse. They also want a board that knows the

business, is smart, honest and hard-working. Probably and usually, they

want a good percentage of the Board to be independent. Do they want,

however, a bureaucratic board of nit-picking independent directors that slow

down the capital-attracting and profit-making decisions of expert

management supported by knowledgeable directors? Of course not. Does

it matter whether the directors are distracted by expensive nuisance

litigation? Of course it does.
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Do stockholders benefit from a board engaged in meaningful

oversight? Director oversight of management is in the investors’ best

interests. No doubt directors who have a habit of sustained inattention may

create an atmosphere in which profit-making is static or stultified. Likewise

“utter failure” to put in place some rational mechanism for monitoring law

compliance could harm the corporation.34

As to business decisions, the business judgment rule has the effect of

freeing directors and the CEO to take business risks. Thus, directors’

decisions will be respected by courts unless the directors are interested or

lack independence relative to the decision, do not act in good faith, act in a

manner that cannot be attributed to a rational business purpose or reach their

decision by a grossly negligent process that includes the failure to consider

all material facts reasonably available. Courts do not measure, weigh or

quantify directors’ judgments.35 We do not even decide if they are

reasonable in this context. Due care in the decisionmaking context is process

due care only. Irrationality is the outer limit of the business judgment rule.

Irrationality may be the functional equivalent of the waste test or it may tend

34 See Caremark, supra n. at 16.

35 Brehm v. Eisner, 746 A.2d 244, 264 n. 66 (Del. 2000).
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to show that the decision is not made in good faith, which is a key ingredient

of the business judgment rule.36

36 Id. at 264.
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Liability for lack of due care by directors is an often-analyzed—

perhaps overanalyzed—subject. As noted, there is no liability for a bad

business judgment reached in good faith, even if the decision was stupid by

hindsight, unless, of course, the decision fails the waste test or the

decisionmaking process was materially flawed. Waste entails an exchange

of corporate assets for consideration so disproportionately small as to lie

beyond the range at which any reasonable person might be willing to trade.

To be sure, there are outer limits, but they are confined to aberrational cases

where directors irrationally squander or give away corporate assets.37

Directors in such cases are not protected by the business judgment rule.

There is, to be sure, an exposure of boards, in making enterprise

decisions, for fraud, disloyalty, law violation, bad faith and the like. There

is also a theoretical exposure to personal liability in damages for gross

negligence in process due care that forfeits the protection of the business

judgment rule. But, in reality, it may only be theoretical because of statutory

protection.

37 Id. at 263.
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First, under one Delaware statute directors are “fully protected in

relying in good faith upon the records of the corporation and upon such

information, opinions, reports or statements presented to the corporation by

any of the corporation’s officers or employees, or committees of the board

of directors, or by any other person as to matters the member reasonably

believes are within such other person’s professional or expert competence

and who has been selected with reasonable care by or on behalf of the

corporation.”38

38 8 Del.C. § 141(e).

Second, there is another statutory exemption which, when adopted in

the corporate charter by stockholders, exempts directors from liability for

negligence. In 1986 Delaware took the lead in adopting Section 102(b)(7)

of the general corporation law. Most state legislatures have since authorized,

and stockholders of most corporations have taken advantage of, an

exoneration of directors of liability for duty of care violations. These

provisions eliminate personal liability of a director for monetary damages for

breach of fiduciary duty, except for breach of the duty of loyalty, acts or

omissions not in good faith, intentional misconduct, knowing violation of

law, unlawful dividends or improper personal benefit.
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Interestingly, stockholders willingly and overwhelmingly have

adopted these statutory protections for their directors. Issues involving

allegation of the violation of the duty of care would most likely arise in

connection with enterprise decisions made in corporate mid-life. On the

other hand, many stockholders would prefer to eliminate or substantially

curtail “defensive measures” such as poison pills often installed by the board

and used by directors at the corporate end period, primarily in a hostile

takeover context. These are ownership issues as distinct from enterprise

issues, and often involve an “enhanced” business judgment rule requiring

directors to show that the defensive measure is reasonable in relation to the

corporate threat.39 What is the reason for this “phenomenon that

stockholders eagerly favor eliminating liability of directors for lack of due

care but are opposed to defensive measures?” It is not really a phenomenon.

It is quite understandable and predictable. Stockholders generally do not

want directors to worry about negligence lawsuits because these suits are

costly to the firm and distract the directors and officers from their mission—

formation of capital and turning a profit to benefit stockholders.

The investors have said to the directors, in effect: “Don’t worry about

personal liability in damages for negligence or even gross negligence; we

39 Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 949 (Del. 1985); see
also Unitrin, Inc. v. American Gen. Corp., 651 A.2d 1361 (Del. 1995).
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will not only exempt you from such threats, but we will also provide you

with indemnification and insurance protection, just in case. You are

expected to devote your energies to doing good economic work for the firm,

and that is to our benefit.”

But the stockholders likewise have said, in effect: “We do not excuse

you from liability in damages for breach of your duty of loyalty, bad faith,

intentional misconduct, improper personal benefit, etc. Nor do we like it

when you erect draconian barriers that may inhibit an outside offer for our

stock at a premium.”

Thus personal liability in damages for due care violations is not a

practical worry for directors in their daily enterprise decisions. But it can be

important, particularly in “end period” or “ownership” decisions for three

reasons: First, the statutory exemption from personal liability in damages for

negligence does not preclude injunctive or other equitable relief in the

transactional justification calculus. Second, a director must always act in

good faith, so this raises the question: When is an act or omission so

egregious and reckless that it evidences a lack of good faith? No director

wants to be a defendant in a case testing those doctrinal borders. Third, even

if there are no personal liability concerns, a high-profile lack of due care by

directors could undermine stockholder confidence, thus depressing the stock

price, cause the directors to be ousted at the next election of directors, or may
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lead in the rare exercise of the stockholders’ statutory right of removal of the

directors.

Thus, the corporation law does inform the aspirational drive—which

courts encourage—toward best corporate practices of due care,

independence, and the like.

The Stockholders’ Reasonable Expections

Let us step back for a minute and look at the economic rationale of

this reality in corporate life. Corporations do indeed function according to

norms—most of the time. Litigation is a costly last resort and should be

reserved for bad, aberrational behavior. Why? It is well explained in the

cogent dicta of Judge Winter in a 1982 case,40 and former Delaware

Chancellor Allen in a 1996 case.41 I will paraphrase and try to amalgamate

these dicta with my own views.

Stockholders expect their investment to be profitable but they

undertake the risk of bad business judgment. Investors have many

investment opportunities other than stock and these opportunities may be less

vulnerable to mistakes in judgment by corporate officers. Investors need not

40 Joy v. North, 692 F.2d 880, 885-86 (2d Cir. 1982).

41 Gagliardi v. Trifoods International, Inc., 683 A.2d 1049, 1052 (Del. Ch
1996). The holding in this case dismissing a derivative suit was never passed upon by
the Delaware Supreme Court. But the dicta in Gagliardi and Joy v. North referred to here
are consistent with Delaware Supreme Court jurisprudence.
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invest in a particular corporation. Stockholders can and do select among

investments partly on the basis of management. As a result, the business

judgment rule recognizes a certain voluntariness in undertaking the risk of

bad business decisions.

After-the-fact litigation is a wasteful device to deal with questionable

business decisions. The circumstances surrounding the directors’ decisions

are not easily reconstructed in a courtroom years later. The Board must

encounter risks and confront uncertainty in a tight time period. A decision

that seems reasoned at the time made may seem dead wrong when viewed

years later against a background of hindsight knowledge.

Potential profit often corresponds to the potential risk. So, it is very

much in the interest of stockholders that the law not create incentives for

overly cautious corporate decisions. Some opportunities offer great profits

at the risk of very substantial losses, while the alternatives offer less risk of

loss but also less potential profit. A stockholder with a diversified portfolio

is willing to invest in seemingly risky alternatives that may result in loss

because the losses in some stocks will over time be offset by even greater

gains in others.

Stockholders’ investment interests, across the full range of their

diversifiable equity investments, will be maximized if corporate directors and

managers honestly assess risk and reward and accept for the corporation the
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highest available risk-adjusted returns that are above the firm’s cost of

capital.

But directors will tend to be risk-averse if they must assume some

degree of personal risk relating to ex post claims of derivative liability for

any resulting corporate loss occasioned by the business decision going bad.

They need not worry under our law for mistakes of judgment—even

“stupid” ones. But if the law permits a punitive negligence theory of

liability, a stockholder-plaintiff might be able to plead a grossly negligent

process theory, survive a motion to dismiss, and then extract a settlement.

Corporate directors of public companies typically have a very small

proportionate ownership interest in their corporations and little or no

incentive compensation. Thus, their enjoyment of any “upside” gains earned

by the corporation on risky investment projects is proportionately low unless

they also happen to be large stockholders (which incidentally may be a

desirable “best practice” for corporate boards). If, however, corporate

directors were to be found liable for a corporate loss from a risky project on

the ground that the corporate investment was unwise and arrived at by a

sloppy process, their liability could be joint and several for the whole loss.

Given the scale of operation of modern public corporation, the disconnect

between risk and reward for corporate directors is problematic. It is in the

stockholders’ economic interest to offer some protection to directors from
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liability for negligence. Wise stockholders would want that protection to

allow directors to function without fear of liability as a result of a business

loss if they act in good faith and meet minimal proceduralist standards of

attention.

The law protects stockholder investment interests against the

uneconomic consequences that the presence of such second-guessing risk

would have on director action and investor wealth in the ways described

earlier: protection based on good faith reliance on records and experts;

exoneration under Section 102(b)(7); indemnification and insurance, etc. But

the first protection against a threat of sub-optimal risk acceptance is the

business judgment rule.

But, at the end of the day, it is also in the stockholders’ economic

interest that courts enforce violations of the duty of loyalty. In such cases

there may be severe damage awards against faithless fiduciary who act in

their own self-interest not in the interest of the firm.42

As I see it, there are seven normal expectations that a stockholder

should have of a board of directors. Although there may be others in some

situations, the stockholders expect that:

42 International Telecharge, Inc. v. Bomarko, Inc., No. 622, 1999, ___ A.2d
___ (Del. 2000).
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1) The stockholders have a right to vote for the
members of the board of directors and have a right
to vote on fundamental structural changes such as
mergers.

2) The board of directors will actually direct the
management of the company and will recommend
strategic business plans and fundamental
structural changes;

3) The board will see to the hiring of competent and
honest business managers from the CEO down the
line.

4) The board will develop and monitor a business
plan and will monitor the managers as they carry
out the business plan and the operations of the
company.

5) When making a business decision, the board will
act in good faith, on an informed basis and with a
rational business purpose.

6) The board will operate with basic honesty, care
and loyalty.

7) The board will take good faith steps to make sure
the company complies with the law.

I will return to these expectations later in the context of suggesting

aspirational paradigms of good corporate practice.

As to state legislation, one issue is whether directors may base their

decisions on constituencies other than those of the stockholders. A recurring

debate concerning corporate governance has centered on the question of: To

whom do corporations owe a duty? Should directors’ loyalties rest primarily
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with their stockholders, or should they also serve the needs of the

community?

In her book, The Genius of American Corporate Law, Professor

Roberta Romano analyzed the state takeover statute phenomenon and

concluded that Delaware’s case-by-case approach is preferable for

investors.43 Noting that Delaware’s preeminent position is based in part on

stability and balance of the decisional law and that bidders and targets are

both represented in Delaware, she observes:

The dynamic business environment in which firms
operate places a premium on a state’s responsiveness ... [in
adapting] its corporation code to changing business
circumstances.... [and placing] a premium on ... more accurate
identification of optimal corporate arrangements when there is
fluidity in business conditions. Delaware excels in both
dimensions. It has consistently been the most responsive state:
if Delaware is not the pioneer for a corporate law innovation, it
is among the first to imitate.

* * *

43 Romano, supra note 10, at 9.
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The best assessment of the evidence is that state
chartering is for the better and that Delaware’s code, for the
most part, benefits shareholders. Indeed, the debate’s focus in
the late 1980s shifted away from Delaware toward the actions
of other states, with the widespread enactment of state laws
regulating takeovers ... In this important area of statutory
innovation, an interesting role reversal occurred: Delaware was
a laggard rather than a leader.44

My understanding is that the Delaware bar is not likely at this time to

recommend, and the legislature is not likely to adopt, anti-takeover

legislation such as that in effect in Indiana, Nevada, and Pennsylvania.

Stockholder Protections:
Private Ordering and

Independence of Directors

44 Id.
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One of the protections for investors is private ordering. The Delaware

General Corporation Law is an enabling act that provides wide discretion to

fine-tune intra-corporate arrangements.45 The directors have the

responsibility to direct the management of the business and affairs of the

corporation unless the certificate of incorporation otherwise provides.46

Contractual arrangements ex ante through specially negotiated securities,

stockholder protection devices, buyouts of minority stockholders, and the

like are encouraged.47 Ex post “bailouts” by courts of minority stockholders

who have not taken advantage of private ordering opportunities are

inappropriate.48

The structure of corporate law allows directors wide discretion in their

business judgments and permits them to seek stockholder approval for

fundamental changes. Nevertheless, the stockholders expect general

principles of fiduciary duty to apply to the conduct of directors and that these

fiduciary duties will be enforced by courts.

45 See, e.g., Del. Code Ann. Tit. 8, §§ 102, 109, 141(a) (1974 & Supp.
1997).

46 Id. § 141(a).

47 Kaiser Alum. Corp. v. Matheson, 681 A.2d 392 (Del. 1996).

48 Nixon v. Blackwell, 626 A.2d 1366.
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Perhaps the most effective stockholder protection device is the

independence of directors. Stockholders vote for directors and expect proper

governance from them. The expectation is a strong bond of trust vested in

the directors. Courts enforce that trust. At the same time, courts should be

reluctant to interfere and should not create surprises or wild doctrinal swings

in their expectations of directorial behavior.

But there is a paradox on the issue of the desirability of independent

directors. On the one hand, independent directors know less than interested

ones about a firm. Actual governance (as distinct from simply hiring a chief

executive officer (CEO) and letting him or her work) takes time. An

independent director has, by definition, less stake in the decision and,

therefore, less incentive to get things right. What is the right balance of these

considerations? Are investors necessarily better off with majority-

independent boards? For many firms, boards dominated by insiders may be

better because people with more time (and their money on the line) may well

do better jobs. One big difference between judges and corporate managers

is that judges—even judges determined to use economic principles—often

assume that what is good for the judicial system is good for corporations.

But independent directors can sometimes make a colossal mess of things. By
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contrast, entrepreneurs and investors usually do pretty well if left to their

own devices.49

49 This view is yet another replication of the views of Judge Easterbrook
expressed in his letter to the author of April 10, 1998. Letter from Frank H. Easterbrook,
Circuit Judge, U.S. Court of Appeals for the Seventh Circuit, to E. Norman Veasey, Chief
Justice of the Supreme Court of Delaware 2 (Apr. 10, 1998) [hereinafter Easterbrook
Letter] (on file with The Business Lawyer, University of Maryland School of Law).
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Although independence of directors may not necessarily guarantee the

best economic return to stockholders,50 the better view is that independence

is a worthwhile goal of a significant majority of the board, but a blended

board with independent directors and knowledgeable insiders may often be

optimal. In the end, independence offers to investors some further assurance

that the governance process has integrity.51

Conclusion

As long as we have judge-made law as the core of Delaware’s

corporate law system, we must focus on ways to improve the reliance of

investors and courts on board of directors operating at the heart of that

system. Thus, we need to seek aspirational norms for good corporate

practice. I have seven suggestions for boards of directors. These are

recommended protocols offered only as an aspirational matter. They do not

50 See E. Norman Veasey, The Defining Tension in Corporate Governance
in America, 52 Bus. Law. 393, 402 (1997).

51 William T. Allen, Independence, Integrity and the Governance of
Institutions, Speech to the National Association of Corporate Directors Annual Meeting
7-8 (Oct. 27, 1997).
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necessarily drive liability considerations, and they do not portend how a case

will be decided. The seven suggestions are:

(1) There should be a heavy majority of purely independent

directors on every board.

(2) The board should be engaged in actual governance, and not

merely act as advisors to the CEO. This does not mean that the

board runs the operations of the company (normally it should

not). It means directors are in control of the policy of the firm,

and the managers work for them.

(3) The directors should meet face-to-face frequently throughout

the year and spend substantial time on their homework. A norm

of at least one hundred hours per year on each board has been

suggested and seems reasonable, in my view.52 Of course more

than the norm may be required in time of crisis, and directors

should not become so overcommitted that they cannot deal

adequately with crises.

(4) The directors should limit to a reasonable number the major

boards on which they serve. What is a reasonable number

depends on the extent to which each director is able to carry out

52 See Section of Business Law, ABA, Corporate Director’s Guidebook—
1994 Edition, 49 Bus. Law. 1243, 1259 (1994).
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his or her responsibilities to each board in a professional53

manner.

53 See Ira M. Millstein, The Professional Board, 50 Bus. Law. 1427 (1995).

(5) Independent directors should regularly evaluate the CEO, and

they should meet with each other alone in executive session on

a regular basis. The board should have independent audit,

compensation and nominating committees. In most instances,

at least the audit and compensation committees should be

independently advised.

(6) The board should establish and monitor reasonable law

compliance programs.

(7) The board should carefully review disclosure documents for

which they have direct responsibility to ensure that all material

information reasonably available is disclosed to the relevant

audience.

I should be clear that these suggestions are purely precatory. I am not

foreshadowing how any case should be decided. The rationale of the

economic expectations of investors is designed to be a coherent point of

departure only and does not necessarily preordain any particular result.
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Aspirations, like the seven protocols above, are not liability-related. At best,

they may be in the nature of safe harbors in certain circumstances.


