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Abstract

Shareholder bylaws limiting or directing board action raise atough and fascinating
guestion of statutory interpretation under state law as well as an important policy question. In
particular, over the last decade shareholders have sought to use bylaws to limit poison pills and
to grant shareholders access to the corporate proxy materials to nominate directors. This paper
argues that an expansive, athough not unlimited, shareholder power to enact bylaws is both a
plausible interpretation of Delaware’ s statutory scheme and desirable as a policy matter.
Shareholder bylaws that set general rules of corporate governance and procedure should be valid
unless more specific statutory provisions remove a specific matter from the bylaw power.
Applied to poison pill and proxy access bylaws, both are valid under the general anaysis,
although poison pill bylaws may not be valid due to a more specific provision of Delaware law.
The SEC should require boards to include bylaw proposals unless the particular proposal is
clearly invaid under relevant state law. Board bylaws and certificate provisions could limit
shareholder bylaws in some corporations, but it islikely that in many corporations boards will

not be willing or able to enact such limits.



Shareholder Bylaws, Shareholder Nominations, and Poison Pills

Introduction

Shareholder activism has grown notably over the last decade or two. Aslarge
institutional investors own alarger percentage of American public corporations, some of those
investors have tried to change corporate governance practices at companies they believe are
poorly run. This often has taken the form of shareholder proposals suggesting specific changes.
Although traditionally shareholder proposals under Rule 14a-8 have been mere suggestions,
some sharehol ders have made proposals in the form of bylaws which, if valid, would legally bind
boards of directors. Two particularly significant kinds of bylaw proposals have been poison pill
and proxy access bylaws. Poison pill bylaws limit the ability of aboard to maintain or enact a
poison pill, aleading antitakeover defense. Proxy access bylaws allow certain shareholders,
under specified circumstances, to have their nominees for director positions included in the
corporation’ s proxy material.*

Shareholder bylaws limiting or directing board action raise atough and fascinating
guestion of statutory interpretation. Every state has a statute allowing shareholders to enact
bylaws concerning firm governance, but every state also has a statute granting the board of
directors broad authority to govern the corporation.® Each state a'so has many more specific
corporate governance statutes that grant or do not grant authority to the bylaws to set rules on
specific points. Sorting out the tensions among these statutes is quite hard, and has generated

much scholarly debate. | engage in adetailed analysis of the many statutory provisions touching

" | would like to thank David McGowan, Frank Partnoy, Paul Rubin, Bill Wang, and participants at
faculty colloguiaat the University of San Diego Law School and the University of California, Hastings
College of the Law for helpful comments.

! For further background on shareholder amendments, particularly poison pill and proxy access bylaws,
see section 11, infra.

2 See, e.g., Del. Gen. Corp. L. § 109; Mod. Bus. Corp. Act § 10.20(a).



on bylaw power, and argue that shareholder bylaws regulating general matters of corporate
governance and procedure should be valid under Delaware law, which istypical of most state
law on this point.* Applying this analysis to poison pill and proxy access bylaws, both should be
valid under the genera analysis, athough a more particular statute concerning rights and options
on shares creates significant doubt concerning poison pill bylaws.” | further argue that Delaware
case law is consistent with this textual analysis of the statutes.’

Shareholder bylaws raise tough questions of policy as well as corporate law. Indeed, the
policy and legal issues are inter-related: policy concerns do and should inform judicia
decisions, and the case law in turn hel ps shape our understanding of the relevant policy goals. |
anayze the policy dilemmaand conclude that shareholder bylaws regulating corporate
governance are desirable. Key to the analysisis noting that the bylaw debate just concerns how a
default ruleis set; corporations will be able to vary the rule whichever way courts decide. Thus,
if courts hold that the statutes grant shareholders broad power to set corporate governance rules,
corporations can limit that power in the certificate of incorporation. Conversely, if courts hold
that statutes grant shareholders only narrow bylaw power, corporations can give shareholders
greater authority in the certificate. Many thoughtful objections to expansive shareholder power
to initiate corporate rules do not apply to a default rule that corporations can limit if they object.
Within this limited context, a default rule of broad shareholder power to enact bylaws concerning

corporate governance is best, given shareholder ability to evaluate such genera rules and given

% See, e.g., Del. Gen. Corp. L. § 141(a); Mod. Bus. Corp. Act § 8.01(b).

* The basic position | advocate is close to that set out in John C. Coffee, Jr., The Bylaw Battlefield: Can
I nstitutions Change the Outcome of Corporate Control Contests?, 51 U. Miami L. Rev. 605 (1997). |
provide greater textual support for that position, in response to the leading textual analysisto date of the
guestion, Lawrence A. Hamermesh, Corporate Democracy and Sockholder-Adopted By-Laws: Taking
Back the Street?, 73 Tul. L. Rev. 409(1998), which | argue takes an overly-narrow view of the bylaw
power.

® Seeinfra, section I11.A.



the danger of allowing boards to veto attempts to limit their own authority. Moreover, it iseasier
for corporations to contract around a broad bylaw default rule than a narrow rule, as contracting
around the statutory default occurs through amendments to the certificate of incorporation, and
only the board (which tends to prefer anarrow bylaw power) has the power to initiate changesto
the certificate.”

Even if one agrees that expansive bylaw power is both valid under state law and
desirable, apractical analysis of shareholder bylaws cannot end there. Favorable state court rules
will be worthless to shareholders unless they can use the corporate proxy material to propose
bylaws. Creating and circulating proxy material of their own is almost always prohibitively
expensive unless shareholders are seeking to gain a controlling share block. The SEC’'s Rule
14a-8 governs when boards are required to include shareholder proposalsin the corporation’s
proxy material, hence the interpretation of that rule becomes quite important for our subject.
Although the SEC staff has wobbled some over time (including recent months), its usual
approach has been to allow boards to exclude both poison pill and proxy access bylaws. | argue
that both as a matter of corporate governance and as a matter of desirable federalism, the SEC
should require boards to include both types of bylaw proposals. That approach would allow
greater experimentation both among corporations and among states. Indeed, allowing
shareholder proxy access bylaws would be awiser course than proceeding with the one-size-fits-
al proxy access rule that the SEC has proposed amidst great controversy.®

Finally, | explore one other set of possible practical limitations of shareholder bylaws.
Boards may be able to fight back against shareholder bylaws either through bylaws of their own

or through the certificate of incorporation. However, amix of legal and practical considerations

® Seeiinfra, section 111.B.
" Seeiinfra, section 1V.



suggests that shareholder bylaws, if allowed by states and the SEC in the moderatel y expansive
way that | suggest, would still have a notable impact at many corporations.® Shareholder bylaws
are not amagic bullet in the ongoing skirmish between shareholders and boards, but they can and
should be a significant addition to shareholders’ arsenal.
1. Background

Throughout most of the history of American corporate law, the scope of the bylaw power
has not frequently been a source of major controversy, in theory or in practice. However, the
bylaw power became a matter of greater interest in recent years. The growth of more activist
institutional investors over the last few decades™ has led to more use of sharehol der-passed
bylaws as ways to restrain boards or empower shareholders. Bylaws are one of the two main
private documents defining internal corporate governance structure and procedure within a
particular corporation. The certificate (or article, in some states) of incorporation is the other.
Institutional investors have looked to amending the bylaw rather than the certificate because
although the certificate takes precedence over the bylaws if the two conflict, shareholders alone
can amend the bylaws, while only the board has the power to initiate amendments to the
certificate, which shareholders must then approve. Two sets of shareholder campaignsin
particular have gained attention. In the nineties shareholders tried to enact bylaws limiting the
ability of boards to adopt and maintain poison pills. Inthelast few years shareholderstried to
enact bylaws requiring corporations to include shareholder nominees to the board in the

corporate proxy under certain circumstances.

8 Seeinfra, section V.

9 Seeiinfra, section V1.

10 See Bernard Black, Shareholder Passivity Reexamined, 89 Mich. L. Rev. 520 (1990); John C. Coffee,

Jr., Liquidity Versus Control: The Institutional Investor as Corporate Monitor, 91 Colum. L. Rev. 1277

(1991); Edmund B. Rock, The Logic and (Uncertain) Sgnificance of Institutional Shareholder Activism,
79 Geo. L. J. 445 (1991).



A Poison pill bylaws

The poison pill isthe most potent of antitakeover defenses. If a corporation has a poison
pill and a hostile bidder acquires enough of the corporation’s sharesto trigger the pill, other
shareholders will have the right to buy more shares at bel ow-market prices, meaning that the
bidder must buy those sharesas well. Alternatively, the pill could trigger the right to purchase
more shares of the bidder at low prices after amerger has occurred, diluting the value of the
bidder’ s current shareholdings. Conventional wisdom is that the presence of an unredeemed
poison pill makes atakeover prohibitively expensive for the bidder.* A bidder may try to elect
new board members who will redeem the pill, but a staggered board combined with a prohibition
on removing directors without cause means that it will take over ayear for such a strategy to
succeed.™ Thereis debate over whether blocking hostile bids hel ps shareholders by increasing
the company’ s ability to bargain for a higher price™ or hurts them by allowing the incumbent

board to entrench itself,**

with the latter view probably predominating among corporate law
scholars. At any rate, many shareholder activists appear to hold the latter view, and thus would
like to limit the ability of boards to put and keep pillsin place.

Bylaws are about the only way that shareholders can initiate binding actionsin corporate
policy. Thus, it islittle surprise that shareholders turned to bylaws as away to limit poison pills

once it became clear that courts were going to allow boards to create and keep in place all but the

most powerful of poison pills. In the nineties a growing number of shareholders introduced

11 See Lucian Bebchuk et. al., The Powerful Antitakeover Force of Saggered Boards: Theory, Evidence,
and Policy, 54 Stan. L. Rev. 887 (2002); but cf. William J. Carney, The Illusory Protections of the Poison
Pill, 79 Notre Dame L. Rev. 179 (2003).

12 See Bebchuk et. al., supra note 11.

3 See, e.g., Marcel Kahan & Edward B. Rock, Corporate Constitutionalism: Antitakeover Charter
Provisions as Pre-Commitment, forthcoming, U. Penn. L. Rev., paper available at
Www.ssrn.com/abstract=416605.



shareholder proposals that would enact such bylaws. Some bylaws required boards to redeem
existing pills under certain circumstances,™ while others required shareholder approval for
putting new pillsin place.’® Astimewore on and institutional investorsincreasingly exercised
their voting power, such corporate governance proposals gradually received more favorable
votes. Aswe shall see, thereis considerable question as to whether such poison pill bylaws are
validinder state law. Asaresult of the push for such bylaws, two state courts did consider this
issue in the late nineties. The Oklahoma Supreme Court upheld a poison pill bylaw in Int’l
Brotherhood of Teamster General Fund v. Fleming Companies.*’” A federal district court
interpreting Georgialaw struck down a poison pill bylaw in Invacare Corp. v. Healthdyne
Technologies, Inc.’®

It may seem a bit puzzling that more state courts have not decided theissue. A major
part of the answer to that puzzleisthat right around the time of Fleming, the SEC decided that
boards could choose to exclude poison pill bylaws.*® To enact abylaw in a public corporation,
shareholders need to obtain the proxy voting power for amajority of the shares voting.
Distributing a proxy on one’ sown is generally prohibitively expensive, costing at least hundreds
of thousands of dollars. Even largeinstitutional investors are not willing to expend that kind of
money on corporations in which they own at most only afew percent of the outstanding shares.
Thus, they will be willing to propose bylaws only if they can do so through the corporation’s
own proxy solicitation materia that it sends to shareholders at the company’s expense. The

SEC’ srules govern when boards are required to include shareholder proposalsin the

! See, e.g, Frank H. Easterbrook & Daniel R. Fischel, The Proper Role of a Target’s Management in
Responding to a Tender Offer, 94 Harv. L. Rev. 1161 (1981).

> cites

1 cites

7,975 P.2d 907 (Okla. 1999).

18 968 F. Supp. 1578 (N.D. Ga. 1997)



corporation’s proxy material. Once the SEC decided to allow boards to exclude poison pill
bylaws, the chances of such bylaws being proposed and passed fell to essentially zero. That is
where things now stand, and will continue to stand unless and until the SEC changes its mind.

B. Shareholder nomination bylaws

Shareholders elect directors. However, in the vast majority of instancesit is the current
board that nominates the directors and includes its nominees in the corporation’s proxy material.
Once again, it isjust too expensive for shareholdersto circulate their own proxy material, unless
they are trying to obtain a controlling amount of shares, in which case the potential profits from
achieving control may be large enough to justify waging a proxy contest if it will help gain
control. Boardswill generally (indeed, almost uniformly) not include shareholder nominees that
they do not want in the corporation’s proxy material unless the SEC were to force them to, and
so far the SEC has not chosen to do so.

One potential way around thisisto enact a bylaw that requires the board to include
shareholder nominees in the corporation’s proxy material if specified conditions are met. Once
again, we shall see that such bylaws may or may not be valid under state law. However, once
again in order to test that law, shareholders must first be able to pass such proxy access bylaws,
and in order to be able to effectively pass such bylaws they must be able to get the bylaw
proposal included in the company’s proxy material. Here again, the SEC has not helped
shareholders, and has generally allowed corporation’ s to exclude proxy access bylaws, with a
few exceptions.”

A few years ago, the American Federation of State, County and Municipal Employees

Pension Plan tried again with a series of proxy access bylaws at various companies. The SEC

9 seeinfra notes 314 through 319 and accompanying text.
% Seeinfra notes 333 through 334 and accompanying text.



allowed the companies to exclude the proposals,?* but it announced that it was re-considering the
matter of proxy access for shareholder nominees.?? Several months later the SEC staff produced
areport that examined various options for reform of the nomination process.®® One possible
reform was to allow proxy access bylaws.?* Other proposals concerned increased disclosure.?
The SEC rapidly passed variants of those proposals.?®

The most controversial proposal would create a requirement to include sharehol der
nominees in corporate proxy material under specified circumstances.”” The SEC followed up on
this suggestion with proposed Rule 14a-11.% The rule would require companies to include
certain shareholder nomineesif one of two triggers applied. Thefirst trigger isthat at least 35%
of shareholders withhold support for a board nominee®® The second trigger is that a majority of
sharehol ders vote to be governed by the 14a-11 regime.*® Only shareholders who collectively
have held at least 5% of the outstanding shares for at least two years could hominate
shareholders using the rule.®* Shareholders could only nominate between one and three
directors, depending on how many positions are up for election, and in al eventslessthan a

majority of the positions up for avote.®

?! See Staff Report: Review of the Proxy Process Regarding the Nomination and Election of Directors,
July 15, 2003, p. 1.

* See Press Release No. 2003-46.

* See Staff Report: Review of the Proxy Process Regarding the Nomination and Election of Directors,
July 15, 2003.

% See Alternative E, Staff Report at 24-26.

 See Alternatives C and D, Staff Report at 16-24.

% See Release No. 33-8340, Disclosure Regarding Nominating Committee Functions and
Communications Between Security Holders and Boards of Directors, Nov. 24, 2003.

" See Alternative A, Staff Report at 6-14.

8 See Release No. 34-48626, Proposed Rule: Security Holder Director Nominations, Oct. 14, 2003.

% See proposed Rule 14a-11(3) (2)(i).

% See proposed Rule 14a-11(a) (2)(ii).

% See proposed Rule 14a-11(b).

% See proposed Rule 14a-11(d).



The proposed rule has been hugely controversial, generating thousands of comment
letters.®®* News accounts suggest the Commission is split, with two Democratic commissioners
supporting the rule, two Republican commissioners skeptical about it, and the chair trying to
figure out his preferred response.® As of thiswriting, the rule has not yet been adopted.

In the meantime, the SEC’ s staff has wobbled on the question of whether companies must
include shareholder proxy access bylaw proposals. In December 2004 the staff initially denied a
no-action request by Disney, which wanted to exclude a proxy access bylaw submitted by
AFSCME, the New Y ork State Common Retirement Fund, CalPERS, and the Illinois State
Board of Investment.*®> The proposal would subject Disney to the proposed Rule 14a-11 regime.
A few weeks later the staff reversed itself, allowing Disney to exclude the proposal and thus
reverting to its traditional position.* The union plans to appeal the staff’s decision to the
Commission.*

This brief account of the background for shareholder bylaws suggests that both state law
and SEC rules are important to the practical possibilities of bylaws for empowering shareholders,
and we shall consider both below. It also suggests that shareholder bylaws are both controversia
and potentially effective at shifting the balance of power between boards and shareholders. They
thus raise interesting and fundamental policy questions, and we shall consider these as well.

[11. Legal analysisof bylaws
This section analyzes existing Delaware law to determine what sorts of provisions bylaws

can vaidly contain. The analysis both provides a general framework for assessing the validity of

% See hitp://www.sec.gov/rul es/proposed/s71903.shtml.

¥ Cite

% See The Walt Disney Company, available December 8, 2004.

% See Carrie Johnson, SEC Saff Reverses on Disney Proxy; Ballot Won't Include Nomination Initiative,
Wash. Post, Dec. 30, 2004.

¥ Seeid.



bylaw provisions, and applies that framework to shareholder proxy access and poison pill
bylaws. It focuses on Delaware as the leading corporate law jurisdiction, although asimilar
guestion arisesin other states.

Bill Eskridge and Phil Frickey have suggested a general framework for understanding
statutory interpretation as practical reasoning.*® Their approach recognizes several major sources
of authority. They suggest afunnel as a heuristic device for understanding the relationship
between these sources. At the bottom of the funnel is the narrowest and most authoritative
source: the statutory text itself. In the middle of the funnel are such factors as legidlative
history, administrative interpretations, and judicial interpretations—Iess authoritative and more
wide-ranging than statutory text. At the top of the funnel are policy considerations, the least
authoritative but most wide-ranging source for interpreting statutes. These three levels of
anaysislink to each other: the policy analysis of section IV tiesto broad themes that emerge
from the case law, and that case law is anchored in the statutory text. In this section | consider
the lowest and middle levels of the funnel. The first sub-section focuses on statutory text. The
second sub-section considers the legidative history of the Delaware statutes and relevant judicial
decisions that affect the analysis. Section IV engagesin apolicy analysis, the top of the funnel.

A. Text

We start our textual analysis with the two core conflicting statutory provisionsin
Delaware.* Delaware section 141(a) is the statutory source for a strong presumption in favor of
board discretionary control over the business affairs of a corporation. It provides:

The business and affairs of every corporation organized under this chapter shall
be managed by or under the direction of aboard of directors, except as may be

% See William N. Eskridge, Jr., and Philip P. Frickey, Satutory Interpretation as Practical Reasoning,
42Stan. L. Rev. 321 (1990).

¥ Similar conflicting provisions exist in most if not all other states. See, e.g, Rev. Mod. Bus. Act. §§
10.20(a), 8.01(b).
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otherwise provided in this chapter or in its certificate of incorporation. If any

such provision is made in the certificate of incorporation, the powers and duties

conferred or imposed upon the board of directors by this chapter shall be

exercised or performed to such extent and by such person or persons as shall be

provided in the certificate of incorporation.*

The competing provision is section 109(b), which gives a broad sweep to what bylaws
may cover:

The bylaws may contain any provision, not inconsistent with law or with the

certificate of incorporation, relating to the business of the corporation, the conduct

of its affairs, and its rights or power or the rights or powers of its stockholders,

directors, officers or employees.**

As noted by Jeffrey Gordon, there is afrustrating circularity here, what he calls a
“recursive loop.”** One can read the phrase “except as may be otherwise provided in this
chapter” in section 141(a) as referring, among other things, to section 109(b), so that section
109(b) trumps section 141(a). Alternatively, one can read the phrase “ not inconsistent with law”
in section 109(b) as referring, among other things, to section 141(a), so that section 141(a)
trumps section 109(b).*

This givesrise to three basic possible readings. First, section 109(b) does not on its own
validate any sort of bylaw provision, because section 141(a) always trumpsit. Second, section

141(a) does not provide any sort of limitation whatsoever on the provisions that section 109(b)

allows, because section 109(b) aways trumps 141(a). Third, one can split the difference so that

“Del. Gen. Corp. L. § 141(a).

“! Del. Gen. Corp. L. § 109(b).

“2 Jeffrey N. Gordon, “ Just Say Never?” Poison Pills, Deadhand Pills, and Sharehol der-Adopted Bylaws:
An Essay for Warren Buffett, 19 CARDOzO L. REv. 511, 546 (1997).

*3 Note that the section 109(b) exception refersto “law” generally, not the corporation law specifically,
unlike section 141(a)’ s exception, which refers to “except as may be otherwise provided in this chapter,”
i.e., inthe corporation law. Thus, one could argue that the section 109(b) exception really only refersto
other sorts of legal limitations—e.g., that the bylaws may not discriminate on the basis of race, or may not
violate the antitrust laws. Thisweakly suggests that section 109(b) trumps section 141(a). However,
altbugh “law” does include more than the corporation law, it would seem to include the corporation law
aswell.

11



section 109(b) does allow for some limitations on matters that otherwise would be subject to
board authority, but section 141(a) limits how far such bylaw provisions can go. The question
then arises as to how to split the difference. Commentators have suggested severa different
formulations for doing so, and we shall consider those below.

Does the statutory text give us any sorts of clues as to which of these three possible
readings makes most sense of the two provisions? In analyzing Delaware (or any) statutes, we
must be guided by the general principle that wherever possible we should read different statutes
together in a harmonious way that gives effect to all of their different provisions. Not only isthis
ageneral principle of textualist interpretation, but the Delaware courts have also specifically
endorsed it.** Also relevant is the Delaware doctrine of independent legal significance.* Under
this doctrine, “action taken pursuant to the authority of the various sections of [the Delaware
Genera Corporation Law] constitute acts of independent legal significance and their validity is
not dependent on other sections of the Act.”* Moreover, we shall not consider only sections
141(a) and 109(b). Rather, we shall bring in the broader statutory context and consider a number
of other statutes that bear on bylaws and board power. We shall do so both to strive to make the
entire Delaware code consistent on this subject, and also to gather more information to help
decide and resolve the tension between our two main sections. In recent decades there has been

aresurgence of interest in textualist approaches to statutory interpretation, and one characteristic

* See Henley Group, Inc. v. Santa Fe S Pac. Corp., No. CIV.A. 9569, 1988 WL 23945 at *18 (Del. Ch.
1998) (“[T]herelevant principle of statutory construction isthat a statute must be interpreted to give full
effect to the pertinent statutory language and to produce the most consistent and harmonious result. A
court should not normally use rules of construction to amend or override one statutory provision in favor
of another, and statutes on the same subject must be construed together so that effect is given to every
provision. The Court will choose between statutory provisions only if thereis an irreconcilable conflict
between the two statutes, in which case the later enacted statute supercedes the earlier one.”)

*® See Hariton v. Arco Electronics, Inc., 188 A.2d 123 (Del. 1963); Federal United Corporation v.
Havender, 11 A.2d 331 (Del. 1940).

“® Langfelder v. Universal Laboratories, 68 F. Supp. 209, 211 (D. Del. 1946).
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technique that has emerged is a sophisticated analysis of individua provisions within their
broader statutory context.

Note first that our basic principle of trying to reconcile and give effect to both section
141(a) and 109(b) already provides a strong argument in favor of the third reading, as each of the
first two readings tends to submerge one section in favor of the other. Some more specific
principles of interpretation reinforce this point. The first reading, that section 109(b) can never
on its own validate any bylaw provision, in effect makes all of section 109(b) null. We should
read section 109(b) as having some sort of effect, by making some bylaw provisions valid that
would in its absence not be valid. Any interpretation which gives no effect to section 109(b) is
on this ground quite suspect. The most impressive textual analysis of thisissue to date, that of
Lawrence Hamermesh, comes at least very close to falling afoul of this objection.*’

Similarly, the second reading, that section 141(a) puts no limits on section 109(b), seems
to make one part of section 141(a) superfluous. This second reading hinges on understanding the
“except as may be otherwise provided in this chapter” language of section 141(a) asreferring to
section 109(b), among other statutory provisions. However, note that this exception language
more fully reads “except as may be otherwise provided in this chapter or in its certificate of
incorporation.” The difficulty arises when we add in consideration of section 102(b)(1), which

allows the certificate to contain provisions concerning management of the business and affairs of

*" Hamermesh says “it is preferable to read section 141(a) as an absol ute preclusion against by-law limits
on director management authority, in the absence of explicit statutory authority for such limits outside of
section 109(b).” Hamermesh, supra note --, at 444. At other points, Hamermesh says “the most
reasonabl e reading of these statutes precludes reliance on section 109(b) as an independent source of
authority for aby-law that directly limits the managerial power of the board of directors.” 1d. at 430
(emphasis added). Similarly, he says “stockholders lack the general authority to adopt by-laws that
directly limit the managerial power of directors. . ..” Id. at 479 (emphasis added). The language | have
emphasized in the last two quotes suggests that Hamermesh may think that section 109(b) authorizes
indirect limits on board authority, which would give some effect to 109(b), although Hamermesh does not
elaborate on the direct/indirect distinction. | shall discuss thisa bit more below.

13



the corporation.® Section 102(b)(1) is similar in scope to section 109(b). If we areto read
section 109(b) broadly to alow bylaws to limit board authority, then section 102(b)(1) would
have the same effect. However, since section 102 is in the same chapter as section 109 and
section 141, the “except as may be otherwise provided in this chapter” phrase would then point
to 102(b)(1) as well as 109(b). If that is so, though, then why would the exception need to go on
to include “or inits certificate of incorporation”? The certificate language in section 141(a)’s
exception clause thus becomes superfluous on the second, broad reading of section 109(b).*°

An expressio unius argument reinforces this last point. Section 141(a)’s exception clause
refers to provisionsin the certificate but not in the bylaws. 1f the bylaws can indeed limit section
141(a), this would have been anatural place to mention the bylaws, but the statute does not do
so0. Expressio uniusisacommonly-used but rather controversial textualist argument. It is not
always safe to assume that legislators will have seen that a certain provision could have been
inserted and deliberately chose not to. Many absences of this sort are inadvertent. However, in
this case the argument is strengthened by the fact that in many other related parts of the
Delaware statutes the language refers to the certificate and bylaws together. In section 141 alone
this occurs at least seven times.™

We thus see that both the first and the second readings run afoul of some strong textualist
objections. This provides at least a negative argument for the third, split-the-difference reading.

Note that the split-the-difference reading does give effect to the “ except as may be otherwise

8 Section 102(b)(1) reads “[T]he certificate of incorporation may also contain. . . [a]ny provision for the
management of the business and for the conduct of the affairs of the corporation, and any provision
creating, defining, limiting and regulating the powers of the corporation, the directors, and the
stockholders, or any class of the stockholders, or the members of a nonstock corporation; if such
provision are not contrary to the laws of this State. Any provision which is required or permitted by any
section of this chapter to be stated in the bylaws may instead be stated in the certificate of incorporation. .
.“ Del. Gen. Corp. L. § 102(b)(2).

* See Hamermesh, supra note 4, at 431-32.
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provided . . . inits certificate of incorporation” language of section 141(a). The split the
difference reading only allows some sorts of bylaw provisions under section 109(b); section
141(a) forbids other sorts of bylaws. Absent the reference to the certificate in section 141(a), the
same might be true for certificate provisions limiting board authority. The inclusion of the
certificate exception, though, means that the certificate may limit board authority in any way,
regardless of the usual grant of authority to the board in section 141(a).>* Thus, certificate
limitations can go further than the bylaw limitations suggested by the distinctions we are about to
consider.

Is there any more positive support for that reading? That dependsin part on how one
proposes to split the difference. The literature contains several possible distinctions for what
bylaws can and cannot do under section 109(b), most of them set out in an article by John
Coffee.®® The four distinctions Coffee suggests are as follows:

* Ordinary versus fundamental matters. Bylaws may be more likely to be valid if
they concern fundamental rather than ordinary matters. This distinction seems to
track how the SEC has understood state law in its handling of shareholder
proposals. Lawrence Hamermesh objects that fundamental matters are precisely
the areawhere aboard’ s role is most important, and that in practice much of a
board’s work is focused on fundamental matters.>® True enough, but this
proposed distinction would not divest managers of default authority over
fundamental matters, it would simply allow bylawsto limit that default board

power. The ordinary/fundamental distinction gets some statutory backup from

* See Del. Gen. Corp. L. §§ 141(b), 141(c), 141(d), 141(f), 141(g), 141(h), 141()).

*L Of course, there are some legal limits on what the certificate may do, just not limits derived from
section 141(a).

°2 See Coffee, supra note 4.
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considering what sorts of matters the statutes give shareholders aright to vote on.
Besides el ecting directors, shareholders have the right to vote on mergers,> sales
of substantially all corporate assets,™ dissolutions,* and certificate
amendments.”” These are all fundamental matters, thus suggesting that the
Delaware statutes tend to give shareholders voting power over fundamental
matters, but not otherwise.”®

Affirmative orders versus negative constraints. Bylaws might be valid if they
constrain the board, but not if they affirmatively order it to take specific actions.
Coffee seems to have derived this distinction from case law rather than statutory
language.® 1 do not see much support for the distinction in that language,
although one might try the following argument. Section 141(a) speaks of
corporate business being “managed by or under the direction of” the board. The
word “manage’ may connote affirmatively taking action. In contrast, section
109(b) speaks of provisions “relating to” corporate business. Perhaps “relating
to” connotes more negative limitation. That isabit of a stretch, though. The
distinctions that follow provide other, more plausible, glosses on the words
“managed by” and “relating to”. Hamermesh objects that affirmative orders can
generally be re-phrased as negative constraints—a pretty good objection to this

distinction.®®

%% See Hamermesh, supra note 4, at 433-35.
% See Del. Gen. Corp. L. § 251.

*® See Del. Gen. Corp. L. § 271.

% See Del. Gen. Corp. L. § 275.

" See Del. Gen. Corp. L. § 242.

% See Coffee, supra note 4, at 613-14.

% Seeid. at 614.

% See Hamermesh, supra note 4, at 436.
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Procedure versus substance. Bylaws usually seem to focus on procedural rules
rather than substantive matters.®> The language of sections 141(a) and 109(b)
does not particularly suggest this distinction, although this might be another way
of helping to distinguish “manage” and “relating to”. The distinction does,
however, emerge as a possible way of understanding the list of specific bylaw
provisions that other parts of the corporate law allow, so | shall reserve discussion
of this distinction until we come to that list.

Cor porate gover nance versus business decisions. Coffee terms the “safest and
soundest distinction” that between corporate governance, a valid subject for
bylaws, and business decisions, which are reserved to the board.®* Corporate
governance bylaws “ affect the allocation of power between shareholders and
directors prospectively (particularly with regard to a broad and generically
defined class of cases). . . .”®® Thisagain may help make sense of the “managed
by” versus “relating to” language. Moreover, section 109(b) also speaks of
provisions relating to the “rights or powers” of stockholders, directors, officers or
employees. The phrase “rights or powers’ seems to point to structural,
governance matters as opposed to business decisions. Even Hamermesh agrees
that bylaws directed at specific business decisions are “less defensible’, although
he believes that even broad corporate governance bylaws are hard to defend.®*

However, his objections to this distinction are really aimed not at the distinction

®! See Coffee, supra note 4, at 614.
%2 Seeid. at 614-15.

81d. at 614.

8 See Hamermesh, supra note 4, at 437-38.
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itself, but rather at whether poison pill bylaws fall on the corporate governance
side of the distinction.®® We shall examine that question below.

Hamermesh'’s article obliquely suggests afifth possible distinction for distinguishing
valid from invalid bylaw provisions:

» Direct versusindirect. At severa points Hamermesh suggests that bylaw
provisions that indirectly limit board managerial authority may be allowable.®®
However, he does not elaborate on this distinction. The “relating to” language of
section 109(b) may provide some support for this distinction. However, it isfar
from clear how one would make the direct/indirect distinction in practice.

Thus, the statutory language that we have considered so far seems most consistent with a
split-the-difference interpretation that gives effect to both sections 109(b) and 141(a) by
distinguishing bylaws that section 109(b) allows from bylaws that section 141(a) forbids. The
language supports several ways of making this distinction that John Coffee has suggested, with
the corporate governance/business decision distinction receiving the most support.

Before turning from looking at the statutes, we should look beyond the few provisions we
have considered so far. Modern textualist approaches try to provide more guidance by
considering specific textual provisions within their broad context, trying to make large sections
of code asinternally consistent as possible. Many other provisions of the Delaware General
Corporation Law touch on the allocation of power between boards and shareholders and how the
certificate and bylaws may affect that allocation. We should consider those provisions and see

which approach they tend to support.

® Seeid. at 439-42.
% See supra note 47 for relevant passages.
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The Delaware General Corporation Law contains several other provisions that allow for a
potentially broad shift of the board’ s management authority. Of most interest to us hereis
section 350, which allows for shareholder agreements that may restrict the board’ s authority in
close corporations.®” Section 350 reads as follows:

A written agreement among the stockholders of a close corporation holding a

majority of the outstanding stock entitled to vote, whether solely among

themselves or with a party not a stockholder, is not invalid, as between the parties

to the agreement, on the ground that it so relates to the conduct of the business

and affairs of the corporation as to restrict or interfere with the discretion or

power of the board of directors. The effect of any such agreement shall be to

relieve the directors and impose upon the stockholders who are parties to the

agreement the liability for managerial acts or omissions which isimposed on

directorsto the extent and so long as the discretion or powers of the board in its

management of corporate affairs is controlled by such agreement.®®

Section 350 clearly allows shareholder agreements to limit board authority in close
corporations, and is thus an example of one of the sections that the “except as may be otherwise
provided in this chapter” proviso of section 141(a) refersto. Section 350 can be used in both an
anti- and a pro- section 109(b) way. One can argue that section 350 shows how a statute can be
specifically drafted to provide for broad permission to limit management authority under section
141(a). Section 109(b) is not as clear and specific as section 350. Moreover, the fact that section
350 islimited to close corporations may suggest that shareholders alone should not be able to
limit board authority outside the close corporation context, as a broad interpretation of section
109(b) would allow. On the other hand, it is not clear that section 350 is all that much more
specific than section 109(b). Both sections refer in general terms to the business and affairs of

the corporation and the powers of the board. Section 350 does more specifically refer to

restricting or interfering with the powers of the board, whereas section 109(b) refers more

%7 Close corporations, as defined in Delaware, must have no more than thirty shareholders, have transfer
restrictions on their shares, and have made no public offering of their shares. See Del. Gen. Corp. L. §
342.
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generdly to anything relating to the business or affairs or powers. However, given the breadth of
powers that section 141(a) grantsto the board, it is hard to see how any bylaw provision that
relates to board power under section 109(b) could do anything other than restrict board power.

The other provisions that alow for potentialy broad shifting of power from the board are
sections 226, which allows the Court of Chancery to appoint a custodian or receiver where the
directors and shareholders are badly divided,® and section 351, which provides that the
certificate of a close corporation may provide that shareholders shall manage the business of the
corporation.”® The fact that section 351 does not specify that bylaws may provide for
shareholder management is some evidence against a broad reading of section 109(b).

Many provisions contain more specific rules allocating power between boards and
shareholders. We should consider those provisions, and whether or not they allow bylaws to
shift the default rule, then ask whether any pattern emerges from those provisions that may
support one of our possible ways for reconciling the tension between sections 109(b) and 141(a).
A number of provisions allow for bylawsto set therules. Theseinclude:

% Bylaws may set the number of directors, require that directors must be
stockholders, set qualifications for directors, and set a quorum for board action.”

< Bylaws may set board committee quora and specify the powers of committees.”

< Initial bylaws or bylaws adopted by shareholders may create staggered boards.”
The fact that board-adopted bylaws cannot create staggered boards is of note.

% Bylaws may restrict the ability of the board to act by written consent.”

% Del. Gen. Corp. L. § 350.

% See Del. Gen. Corp. L. § 226.

" See Del. Gen. Corp. L. § 351.

™ See Del. Gen. Corp. L. § 141(b).
2 See Del. Gen. Corp. L. § 141(c).
" See Del. Gen. Corp. L. § 141(d).
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Bylaws may restrict the ability of the board to meet outside of Delaware.”
Bylaws may restrict the ability of the board to set director compensation.”
Bylaws may restrict the ability of the board to meet by phone or similar
communications.”’

Bylaws may specify officer titles and duties.”

Bylaws may specify the terms and manner of choosing officers.”

Bylaws may specify the manner for filling officer vacancies.®

Bylaws may create indemnification rights.®*

Corporations may in their bylaws opt out of section 203, the Delaware business
combination statute.®?

Bylaws may set the location for shareholder meetings.®®

Bylaws may set the date and time for shareholder meetings.®*

Bylaws may specify persons who can call specia stockholder meetings.®
Bylaws may set the quorum for stockholder meetings.®®

Bylaws may require notice of adjourned stockholder meetings.®’

Bylaws may provide for how to fill board vacancies.®®

" See Ddl.
”® See Dd.
" See Del
" See Ddl.
8 See Dl
" See Dd.
8 See Dd.
8 See Del.
8 See Ddl.
8 See Dd
8 See Dd.
8 See Dd
8 See Dl.
8 See Ddl.

Gen. Corp. L. § 141(f).
Gen. Corp. L. § 141(g)
. Gen. Corp. L. § 141(h)
Gen. Corp. L. § 141(i)
. Gen. Corp. L. § 142(q)
Gen. Corp. L. § 142(b)
Gen. Corp. L. § 142(e)
Gen. Corp. L. § 145(f)
Gen. Corp. L. § 203(b).
. Gen. Corp. L. § 211(a).
Gen. Corp. L. § 211(b).
. Gen. Corp. L. § 211(d).
Gen. Corp. L. §§ 215(c), 216.

Gen. Corp. L. § 222(c).
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Some provisions, however, mention the certificate but not the bylaw as a method for

setting certain rules. These include:

The certificate may give aclass of stockholders the right to elect one or more
directors.?®

The certificate in a corporation not authorized to issue capital stock may provide that
less than 1/3 of the members of the governing body may constitute a quorum.*

The certificate may alow removal of directors without cause in corporations with
staggered boards.™

The certificate may provide for rights and limitations on classes of stock.*

The certificate may provide for dividend rights for classes of stock.”

The certificate may provide for rights upon dissolution for classes of stock.**

The certificate may provide for the convertibility of classes of stock.*

The certificate may regul ate the creation and issuance of rights and options respecting
stock. %

The certificate may limit the ability of shareholders to act by written consent.”’

The certificate may provide that elections of directors are not by written ballot.®®

The certificate may vary the one share/one vote rule.*

8 See De
8 See Ddl.
9 See Dd
% See Ddl.
%2 See Ddl.
% See Ddl.
% See Ddl.
% See De
% See Ddl.

. Gen. Corp. L. § 223.

Gen. Corp. L. § 141(d).

. Gen. Corp. L. § 141()).

Gen. Corp. L. § 141(k)(2).
Gen. Corp. L. § 151(a).
Gen. Corp. L. § 151(c).
Gen. Corp. L. § 151(d).

. Gen. Corp. L. § 151(e).

Gen. Corp. L. § 157. We shall seethat this provision along with the § 151 provisionsis of

particular interest with respect to poison pill bylaws.

9 See Ddl.
% See Ddl.

Gen. Corp. L. § 211(b).
Gen. Corp. L. § 211(e).
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% The certificate may provide for cumulative voting.'®
¢ The certificate may give bondholders the power to vote “in respect to the corporate

affairs and management of the corporation.” %

% The certificate may limit the ability of stockholders to act by written consent.'®
Does any pattern emerge from this list of statutory provisions? Consider first the specific
provisions that may be included in bylaws. Most of these provisions focus on rules structuring

193 the duties and appointment of officers,’®* and the procedures for

board decisionmaking,
shareholder meetings.’® These provisions seem particularly consistent with the
procedure/substance and corporate governance/business decision distinctions discussed above.
Certainly the board decisionmaking rules of section 141 and the shareholder meeting rules can be
plausibly described as procedural, as can many of the officer-related provisions of section 142.
This distinction does not explain al of the specific bylaw provisions, though. Indemnification,'®
the duties of officers,” and opting out of the section 203 business combination rule,'* for
instance, do not obviously fall on the procedura side of the procedure/substance decision. All of
the listed provisions that bylaws may include do seem to fall on the corporate governance side of

the corporate governance/business decision distinction, but so do many of the listed provisions

that can be included in the certificate but not the bylaws.

% See Del. Gen. Corp. L. §§ 212(a), 215(b).
1% see Del. Gen. Corp. L. § 214.

10! see Del. Gen. Corp. L. § 221.

192 50 Del. Gen. Corp. L. § 228.

193 The section 141 provisions.

1% The section 142 provisions.

1% Sections 211, 215, 216, and 222.

1% see Del. Gen. Corp. L. § 145(f).

197 See Del. Gen. Corp. L. § 142(a).

1%8 See Del. Gen. Corp. L. § 203.
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Moving on to that latter list, can we learn anything from it? Does there seem to be any
logic to when the Delaware law removes a matter from the power of bylaws to alter? Thelist
can be broken into several different categories. The best explanation for some of the provisions
would seem to be that they have the potentia to quite significantly alter the balance of power
between the board and shareholders, and in particular to provide enhanced power to the board.
Removing such provisions from the reach of bylaws may help to protect against overreaching
board-passed bylaws. | would put the provisions on class directors,'® removal of directors,*°

1 and one sharefone vote™? in this category. Note that shareholder-

action by written consent,
passed bylaws do not pose asimilar threat. In the case of staggered boards, the statute actually
distinguishes between board-passed and sharehol der-passed bylaws, alowing the latter but not
the former to create a staggered board.™® However, the fact that the law makes that distinction
in that section but not the others does weaken the point for those other sections.

A second category includes the provisions concerning the definition of rights and
limitations for different classes of shares.* It is more of a puzzle why this areais taken out of
the bylaw power. Perhaps the statutory drafters conceived of issuing stock as an ordinary
business decision or substantive matter. Larger corporations issue shares quite regularly.
Issuing shares is a question of corporate finance, and in some cases also of employee
compensation. These are the kinds of business decisions that fall into the competence of the

board. However, defining share rights can also be an important matter of corporate governance,

as poison pills help make very clear. Creation of specia classes of shares or rightsto receive

1% See Dd. Gen. Corp. L. § 141(d).

19 see Del. Gen. Corp. L. § 141(K)(1).

1! see Del. Gen. Corp. L. §§ 211(b), 228.
12 see Del. Gen. Corp. L. § 212(a).

3 See Del. Gen. Corp. L. § 141(d).

114 See Del. Gen. Corp. L. §§ 151, 157.
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shares can be an important form of antitakeover defense. Perhaps here too there was afear of the
misuse of board-passed bylaws. Or perhaps this use of the power to issue different types of
shares was not as clear and significant at the time these statutes were created.

A final category of the provisions that cannot be included in bylaws is miscellaneous.
Here | would include cumulative voting™ and bondhol der voting.*® | have no good theory for
why these provisions cannot be in the bylaws. That is not a catastrophic failing, | hope. | am
aware of no theory that perfectly explainsthe full pattern of what can and cannot be included in
the bylaws. Given the vagaries of legidlative drafting of many different provisions at many
different pointsin time, it is prbably asking too much of any explanation that it fully account for
al parts of the law.

Overdl, our examination of statutory textual provisions suggests the following approach
to what bylaws may do. Courts should first compare a bylaw with the more specific statutory
provisions that either allow for or exclude bylaws. If the bylaw falls within one or the other type
of specific provision, that provision prevails.™'’ If the bylaw does not fall squarely within a
specific provision, one must move on to genera distinctions between valid and invalid bylaws.
If in applying the genera distinctions the bylaw seems closely related to one type of specific
statutory provision, those specific provisions and how they treat bylaws should help guide how
one applies the general distinctions. The best general distinctions between valid and invalid
bylaws are those that Coffee has suggested, with the corporate governance/business decision
distinction as the best, and the procedure/substance and ordinary/fundamental distinctions also
providing some help. No one of these distinctions fully explains the statutory patterns on its

own,; courts probably will and should wield several of the distinctions in attempting to apply the

15 See Del. Gen. Corp. L. § 214.
116 see Del. Gen. Corp. L. § 221.
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statutes to specific bylaws. Bylawsthat fall on the corporate governance, procedure, and
fundamental side of the distinctions are most likely to be upheld; bylaws that fall on the business,
substance, and ordinary side are most likely to be struck down; and bylaws that follow a mixed
pattern present an intermediate case. '

To see how this approach worksin practice, let us apply it to shareholder proxy access
bylaws and to poison pill bylaws. Shareholder proxy access bylaws present the easier case.
Shareholder proxy access does not fall squarely within any specific statutory provision.
However, we have seen that bylaws may set many procedural rules for shareholder meetings, a
topic closely related to proxy access.**® Moreover, corporate law vests shareholders, and in
general shareholders only, with the power to elect directors.”®® The fundamental power to elect
would seem to carry with it the power to nominate, and in most public corporations today the
power to nominate is effective only if shareholders can use the corporate proxy.*** Indeed, Mel
Eisenberg has used this argument, combined with the ban on using corporate facilities for the

personal benefit of directors, to argue that even in the absence of abylaw or certificate provision

17 A common interpretive canon provides that specific statutes should prevail over general statutes.

18| note a different possible approach, suggested in comments by Larry Solum. One could distinguish
between sharehol der-passed and board-passed bylaws, arguing that board-passed bylaws do not infringe
upon the board’ s section 141(a) prerogatives while sharehol der-passed bylaws do. That point makes alot
of sense, but there are several difficulties. First, in one place where Delaware law distingui shes between
shareholder and board-passed bylaws, it allows the former and not the latter, the opposite of the
suggestion being considered here. See Del. Gen. Corp. L. § 141(d). Second, the Delaware Supreme
Court’ sQuickturn decision, discussed below, invalidating no-hand poison pills, treats board limits on
board power as forbidden under section 141(a). See Quickturn Design Systems, Inc. v. Shapiro, 821 A. 2d
1281 (Ddl. 1998). Third, asa policy matter this suggested approach negates the use of sharehol der
bylaws to limit board misbehavior, the key ideathat underlies this paper, discussed further in section V.
9 For instance, bylaws may provide for the time and location of shareholder meetings, may allow a set
percentage of shareholdersto call for a special meeting, and may set the quorum for sharehol der

meetings.

120 3ee Del. Gen. Corp. L. § 212. Unusually, in Delaware the certificate may give bondholders the right to
vote. See Del. Gen Corp. L. § 221. Certificates rarely do so, however.

121 See Melvin Aron Eisenberg, Access to the Corporate Proxy Machinery, 83 Harv. L. Rev. 1489, 1505
(1970).
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on point shareholders have the right to use the corporate proxy to nominate directors.*? | do not
need to go that far; | merely argue that bylaws may provide for shareholder access to the
corporate proxy.

Eisenberg’' s argument does suggest a possible objection, though: insofar as a proxy
access bylaw allows shareholder access to the proxy only for certain shareholders, or only for
shareholders who hold more than a minimum threshold of shares, does the implied limitation on
other shareholders violate their rights to access? Eisenberg considers this argument but replies
that reasonabl e regulation of proxy accessis allowable, citing non-Delaware cases that have
alowed proxy access bylaws that limit access to shareholders under specified conditions.**
Some corporate counsel opposing proxy access bylaws before the SEC have similarly argued
that the bylaws discriminate between shareholders.*** However, counsel to bylaw proponents
have responded that courts do allow avariety of provisions and actions that affect different
shareholders within the same class differently.’* An analogous provision that is quite common
is allowing shareholders who hold a specified percentage of voting shares, typically ten percent,
to call special meetings. Such provisions are allowable in Delaware,** and indeed are required
in some states.*”’

Applying the genera distinctions as to what bylaws are valid, proxy access bylaws cover
ageneral matter of corporate governance, not specific business decisions. They also deal with
procedure rather than substance. Thus, on the two most important criteria, proxy access bylaws

appear valid. Itislessclear whether they are afundamental or ordinary business matter,

122 seeid. at 1505-08.

123 Seeid. at 1508.

124 See AOL Time Warner Inc., Feb. 28, 2003; Citigroup Inc., Jan. 31, 2003; Ford Motor Company, Jan.
24, 2000.

125 See opinion of Grant & Eisenhofer in AOL Time Warner Inc., Feb. 28, 2003.

126 see Del. Gen. Corp. L. § 211(d).

27



although given the central role of shareholder voting in the prevailing justifications of our system
of corporate governance, and given the practical significance of proxy access for meaningful
shareholder voting, it is at least quite arguable that thisis afundamental matter. The affirmative
order/negative constraint is harder to apply, and probably depends on the exact wording of the
bylaw, but this distinction has less statutory support in any case. Thus, on the whole the
approach suggested by this section’s reading of the statutes suggests that shareholder access
bylaws are valid under Delaware law.

Note that while this interpretation of the statutes gives shareholder activists a new tool
against recalcitrant management, it also presents a threat to them aswell. If shareholder bylaws
can regulate in this area, then board bylaws can aswell. One question is whether board bylaws
can amend or repeal shareholder bylaws. We shall address that issue later.**® A different kind of
board bylaw would be one regulating the procedure by which shareholders may propose and
approve bylaws. If boards can greatly limit the ability of shareholders to pass bylaws, then
shareholder bylaws will be of limited use to shareholder activists.

Two possible kinds of board bylaws regulating the bylaw process cometo mind. The
first of these is advance notice bylaws, which require notice a set period of time before a meeting
if shareholders intend to present a proposal at that meeting. Thiswould appear to be the sort of
procedural regulation of shareholder voting that is closely related to explicit bylaw powers, it
qualifies as procedural rather than substantive, and it covers a matter of general corporate
governance. Indeed, such advance notice bylaws are already common.*® Thereis probably an
outer bound to such bylaws. A notice bylaw that set the notice period too far in advance (say

100 years, to make the point at the absurd limit) would effectively divest shareholders of their

127 See Rev. Model Bus. Corp. Act § 7.02(a)(2).
128 See infra notes 353 through 360 and accompanying text.
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power to adopt, amend or repeal bylaws, in violation of section 109(a).** Thereareaso
fiduciary duty limits on the ability of boards to enact such abylaw—if a Delaware court sees
such a bylaw as being enacted for the primary purpose of disenfranchising shareholders, it will
strike it down. ™

The second type of possible board bylaw would set high barriers for when sharehol der
bylaw proposals could be included in the corporate proxy material. Thisis obviously very
similar to bylaws regulating when shareholder director nominees must be included in the
corporate proxy material, so if the latter sort of bylaw isvalid, as | have just argued, then the
former sort of bylaw should be valid under state law aswell. 1 think that isright. The main legal
challenge to such a bylaw would come not under state law, but rather under federal securities
law, and particular under Rule 14a-8. Indeed, | believe that bylaws which set higher barriersto
inclusion of shareholder bylaws than that rule alows are invalid for corporations subject to the
rule. We shall examine this point in alater section.**

Poison pill bylaws present atougher case than shareholder proxy access bylaws. First,
poison pill bylaws may be actually covered by two specific statutory provisions, sections 157
and 151. The Delaware Supreme Court looked to these two sections in concluding that boards
have the right to create poison pills, athough it also pointed to section 141(a) as supplementary

authority.**

Section 157 provides that “[s]ubject to any provisionsin the certificate of
incorporation, every corporation may create and issue. . . rights or options entitling the holders

thereof to purchase from the corporation any shares of its capital stock of any class or classes. . .

129 See Hamermesh, supra note 4, Appendix A.

130 see Del. Gen. Corp. L. § 109(a) (“The fact that such power has been so conferred upon the directors or
governing body, as the case may be, shall not divest the stockholders or members of the power, nor limit
their power to adopt, amend or repeal bylaws.”)

13! See Chesapeake Corp. v. Shore, 771 A.2d 293 (Del. Ch. 2000).

132 see infra notes 369 through 371 and accompanying text.
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134 Thefact that section 157 allows the certificate but not the bylaws to regulate the creation
and issuance of stock rightsisto my mind the single most powerful argument against poison pill
bylaws. Against this, one can argue that section 157 does not delegate exclusive authority to the
board, saying the corporation may create and issue stock rights.**> But even if one accepts that
point, the section’ s language may require shareholders to act, or to acquire the power to act,
through the certificate rather than through a bylaw. One can also argue that the quoted language
allows only the certificate to limit the basic power to create and issue poison pills, but that the
bylaws may specify procedures that the board must follow, including requiring shareholder
approval, in order to create, amend, or repeal a particular rights plan.

Section 157 goes on to provide that “[t]he terms upon which, including the time or times
which may be limited or unlimited in duration, at or within which, and the price or prices at
which any shares may be purchased from the corporation upon the exercise of any such right or
option, shall be such as shall be stated in the certificate of incorporation, or in aresolution
adopted by the board of directors. . . “*** Note again the absence of areference to the bylaws. A
proponent of poison pill bylaws can again reply, though, that such bylaws do not specify the
terms of the poison pills; they only specify the procedure by which corporations can decide to
exercise their power to create and issue rights plans.

Poison pill plans are aso in some, although less tension, with the language of section
151. Section 151 alows corporations to create different classes and series of shares, with
different powers, rights, and restrictions. These different powers, rights, and restrictions can be

set forth in the certificate or in board resolutions where the certificate provides for such

133 See Moran v. Household Int’l, Inc., 500 A.2d 1346, 1351-53 (Del. 1985).
3 Del. Gen. Corp. L. § 157.

3 The court in Fleming makes this point. See Fleming, 975 P.2d at 911.

38 Del. Gen. Corp. L. § 157.
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resolutions.™*” Note the absence of reference to the bylaws. Here again the riposte is that poison
pill bylaws do not specify the powers, rights, or restrictions of rights plans, and hence section
151 does not directly govern. That response is more satisfactory in this case than in the case of
section 157.

Thus, it is arguable whether section 157 directly prohibits poison pill bylaws. If it does,
that should resolve the question under current law, without having to consider less specific
statutes such as sections 109 and 141. Even if sections 157 and 151 do not directly resolve the
legal issue, they are certainly closely-enough related to the topic that they should influence how
we apply the genera distinctions between valid and invalid bylaws. Let us proceed to apply
those distinctions, assuming that sections 157 and 151 do not directly answer the question.

Professor Coffee has already applied his distinctions and concluded that bylaws may
require that shareholders must approve future pills, and may require a shareholder vote to amend,
repeal or walve existing pills. Bylaws may not, however, require the board to redeem an existing
pill.*® Since Coffee suggested the distinctions, and is aleading corporate law scholar, his
application of the distinctions deserves much respect. It can be challenged, though. Professor
Hamermesh, for instance, has argued that even if phrased in ageneral, prospective, way, pill
bylaws “would necessarily act principaly in respect of a specific (present or future) takeover
effort and thus would not constitute some general corporate governance rule.”** | do not buy
that argument, though. A particular shareholder vote, required by a bylaw, asto whether to
create, amend, or repeal apill at a specific point in time does indeed look like a specific business
decision. However, giving shareholders the genera right to vote on that matter, which iswhat a

pill bylaw does, is a general matter of corporate governance.

37 See Del. Gen. Corp. L. § 151.
138 See Coffee, supra note 4, at 615.
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Poison pill bylaws, at least of the type that Coffee sees as valid, also appear to be
procedural rather than substantive: they specify a procedure, namely shareholder approval, that
corporations must follow in order to create, amend, or repeal apill. The ordinary/fundamental
distinction is again a bit harder to apply. Inform, pills are simply the issuance of rightsto
purchase shares, an ordinary business matter, a point Hamermesh emphasizes.** However, their
practical effect, at least in combination with a staggered board and alimit on removal without
cause, isto make hostile takeovers close to impossible, which is afundamental matter in
corporate governance. Which should we look at, form or substance? | am inclined to focus
more on the substance, and | suspect a Delaware court would aswell. Finaly, the affirmative
act/negative constraint distinction seems to depend rather arbitrarily on the exact wording of a
bylaw, again illustrating the weakness of this distinction.

Thus, on the whole at least some poison pill bylaws would seem to fall within the valid
sphere that section 109(b) creates. If sections 157 and 151 referred to bylaws as well asthe
certificate, | would comfortably conclude that prospective pill bylaws are valid. However, those
two specific sections create a strong argument that poison pills fall within an area that
corporations must regulate using the certificate rather than the bylaws. It is not easy to predict
how a court should or will resolve this question, although on balance | would like to see courts
treat poison pill bylaws asvalid.*** This analysis contrasts with the analysis of shareholder
proxy access bylaws, which we have seen are most likely valid under the statutory analysis

advocated in this subsection.

139 Hamermesh, supra note 4, at 441.

0 seeid.

11 We shall see below that analysis of legislative history, case law, and policy tends to point in favor of
the validity of poison pill bylaws. Thus, afull-fledged exercise in statutory interpretation using all levels
of the Eskridge and Frickey funnel, see supra note 38 and accompanying text, requires a difficult
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B. Legigdlative history and judicial interpretations

Statutory text is the starting point for alegal anaysis of the bylaw power, but it is not the
end point. At least where the text contains ambiguities, courts will typically look to legislative
history, judicial interpretations of the relevant provisions, and administrative agency
interpretations as further guides. These represent moves up within the Eskridge and Frickey
funnel.** Thereis no relevant administrative agency in this area, so that will not help us. There
is some, although not alot, of relevant legislative history, so we will look at that first in this sub-
section. We will then turn to consider legal cases. Here there is much material indeed, and
Delaware courts are likely to pay alot of attention to this material. What followsisarelatively
brief overview of the leading caselaw that is relevant to the matter of the bylaw power.

Variants of both section 141(a) and section 109(b) have been around in the Delaware
statutes for along time. Section 141(a) began as 21 Del. Laws ch. 273, § 20 in the 1899
Delaware corporation law: “The business of every corporation organization under the provisions
of this Act shall be managed by a board of not less than three directors, except as hereinafter
provided. . ..” Notethat at this point the statute did not refer to the certificate as away to opt out
of the board’ s broad authority. The reference to the certificate had been added by 1929, when
the statute read: “The business of every corporation organized under the provisions of this
Chapter shall be managed by a Board of Directors, except as hereinafter or in its Certificate of

1 143

Incorporation otherwise provided. The provision remained largely the same through the

1967 re-writing of the Corporation Law, except that the except as otherwise provided proviso is

judgment. 1 shall return to this point below, see infra notes 295 through 296 and accompanying text, after
having considered the legidative history, case law, and policy arguments.

142 See Eskridge & Frickey, supra note 38, at --.

14336 Del. Laws ch. 135, § 9 (1929).
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dightly reworded.*** The current version of section 141(a) came into placein 1973, as the
language was amended to refer to the “business and affairs of the corporation” and as it specified
that this shall be managed “by or under the direction of aboard of directors. . . .”** For our
purposes, the main points of interest in section 141(a) were thusin place by 1929.

The bylaw provision also has old ancestors, although its language has changed somewhat
more. In 1874 the Delaware law contained a provision that “ All corporation shall . . . be capable
... to make by-laws, consistent with the laws of the State, for their own government and the
management of their property.” **® In 1915, the provision read: “Every corporation . . . shall
have power: . . . [to] make by-laws not inconsistent with the Constitution or laws of the United
States of this State, fixing and atering the number of its directors, for the management of its
property, the regulation and government of its affairs and for the certification and transfer of its
stock.”**" This provision stayed in place until the current section 109(b) was added in 1967.%
Thus, in 1967 the bylaw provision went from giving the power to make rules for the
management of property and for the regulation and government of its affairs to the more indirect
current language to make rules that relate to the business of the corporation. As noted above,
this more indirect language in the bylaw provision helps justify the affirmative versus negative
constraint, procedure versus substance, corporate governance versus business decisions, and

direct versus indirect distinctions.* Thefact that the bylaw statutory provision was at one point

% 1n the newly-numbered § 141(a), that phrase had taken on its modern wording: “except as may be
otherwise provided in this chapter or in its certificate of incorporation.” 56 Ddl. L. ch. 50, § 141(a)
(1967).

59 Ddl. L. ch. 437 (173).

%6 Del. Rev. Stat. Ch. 70, § 1 (1874).

%" Del. Code 1916, ch. 65 § 2(6) (1915).

148 See Hamermesh, supra note 4, at 451 n. 181.

%9 See supra notes 53 through 65 and accompanying text.
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changed from more direct to more indirect language provides some support for the argument that
this distinction matters.™

Case law can probably provide more insight than the history of the statutory provisions.
There are just two state cases directly on point for poison pill bylaws, and to my knowledge none
for proxy access bylaws. One of those cases is from Oklahoma, International Brotherhood of
Teamsters General Fund v. Fleming Comps.*®* The bylaw in Fleming required shareholder
approval for apoison pill. The relevant Oklahomalaw is very closein language to the Delaware
law that the previous sub-section discusses.*™ The Oklahoma Supreme Court held that the
bylaw was valid. However, its discussion did not focus on the tension between the anal ogs of
sections 141(a) and 109(b); indeed, it ignored the section 141(a) analog. Rather, the court
focused on the interplay between the analog of section 109(b) and of section 157.>® This
immediately reduces the persuasive authority of the opinion, as most commentators on this topic
have focused on the importance of provisions like section 141(a), and as we shall see, Delaware
courts are likely to do so aswell. The Fleming case simply does not speak to the broad grant of
authority to boards that all American corporation laws contain.

However, Fleming could still be of great interest for the statutory analysisin the
preceding sub-section, since section 157 proved there to be the biggest obstacle to poison pill
bylaws.®™>* However, even on this point the case proves disappointing. The main argument that
the Fleming board seems to have made is that the statute provides that “every corporation may

1155

create and issue. . . rights and options,”**® which isidentical to Delaware’s language.™™® Fleming

1% See Hamermesh, supra note 4, at 451 n. 181.

151 975 P.2d 907 (Okla. 1999).

152 Compare Dél. Gen. Corp. L. § 109(b) with 18 O.S. 1991 § 1013(B).
153 S22 18 0.S. 1991 § 1038.

> See supra notes 133 through 137 and accompanying text.

1% See Fleming, 975 P.2d at 911.
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seems to have tried to conflate “ corporation” with “board of director,” a poor argument which
the Oklahoma court easily puts down. However, as we have seen, the real challenge of section
157 to poison pill bylaws is the expressio unius argument that the statute makes creation of rights
and options subject to provisions in the certificate, but does not mention provisionsin the
bylaws.™®" The court does mention that Fleming argued that only the certificate can limit the
board’ s authority to implement arights plan.*®® The court then goes on to agree that the
certificate could limit bylaw power, but the Fleming certificate does not do s0.**° Thisjudicial
response totally failsto grasp the expressio unius point. It isthus of limited persuasive value.
The other state case directly on point, Invacare Corp. v. Healthdyne Technologies,
Inc.,*® interprets Georgialaw. The Invacare court held that Georgialaw does not allow
shareholders to enact a bylaw requiring the board to remove a continuing director provisionin a
poison pill. However, the language of the Georgia statute differs somewhat from the language in
Delaware. The Georgia equivalent to section 157 contains language giving the board the sole
authority to determine the terms of rights, options, and warrants.®* The court relied heavily on
that language.’® On the other hand, other parts of the Delaware statute at the time actually
favored shareholder poison pill bylaws more than Delaware law. For instance, the Georgia
analog to Delaware section 141(a) stated that the board’ s power to manage the corporation is

“subject to any limitation set forth in the articles of incorporation, bylaws approved by the

1% See Del. Gen. Corp. L. § 157.

157 See supra notes 133 through 137 and accompanying text.

158 See Fleming, 975 P.2d at 912.

™ seeid.

1% 968 F. Supp. 1578 (N.D. Ga. 1997).

161 « Nothing contained in Section 14-2-601 of this Part shall be deemed to limit the board of directors
authority to determine, inits sole discretion, the terms and conditions of the rights, options, or warrants
issuable pursuant to this Code section.” Ga. Bus. Corp. Code § 14-2-624.

192 See 968 F. Supp. at 1582.
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shareholders, or agreements among the shareholders which are otherwise lawful.”**® The court’s
best rgjoinder to the sharehol der-approved bylaw language just cited is that another section of the
Georgia code provided that no agreement by all shareholders, whether embodied in the articles
of incorporation, bylaws, or any written agreement, is invalid on the grounds that it restricts the
board’ s powers, but that this provision does not apply to corporations listed on a national
securities exchange.™® However, Delaware aso has no close analog to that language, although
section 350 comes closest. Even ininterpreting Georgialaw, the use of the shareholder
agreement statutory language to limit the rather clear language in the analog to section 141(a)
allowing shareholder bylaws to limit board authority is rather dubious. Attempting to apply the
court’s analysis to Delaware is even more suspect because of the many differences between the
statutes. Most of the critical statutory language in Georgiais not present in Delaware. Thus,
Invacare provides little help in interpreting Delaware law on poison pill bylaws.

While Delaware itself has no case directly on point, there are afew cases with language
that comes pretty close to being on point. Perhaps the closest is Quickturn Design Systems, Inc.

185 Quickturn struck down a“no hand” poison pill under which no board could

v. Shapiro.
redeem the pill for six months after taking office if the purpose would be to help an interested
person take control.*® The Delaware Supreme Court found that this provision restricted the
board’ s power “in an area of fundamental importance to the sharehol ders—negotiating a possible

sale of the corporation. Therefore, we hold that the Delayed Redemption Provisionisinvalid

under Section 141(a), which confers upon any newly elected board of directors full power to

163 Ga. Bus. Corp. Code § 14-2-801(b).

164 S0 968 F. Supp. at --, citing Ga. Bus. Corp. Code § 14-2-731(c).
165821 A.2d 1281 (1998).

1% seejd. At 1287.
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manage and direct the business and affairs of a Delaware corporation.”*®” Thisisalready a
striking affirmation of the importance of section 141(a) and its broad grant of authority, which
we shall seeisacommon themein Delaware case law. Even more striking, though, is the Court
statement that “ Section 141(a) requires that any limitation on the board’ s authority be set out in
the certificate of incorporation.”*®® If we could take this sentence literally, it would seem to
settle the debate in favor of limited bylaw power.

However, we cannot take the sentence literally. Section 141(a) clearly alows limitation
as otherwise provided for in the corporation law, not just in the certificate. Thus, under section
350 shareholder agreements can clearly limit board authority in a close corporation. The
Quickturn dictum, taken literally, would deny that point, but to that extent, at least, the dictum is
just wrong. The key statutory question for the power of bylaws is whether section 109(b) is
another one of the provisions to which section 141(a) refers. Quickturn does not answer that
guestion, because it does not correctly parse the relevant statutory language. Thus, like Fleming,
Quickturnisof limited use, athough it is a strong example of the heavy emphasis the Delaware
courts put on board authority.

Several Delaware cases speak to the scope of the bylaw power. The oldest and broadest
of these is Gow v. Consolidated Coppermines Corp.'® Gow held that under the Delaware law of
that time the bylaws could enlarge the size of the board despite a certificate provision to the
contrary. The court reasoned that the relevant statutory provision specified that the bylaws set
board size, and did not mention the certificate.X™ That specific result would not hold today, as

the contemporary law is clear that the certificate overrides the bylaws and that the certificate can

18714, At 1291-92 (emphasisin original).
168 1d. At 1291.

19165 A. 136 (Del. Ch. 1933).

170165 A. at 179-86.
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regul ate any matter that the bylaws can.*”* Of continuing interest, though, is the Chancery
Court’ s description of the general scope of bylaws. The court said “the by-laws are generally
regarded as the proper place for the self-imposed rules and regulations deemed expedient for its
convenient functioning to be laid down.”*"? The case thus supports both the
ordinary/fundamental matters and procedure/substance distinctions discussed above.*

Two more recent cases on the scope of the bylaw power are Datapoint Corp. v. Plaza
Securities Co.** and Allen v. Prime Computer, Inc.}” Both cases dealt with bylaws delaying the
effectiveness of actions taken by shareholder written consent. In analyzing these bylaws the
court focused on whether they were consistent with section 228, which allows shareholder action
by written consent. The court read that provision as not allowing a delay in the effectiveness of
action by written consent except for ministerial reasons, to confirm that the written consent has
been properly attained. Thisisthus arelatively narrow reading of the bylaw power, evenin an
area, voting procedure, that is rather close to the core of the traditional power of bylaws.
However, the court focused on a specific statutory provision, not on the general provisions of
sections 109 and 141. In that sense the cases resemble Gow, and they reinforce a part of the
suggested interpretive approach set out in the preceding sub-section, namely, that courts should
first look to specific statutory provisions and determine whether they grant or withhold power to
bylaws to regulate the question at issue.

Two other recent cases that tend to give a broad scope to the bylaw power are Frantz

Manufacturing Co. v. EAC Industries*™® and Hollinger Int'l, Inc. v. Black.'”” In Frantz the court

" See Del. Gen. Corp. L. §§ 109(b), 102(b)(1).

172165 A. 136 at 140.

173 See supra notes 53 through 58 and 61 and accompanying text.
174 496 A.2d 1031 (Del. 1985).

1540 A.2d 417 (Del. 1988).

10501 A.2d 401 (Del. 1985)
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approved bylaw amendments that required unanimous attendance and approval for any board
action, saying “the bylaws of a corporation are presumed to be valid, and the courts will construe
the bylaws in amanner consistent with the law rather than strike down the bylaws.”*® In
Hollinger, the court held as statutorily valid a bylaw amendment that eliminated a special
committee, although it struck down the amendment asinequitable. In doing so, the court noted
“the capacious authority over aboard’ s processes that § 109 and other provisions of § 141
plainly grant.”*” The court aso noted in passing the ongoing scholarly debate over poison pill
amendments. Another recent case that refersin passing to this debate is Jones Apparel Group,
Inc. v. Maxwell Shoe Co.,*®® in which the court uses the debate to point out that the Delaware
General Corporation Law is not always “amodel of drafting consistency.”**

It isalso of interest what Delaware courts have had to say on the specific topics of
shareholder nominations and access to the proxy machinery and of poison pills. Of particular
note for the former topic is Harrah's Entertainment, Inc. v. JCC Holding Co.*®* The case, with
complicated facts, involved interpretation of a certificate provision giving specific shareholders
the power to nominate a certain number of directors. The court wrote:

Because of the obvious importance of the nomination right in our system

of corporate governance, Delaware courts have been reluctant to approve

measures that impede the ability of stockholders to nominate candidates. Put

simply, Delaware law recognizes that “the right of shareholders to participatein

the voting process includes the right to nominate an opposing slate.” And, the

unadorned right to cast ballot in a contest for [corporate] office. . . is meaningless

without the right to participate in selecting the contestants. As the nominating

process circumscribes the range of choice to be made, it is afundamental and
outcome-determinative step in the election of officeholders. To allow for voting

177844 A.2d 1022 (Del. Ch. 2004).
18501 A.2d at 407.

179844 A.2d at 1080.

180 2004 WL 1192605 (Del. Ch. 2004).
819, at *8.

182802 A.2d 294 (Ddl. Ch. 2002).
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while maintaining a closed selection process thus renders the former an empty
exercise.'®®

This does not speak specifically to the question of proxy access. However, given the
practical importance of proxy access to effective ability to nominate, the policy expressed in the
passage clearly points in favor of allowing shareholder access to the corporate proxy.*®*
Harrah’'s Entertainment is also a prime recent example of the Blasius line of cases emphasizing
the shareholder franchise, which we shall examine shortly.

The leading case concerning the power of boards to adopt poison pillsis Moran v.
Household Int’l, Inc.'® There the Delaware Supreme Court held that boards had the power to
adopt basic poison pills.*® The court relied mainly on section 157 to validate board power to
enact pills,*®" athough it also briefly points to section 141(a) as “additional authority.”*® This
does not tell us how the bylaws may regulate this power, however. Still, Moran, and more
generally the Unocal line of cases, does seem to grant boards quite broad authority to set
antitakeover defenses. This may then be a more hazardous area for asserting shareholder power
than the subject of proxy access.

Beyond these more specific cases, there are two broad lines of Delaware cases we should
note, though they point usin opposite directions. First, many cases emphasize that section

141(a) (and its predecessors) grant boards broad authority to manage the business of a

183802 A.2d at 310-11 (citations omitted).

184 This case supports, at least to an extent, the argument by Mel Eisenberg cited above that corporate
proxy accessis vital to shareholder exercise of their core power to elect directors. See supra notes 121
through 122 and accompanying text; Eisenberg, supra note 121, at 1505-07.

18500 A.2d 1346 (Del. 1985).

186 «Basic” as opposed to dead hand or no hand pills, which are not valid. See Quickturn Design Systers,
Inc. v. Shapiro, 721 A.2d 1281 (Ddl. 1998); Carmody v. Toll Bros, Inc., 723 A.2d 1180 (Del. Ch. 1998).
187 See 500 A.2d at1351-52.

%8500 A.2d at 1353.
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corporation. One pivota caseis Aronson v. Lewis,*® in which the Delaware Supreme Court said
“[@] cardinal precept of the General Corporation Law of the State of Delaware is that directors,
rather than shareholders, manage the business and affairs of the corporation. 8 Del. C. §
141(8).”*° The Aronson court also noted that “the demand requirement is a recognition of the
fundamental precept that directors manage the business and affairs of corporations.”*** Even
more significantly, “[t]he business judgment rule is an acknowledgment of the managerial
prerogatives of Delaware directors under Section 141(a).”** Thus, two of the key doctrines of
Delaware jurisprudence, the business judgment rule and the demand requirement, are intimately
tied to Section 141(a)’ s grant of authority to the board.

In asimilar vein, the case that created Delaware’ s intermediate standard of review for the
adoption of anti-takeover defenses also emphasized the grant of power to the board. “The board
has alarge reservoir of authority upon which to draw. Its duties and responsibilities proceed
from the inherent powers conferred by Del. C. § 141(a), respecting management of the
corporation’s ‘ business and affairs,’ " 1%

As we have seen, Quickturn and Moran both stand within this tradition of cases
recognizing the broad grant of authority to boards. Indeed, the recognition of broad board
authority is central to Quickturn’s result.

On the other hand, another line of cases points to the importance of shareholder voting as
the leading basis for legitimizing board power. These cases tie back to the importance of the

statutory grant, discussed above, to shareholders of the power to elect directors.* Theleading

189 473 A.2d 805 (Ddl. 1984).

d. at 811.

Y d. at 812.

192 | d

193 Unocal Corporation v. Mesa Petroleum Co., 493 A.2d 946, 953 (Del. 1985).

194 See supra notes 121 through 122 and accompanying text; Eisenberg, supra note 121, at 1505-07.
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casein thislineisBlasius Industries, Inc. v. Atlas Corp.’® Chancellor Allen stated that “[t]he
shareholder franchise is the ideological underpinning upon which the legitimacy of directorial
power rests.”'* Therefore, “matters involving the integrity of the shareholder voting process
involve considerations not present in any other context in which directors exercise delegated
power.”*®" To protect shareholder power, the court announced that where the board has taken
action for the primary purpose of thwarting a shareholder vote, it must prevent a compelling
justification for such action.*®

Subsequent Delaware Supreme Court cases have not aways strongly endorsed Blasius.
In Stroud, for instance, the court seemed to cabin Blasius as alimited element within the Unocal
standard of review.'®® However, Blasius has survived and even thrived as a precedent for
subsequent courts. Harrah's Entertainment is one example. Another important recent example
is MM Companies, Inc. v. Liquid Audio, Inc., in which the Delaware Supreme Court applied
Blasius to invalidate a board bylaw that expanded the number of directorsin responseto a
takeover-related proxy contest.?® Another recent example is Chesapeake Corp. v. Shore,®* in
which the Chancery Court struck down as inequitable a board bylaw that required a
supermgjority vote for shareholder bylaw amendments.

The Blasius line of cases supports an expansive understanding of the ability of
shareholders to enact bylaws limiting board power. It provides particularly strong support for
proxy access bylaws, as shareholding voting for directorsis at the core of Blasius. Harrah's

Entertainment is the strongest recent judicial articulation of this point.

1% 564 A.2d 651 (Dd. Ch. 1988).

1% 564 A.2d at 659.

197 |d

1% Seeid. at 661-62.

19 gee Sroud v. Grace, 606 A.2d 75, 92 n.3 (Del. 1992).

20 MM Companies, Inc. v. Liquid Audio, Inc. 813 A.2d 1118 (Ddl. 2003).
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Finally, Delaware courts are frequently quite concerned with general policy matters.
They are not typically very formalistic in their approach to corporate law. Although in the
guestion we are considering the courts face more specific statutory text than in fiduciary duty
cases, we have seen that there is enough textual ambiguity to leave plenty of room for policy
considerations. Inthe next section | will give my own policy analysis of bylaws limiting board
power. For herel just want to note my sense of the current mood of the Delaware courts. When
| first began to think about this paper, Enron and other scandals had just started coming to light.
Proxy access bylaws were not yet an issue, and the prevailing scholarly view seemed to be that
the Delaware courts would strike down poison pill bylaws.”* Although that was not my
preferred result, | agreed with it as a matter of predicting how the courts would react.

Today my predictions have changed. The corporate scandals and the federal response to
them, particularly the Sarbanes-Oxley Act, have shifted the Delaware courts.”® A variety of
recent Delaware cases suggest that the Delaware courts are taking a more skeptical view of board
action, and are doing more to protect shareholders.®® This shift should make the courts more
receptive to arguments favoring shareholder bylaws. Several extra-judicial comments by
Delaware judges strongly point to the conclusion that those judges believe that proxy access
bylaws are valid.?® | am aware of no such evidence for poison pill bylaws, which remain more
guestionable, but even there it seems that Delaware courts today should be more receptive to

such bylaws than Delaware courts five years ago.

201771 A.2d 293 (Del. Ch. 2000).

%02 See Hamermesh, supra note 4; John C. Coates |V & Bradley C. Faris, Second-Generation Shareholder
Bylaws. Post-Quickturn Alternatives, 56 Bus. Law. 1323 (2001).

2% See Brett H. McDonnell, SOx Appeals, 2004 MicH. STATE—DCL L. Rev. 505.

2% Seeid. at 525-28. The leading cases are Omnicare v. NCS Healthcare, 818 A.2d 914 (Del. 2003); In
re The Walt Disney Co. Derivative Litigation, 825 A.2d 275 (Del. Ch. 2003); and In re Oracle Corp.
Derivative Litigation, 824 A.2d 917 (Ddl. Ch. 2003).



Overdl, legidative and judicia history do not clearly resolve the general tension between
sections 141(a) and 109(b), nor do they resolve the more specific questions as to the validity of
proxy access or poison pill bylaws. Both broad and narrow interpretations of the bylaw power
find some support in the case law. Both text and case law point to a strong policy in favor of
board authority, but both also point to shareholder voting as both a source of the legitimacy of
that authority and as a potential limit onit. Aswith our textual analysis, proxy access bylaws
receive greater support from the case law than poison pill bylaws.

V. Policy analysisof bylaws

In this section | turn to a policy analysis of what matters we should allow bylaws to
regulate. Policy matters for at |east two reasons. First, as the Eskridge and Frickey funnel
suggests,?® judges frequently take policy into account in interpreting statutes. They differ asto
how much weight they give policy concerns and as to how explicit they are in considering
policy, but most judges do consider it. The analysis of text, legidative history, and court cases
yields enough indeterminacy, at least with respect to poison pill bylaws, that policy concerns are
likely to receive alot of attention from courts faced with these issues. That analysis also
suggests broad policy concerns embedded in the statutory text and recognized by the courts, so
that further analysis of how to advance those goalsis afitting extension of the analysis of the
previous section. Second, we independently care about the policy effect of how corporate law
statutes are interpreted. If the more strictly legal analysis suggests one result but a policy
analysis suggests a different result, that is interesting for purposes of future revision of the

statutes even if the policy concerns do not affect how a court interprets the current statutes.

%5 gee Alison Carpenter, Delaware Chancery Jurists Tell Investors to be Creative, Do More if They Want
Power, 2 Corp. Accountability Rep. 351 (2004).
2% See supra note 38 and accompanying text.
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A policy analysis of corporate bylaws could potentially draw on many different
methodologies and consider the effect of competing rules on many different goals or values. |
shall narrow the scope of my analysisin a conventional way by limiting myself to an economic
analysis focused mainly, if not quite entirely, on efficiency asagoal. This has become the
standard approach within corporate law scholarship focused on normative gquestions, so although
it can certainly be questioned, | will not question it here.

Even within this accepted general approach, analysts have differed significantly asto
what economic efficiency entailsin setting corporation law. The key difference | wish to flag
here concerns whose interests the law should treat a corporation as serving. The overall goal is
to have corporations maximize the net social wealth that each corporation creates. The
prevailing view in the U.S. has been that this can be best accomplished if the directors and
officers of a corporation seek to maximize shareholder value.®®” The case law typically supports
this view, both in Delaware®® and in other states.?®® However, asignificant minority in the U.S.,
and amajority in some other countries, believe that the board and officers should consider and
attempt to advance the interests of avariety of stakeholders, including shareholders but also
employees, creditors, and various others.?’° Both courts and statutes do sometimes allow the

consideration of other constituencies, though it is not clear that such consideration can be

%7 See, e.g., Frank H. Easterbrook & Daniel R. Fischel, The Economic Structure of Corporate Law 38
(1991); Henry Hansmann & Reinier Kraakman, The End of History for Corporate Law, 89 Geo. L. J. 439
(2001); Jonathan R. Macey, An Economic Analysis of the Various Rationales for Making Shareholders
the Exclusive Beneficiaries of Corporate Fiduciary Duties, 21 Stetson L. Rev. 23 (1991); Stephen M.
207, Corporation Law and Economics 410-29 (2002).

% The clearest area where Delaware courts recognize shareholder primacy is in circumstancesinvoking
the Revion duty. See Revion, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173 (Del. 1985).
2° The canonical citeis Dodge v. Ford Motor Co. 170 N.W. 668 (Mich. 1919).

219 see E. Merrick Dodd, Jr., For Whom Are Cor porate Managers Trustees?, 34 Harv. L. Rev. 1145
(1932); Kent Greenfield, The Place of Workersin Corporate Law, 39 B.C. L. Rev. 283 (1998); Marleen
A. O’ Connor, Restructuring the Corporation’s Nexus of Contracts: Recognizing a Fiduciary Duty to
Protect Displaced Workers, 69 N.C. L. Rev. 1189 (1991); Lynn A. Stout, Bad and Not-So-Bad
Arguments for Shareholder Primacy, 75 S. Cal. L. Rev. 1189 (2002).
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allowed to significantly hurt shareholder interests.”** The arguments for and against an
expansive bylaw power differ significantly depending on whether one takes the narrower view of
shareholder primacy or the broader stakeholder approach. In this section | shall first start with
the arguments that assume a shareholder primacy norm, as that position dominates in American
scholarship and case law. However, | shall also consider how the arguments differ if onetakesa
stakeholder approach, since | follow that approach, for reasons | shall outline briefly below.*

A Arguments assuming shareholder primacy

An expansive interpretation of the bylaw power increases shareholder power within the
corporation because shareholders are able to amend the bylaws without board approval or
initiative. Certificate amendments, in contrast, are initiated by the board and require board
approval. Thus, if one asks whether the bylaw power should be interpreted expansively, and if
one assumes, as we are for now, that our goal is to maximize shareholder wealth that
corporations generate, an obvious answer suggests itself. If shareholders wish to set theruleon a
certain topic, they should be ableto do so. After all, the corporation is supposed to be advancing
their interests, and they can judge what rules are best for them, right?

| shall argue that this obvious answer isindeed basically the right answer. It needs some
important caveats, however, and there are some major counter-arguments that we must consider.
The arguments and counter-arguments here reflect the tension we saw in the case law between
the value of granting much discretionary power to boards and the importance of shareholder

voting as alimit on and grounding of board power. Inthe end, though, common sensewill

21 For the expressed views of the Delaware courts, see Unocal Copr. V. Mesa Petroleum Co., 493 A.2d
946 (Del. 1985); Revion, Inc. v. MacAndrews & Forbes Holdings, Inc. 506 A.2d 173 (Del. 1986). Many
states, though not Delaware, have corporate constituency statutes that allow boards to consider the
interests of constituencies other than shareholders. See Brett H. McDonnell, Corporate Constituency
Satutes and Employee Governance, 30 Wm. Mitchell L. Rev. 1227, 1232-41 (2004).

?12 see infra notes 277 through 285 and accompanying text.
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prevail: we should trust shareholdersto be able to decide what rules of corporate governance are
best for them. If the shareholders of a particular corporation believe that their power should be
more expansive and board power correspondingly more limited than the prevailing norm, then
those shareholders should be able to distribute power within their corporation as they see fit
without requiring board approval.

Consider the most obvious counter-argument and its corollary caveat. In apublic
corporation with alarge number of shareholders most if not all of whom own a small percentage
of the corporation’s shares, it makes no sense for shareholders to engage in ordinary
decisionmaking. The shareholders, most of whom do not work in the corporation, lack easy
access to much useful information, and their small shareholdings give them little incentive to
acquire more information. Even if they had the needed information, they would have to agree on
what to do, and the costs of collective decisionmaking would be high.?*® Thus, it is much more
efficient for boards, or in most cases for corporate officers under board supervision, to make
ordinary business decisions. Indeed, the advantages of centralized decisionmaking are one of the
key attractions of the corporate form.?* Corporate law provides a set of off-the-rack rules that
provide abasic hierarchical structure.”® The law provides an allocation of intra-corporate power
in which shareholders are involved in very few decisions, and in most cases this allocation makes
eminent good sense. Section 141(a) and its analog in other states is an important part of that
alocation of corporate power, as the case law has recognized.

Few if any people in the bylaw debate, or more generally the corporate governance
debate, would contest that point. Y et, the point does not end the debate. Why not? There are at

least two reasons. First, most advocates of an extensive interpretation of the bylaw power do not

13 see Henry Hansmann, The Ownership of Enterprise 89-92 (1996).
4 See Bainbridge, supra note 207, at 201-03.
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argue for its extension without limit. Instead, they argue that bylaws are mainly appropriate in
matters of corporate governance, or procedural issues.?® This concedes that shareholdersin
public corporations will not be involved in ordinary business decisions. The debate instead
concerns the more exact contours of what kind of structural matters shareholders should be able
to have avote and a power of initiative. The general advantage of centralized decisionmaking
does not deny that shareholders should have some role in corporate governance.

Second, and more crucially, what exact distribution of powersis optimal may differ from
corporation to corporation. Corporate law can at best provide rules that work well for most
companies in most circumstances. Some corporations, in some circumstances, will find that
those rules do not work as well for them, and that alternative rules would work better. This
suggests that if enough of the relevant, affected parties can agree, then corporations should be
ableto diverge from the genera rules allocating powers within corporations.

On this point, too, virtualy all participants in the bylaw and more general corporate
governance debates agree to alarge extent. A key contention typical of the economic approach
to corporate rules has been that most corporate law rules are and should be default rather than
mandatory; that is, under appropriate circumstances corporations may opt out of the rules.?*’
There has been debate over how many and which rules are and should be mandatory rather than
default.?® However, amost everyone agrees that many corporate law rules, including many

important ones, are and should be default rules.

1% See Easterbrook & Fischel, supra note 207, at 34.

216 See the distinctions discussed supra, section I11.

7 See Easterbrook & Fischel, supra note 207, at 14-15.

18 For approaches that favor more mandatory rules than many others in this debate, see Melvin A.
Eisenberg, The Sructure of Corporation Law, 89 Colum. L. Rev. 1461 (1989); Lucian Arye Bebchuk,
Limiting Contractual Freedomin Corporate Law: The Desirable Restraints on Charter Amendments, 102
Harv. L. Rev. 1820 (1989).
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In particular, section 141(a) and its analogs are default rules. It is clear that the certificate
can vary the grant of power to the board, and | am aware of few if any participantsin the bylaw
debate who question the wisdom of this provision. Thus, if amajority of both shareholders and
directors agree, they can amend the certificate to limit the manageria power of the board. This
reflects the benefits of having a default rule that can be varied where individual circumstances
make the genera rule unattractive.

Thus, at two ends thistopic islargely uncontested. Asageneral rule, applying most of
the time to most questions, boards, not shareholders, have and should have authority to make
ordinary business decisions. On the other hand, the board and shareholders together can agreeto
l[imit that usual board authority if they choose to do so in the certificate.

The debate occurs in between these two extremes: can shareholders alter the usual
allocation of power through the bylaws rather than the certificate? The key difference, of course,
is that amending the bylaws does not require board approval. Thus, the debate is not over what
the default rule should be, or whether that rule should be mandatory rather than default. Instead,
the debate is over how a corporation should be able to opt out of the default rule of broad board
authority.

Allowing the bylaws to regulate a matter creates a rather nuanced and complicated opt-
out mechanism. Saying that the bylaws may regulate matter x means, as a default matter of
corporate law, that shareholders by a majority vote, on their own initiative, may set the rules for
how their corporation handles matter x, thus varying from what the default legal rules for matter
x would dictate. However, the corporation may in turn vary that mechanism for opting out in

various ways. As adefault matter only shareholders may change the bylaws, but the certificate
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may, and typically does, give that power to the board aswell.?® Asadefault, holders of a
magjority of the outstanding shares constitute a quorum, and the vote of amagjority of a quorum of
shareholdersis sufficient to enact a bylaw, but either the certificate or the bylaws may vary those
requirements.”® Finally, and most importantly for the following argument, a corporation can
take matter x out of the bylaw power by setting the rules for matter x in the certificate.”* The
bylaws are subordinate to the certificate and may not contain any provision inconsistent with the
certificate.® Thus, even if the corporate law gives shareholders the power of initiative over
matter x by allowing the bylaws to regulate matter X, the shareholders may agree to tie their
hands on matter x through a certificate provision, so that future changes to that rule require board
aswell as shareholder approval.

Our question is over what matters should shareholders have a thus-qualified power of
initiative. Our discussion so far demonstrates that the scope of the bylaw power ruleis a default
rule as to how the corporation shall opt out of various default rules. In thinking about this topic,
we might thus get help from the literature on majoritarian and minoritarian default rules.?® Most
early law and economics thinking about how to set legal default rules argued for amajoritarian
approach: choose the rules that a mgjority of the regulated agents would choose if they could
make a costless choice under conditions of zero transaction costs.”** However, in alandmark

article lan Ayres and Robert Gertner argued® that sometimes it might make sense to instead set

19 see Del. Gen. Corp. L. § 109(a). However, the certificate may not deny the sharehol ders power to
amend the bylaws. Seeid.

0 gee Del. Gen. Corp. L. § 216.

2! The certificate may contain any provision that may be included in the bylaws. See Del. Gen. Corp. L.
§ 102(b)(1).

#22 spe Del. Gen. Corp. L. § 109(b).

%23 See |an Ayres & Robert Gertner, Majoritarian vs. Minoritarian Defaults, 51 Stan L. Rev. 1591 (1999).
2% See |an Ayres & Robert Gertner, Filling Gapsin Incomplete Contracts: An Economic Theory of
Default Rules, 99 Yale L. J. 87, 89-90 (1989).

2 Seeid.
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penalty default rules, to encourage persons with private information to reveal that information to
the court or to those with whom they contract, even though the default rules so set might not be
what most parties would choose if contracting were costless. | will argue that an expansive
understanding of the bylaw power makes sense on both a mgjoritarian and a minoritarian
approach to setting legal default rules.

First, let us take amgoritarian approach. We ask the question: would the aggregated
interests of shareholders and managersin most corporations be helped or hurt by giving
shareholders a broad power to regul ate corporate governance through bylaws? The key benefit
from shareholder power of initiative emerges if we consider the agency problem that centralized
management creates. We have considered the great benefits that such centralization creates.
However, such benefits come at acost. Centralized management separates ownership from
control: shareholders are the intended beneficiaries of corporate decisionmaking, but the officers
and directors do the actual decisionmaking. What ensures that they will make decisionsin the
best interests of shareholders?

A variety of legal and non-legal mechanisms help keep directors and officersin line.
These include the threat of hostile takeovers, high-incentive executive compensation, the
managerial labor market, product markets, norms, shareholder voting, and shareholder suits for
breaches of fiduciary duties. Note that either shareholder selling (with its effects on stock price),
shareholder voting, or both are crucia to many of these mechanisms. As Robert Thompson and
Gordon Smith have emphasized in an insightful article on “sacred space”, shareholder oversight
iscrucia to maintaining and constraining board power in various economic theories of the

firm.?®® The Blasius line of cases recognizes the importance of this shareholder role.”’

#2% See Robert B. Thompson & D. Gordon Smith, Toward a New Theory of the Shareholder Role:
“ Sacred Space” in Corporate Takeovers, 80 Tex. L. Rev. 261, 299 (2001).
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One variety of director and officer opportunistic behavior of special interest hereis
entrenchment and empire-building. Their positions bring a number of advantages, both
monetary and non-monetary, and they can be expected to try to maintain those positions even
when doing so is not in the best interests of shareholders. Thus, boards may oppose acquisitions
by other corporations where they fear the new management will fire them, even if the acquisition
would increase shareholder value. Preserving the ability of shareholdersto sell to hostile
bidders, and to use their voting power to stop recalcitrant boards from blocking those bidders,
becomes important to the proper functioning of corporations.””® Corporation statutes recognize
thisrole for shareholders by granting them the power to sell their shares freely and to vote for
directors.”

The corporate governance provisions of a corporation’s certificate and bylaws should try
to reduce incentives to engage in opportunistic behavior while still providing the board and
officers with the flexibility and authority they need to run the business effectively. However,
there is an obvious danger that the directors may be able to block shareholders from putting
desirable provisionsinto the certificate.”** Thus, allowing shareholders to put corporate
governance provisions in place without board approval has clear attractions. Since directors are

part of the problem that shareholders may be trying to control, it would seem to make little sense

" Seeid. a 299 n. 183.

2 Speid. at 306-07.

9 Seeid.

%0 Thereisan argument that at the time a certificate goes public it will contain the optimal mix of
provisions, as those owning the shares at that time will bear the costs of bad provisions, since buyers will
pay less for sharesin a corporation burdened by poor corporate governance practices. See Michael Jensen
& William Meckling, Theory of the Firm: Managerial Behavior, Agency Costs, and Ownership Sructure,
3 J. Fin. Econ. 305 (1976). However, there is much debate over whether IPO markets work so efficiently
in practice. See Michael Klausner, Institutional Shareholders, Private Equity, and Antitakeover
Protection at the IPO Stage, 152 U. Penn. L. Rev. 755 (2003); Lucian Arye Bebchuk, Why Firms Adopt
Antitakeover Arrangements, 152 U. Penn. L. Rev. 713 (2003). Moreover, even if the certificateis
efficient at the time a corporation goes public, over time it may cease to be efficient. See Easterbrook &
Fischel, supra note 207, at 32-34.
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to give those very same directors a veto power over what controls shareholders can place on
them. Shareholders should be able to take self-help action to defend their right to sell sharesto
outside bidders and to choose the board of directors.”** Thisisaslightly more sophisticated
version of the basic argument behind our obvious answer that shareholder initiative is attractive
if the point of corporationsis to maximize shareholder value.

We can see the point in more detail if we consider the two types of bylaws that are our
focus, shareholder proxy access bylaws and poison pill bylaws. Shareholder voting for directors
isapotentialy important limit on director opportunism. Voting rules can aso affect the market
for corporate control. However, without access to the corporation proxy, contested elections will
be prohibitively expensive for challengers except in the context of hostile takeovers. Thus,
shareholder voting for directors will have little effect as a control on opportunism except insofar
asit facilitates hostile takeovers. Perhapsthat is best for shareholders, but should directorsreally
have a veto power in deciding that matter?

Similarly, poison pill bylaws could be important in regulating the effectiveness of akey
[imit on opportunism, the threat of hostile takeovers. Poison pills are an important defense
against takeovers which the board does not want. The poison pill combined with a staggered
board and a ban on shareholder removal of directors without cause makes hostile takeovers
extraordinarily difficult and unlikely.?? Again, perhaps shareholders may decide that effective
defenses against takeovers are desirable, but shouldn’t that be their decision to make? Aren't
directorstoo conflicted to have a veto power over that decision?

That, then, is the core argument in favor of alowing bylaws to regulate corporate

governance under a mgjoritarian default rule approach: most corporations would prefer to give

%! See Thompson & Smith, supra note 226, at 322-23.
%% See Bebchuk et al, supra note 11.



shareholders broad bylaw powers as a potential way of limiting managerial opportunism. Note
that this argument supports the core distinction between corporate governance and ordinary
business matters that emerged from the doctrinal analysis of the previous section. What about a
minoritarian approach to setting default rules, though?

The minoritarian approach has identified several reasons why one might want to set
default rulesin away that might not reflect what most parties would choose in aworld of
costless contracting. The origina reason focused on encouraging parties to a contract to reveal
useful private information.** This argument might apply in our setting. Boards and officers are
the parties in the corporate contract most likely to have relevant private information. In
particular, they are most likely to know both the idiosyncratic private benefits and the costs of
unchecked manageria power in their particular company. We might then want to force them to
reveal that stronger power is particularly important in their company by putting limits on the
bylaw power into the certificate.

Perhaps even more helpful to usis another argument for minoritarian defaults. It may be
easier to contract around some defaults than others. If so, it may make sense to set a default that
iseasier to contract around, so that parties will be more likely to do so when the default is
inefficient.”* In our setting, this also argues for a broad bylaw power. It is easier for managers
to contract around the default rule by amending the certificate than for shareholders, since
managers but not shareholders have the power to initiate changesin the certificate. 1t might
therefore make sense to force boards to narrow the statutory default of a broad bylaw power,

even if it turns out that most corporations do chooseto do so. If aweak bylaw power isthe

2 spe Ayres & Gertner, supra note 223.
24 See Ayres & Gertner, supra note 223, at 1600-04.
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statutory default, shareholders are likely to have much trouble in convincing boards to amend the
certificate to strengthen shareholder power, particularly in already-public corporations.

Thus, arguments invoking both majoritarian and minoritarian approaches to setting
default rules favor interpreting the shareholder bylaw power in abroad way. The remaining
guestion is whether any counter-arguments caution against the power of shareholder initiativein
setting rules of corporate governance. The literature contains avariety of such arguments, and
we shall consider the major onesin turn, but in the end, none of these counter-arguments
effectively counters the case for shareholder power to amend the bylaws to regulate matters of
corporate governance.

One leading counter-argument holds that shareholders lack the information they need to
make informed corporate governance decisions. We have aready seen why directors and
officers will be better informed than boards.?*® All agree that thisis a good reason for setting as
adefault rule that boards, not shareholders, are responsible for ordinary business decisions.
Some would go further and argue that even in setting genera rules about corporate governance
shareholdersin public corporations will not be well-enough informed to make good decisions.

It istrue that shareholders will usually be less knowledgeabl e than directors, and
particularly than officers. However, shareholders are a'so more likely to have their own best
interests at heart in voting on corporate governance rules than are directors and officers.*®
Moreover, many corporate governance issues, including poison pills and shareholder proxy
access, are likely to arise at many different corporations, raising the same general questions at

each, albeit with some company-specific variations. Shareholders are likely to be rather well-

% See supra notes 213 through 215 and accompanying text.
2 Although there is some concern about special interest shareholders. See infra notes 242 through 245
and accompanying text.
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informed on such issues.”®” That is particularly so for institutional investors, which hold over
half of all the sharesin public U.S. corporations.

Furthermore, shareholders know that officers and directors have more company-specific
information than they. They can take that into account, listen to a board’ s recommendation on a
proposal and to the reason it gives, and take the board’ s expertise into account when deciding
how to vote.*® In most instances, shareholders defer to management on shareholder votes. They
refuse to do so only when there are signs of serious problems within a corporation—precisely the
situation where they should defer less. Indeed, the problem is probably not too little shareholder
deference to management, but too much.?* It is true that management will have trouble
conveying to shareholders some relevant information, either becauseit is hard to quantify or
express some types of information or because the information is confidential. However, even
then the management can convey that it is relevant information, and its general nature, and
shareholders may and frequently will choose to trust what the managers have to say.

Another problem facing shareholder voting on bylawsis free riding and rational apathy.
Even if the SEC changes its rules and allows shareholders to include proxy access and/or poison
pill bylaws as shareholder proposals, there will still be costs associated with making sharehol der
proposals.** Even if the bylaws benefit shareholders significantly, any single sharehol der will
gain only asmall fraction of those benefits. Even if the costs of the proposals are relatively
modest, they may be enough to induce all shareholders to avoid making the relevant proposals.

Moreover, even after the proposals are made, rational apathy may induce a majority of

%7 See Lucian Arye Bebchuk, The Case for Increasing Shareholder Power, forthcoming, Harv. L. Rev
(2004) at M S 48; Eisenberg, supra note 121, at 1510.

*% Seeiid. at 49-50.

29 | address this problem next—see supra, notes 240 through 241 and accompanying text.

240 5ee Robert Pozen, Institutional Per spective on Shareholder Nominations of Cor porate Directors,
paper available at www.ssrn.com/abstract=437160.
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shareholdersto fail to investigate before voting and instead simply side with management. Thus,
shareholder bylaws may have little practical effect because shareholders will rarely use the new
tool at their disposal.

It does seem plausible that shareholders will not exercise the bylaw power terribly
frequently. However, this counter-argument does not effectively caution against allowing
corporate governance bylaws, for several reasons. First, shareholders do already make
shareholder proposals, with growing frequency. Moreover, nowadays many proposals focused
on corporate governance receive majority approval. That happens even though most proposals
today are merely advisory, and boards can and frequently do ignore them. With mandatory
bylaw proposals having greater effect, shareholders would have more reason to expend the costs
necessary to propose them. Moreover, even if the rationa apathy problem were stronger than it
is, that would not be a good reason for disallowing shareholder proposals. This particular
argument only suggests that shareholder proposals will be infrequent; however, it does not
indicate any problems with those proposals that actually do pass.?**

Another counter-argument is the threat of special interest bylaws. That is, shareholders
with special interest at variance with those of other shareholders and the corporation may try to
use bylaw proposals to extract private benefits from management.?** A particular concern has
been the rule of union and governmental pensions, which critics believe have tried to use the
sharehol der proposal mechanism for political ends.?** However, to succeed, such proposals must

receive amajority vote. We can trust the board to argue strongly against such proposals, and

! See Bebchuk, supra note 237, at 43.

2 See Stephen Choi & Andrew Guzman, Choice and Federal Intervention in Corporate Law, 87 Va. L.
Rev. 961 (2001).

243 5ee Roberta Romano, Public Pension Fund Activismin Corporate Governance, 93 Colum. L. Rev.
795 (1993).
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why should we expect other shareholder to be systematically duped in such cases?** Union and
governmental pensions have indeed been an important part of the recent growth in sharehol der
proposals. However, they win on such proposals only when they propose general corporate
governance measures that have no clear special advantages to them, such as advisory proposals
to end staggered boards or poison pills.** Indeed, | believe that unions and public sector
pensions are playing a strongly positive role in overcoming the free rider problem among
shareholders. Other large institutional investors are unwilling to shoulder the costs of making
shareholder proposals, because they do not realize the benefits. Union and public sector pension
managers, having somewhat different objective functions, are willing to bear those costs.

Jeffrey Gordon has drawn on socia choice theory to suggest another potential problem
with shareholder initiative power. If shareholders have differing views on an array of different
possible voting matters, then under some circumstances vote cycles may be possible. That is,
shareholder may prefer proposal A to B, and B to C, but prefer Cto A. Decisionmaking could
then become incoherent and chaotic.?*® This could be a problem for boards as well, which are
also acollective body, but there are far fewer directors than shareholdersin a public corporation,
and discussion among directorsis more likely to lead to a consensus or near-consensus choice
than among sharehol ders.

Thisisatheoretical possibility, but it has never struck me aslikely to be avery major
practical problem for most corporations. Most shareholders agree on their basic am: maximize
sharevalue. Thekinds of conflicting goals that plague political choices are far less present

among shareholders. Thereisan extensive literature on conditions under which shareholders

244 5ee Bebchuk, supra note 237, at 46; Stewart J. Schwab & Randall S. Thomas, Realigning Corporate
Governance: Shareholder Activism by Labor Unions, 96 Mich. L. Rev. 1018 (1998).
#® See Schwab & Thomas, supra note 244, at --.
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would be unanimous.?*’ These conditions are unlikely to hold strictly in life, but we do not need
unanimity to avoid voting cycles. Single-peaked preferences, for instance, are a sufficient
condition to avoid cycling.**® Indeed, one of the best argument in favor of allowing shareholders
but not other constituencies such as employees ultimate voting power within a corporation is
precisely that shareholders are less likely to disagree, so that the costs of collective action are
likely to be alot less.**

Finally, even if cycling is aserious practical problem, various mechanisms can help
reduce the problem.?® Bebchuk suggests that management counter-proposals could do the
trick.> Advance notice bylaws may also reduce the problem, by limiting the ability of
competing parties to strategically launch competing proposals. Limits on the ability of
shareholdersto call special meetings aso serve this purpose.

A fina set of counter-arguments to a shareholder power of initiative through bylaw
amendments concerns various proferred reasons why shareholders might profit from pre-
commitment. Just like Ulysses binding himself to the mast to prevent him from yielding to the
temptation of the Sirens,?? shareholders could be better off if they prevent themselves from
interfering with board decisions.

Why might this be so? Scholars have suggested several reasons. Marcel Kahan and

Edward Rock suggest that antitakeover provisions in the charter may help boards negotiate a

24 see Jeffrey N. Gordon, Shareholder Initiative: A Social Choice and Game Theoretic Approach to
Corporate Law, 60 U. Cin. L. Rev. 347 (1991).

" See Harry DeAngelo, Competition and Unanimity, 71 Am. Econ. Rev. 18 (1981).

8 See Bebchuk, supra note 237, at 55; Duncan Black, The Theory of Committees and Elections (1958).
9 See Henry Hansmann, supra note 213, at 89-92.

20 The social choice literature discusses these mechanisms under the term “structure-induced equilibria.”
! see Bebehuk, supra note 237, at 55-56.

2 See Jon Elster, Ulysses and the Sirens (1979).
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better price in an acquisition than shareholders would be able to achieve on their own.
Although many scholars have criticized antitakeover provisions as board entrenchment that
reduces shareholder value,®* Kahan and Rock believe that this is not necessarily so. Kahan and
Rock emphasize the importance of selling strategy in determining the ultimate price shareholders
will receive for a corporation. If shareholders can choose to sell on their own, collectively,
without board interference, that will create an auction mechanism, but Kahan and Rock argue
that for many reasons a negotiation mechanism may be better for selling corporations.”>® Only
the board, not shareholders, can use the superior mechanism. Thus, shareholders may receive a
higher value if they alow antitakeover provisions to prevent them from interfering with the
board’ s negotiations.

Note that by Kahan and Rock’ s own admission, this does not mean that shareholders are
always better off with antitakeover provisions. Even if the board can negotiate a better price for
shareholders, that does not always mean it will. Opportunistic directors may use antitakeover
provisions to prevent value-enhancing acquisitions that would hurt them personally, or may use
their negotiating powers primarily to negotiate a deal that benefits them rather than the
shareholders they represent. Thus, in some circumstances shareholders may be better off with no
or limited antitakeover provisions.”®

One can argue with Kahan and Rock at several different levels. One level would be to

take issue with some of their empirical assumptions. Even if one grants the theoretical

3 gee Marcel Kahan and Edward B. Rock, supra note 13.

%% See, e.g., Lucian Bebchuk, John Coates 1V, & Guhan Subramanian, The Powerful Antitakeover Force
of Saggered Boards: Theory, Evidence, and Policy, 54 Stan. L. Rev. 887 (2003); Frank Easterbrook &
Daniel Fischel, The Proper Role of a Target’s Management in Responding to a Tender Offer, 94 Harv. L.
Rev. 1161 (1981); Ronald J. Gilson, A Sructural Approach to Corporations. The Case Against Defensive
Tacticsin Tender Offers, 33 Stan. L. Rev. 819 (1981).

#® gee Kahan & Rock, supra note 13, at MS 5-8.

0 Seeid. at 14-15.
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plausibility of their arguments, as | do, it may be that the arguments for shareholder initiativesin
the change-of-control context are strong enough that they generally overwhelm the counter-
arguments that they raise. In particular, Kahan and Rock may under-value the threat of
opportunistic board behavior, and they may over-value the ability of shareholdersto respond to
that threat under current law. Kahan and Rock are relatively sanguine that if shareholders have
explicitly or implicitly approved existing charter antitakeover provisions, then those provisions
are probably good for shareholders.

There are several reasons to doubt this. Oneisthat charter provisions that may have been
relatively weak at the time shareholders approved them may have become stronger due to
subsequent legal developments. Many believe that thisis true for staggered boards, which have
become a stronger takeover defense with the advent of the poison pill.>*’ Kahan and Rock
recognize this as a potential problem, but argue that the problem has been over-stated. Some will
disagree with that judgment. A bigger problem, to my mind, is that we need to worry about
antitakeover provisions contained in a corporation’s charter at the timeit goes public. AsKahan
and Rock acknowledge,?*® although scholars used to largely agree that charter provisions at the
time of an IPO were largely efficient because the IPO price would reflect the effects of those
provisions, giving those controlling the company the proper incentive to take those effects into
account, scholarly fashion has shifted. Nowadays many question how well markets price such

provisions at the time of an IPO, and suggest that institutional investorsin IPO markets do not

%7 See Bebchuk et. al, supra note 11, at --.
8 See Kahan & Rock, supra note 13, at 24-25.
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take charter provisions adequately into account.”® If so, we should be |ess sanguine than K ahan
and Rock about charter provisions that date to the time of the corporation’s |PO.?*°

Although | think these are problems with the Kahan and Rock argument, for this paper |
will handle their point at adifferent level. Nothing in the bylaw debate calls into question Kahan
and Rock’s “Madisonian” approach.?®® Even if states were to allow shareholders to regul ate
poison pillsin the bylaws, we have already seen that corporations may in turn limit that
shareholder power if they so choose. Most significantly, if the shareholders agree, they can build
apoison pill into the certificate, or, more modestly, enact a certificate provision that removes the
ability of bylaws to regulate poison pills. The certificate trumps the bylaws. Thus, if
shareholders in a corporation are persuaded by Kahan and Rock’s argument that they are best of f
binding themselves like Ulysses to not interfere, they could still do so. They only differenceis
that under the expansive bylaw regime they would have to more explicitly choose to do so. That
may well make sense, though, given the dangers of board entrenchment. If shareholders are

better off binding themselves, then let them explicitly make that decision.?*

%9 gee Klausner, supra note 230.

%0 Because of these problems, | would support areform that imposed a sunset rule on charter provisions
with strong antitakeover effects, such as staggered boards. That is, in corporations whose certificates
contain such provisions, the shareholders (and board) would have to re-approve the provision every 5 (or
7, or 10—the exact time period is open to question) years. But that isa subject for another article.

%! They compare their approach to two alternatives. The “Hamiltonian” approach strongly favors board
authority over takeover bids. The “Jeffersonian” approach strongly favors shareholder approach. Their
preferred “Madisonian” approach recognizes that for some corporations board authority may be best,
while for others shareholder authority may be best, and focuses instead on allowing each corporation to
achieve its own tailored solution through corporate charter provisions. See Kahan & Rock, supra note 13,
at 11-15.

%2 Thisflexibility of the bylaw approach has some possible problems due to its very modesty. If one
believes that the problems with certificate provisions just discussed, see supra notes — through — and
accompanying text, are important, then the shareholder bylaw power may not be adequate to protect
shareholders. | address this problem in section VI.
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Jennifer Arlen and Eric Talley present a different, rather broader and more insidious
reason for being skeptical about shareholder initiative power.?*® Directors and officers have
many different means available to protect against takeovers. Even if shareholders could on their
own initiative block some of these, such as poison pills, they could not block them all. Many
defenses are embedded within ordinary business decisions that shareholders cannot effectively
control. For instance, contracts with third parties may contain change-of-control provisions that
make takeovers more expensive, or spin-offs and strategic acquisitions may deter tender
offers.?® If shareholders block officers from some defenses, they may shift instead to these
unregulable defenses. But those unregulable defenses may be more costly to shareholders than
more visible defenses, and hence it may be in the best interest of shareholders not to regulate
even those defenses that they can.”®

Aswith Kahan and Rock, there are several sorts of responsesto Arlen and Talley. One
sort of response takes issue with their empirical judgments. Several factors may lessen the
problem they identify. Unregulable defenses may be less costly to shareholders than regul able
defenses. Or, they may be so costly to the corporation that directors and officers may not shift to
them even if they can no longer use their current defenses. Or, some unregul able defenses may
aready be so widespread that there is not much room left for expanded use of them. A
combination of such factors may imply that at least for most public corporations shareholder
initiative power is till attractive.

Arlen and Talley recognize that one can debate these sorts of empirical questions. Their

relatively modest claim isthat “an immutable, one-size-fits-all shareholders choiceruleis

%63 See Jennifer Arlen & Eric Talley, Unregulable Defenses and the Perils of Shareholder Choice, paper
available at www.ssrn.com/abstract=398600.

* Seeid.

% Seeid.



unlikely to improve shareholders’ welfare”?® Thisleads to a second sort of response to Arlen
and Talley, very similar to the second response to Kahan and Rock. Shareholder initiative power
in the bylaws does not create an immutable, one-size-fits-al shareholder choice rule.
Shareholders may use the bylaws to tailor what sort of matters they will vote on. More
importantly, if convinced by Arlen and Talley that the bylaw power will lead to an unhealthy
shift to other defenses, shareholders can amend the certificate to eliminate the bylaw power that
they find objectionable.?®” Thus, where shareholder choice is objectionable, a bylaw-centered
approach does not require corporations to allow shareholder choice.

Stephen Bainbridge has made perhaps the broadest set of arguments against a shareholder
power of initiative.*®® Bainbridge draws on the economic literature analyzing the advantages of
centralized management, and pushes it quite far. The key advantage of centralization isthat itis
impossible, or at least prohibitively expensive, to contract in advance over al possible
contingencies. Some things will happen that the corporate contract ssmply does not address, and
someone must have the power to decide what to do in such cases.?®® Having shareholders
together make such decisions will usually be prohibitively expensive, for reasons we have

considered.””® Corporate managers can do the job much more efficiently.

2%d. at 1.

" The campaign to limit the bylaws for this reason could be a bit tricky. The board should avoid just
baldly saying “If you take away the poison pill we will put in other provisions that you can't stop and that
are even worsefor you.” A Delaware court might well react badly to such athreatened violation of the
board’ sfiduciary duty. See Lacos Land Co. v. Arden Group, Inc., 517 A.2d 271 (Del. Ch. 1986). Still,
well-counseled boards should find non-objectionable ways to make the point and get the certificate
amended.

8 See Bainbridge, supra note 207, at 197-99, 516-17; Bainbridge, Director Primacy: The Means and
Ends of Corporate Governance, 97 Nw. U. L. Rev. 547 (2003).

%9 gee Bainbridge, supra note 207, at 201; Ronald Coase, The Nature of the Firm, 4 Economica 386
(1937).

270 See supra notes 213 through 215 and accompanying text.
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Aswe have seen, this creates a new agency problem. Bainbridge argues that having a
small collective body, the board, overseeing the managerial hierarchy isthe best solution to this
problem. The board has the ultimate power to make decisions dealing with new events.
Bainbridge frequently draws on the wonderful work of Ken Arrow on organizations®”* to note
that giving the unlimited power of review over one party’ s decisionmaking ultimately pushes
back the authority to the reviewing party. Arrow notes a tradeoff between authority and
responsibility: we need decisionmakers with authority to make decisions quickly and efficiently,
but we also need some mechanisms of responsibility that hold those decisionmakers accountable
to the interests of those who are supposed to benefit from their decisions.?’?

In response to suggestions of enhanced shareholder power, Bainbridge repeatedly turns to
this authority/responsibility tradeoff. Greater accountability to shareholders will reduce
managerial authority, decreasing the gains we get from such authority. Theselost gains from
authority are a bad thing, hence increased shareholder power is a mistake.?”®

However, Bainbridge' s argument does not prove his point. Let ustake astrue the
authority/responsibility tradeoff, and also the assumption that increased responsibility will lead
to decreased authority.”” The fact that there is a tradeoff does not tell us whether we are at the
most socially desirable point currently in making that tradeoff. Y es, increased responsibility will
lead to decreased authority, which is bad, but the increased responsibility is good. It will take
detailed, hard analysis, and atough policy judgment, to evaluate the tradeoff. After al, most

proposals redlistically on the table today do not move to aradical world of all responsibility, no

2! see Kenneth J. Arrow, The Limits of Organization (1974).

72 Seeid.

2% See Bainbridge, supra note 207, at 517.

2™ This assumption will not be true in all situations, by the way, even accepting the basic tradeoff. The
assumption amounts to assuming that we are on the efficiency frontier of the authority/responsibility
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authority. Certainly an expanded understanding of the bylaw power isvery far from moving to
such aradical world. To convince us that expanded responsibility is not desirable, Bainbridge
would have to argue, among other things, that the current system already does a good enough job
of constraining managerial opportunism. Although Bainbridge does point to the standard
economists arguments for current constraints on such opportunism, he doesnot do soin a
convincing-enough way to make his point.

Thisis particularly so in the case of the bylaw debate. As| have emphasized, an
expanded use of the bylaw power is a quite modest change from current practice. If shareholders
do not think it is appropriate for their corporation, they can structure the certificate to suitably
limit the bylaw power. Bainbridge is enough of a contractarian, | think, that he should agree that
shareholders should be able to opt out of the strong director primacy that he advocates as the
norm.>” The debate then boils down, as we have seen, to how this opt-out mechanism should
work. Bainbridge's broad arguments do not give us much reason to choose between the
moderately different opt-out regimes of weak and strong bylaw power.

Those are the most important of the general arguments for and against a degree of

shareholder power to takeinitiative in setting matters of corporate governance.’”® Although

tradeoff, so that more responsibility means less authority. In many cases, we will instead be away from
the efficient frontier, so that it is possible to achieve greater responsibility without any lossin authority.
2" On Bainbridge’ contractarianism, see Bainbridge, supra note 207, at 199-200.

#"® The recent debate over shareholder proxy access contains some more specific arguments against such
access, including diversion of resources, balkanized boards, and deterring qualified persons from serving
asdirectors. See Martin Lipton & Steven A. Rosenblum, Election Contests in the Company’s Proxy: An
Idea Whose Time Has Not Come, 59 Bus. Law (2003). Lucian Bebchuk has answered these points quite
effectively, so | will not repeat those answers here. See Lucian Arye Bebchuk, The Case for Shareholder
Accessto the Ballot, 59 Bus. L. 43 (2003). In addition to Bebchuk’ s arguments, note that, in contrast to
the SEC's proposed proxy access regime, the bylaw approach allows shareholders to opt out of the ability
to achieve proxy access by so providing in the certificate, a further safeguard for those who think that
such accessis bad for shareholders. Given this opt-out, opponents of proxy-access bylaws must argue not
only that such accessis bad, but that shareholders will for some reason be unable to understand those
arguments and protect themselves by either just voting down bad bylaws or, more strongly, by preventing
proxy accessin the certificate.
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some of the arguments give some good, abeit not irrefutable, reasons to avoid some strong
suggestions of shareholder choice, none of them provide good reasons for opposing the modest
degree of shareholder choice we could achieve through an expansive interpretation of the bylaw
power to alow for bylaws regulating general matters of corporate governance. Such a modest
power provides at |east some promise of helping shareholders to limit some of the worst excesses
of opportunistic directors and officers. Thus, for those who see corporations as properly
operating to maximize shareholder wealth, the obvious answer is ultimately the right one:
shareholders should be able to use the bylaws to regul ate general matters of corporate
governance.

Although the arguments in this sub-section show why interpreting the bylaw power
expansively should help shareholders, it may well be that this move does not go nearly far
enough. First, the ability to propose and adopt bylaws will have much less practical value if
shareholders must solicit proxies on their own to pass such bylaws. Access to the corporate
proxy material isascrucia to the prospect of creating bylaws asit is to the prospect of
shareholders nominating directors. Second, shareholder bylaws could be excessively weakened
or nullified by board bylaws or by certificate provisions. SectionsV and VI shall address those
issues. But first, we must re-examine the basic policy questions while dropping the assumption
of shareholder primacy.

B. Arguments assuming a stakeholder approach

The previous sub-section took as given the shareholder primacy norm that dominates
most American corporate law and scholarship. | do not personally accept that norm, however. |
adopt a stakeholder approach—corporations should be run to advance the interests of several

important stakeholder groups involved in the corporation. For me, the most important
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stakeholder group other than shareholders and managers is employees, with creditors aso of
some importance.?”’

The standard intuition, for non-sophisticates, supporting shareholder primacy is that
shareholders own the corporation, and hence it should be run in their interest. That intuition does
not survive the nexus of contracts approach, or more broadly the economic approach, that has
come to dominate corporate law scholarship over the last few decades. On that approach,
shareholders are just one of a number of groups that contracts with the other groups through the
corporate legal form. Shareholders provide one input of some, but not decisive, importance,
namely equity (as opposed to debt) financing. They get certain rights of control in return, which
under current law fall rather short of standard ownership rights. The basic theory does not give
shareholders a privileged position.

And yet, most followers of the economic approach have nonethel ess concluded that a
shareholder primacy norm is appropriate. Several arguments have convinced them. One,
shareholders are the residual claimantsin a corporation, that is, they have the rights to whatever
revenues are left over after those with fixed claims have been paid off. For the most part residual
claimants have incentive to maximize total net value created, which is socially the proper
incentive.?”® Two, participants with a fixed claim can more easily protect their interests
contractually, while residual claimants necessarily care about all corporate decisions, since they

all affect their residual, and it is prohibitively expensive to write contracts that cover all

2" Some advocates of a stakehol der approach sweep more broadly than this, including customers,
suppliers, local communities, and even the environment as relevant stakeholders. Corporate constituency
statutes typically include many of those groups as well. However, the argument presented in the text
focuses only on employees.

%8 This requires the caveat that with limited liability shareholders have an incentive to take on too much
risk, asthey do not bear al lossesin case of bankruptcy. This caveat becomes more important the more
likely bankruptcy is. This has induced some courts to conclude that the board’ s fiduciary duty shifts from
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corporate decisions. Three, aduty to maximize shareholder value creates arelatively easy to
measure criteria for decisionmakers, and for judges eval uating those decisionmakers. A duty to
more stakeholders would be harder to follow and enforce.

Thisis not the place for afull-scale engagement on thisissue, but | shall briefly sketch
why | do not believe that these arguments adequately state a case for shareholder primacy.”®
First, in many instances employees are also residual claimants. Thisis particularly so where
employees have firm-specific investments in human capital, whose val ue depends on the

fortunes of the business.?*°

Second, employees probably are less able to contractually protect
themselves than shareholdersin a public corporation. Most shareholders have relatively little at
stake in any company, and can easily exit. Employees, in contrast, have much at stake at their
job and find exit more difficult. Thisis more true the more important istheir investment in firm-
specific human capital. Third, the easy-to-measure-criterion argument may not matter much for
courts, as courts generally enforce fiduciary duties only where there are clear conflicts of
interests so that directors or officers are making decisions that benefit only themselves.

Although most assume that shareholder primacy is required in modern American
corporate law, that point is actually not clear. Many states have corporate constituency statutes
that allow boards to consider the interests of constituencies other than shareholders.?®* Evenin

Delaware, which lacks such a statute, courts will generally allow boards to consider the interest

of other constituencies where those interests bear arational relationship to the interests of

shareholders to creditors as a corporation nears default. See Credit Lyonnais Bank Nederland, N.V. v.
Pathe Communcations Corporation, 1991 WL 277613 (Del. Ch. 1991).

% For more responses, see Brett H. McDonnell, Corporate Constituency Satutes and Employee
Governance, 30 Wm. Mitchell L. Rev. 1227, 1232-41 (2004).

%80 see Greenfield, supra note 210, at 305-08; Stout, supra note 210, at 1194.

1 See McDonnell, supra note 279.
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shareholders.?®* Consideration of the interests of other constituencies may also be supported by
aminoritarian default rationale. Where contracts between parties such as shareholders and
managers have an external effect on third parties, it may be desirable to set default rules that
benefit those third parties.”®

To someone who believes that employees have amagjor interest at stake in the firm, the
first-best solution might well be to give employees some power in employee governance.?®*
That isnot a politically plausible prospect in the United States today. Thus, stakeholder
advocates must argue within a second-best world where corporate governance rules divide power
between shareholders, directors, and officers. The question in that world is asfollows: would
employees (or other stakeholders one may care about) be better off with a shift in power from the
status quo to greater shareholder power, a shift to greater board power, or is the status quo as
good asit gets? If we view corporations as a game involving managers, shareholders, and
employees, then the different groups interests converge and diverge in complex ways, with
different alliances possible.?®

Some scholars with sympathi es towards employees and other stakeholder groups have
argued against the contemporary push for greater shareholder power, and replied that areturn to
amore managerialist regime would be better for employees and other non-shareholder
stakeholders.®®® On some matters at least it does seem that employees have more in common

with managers than with shareholders. For instance, in many cases hostile takeovers may

%2 See Unocal Corporation v. Mesa Petroleum Co., 493 A.2d 946 (Del. 1985), , Inc. v. MacAndrews &
Forbes Holdings, Inc., 506 A.2d 173 (Del. 1985).

% See Ayres & Gertner, supra note 223, at 1598-1600.

4 See McDonnell, supra note 279.

%5 gee McDonnell, supra note 279; John C. Coffee, Jr., Unstable Coalitions: Corporate Governance as a
Multi-player Game, 78 Geo. L.J. 1495 (1990).
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threaten the jobs of both managers and employees.”®” More generally, both managers and
employees may have significant firm-specific human capital tied up in the corporation, making
exit hard. Neither managers nor employees can diversify their jobs in the way that shareholders
can diversify their portfolios. This may make managers and employees prefer less risky projects
than shareholders would prefer. Officers who work daily with employees may come to identify
with those employees in ways that they do not with absent shareholders.

On the other hand, in other matters the interests of employees may align more closely
with those of shareholders. For instance, managers may use their power to pursue private
benefits that decrease the corporate surplus available to both shareholders and employees. Thus,
on the question of executive compensation employees and shareholder may have a shared cause.
Even on the subject of acquisitions, frequently managers may oppose bidders who threaten their
personal power even when the acquisition would be areal boon for the corporation, leading to
expanded opportunities for its employees.?®

It is very hard to decide this question in the abstract. The answer differs from corporation
to corporation, from time to time, and from one type of decision to another. An attempt to sort
through the issue in detail would go way beyond the scope of this article, and would most likely
be indeterminate in any case. Can we then say any more?

One approach would be to ook to the leading practical advocates of employee interests,
and ask what side they are taking in the battle over corporate governance. The main professiona

advocates of employee interests are unions, which have fallen on hard time in the U.S. but till

%8 See awrence E. Mitchell, Corporate Irresponsibility: America's Newest Export (2001); Margaret M.
Blair & Lynn A. Stout, Director Accountability and the Mediating Role of the Corporate Board, 79
Wash. U. L. Q. 403 (2001).

%7 See Andrei Shleifer & Lawrence H. Summers, Breach of Trust in Hostile Takeovers, in Corporate
Takeovers: Causes and Consequences (Alan J. Auerbach ed., 1988).

88 See Bebchuk, supra note 237.
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represent millions of American employees. Those unions are involved in the corporate
governance battle via political 1obbying and, most visibly, viathe actions of union pension plans.
Union pensions have been leading advocates in the battle for greater shareholder power.?®
Union pensions led the campaign for proxy access bylaws that led to the current re-thinking of
proxy access.** Union pensions were major proponents of poison pill bylaws, including that in
the Fleming case.”" Indeed, some are concerned that greater shareholder power will lead to
special interest abuse by unions. | have already briefly argued why that is unlikely,?? but from a
stakeholderist point of view, strengthening the voice of employee advocates somewhat would not
be abad thing at all.

At least two caveats apply to this point. First, on at least some matters unions do seem to
have sided with directors and officers against shareholders. For instance, corporate constituency
statutes and other antitakeover statutes seem to have gotten at least some union support, although

their main impetus has usually been managers.®*®

Second, union pension managers may not take
into account the full interest of union members as employees. Indeed, their fiduciary duties
require them to consider the interests of members as holders of sharesin the plans. till, the
support for limiting executive compensation and reforming corporate governance to lessen
managerialism seems to come from the broader union movement, not just from union pension
managers.

| thus tentatively conclude that an advocate of employee interests should applaud the

proposed greater use of bylaws to enhance shareholder voice. Of the two leading sorts of

%89 Sae Schwab & Thomas, supra note 244.

% see Staff Report, supra note 23.

#! See Fleming, 975 P. 2d 907 (1999).

2 See supra notes 244 through 245 and accompanying text.

2% see Jonathan D. Springer, Cor porate Constituency Satutes: Hollow Hopes and False Fears, 1999
Ann. Surv. Am. L. 85, 95-96 (1999).
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proposals we have considered, proxy-access bylaws seem more clearly defensible for employee
advocates. Indeed, employee advocates in corporations where employees have a decent
ownership share could conceivably even try to use such bylaws to give employees some seats on
the board.”®* Poison pill bylaws are rather more problematic because hostile takeovers have been
acontroversia topic, and at |east some do seem to threaten employee interests. Still, the support
of union pensions for such bylaws persuades me that those supporting a stakeholder approach
should approve of such bylaws aswell, or at least have no strong reason to oppose them.

C. Satutory interpretation revisited

At the beginning of section |11 | noted that one can draw on many types of sourcesin
considering how to interpret a statute: statutory text, legislative history, related judicial
interpretations, and policy analysis.’*® The scope of the bylaw power is afascinating case of
statutory interpretation because there are strong arguments on both sides of the issue at each of
these levels. Moreover, the arguments at each level complement arguments at other level.
Throughout, at every level, we have seen atension between granting boards broad authority and
using shareholder voting to constrain the opportunism that sometimes springs from that
authority. We have taken alook at each level in the last two sections, and so we are now ready
to put together the anaysis.

Each level of analysis provides at least some support for the corporate
governance/ordinary business distinction. That is, bylaws that deal with matters of general
corporate governance should be allowed, while those dealing with ordinary business matters

should not be allowed. The analysis also provides some, though lesser, support for the

2% Occasiona shareholder proposal's do suggest such bylaws. See, e.q., International Business Machines
(Del Compare), available March 4, 1992. Of course, persuading a majority of shareholdersto approve
such a bylaw will not be easy, to say the least.

% See supra note 38 and accompanying text.
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procedure/substance distinction, namely, bylaws dealing with procedure are valid while those
dealing with substantive matters are less likely to be valid. Each level of analysis also provides
some support for both more expansive and more narrow interpretations of the bylaw power, but
this middle interpretation seems to emerge as the best solution. The statutory analysis aso
suggests, though, that before moving to apply this general distinction, one should first look to
more specific statutory provisions and see if they answer the question one way or the other for
specific bylaws.

Applying this general analysis to the two main kinds of bylaws we have been
considering, proxy access and poison pill bylaws, leads to somewhat different specific analyses.
For proxy access bylaws, each level of authority suggests that such bylaws arevalid. Statutory
text, case law, and policy all tend to point pretty strongly in that direction, albeit with some good
counter-arguments at each level aswell. When each level of the interpretive funnel reinforces
one another like that, an answer emerges fairly easily: proxy access bylaws are and should be
valid.

Things are murkier for poison pill bylaws. Although the genera corporate
governance/ordinary business analysis from the statutory text suggests their validity, the specific
provisions of section 157 and 151 of the Delaware law rather strongly point to such bylaws being
invalid. This specific textual analysisis not conclusive, but it is a powerful point. The other
levels, however, seem to point in favor of poison pill bylaws. Neither the case law nor the policy
analysis favors poison pill bylaws quite as strongly as proxy access bylaws, but both do on the
whole favor poison pill bylaws.

This leaves us with a tougher judgment call to make in the case of poison pill bylaws. If

oneis aquite dynamic statutory interpreter, ready to rely heavily on policy analysisalaWilliam
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Eskridge or Richard Posner,?* then one should be willing to interpret one's way around the
embarrassment of section 157 and find such bylaws valid. Asamoderate textuaist, | feel more
constrained than that by the text, so | face more of adilemma. All told, | believe that the
Delaware courts should hold that poison pill bylaws are valid. The section 157-based textual
argument is murky enough, and the policy casein favor of such bylawsis strong enough, that the
policy argument persuades me.

V. The SEC and shareholder proposals

For bylaws to be an effective tool for shareholders interested in enhancing controls over
boards, favorable state court decisions on the validity of shareholder bylaws affecting board
authority are not enough. Shareholders who would like to propose such bylaws must be able to
present them for a shareholder vote at relatively low cost. Since most shareholdersin public
corporations always have the option of selling,**” and given the free rider temptation we have
discussed,*® if the costs of proposing and advocating abylaw are at al large, shareholders will
not propose them. Even the threat of a shareholder bylaw will rarely be credible.

In most public corporations thisisabig hurdle. Simply mailing information about a
proposal to all shareholdersis quite expensive. Most shareholders do not attend annual
meetings; instead, they vote by proxy. Soliciting proxiesis costly, both because of the large
number of shareholders, and aso because of the SEC’ s extensive legal regulation of proxy

solicitations.?®® Indeed, except where a shareholder seeks to takeover the corporation and buy a

2% gee William N. Eskridge, Jr., Dynamic Statutory Interpretation (1994); Richard A. Posner, Statutory
Inter pretation— n the Classrom and in the Courtroom, 50 U. Chi. L. Rev. 800 (1983).

#7| say “most” because some mutual funds engage in indexing which may, for instance, require them to
hold sharesin all companiesincluded inthe S & P 500 index.

2% See supra note 240 accompanying text.

% See Rules 14a-1 through 14a-xx; Eisenberg, supra note 121.
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controlling share of stock (which can be quite lucrative), it will almost never be worth it for
shareholders to engage in their own proxy solicitations to pass a bylaw amendment.

The only way that bylaws can be a practical tool in public corporationsisif shareholders
are able to use the corporation’s own proxy and proxy statement to solicit support for their bylaw
proposals. The problem with that, though, is that the board controls what goesin to the proxy
and proxy statement, and if the bylaw isaimed at reining in arecalcitrant board, that board is
unlikely to allow shareholders to use the company’s proxy of its own goodwill.

Enter Rule 14a-8. Thisrule requiresthat under certain circumstances companies must
include shareholder proposals in their proxy and proxy statement. Thus, shareholders would like
to be able to use Rule 14a-8 to propose bylaw amendments. The processis cheap and
(relatively) simple enough that at least sophisticated investors, particularly institutional investors,
will be able to useit fairly readily. Thus, bylaw amendments can become a practical tool of
shareholder control over boards only if the SEC interprets Rule 14a-8 to allow shareholdersto
use it to propose bylaws.

Thisisrather problematic. Asit stands, staff interpretation of severa provisions of Rule
14a-8 often blocks shareholder bylaw proposals. However, afew simple and highly plausible
changesin staff interpretation would remove the obstacles. To see how, we must look at how
Rule 14a-8 works.

Shareholders who want a proposal included in acompany’s proxy must jump through
some procedural hoops. They must show that they have hold an adequate number of sharesfor a

long enough time.*® They must submit the proposal early enough,** and the proposal may not

%% see Rule 14a-8(b).
¥ see Rule 14a-8(e).
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be too long, including its supporting statement.>*. Either the shareholder or a representative
must attend the meeting.**® These procedural requirements are not very tough.

If ashareholder jumps through all of the required procedural hoops, then the company
must include the proposal in its proxy and proxy statement unlessit fall within one or more of
thirteen listed exceptions.®* It is several of these exceptions that cause problems for bylaw
proposals. The three exceptions of most concern are:

« thebylaw isimproper under state law;*®
« thebylaw relates to the company’ s ordinary business operations;** and
« thebylaw relatesto an election.”’

We shall look at each of these exceptions, asking both how the SEC staff interprets them
and how it should interpret them as applied to bylaw amendments of the type we have been
discussing.

A. Proposals that are improper under state law

Rule 14a-8(i)(1) allows companies to exclude a proposd if it “is not a proper subject for
action by shareholders under the laws of the jurisdiction of the company’s organization. . . .”3%
This basis for exclusion is part of the intricate balancing of state and federal law that goes onin
thisarea. Over the years the SEC decided that proposals which merely suggested that the board
do something rarely violate state law; it is only binding proposals which may, depending upon

the subject matter, cause a problem. The SEC will thus rarely treat proposals as excludable on

%2 See Rule 14a-8(d).

303 See Rule 14a-8(h).

3% See Rule 14a-8(i).

%% see Rule 14a-8(i)(1).

3% See Rule 14a-8(i)(7).

%7 See Rule 14a-8(i)(8).

%% Rule 14a-8(i)(1). Rule 14a-8(i)(2) issimilar, alowing exclusion of aproposal if it “would, if
implemented, cause the company to violate any state, federal, or foreign law to which it issubject. . . .”
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this ground if the proposals are merely precatory. Indeed, the SEC has built this understanding
into a note to the rule.>*®

This has led to a proliferation of precatory proposals. These are rather an odd duck in
corporate law. For onething, boards are free to ignore them even if the proposals pass, and
boards frequently do so. It isnot clear whether precatory proposals do much to help
shareholders confronting a recalcitrant board, although presumably they do at |east have some
shaming power. Theimpact can be more material than that: in some circumstances, ignoring a
successful precatory proposal may send abad signal, leading to adrop in share price. Still,
precatory proposals are generally only aweak tool. Moreover, they have only a shadowy
presencein state law. Nothing in state law seemsto forbid precatory proposals, but nothing
seemsto provide for them either. They are a creation of SEC interpretation, afact which
occasionally raises some irritated commentary from state decisionmakers.

The weak effect of precatory proposals motivated shareholder activists to seek out more
powerful tools, which led to the bylaw amendment proposals that are the topic of this paper.
Because bylaw proposals are mandatory, the SEC will take a much closer look at the improper
under state law ground for exclusion, and companies will typically argue for exclusion on this
basis when presented with a binding shareholder proposal. As section |11 made clear, the status
of bylaw proposals that arguably limit board authority, including proxy access and poison pill
bylaws, is unclear under state law. Few states have either clear statutes or definite judicial
interpretations that settle the matter. Quite legitimate arguments exist on both sides of the
guestion.

What can, does, and should the SEC staff do when presented with a bylaw whose state

law validity is unclear and the company argues for exclusion because invalid under state law?

%09 See Note to paragraph (i)(1).
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There are three basic possibilities: the SEC can say that the company may not exclude the
proposal on this ground, that it may exclude on this ground, or that the staff is unwilling to take a
position on whether the proposal is excludable or not.

The SEC staff has taken each of these positions at different times on various corporate
governance bylaw proposals. It isnot aways easy to discern aclear pattern, and it would appear
that the staff has changed tack at severa points. In the early nineties the staff seems to have been
more inclined to not permit exclusion of governance bylaws, sustaining proposals involving
sharehol der representative committees,*'° employee selection of directors,** confidential voting
for directors,*'? and board independence requirements.®** However, at the same time the staff
allowed companies to exclude bylaw proposals involving shareholder representative committees
that specified that the board could not amend the bylaws.®* Starting in 1999 the staff started
declaring in many letters that it will not express any view with respect to this ground of
exclusion where there is no compelling state |law precedent.

The practical effect of thisthird position isabit tricky. A no action letter has very
limited binding legal effect. It only prevents the SEC from taking action against that company
on that particular set of facts, assuming that the facts as the company has stated them are correct.

The SEC can always change its mind in the future, and private parties can go to court even in the

particular case covered by the no action letter. Moreover, even if the SEC does not agree that a

%19 see Exxon Corp., Feb. 28, 1992.

311 See International Business Machines Corp. (Del Compare), March 4, 1992.

%12 See Sear, Roebuck & Co., March 16, 1992.

%13 see L ouisiana-Pacific Corp., March 12, 1992. For agood overview with more detailed descriptions of
the no action letters, see Robert J. Haft, Analysis of Key SEC No-Action Letters  10.18 (2003).

314 See Pennzoil Co., Feb. 24, 1993 and March 22, 1993; Radiation Care, Inc., Dec. 22, 1994. We shall
see below that in Delaware it is unsettled whether shareholder bylaws may prevent boards from amending
or repealing those bylaws. See infra notes 353 through 360 and accompanying text.

%1% See Community Bancshares, Inc., March 15, 1999; Eastern Enterprises, February 17, 1999; Union
Carbide Corp, February 5, 1999.
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proposal can be excluded, a company can alwaystry to go ahead and exclude anyway—the SEC
may not take action, and even if it does, the company can go to court and try to get ajudge to
side with it over the agency. Nonetheless, companies almost never exclude a proposal when the
staff has rejected a no action request, and shareholders rarely go to the trouble and expense of
going to court where the SEC has granted a no action request. What happens when the staff does
not take a position either way? According to the leading analysis of no action letters:

the subtle change of position by the staff on its burden of proof rule—who bears

the risk of state law uncertainty—has and will have major consequences to

proponents of mandatory proposals. exclusion rather than inclusion. The

company is now freeto omit the proposal in its mandatory form, and the

proponent is forced to either institute suit in the federal district court to compel

inclusion or to drop the mandatory aspect of its proposal.**°

If the staff has taken no position, it remains legally possible that the SEC could take
action if the company chooses to exclude. However, it would seem highly unlikely that the SEC
would do so; hence, Haft’s conclusion as to the practical effect of the take no position response.

The SEC says very little to justify its position in no action letters. The following
statements are about the best | can find. In aletter in which the staff said it did not agree that a
bylaw proposal that would force the board to terminate defensive measures to certain tender
offers unless the sharehol ders approved continued opposition, the SEC letter said:

The staff notesin particular that whether the proposal is an appropriate matter for

shareholder action appears to be an unsettled point of Delaware law.

Accordingly, the Division is unable to conclude that rule 14a-8(c)(1)**" may be

relied upon as abasis for excluding that proposal from the Company’s proxy

materials.3®

In aletter in which the staff refused to take a stance, the letter said:

There appears to be some basis for your view that Community Bancshares may
exclude the Hanson proposal under rule 14a-8(i)(1). Thisview is based on the

316 Haft, supra note 313, at 254.
37 The numbering at the time of the present Rule 14a-8(i)(1).
%18 PLM International, Inc., April 28, 1997.
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opinion of Waller Lansden Dortch & Davis that a bylaw provision authorizing the

expenditure of corporate funds, effected by shareholders without any concurring

action by the board of directors, isinconsistent with Section 141(a) of the

Delaware General Corporation Law unless otherwise provided in the company’s

certificate of incorporation or the Delaware Genera Corporation Law.

Accordingly, we will not recommend enforcement action to the Commission if

Community Bancshares omits the Hanson proposal from its proxy materialsin

reliance on rule 14a-8(i)(1).3*

Which approach to uncertain state law makes more sense? On its face, the take-no-
position approach shows afitting sense of humility. State courts, not SEC staffers, have the
responsibility of interpreting state law, and state judges are likely to be more expert on that law,
particularly in the case of Delaware. Therefore, doesn’'t it make sense for the SEC to admit its
ignorance on state law and not take a position on matters where significant controversy exists,
and where both sides have good arguments?

It would appear that way, but appearances can be deceiving. Remember the practical
effect of the take-no-position approach: companies will exclude the proposals. Remember too
the limits of shareholder willingnessto bear costsin thisarea. If companies choose to exclude
proposals, the shareholders could decide either to fight the exclusion in court or to prepare their
own proxy and proxy statement. However, outside of atakeover bid, shareholderswill rarely be
willing to take on the costs of either of those decisions. Instead, they will let the proposal drop,
or perhaps modify it to a precatory proposal.

Consider then the practical effect of the staff’s decision to take no position: companies
exclude such proposals, and shareholders do not pursue them. Hence, the proposals do not pass.
But if the proposals do not pass, there is no way for boards to challenge questionable bylaws in

state court. Asaresult, we do not get any further state court precedents on point. Hence the

state law uncertainty remains, and hence boards in the future will be able to continue excluding

319 Community Bancshares, March 15, 1999.
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bylaw proposals. The take-no-position response is thus devastating to the practical usefulness of
bylaws.

Itisaso far less humble and deferentia to state courts than it appears. By keeping such
bylaws from avote, it prevents state courts from considering the validity of bylaws. Didn't it
seem strange, in our discussion of Delaware precedent, that on this interesting, practically
important, and rather fundamental point of corporate law, in the leading corporate law
jurisdiction, there was so little relevant precedent? The SEC’ s willingness to allow companies to
exclude bylaw proposals goes along way to helping explain that lack of precedent.

It would be far better, and far truer to the principles of federalism, for the SEC staff to
refuse to agree that companies may exclude proposals on Rule 14a-8(i)(1) grounds where
significant uncertainty exists as to whether the proposals are valid under the relevant state’s law.
First, thiswould allow shareholders to judge whether the proposals are good for their companies.
Where a magjority approve but the board remains opposed enough to challenge the resulting
bylaw in court, state judges would then be able to pass on the validity of shareholder bylaws.
We would thus see much more extensive devel opment of the law in this area, with more expert
state judges making decisions with much more detailed reasoning than the SEC staff providesin
no action letters.

Such an approach would allow for more diversity. Shareholdersin different corporations
could reach different conclusions about what bylaws make sense for their corporations. Judges
in different states might also reach different conclusions about what kinds of bylaws are valid.
Such diversity is one of the great benefits of federalism. It allows for more variety between

corporations, allowing them to tailor rulesto their specific circumstances both in the choice of
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bylaws and in the choice of where to incorporate.®® It also allows for more learning, aswe can
see what effect differing bylaws have >

Note that my suggestion has the effect of putting the burden of proof on the corporation
to show that the proposal isinvalid under state law. If the corporation does not succeed in
convincing the staff that the proposal isinvalid, then the corporation may not exclude on that
ground. Thisdistribution of the burden of proof has the further virtue of complying with Rule
14a-8' s placing on the company the burden of persuading the staff that a proposal can be
excluded.?

Thus, asmall shift in interpretive practice could have a big and positive effect on
corporate practice. So long as state law in the relevant jurisdiction remains significantly open to
doubt, the staff should refuse to agree that a company may exclude a bylaw proposal asinvalid
under state law. | am not necessarily saying that there must be case law directly on point, or a
crystal-clear statutory provision, in order to find a proposa excludable on this ground. If the
invalidity is clear enough given existing law the staff could allow exclusion. But the staff should
put quite a strong burden on the corporation to show that existing law entails that the proposal is
invalid.

B. Proposals that relate to ordinary business operations

Rule 14a-8(i)(7) allows companies to exclude a shareholder proposals if “the proposal
deals with amatter relating to the company’ s ordinary business operations. . .”*** The SEC gives

two main justifications for this exclusion. Thefirst it recognizes explicitly as tracking state law:

320 See Brett H. McDonnell, Two Cheers for Federalismin Corporate Law, forthcoming, J. Corp. L.
(2005).

%! Seeid.; Brett H. McDonnell, Getting Stuck Between Bottom and Top: State Competition for Corporate
Chartersin the Presence of Network Effects, 31 Hofstra L. Rev. 681 (2003)

%2 See Rule 14a-8(g).

%3 Rule 14a-8(i)(7).



management should be responsible for ordinary business matters becauseit is just not practical
for shareholders to get involved.** The second is to avoid shareholder micro-management of
complex problems.3

If the discussion in section 111 is correct, then the ordinary business basis for exclusion
closely tracks the main distinction between corporate governance and ordinary business matters
that should guide state courts in determining what sorts of bylaws are valid. We may therefore
first want to ask about the relationship between the ordinary-business exclusion and the violates-
state-law exclusion, and thus whether the ordinary business exclusion really makes any sense at
al.

The relationship between the two bases for exclusion depends on whether a proposal is
precatory or mandatory. Aswe have seen, the SEC almost always treats precatory proposals as
not violating state law. Such proposals may still be excludable because they deal with ordinary
business, and the staff does frequently exclude precatory proposals on this ground. One might
guestion how much sense that makes. If aproposal is merely advisory, then even if it is beyond
the ability of shareholdersto adequately decide the matter, the board can just ignore whatever
shareholders say. What is the harm of letting shareholders give some advice? Perhaps the point
isthat boards may feel pressureto give in even to bad shareholder ideas, but my senseis that
boards do not feel much pressure to follow advisory proposals. Perhaps the concern is that the
corporation will have to expend too many resources on presenting and arguing over worthless
proposals. Thisisaconcern, but | am not sure how big aconcernitis. most proposals outside
the corporate governance arena gather very few votes, and managers should be able to ignore

them and not bother with doing much to try to defeat them. There may also be a concern with

%4 See Release No. 34-40018 (May 21, 1998).
¥ Seeid. You might be wondering if these are two distinct justifications. | am.
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wasting shareholder time in reading and evaluating the proposal's, but shareholders can and do
skip over obviously trivial matters and either not vote or ssmply follow the board’'s
recommendation with no reflection. Thus, | am not sure that the costs of advisory proposals on
ordinary business mattersis very great.

Of more relevance to usis binding proposals. The main way that shareholders can make
legally binding proposals is through bylaw amendments—our topic. As| just noted, the state
law question of whether a matter isavalid topic for the bylawsis very close, if not identical, to
the question of whether the matter covers ordinary business operations. | have just argued that
where a matter is questionable under state law, the SEC staff should allow that matter to proceed
to avote, and if shareholders approve the bylaw, then the board can pursue the matter in state
court if it chooses. The same logic applies here.

At any rate, how have corporate governance matters fared under this exclusion? Where
the proposal is framed as a bylaw, they run into the problem of the 14a-8(i)(1) exclusion that we
discussed in the previous sub-section. However, where shareholders have framed the proposal as
mere advice, that objection goes away, |eaving the ordinary business exclusion as the leading
source of contention. The SEC’ s staff has treated most corporate governance matters as not
excludable under 14a-8(i)(7), athough there has been some uncertainty and wobbliness as to
what counts as a corporate governance matter.>* Proposals concerning executive compensation,
golden parachutes, and the independence and choice of auditors, for instance, were once
excludable, but now are not.**’ Robert Haft discusses awide variety of shareholder proposals
that arguably touch on corporate governance matters. His discussion shows how the SEC has

generally drawn alinethat is discernible and sensible in its broad outlines, though certainly

6 See Haft, supra note 313, § 10:3.
¥ eeid.
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rather murky and hard to rationalize or predict near the boundary of the corporate
governance/ordinary business distinction.

What about the two specific types of bylaws that are our specia concern, poison pills and
shareholder access? The SEC has generaly held not excludable precatory poison pill proposals
that call for the redemption of pill plans.®** This agrees with our discussion of pill bylaws under
state law, where | argued that such bylaws appear valid under the corporate governance/ordinary
business distinction, although more specific provisions of state law may cause trouble for their
validity.*** Asfor shareholder access bylaws, the SEC has given relatively little guidancein
applying the ordinary business exception to them because, as we shall see shortly, it has
generally allowed those proposals to be excluded on a different ground.**' Our discussion of
shareholder access bylaws under state law suggests that they are a matter of corporate
governance, not ordinary business, and hence should not be excluded on this ground.

Thus, although | have questioned whether the 14a-8(i)(7) ordinary business basis for
exclusion makes sense, even if one does not jettison it and applies current SEC staff
interpretation on the point, this basis should not present a reason for excluding corporate
governance bylaws of the type we are considering here.

C. Proposals that relate to an election

Rule 14a-8(i)(8) allows a company to exclude a proposal if “the proposal relatesto an
election for membership on the company’ s board of directors or analogous governing body. . .
7332 For most corporate governance bylaws this is not an issue, but for bylaws granting

sharehol ders access to the company proxy and proxy statement for the purpose of nominating

%% Seeid.

%29 Seeid. at 215-16.

%0 see supra notes 133 through 137 and accompanying text.
%! seeinfra section V..C.
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director candidates, this ground for exclusion is crucial. Indeed, the SEC’ s staff has generaly

d.>* with an occasional

allowed companies to exclude shareholder access proposals on this groun
exception.®** Aswe saw above, the Commission staff most recently wobbled on this point with
the Disney proposdl in late 2004, but its final position there reverted to the standard line of
allowing exclusion.®® CommissionAswe saw in the background section, SEC reconsideration
of its approach to this basis for exclusion led to the proposal of Rule 14a-11.3% In thinking about
the wisdom of the SEC’ s current treatment of 14a-8(i)(8), we will also have to consider this

rule’ s relationship with proposed Rule 14a-11.

Rule 14a-11 would impose one regime on all companies in which shareholder access for
nominating directorsis triggered.**" That one-size-fits-all approach has three major
disadvantages relative to allowing shareholders to propose company-specific rules in the bylaws.
First, a company-specific approach through bylaw proposals would allow tailoring to the specific
circumstances of individual companies. Companies differ in many relevant ways: size, number
of shareholders, concentration of shareholding, quality of management, vulnerability to
takeovers, and so on. The rule for how many shares one must hold, and for how long, in Rule
14a-11 would probably be too hard for some companies and too easy for others. The Rule thus

would lack the flexibility that is one of the key advantages of the general enabling approach of

American corporate law.3®

%2 Rule 14a-8(i)(8).

33 See Haft, supra note 313, at 224; Merck & Co., Inc., publicly available Jan. 25, 2004; Citigroup Inc.,
publicly available Jan. 31, 2003; Unoca Corp., publicly available Feb. 8, 1991.

% See Haft, supra note 313 at 249; Union Qil Co. of Cal., publicly available Feb. 24, 1983.

¥ see supra note 35 through 37 and accompanying text.

3% See supra notes — through — and accompanying text.

%7 There are two triggers: if amajority of shareholders votes in favor of being covered by Rule 14a-11,
or if at least 35% of shareholders withhold their vote from a board-nominee for director.

8 See Easterbrook & Fischel, supra note 207.
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Second, by allowing differing bylaws in differing companies we could in effect perform a
large experiment with shareholder proxy access for board elections. The huge debate over Rule
14a-11 revealed large differences over how to best calibrate the rules even among those
sympathetic to shareholder access. Making it too hard to nominate shareholders would eliminate
most of the gains from shareholder access, but making it too easy to nominate shareholders could
lead to an explosion of expensive contested elections, or at least of nuisance nominations. What
rules for proxy access best balance these concerns? The best way to answer that question isto
allow different companies to experiment with different rules, and learn from their experiences.

Third, alowing bylaw proposalsin this areawould alow state law on bylaws and proxy

339 gtate courts,

access to evolve. We have aready discussed some of the benefits of this.
especialy in Delaware, can add their own wisdom on the topic of the proper division of power
between shareholders and boards. Moreover, insofar as states differ in how they answer this
guestion, then that creates yet more potentia for learning and tailoring, as the choice of whereto
incorporate will give companies a choice between various options.>*

In its Staff Report issued as part of the reconsideration of the approach to shareholder
proxy access,**! the staff considered as one option amending or reinterpreting rule 14a-8(i)(8) to
allow proposals to amend the bylaws to allow shareholders to use the company proxy to
nominate directors. The staff noted some of the strengths of this approach, but also noted severa

concerns. One concern was with whether boards would be forced to respond to shareholder

proxy access proposals, i.e., whether such proposals could be binding rather than advisory under

%9 see supra notes 320 through 321 and accompanying text. For a similar argument as to the benefits of
allowing proxy solicitations in this area, see the prepared statement of Jill E. Fisch before the SEC
Roundtable Discussion on Proposed Security Holder Director Nomination Rules, available at
www.sec.gov/rules/prosed/s71903.shtml.

390 See McDonnell, supra note 320; McDonnell, supra note 321.
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state law.>* | have answered above that proxy access bylaws are pretty clearly valid under state
law.3* A second concern isthat "it is unclear whether companies could avoid implementing this
type of proposal by amending their governing instruments to require board approval of
shareholder nominees.”** We shall consider this question in the next section. The third main
concern is the potential for “an array of confusing company-specific rules.”**® Several
considerations suggest this concern is not too worrying. First, the shareholder activists most
likely to introduce successful proposals are typically sophisticated and well-informed, generally
institutional investors with good legal counsel. Second, in many cases the shareholders seeking
to use a nomination procedure will be those who introduced that procedure in the first place.
Third, there are afairly limited number of active shareholders likely to introduce successful
proposals, and those shareholders will presumably introduce similar proposals, perhaps with a
few variations, at many different companies. Finally, my yearsin practice taught me that
transactional lawyers almost never start writing with ablank page. Even lawyers who have not
previously drafted a proposal will use the proposals of othersasamodel. Thelikely outcomeis
thus that there will be some real variety—uvariety, after all, is essential to the gains from tailoring
and learning—~but that variety is unlikely to be so great asto lead to a disabling degree of
confusion.

Thus, the SEC would be wise to change its approach to Rule 14a-8(i)(8) and allow
shareholders to propose bylaws alowing sharehol ders to nominate directors through the

company proxy in specified situations. This can be done in addition to proposed Rule 14a-11.

1 See Staff Report: Review of the Proxy Process Regarding the Nomination and Election of Directors,
July 15, 2003.

¥2 Seeiid. at 26.

3 See supra section 1V.C.

¥4 See Staff Report, supra note 23, at 26.

¥° staff Report, p. 26.
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346

That rule has some pretty strong limits on what shareholders can do.”™™ Shareholdersin some

347 We could still gain some of the benefits from tailoring and

companies may want to go further.
learning by allowing shareholder access bylaw proposalsin addition to the proposed Rule 14a-11
regime.

We will not gain all of those benefits with proposed Rule 14a-11 around, however, which
raises the question of whether it would be better to revise Rule 14a-8(i)(8) and allow shareholder
bylaws without passing Rule 14a-11. With Rule 14a-11 available, fewer shareholders may go to
the expense of experimenting with their own bylaws. That may seem like it is ssimply presenting
those shareholders with an extra option, so how could it harm them? It could cause harm
because there is an externality involved. Shareholders and managers learn from what happens
with proposals at other companies. If shareholders at one company choose to follow the
dominant Rule 14a-11 rather than experimenting, shareholders at other companies will learn less.
Shareholders are not likely to take this externality into account. Large institutional investors
who own shares in many companies may internalize this externality to some degree, but they still
have the free rider problems that we have discussed.**® There are benefits to following arule
that many others have followed. Given this, if one rule becomes dominant too quickly, it could
cut off experimentation too soon, even though another rule might actually be better for most
companies,**

There could also be lesstailoring. Given advantages to choosing a widely-used

aternative, shareholders may be content with Rule 14a-11 even if it is not well-tailored to their

8 |n addition to the 5% requirement for amount of shares held and the 2 year requirement for how long
one must have held the shares, shareholders can only nominate a minority of directors.

¥ In other companies boards may want to try weaker shareholder access regimes as away of forestalling
a shareholder vote to be covered by Rule 14a-11. Those boards, though, do not need any help from Rule
14a-8—they can amend the bylaws on their own.

8 See supra note — and accompanying text.
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company. Had there been more of a chance to experiment, though, it is possible that severd
different approaches might have arisen, each used often enough to achieve the gains from
widespread usage, but with enough different alternatives to provide gains from tailoring.** Rule
14a-11 may cut off that process.

The main gain from having Rule 14a-11 aong with company-specific sharehol der
proposalsisthat it could reduce confusion somewhat, as many, maybe most, companies will
presumably follow Rule 14a-11. Thereisthus atradeoff between simplicity and having arange
of options. My own guess is that we would be better off without Rule 14a-11, at least initially.

A fina technical question concerning the relates to an election exception concerns
whether the SEC or its staff may simply re-interpret the current rule or whether the text of the
exception needs to be revised in order to require inclusion of shareholder nomination bylaws.
The current rule alows exclusion if “the proposal relates to an election for membership on the
company’ s board of directors.”**! At first glance, this |anguage seems to rather clearly cover
shareholder nomination bylaws, which relate to elections, thus suggesting that the rule needsto
be re-written. However, there is a decent textual argument to the contrary. The current language
refersto proposal that relate to an election. A bylaw does not relate to any one specific election.
Rather, it sets procedural rules for every board election. Theword “an” thus suggests that we
can, maybe even should, read the rule to alow exclusion only of proposals that try to specifically
influence one particular election, e.g. by proposing a slate of nominees in the proposal itself.
This reading of the rule would allow the staff to require the inclusion of shareholder nomination

bylaws without revising the rule. | think that it is plausible enough to allow the SEC to act

9 See McDonnell, supra note 321.
%0 see McDonnell, supra note 320.
*! Rule 14a-8(i)(8).
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without formal rulemaking, although it would probably be procedurally sounder to amend the
rule.
VI.  Limitson theimpact of shareholder bylaws

Let us suppose for now that state courts and the SEC follow the suggestions of the
previous three sections. That is, the courts hold as valid shareholder bylaws that either fit within
specific statutory provisions within the power of bylaws or that regulate general corporate
governance or procedural matters. In particular, they validate shareholder proxy access bylaws
and perhaps poison pill bylaws aswell. The SEC in turn requires corporations to include such
bylaws as shareholder proposals under Rule 14a-8. To what extent would board opponents of
shareholder initiative power be ableto limit the impact of shareholder bylaws?

Insofar as one is concerned about defenses against hostile takeovers, directors and
officers have avariety of possible ways of discouraging hostile bids, as Arlen and Talley have
pointed out.** My concern here, though, is with more direct attacks on sharehol der bylaw
power. Boards could try to act through provisions either in the bylaws or in the certificate. |
shall consider thesein turn.

A Board bylaw provisions

In virtually all corporations boards have the power to pass bylaws without shareholder
approval. They could thus try to use bylaws of their own to either limit the ability of
shareholders to pass bylaws or to un-do or limit bylaws that shareholders do succeed in passing.
| shall discuss each of these possibilities, starting with the latter.

Suppose that the shareholders of a corporation have passed a valid proxy access or poison
pill bylaw. Since the board can adopt bylaws as well, could it then simply adopt a new bylaw

either repealing the shareholder bylaw entirely or else amending the bylaw to weaken it? Let us
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suppose that, aware of this possibility, the shareholders have included in their bylaw a provision
that the board may not amend or repeal that bylaw. If the board can amend a shareholder bylaw,
then we face the potential prospect of an endless ping-pong game of shareholder and board
bylaw amendments. The board would have a critical advantage, though, in that in most
corporations the board can act much more quickly than shareholders.

In states that follow the Model Business Corporation Act on this point, the answer is
clear: the board may not amend or repeal such a shareholder bylaw. Section 10.20(b)(2) of the
Model Act providesthat a“corporation’s board of directors may amend or repeal the
corporation’s bylaws, unless. . . the shareholders in amending, repealing, or adopting a bylaw
expressly provide that the board of directors may not amend, repeal, or reinstate that bylaw.” 3
That provision addresses our current question quite explicitly and conclusively.

The Delaware law does not explicitly address this question, in contrast, and
commentators have split on the point.*** The main general provision on the power to adopt,
amend, and repeal bylawsis section 109(a):

After a corporation has received any payment for any of its stock, the power to

adopt, amend or repeal bylaws shall be in the stockholders entitled to vote, or, in

the case of anonstock corporation, in its members entitled to vote; provided,

however, any corporation may, in its certificate of incorporation, confer the power

to adopt, amend or repeal bylaws upon the directors or, in the case of a nonstock

corporation, upon its governing body by whatever name designated. The fact that

such power has been so conferred upon the directors or governing body, asthe

case may be, shall not divest the stockholders or members of the power, nor limit
their power to adopt, amend or repeal bylaws.>®

%2 See Arlen & Talley, supra note 263.

%3 RM.B.C.A. § 10.20(b)(2). Note, by the way, that if the shareholders do not expressly provide that the
board may not change their bylaw, then the board may do so. Drafters of shareholder bylawsin Mode
Act states should note this point.

% See Hamermesh, supra note 4, at 467-76; Coffee, supra note 4, at 616-19; Coates |V & Faris, supra
note 202, at 1366-70.

%5 Del. Gen. Corp. L. § 109(a).
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One can argue that the final sentence of section 109(a) implicitly answers our current
question.®* If the board can immediately overturn a shareholder bylaw, then does that not
effectively divest the stockholders of their power to adopt bylaws? Perhaps, but one can reply
that the ability of boards to amend shareholder bylaws does not change the formal power of
shareholders themselves, who can always reply in kind.

Professor Hamermesh presents a nice, although far from conclusive, textual argument in
favor of the board’' s power to amend or repea shareholder bylaws. The Delaware anti-takeover
statute provides that shareholders may opt out of the statute through an amendment to the
bylaws. It then statesthat “[a] bylaw amendment adopted pursuant to this paragraph shall not be
further amended by the board of directors. . .”**" That language would be superfluous if the
board could not anend shareholder bylaws in general.**® One could reply that even if Delaware
had a general provision mirroring the Model Act’s section 10.20(b)(2), the just-cited language
from section 203 would not be superfluous. Under the Model Act’s language, if a shareholder
bylaw does not specify that the board may not amend or repeal the bylaw, then the board may do
so. The section 203 language would change that result in the specific instance of bylaws opting
out of section 203.

Delaware case law has not yet clearly answered the question either, and what little case
law thereis pointsin opposite directions. Centaur Partners, IV v. National Intergroup, Inc.*®
suggests, in dictum, that a shareholder bylaw cannot prevent alater board bylaw from amending

or repealing it. American Int’l Rent a Car, Inc. v. Cross°® suggests, in dictum, that a sharehol der

¥° See Coffee, supra note 4; Coates & Faris, supra note 202, at 1368.
%7 Del. Gen. Corp. L. § 203(b)(3).

%8 See Hamermesh, supra note 4.

#9582 A.2d 923, 929 (Del. 1990)

%0 1984 WL 8204 at *3 (Del. Ch. May 9, 1984).
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bylaw could stop the board from later amending or repealing it. The question remains quite
open.

Even should courts decide that the board can amend or repeal a shareholder bylaw that
states that the board cannot do so, shareholders will still have meansto fight such board repeals.
Two means are worth mentioning. First, even if the board has the power to repeal shareholder
bylaws, exercising that power may in some circumstances violate the board’ s fiduciary duties. A
strong line of casesin Delaware stresses that “inequitable action does not become permissible
merely becauseit islegally possible.”*' Delaware courts are particularly likely to apply thisline
of cases where boards attempt to disenfranchise shareholders—Blasiusis the leading case, aswe
have discussed.®* This argument would seem likely to apply more frequently in cases involving
proxy access bylaws than poison pill bylaws.

Second, shareholders may be able to include in their bylaws provisions that set up atough
procedure for board attempts to pass bylaws that limit shareholder bylaws.>* For instance, the
bylaw could specify that a board could pass a bylaw amending or repealing it only at a meeting
in connection with an annual shareholder meeting, with notice given to shareholders in advance.
One can question whether the shareholder bylaws may do even this,** but such provisions have
at least a good fighting chance of being upheld—they would seem to fall on the procedural and
genera corporate governance sides of the line in our two main distinctions separating valid from
invalid bylaws.

Finally, even if none of these legal responses work for shareholders, the practical

problem may not be too serious most of the time. Absent an immediate and grave takeover

%! schnell v. Chris-Craft Indus., Inc. 285 A.2d 437, 439 (Del. 1971).
%2 See supra notes 194 through 201 and accompanying text.

%3 See Coffee, supra note 4; Coates & Faris, supra note 202, at 1368.
%% See Hamermesh, supra note 4.
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threat, my sense is that most boards would be reluctant to slap shareholders so squarely in the
face as to repeal avalid and binding shareholder bylaw.**® Boards do frequently ignore advisory
shareholder proposals, but repealing a binding bylaw strikes me as a much more serious step,
likely to draw much more publicity and criticism.

The other sort of board bylaw response would be procedural bylaws that make it hard for
shareholdersto pass bylawsin thefirst place. Thereisafair amount of scope for such bylaws,
since they fall on the procedural and corporate governance sides of the line. We have aready
noted one common version of such bylaws, namely advance notice bylaws that require
sharehol ders to give advance notice before submitting a bylaw proposal to avote.** Such
bylaws can make it harder for shareholders to act, but two state law limits keep boards from
raising the hurdles too high. Thefirst is Delaware section 109(a), which as we have seen
provides that the board may not limit the power of shareholders to change the bylaws.*’ Board
procedural bylaws that go too far would probably fall afoul of this provision. The second limit
on board procedural bylaws is the Schnell and Blasius line of cases: if aboard bylaw goesto the
point of having as its primary purpose an attempt to disenfranchise shareholders, courts would
strike down the bylaw. Thus, for instance, there is probably an outer limit as to how much
advance notice bylaws may require, and it would not surprise meif the bylaws currently in place
in many Delaware corporations come pretty close to those limits.*®

The most insidious potential board bylaw might be one limiting the ability of
shareholders to have bylaw proposals included in the company proxy. By the argument in

section 111, such bylaws would seem rather clearly to fall within the bylaw power under state

%2 See Coates & Faris, supra note 202.

%6 See supra note 129 and accompanying text.

%7 see Del. Gen. Corp. L § 109(a).

%8 |t is rare to see notice required more than 120 days in advance.
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law.>*® However, such bylaws probably violate Rule 14a-8 for corporations subject to that rule.
Rule 14a-8 specifies conditions under which companies must include a shareholder proposal. As
long as a shareholder meets the procedural requirements, and as long as the proposal’ s substance
does not fall within one of the listed exceptions, the company must include the proposal.

Now imagine a corporation with a bylaw that had much tougher procedural requirements
than Rule 14a-8 for when proposals would be included in the proxy, and imagine a shareholder
proposal that fits under the rule' s requirements but not the bylaws. What must the corporation
follow, the rule or the bylaw? The corporation might try to argue that this proposal falls within
the violates state law exception,*” because under state law the bylaws may specify what the
proxy may contain and exclude. However, thisinterpretation would allow all boards of public
companies to completely ignore Rule 14a-8 by passing their own bylaws. | highly doubt the
SEC or federal courts would allow such an easy end-run around the securities law. Indeed, in an
old case the Third Circuit took exactly that position, holding that a mere bylaw could not allow a
corporation to avoid the requirements of the predecessor to Rule 14a-8.%™

B. Certificate provisions

Boards could try to limit shareholder bylaws through provisions in the certificate rather
than in the bylaws. Some matters must be in the certificate rather than the bylaws, aswe saw in

section I111.”> Even as to matters that can be in the bylaws, anything that can be in the bylaws

%9 See supra note 132 and accompanying text.

%70 see Rule 14a-8(i)(2).

37! See SEC v. Transamerica Corp., 163 F.2d 511 (3 Cir. 1947).
372 See supra notes — through — and accompanying text.
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can be put in the certificate.3 A certificate provision overrules anything in the bylaws,*"
athough the certificate may not eliminate the ability of shareholders to enact bylaws.*”

Thus, if boards can succeed in covering a matter in the certificate in away they find
favorable, they thereby cut off shareholders from setting rules on that matter in the bylaws. If
the certificate provides that only board-approved candidates may be included in the company
proxy, then the bylaws cannot change that. If the certificate provides that no shareholder voteis
required before establishing a poison pill, then the bylaws cannot change that.

The catch, of course, is that the board requires shareholder approval to amend the
certificate, whereas the board can amend the bylaws on its own (subject to the limitations
discussed in the previous sub-section). My senseis that few public corporations currently
contain certificate provisions addressing shareholder proxy access or poison pill procedures,
although many sorts of antitakeover defenses are already common in certificates.*”® For matters
that are not currently covered in certificates, the big question is how likely boards will be able to
get provisions covering those matters added to certificates in the future.

There are two main ways a provision can make its way into the certificate of a public
corporation: it can be included in the certificate at the time the company goes public, or it can be
added by board and shareholder vote after the company is already public. The dynamics of these

two methods are quite different, and we shall explore each in turn.

373 See Del. Gen. Corp. L. § 102(b)(1).

37 See Del. Gen. Corp. L. § 109(b).

% see Del. Gen. Corp. L. § 109(a).

37® See John C. Coates IV, Explaining Variation in Takeover Defenses: Blame the Lawyers, 89 Cal. L.
Rev. 1301 (2001). However, anumber of existing charters do contain provisions requiring a
supermajority shareholder vote to amend the bylaws—almost a quarter of public corporations have such a
provision, according to one study. See Lucian Bebchu, Alma Cohen, & Allen Ferrell, What Mattersin
Corporate Governance?, paper available at www.ssrn.com/abstract=593423.
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Let usfirst consider provisionsin acompany’s certificate at the time it goes public.
Obvioudly, for those companies that are already public today whose certificates lack relevant
provisions, it is now too late. However, new companies will continue to go public in the future,
and if shareholders are able to make headway with bylaws of the sort we have been discussing,
then the boards of those companies going public in the future may consider adding certificate
provisions to head off such bylaws. Will the IPO market ensure that certificates at thetime a
company goes public only contain efficient provisions?

There is much debate on this point. The traditional argument has been that the answer is
generdly yes, the market should constrain IPO companies’ certificates to be efficient. This
answer emerges from two main logical steps. First, proponents argue that U.S. capital markets,
including the markets for 1PO stocks, are relatively informationally efficient. That is, the price
of stock reflects the expected value of the underlying asset given publicly available information
about the company.®”” Since the certificate is publicly available by the time a corporation goes
public, the expected effect of the certificate on the value of the corporation’s stock to
shareholders should be reflected in the price buyers are willing to pay for that stock. Second,
those who own shares in the corporation just before it goes public have an incentive to write only
efficient terms into the certificate. Those persons will either be selling sharesinto the public
market, or will be holding onto their shares, whose value will then depend upon the market price.
Since by the informational efficiency argument the share price will reflect the effect of certificate
terms, those controlling the company will want to include terms that hurt public shareholders,

and hence reduce the value of shares proportionate to the expected harm, only if the private

3" For arecent discussion of market efficiency, see Symposium, Revisiting the Mechanisms of Market
Efficiency, 28 J. Corp. L. 499 (2003)
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benefits of those terms exceed the costs of the terms, in which case the terms are efficient.*"

The market thus forces corporate decisionmakers to internalize the effect that certificate
provisions have on public shareholders.

Although many still accept this argument, an increasing number have come to question it.
The key question is whether markets for PO shares really accurately reflect the expected impact
of harmful certificate terms. Many scholars now doubt whether capital markets are all that
informationally efficient. Behaviora finance now suggests a variety of reasons why capital
markets may exhibit a notable degree of irrationality and inefficiency.®”® If stock prices are not
efficient, the above argument for the efficiency of IPO certificate terms collapses.

Some have specifically questioned the efficiency of pricing at the time of an IPO. After
al, analysts and prospective buyers must consider a huge amount of information all at once.
Certificate provisions are atiny part of the picture, and their impact is likely to be speculative
and far off in the future. They may well be noise that islost in the big picture. Recent research
by Michael Klausner suggests that institutional investors at the time of an PO ignore certificate
provisions that they find objectionable if offered as amendments post-1PO.**° Other research
suggests that what antitakeover measures get included in 1PO certificates depends not on
fundamental factors but rather on which law firm advises the issuer.®

If the critics of 1PO market efficiency areright, even if they are right only on the limited
point of the pricing of effects of certificate provisions at the time of an 1PO, then boards in the

future may be able to include inefficient certificate provisions to limit the ability of shareholders

378 See Jensen & Meckling, supra note 230.

37 gee Andrei Shieifer, Inefficient Markets: An Introduction to Behavioral Finance (2000).
%0 See Klausner, supra note 230.

%! See Coates, supra note 376.
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to use bylawsin the way suggested in this paper. Over time, then, a growing number of
companies may be immune to such uses of the bylaws.

Even so, that alone does not make the bylaw debate pointless. Already-public companies
will not be able to benefit from the possible inefficiency of 1PO markets. Moreover, as some
companies succeed in cutting off certain kinds of bylaws, future shareholder activists may devise
future bylaws that the new certificates do not address. Thereisroom for alot of strategic back
and forth, and ongoing innovations by shareholder activists could make shareholder bylaws an
ongoing useful tool in alarge number of public corporations.

The other main way a provision can become a part of the certificate is by amendment
after the corporation has gone public. Amending the certificate requires approval by both the
board and by shareholders.*®*? In the current climate, at least, it would be hard for boards to get
shareholders to approve of provisions limiting their bylaw power. For the most part, if
shareholders do approve limits on their own power, we should take that as a sign that the power
isnot desirable, and accept the decision of shareholders.

There are several caveats to that point, however. First, in many public companies current
directors and officers or their close allies may control amgority of the outstanding shares.
Private benefits of control may induce them to amend the certificate to limit the bylaw power in
away that hurts the interests of the minority disinterested shareholders. Second, statutes or case
law may change over time, so that certificate provisions that were relatively harmless when
approved may became more harmful to shareholders under the new law. Some think, for

instance, that thisis the case with staggered boardsin light of the development of the poison

%2 see Del. Gen. Corp. L. § 242(b).
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pill.*# In both cases, some shareholders may get stuck with shares that are less valuable than
they reasonably expected when they bought them.

Thus, an expansive bylaw power should still give shareholders significant aid despite the
potential for being overruled in the certificate. However, the potential for inefficient bylaw-
limiting certificate provisions, either at the time of going public or later, is aso great enough that
the bylaw power may prove less helpful than it could and should be. This problem of abusive
certificate provisions is notable enough that perhaps we should consider other legal reforms.
One intriguing possibility is mandatory sunset requirements for specified certificate provisions.
State or federal law could require that certain certificate provisions with potentially harmful uses,
such as staggered boards, will expire after a certain number of years (five, say) unless the board
and shareholders vote to re-affirm the provision.®®* Thiswould be a powerful answer to the
problem of inefficient termsin IPO certificates. But that isatopic for adifferent paper.

VIl. Conclusion

We see that an expansive, although not unlimited, shareholder power to enact bylawsis
both a plausible interpretation of Delaware’ s statutory scheme and desirable as a policy matter.
Shareholder bylaws that set general rules of corporate governance and procedure should be valid
unless more specific statutory provisions remove a specific matter from the bylaw power.
Applied to poison pill and proxy access bylaws, both are valid. The SEC should revise its staff’s
interpretation of Rule 14a-8 to require boards to include bylaw proposals unless the particular
proposal isclearly invalid under state law. Board bylaws and certificate provisions could limit
shareholder bylaws in some corporations, but it islikely that in many corporations boards will

not be willing or able to enact such limits.

%3 See Bebchuk et. al, supra note 11; but cf. Kahan and Rock, supra note 13.
%4 See Bebehuk, supra note 237.
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Shareholders and directors have interests that often overlap but sometimes conflict. They
areinvolved in a never-ending project to craft corporate rules that advance their mutual interests
and thereby expand the corporate pie, while each side ssmultaneously tries to grab as much of
that piefor itself asit can, even if that sometimes means decreasing the overall size of the pie.
That never-ending project occurs within individual corporations, within each state, and at the
federal level inthe SEC, in Congress, and elsewhere. If Delaware and the SEC follow the
suggestions of this paper, shareholder bylaws will not completely redefine this landscape.
However, they will give shareholders a new and useful tool, one that should normally work to

increase the size of the pie that American corporate law helps generate.
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