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Recent news has focused in on a
significant  settlement reached in
litigation against News Corp. before the
Delaware Court of Chancery involving

shareholders” rights to vote on and
approve the extension of a “poison
pill” shareholders” rights plan. Grant

& FEisenhofer represented a group of
investors in News Corp. who sought to
enforce an agreement entered into by the
Company’s board of directors that required
the board to seek shareholder approval
before adopting or extending a poison
pill beyond an effective term of one year.
Ultimately, the case settled when News
Corp.’s board agreed to submit a new
poison pill to a shareholder vote at the
Company’s annual meeting. If that
shareholders’ rights plan is then approved
by the shareholders at that meeting, the
board of directors will be precluded,
for the next 20 years, from adopting
or implementing any poison pill with
a term of more than one year without
shareholder approval; and any poison pill
adopted by the board without shareholder
approval must also not be effective sooner
than 9 months prior to the expiration of
any previously adopted shareholders’
rights plan. Prior to achieving this
settlement, however, the parties engaged
in hard-fought litigation before the Court
of Chancery that has defined the respective
roles of shareholders and directors,
and will impact those relationships at
Delaware corporations going forward.

The origin of the lawsuit was the
reincorporation of News Corp. as a
Delaware corporation from its previous
incorporation in Australia. As an
inducement to shareholders to approve
the reincorporation, the News Corp.
board agreed that the company would not
adopt or extend any poison pill beyond
a one year term without approval from
the shareholders. Although shareholders
agreed to the deal, the News Corp.
directors did not live up to their end of
the bargain. Shortly after incorporation,
the News Corp. board adopted a poison
pill and refused to put it to a ratification
vote after a year. Shareholders represented
by Grant & Eisenhofer brought suit to
enforce their contract.

The News Corp. directors vigorously
defended the shareholders’ claims, arguing
that any agreement that would have limited
the directors” discretion to manage the
business and affairs of the corporation. This
directorial discretion, the directors argued,
was enshrined in Sections 141 and 157 of the
Delaware General Corporation Law (the
“DGCL”), and any effort by shareholders
to limit this discretion or to wrest control
over managerial decisions from the
corporate board was invalid as a matter of
law. The News Corp. board’s arguments,
therefore, pitted directorial authority
directly against the rights and interests of
shareholders. These arguments focused
the Chancery Court on a debate that has
raged for years in the investor community,
which is to what extent may shareholders
exercise influence on decisions that affect
the everyday management of the business
and affairs of the corporations they own.
For years, a false consensus existed,
perpetuated by members of corporate bar,
that Delaware law vested in corporate
directors an unfettered right to manage the
business and affairs of corporations as they
saw fit, subject only to the limitations of the
so-called “business judgment rule.” The
News Corp. litigation brought this debate to
the forefront of Delaware law.

After extensive briefing and argument,
the Court of Chancery flatly rejected the
defendants” arguments, and clarified
the proper role of corporate directors.
In denying the News Corp. directors’
motion to dismiss, the Chancery Court
held that where shareholders make their
wishes known, through bylaw or contract,
the board, as their agents, must abide by
the shareholders’ instructions. The decision
affirms that shareholders, as the owners of
the company, may manage the affairs of
the corporation.

Inrejecting News Corp’s motion to dismiss,
the court expressly rejected the argument
that directors’ abilities to exercise their
business judgment are somehow unlimited:
“Of course, the board of directors’
managerial power is not unlimited ... [T]
he Delaware General Corporations Law
vests shareholders with the power to
adopt, amend or repeal bylaws relating
to the business of the corporation and

the conduct of its affairs.”? News Corp.
made two unsuccessful arguments: first,
such a limitation on director power had to

* % ¥

In rejecting News Corp’s
motion to dismiss, the
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argument that directors’
abilities to exercise their
business judgment are
somehow unlimited.
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be in the certificate of incorporation, and
second, such a limitation was invalid as
a matter of law because it would require
the board to “refrain from acting when the
board’s fiduciary duties require action.”?
The court rejected defendant’s arguments
as fundamentally —misconstruing the
relationship between shareholders and
directors, holding: “[The] board’s power
— which is that of an agent’s with
regard to its principal — derives from
the shareholders, who are the ultimate
holders of power under Delaware law.”
The court held that the board cannot claim
to have a fiduciary duty to ignore the will
of shareholders when properly expressed
through bylaw or contract, holding;:

Fiduciary duties exist in order
to fill the gaps in the contractual
relationship between shareholders
and directors of the corporation.
Fiduciary duties cannot be used
to silence shareholders and
prevent them from specifying
what the corporate contract is
to say. Shareholders should be
permitted to fill a particular gap
in the corporate contract if they
wish to fill it. This point can be
made by reference to principles
of agency law: Agents frequently
have to act in situations where
they do not know exactly how
their principal would like them
to act. In such situations, the law
says the agent must act in the best
interest of the principal. Where the
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principal wishes to make known
to the agent exactly which actions
the principal wishes to be taken,
the agent cannot refuse to listen
on the grounds that this is not in
the best interest of the principal.®

Therefore, the Chancery Court affirmed
a bedrock principle of Delaware Law: the
power granted to directors in Section 141
of the DGCL® to manage the “business
and affairs of every corporation” is limited
by and subject to the rights possessed by
shareholders as the owners of corporations.
Where shareholders are silent, director
action must be conducted in accordance
with their fiduciary duties to shareholders.
However, where shareholders exercise
their rights consistent with Delaware law,
the so-called discretion of the board must
yield. When the shareholders have spoken,
directors have a duty to obey; they cannot
hide behind their status as a fiduciary to
ignore shareholders.

The Chancery Court’s decision in News
Corp. is not aberration, but merely clarifies
years of Delaware precedent that, to date,
had been ignored or misconstrued by
those interested in perpetuating a myth of
absolute directoral authority. Indeed, like
News Corp., previous cases in Delaware
affirmed the abilities of shareholders’ right
to restrict director action. For example, in
Franz Mfg. Co. v. EAC Indus.” the Supreme
Court of Delaware upheld a bylaw enacted
by shareholders that required attendance of
all directors for a quorum and unanimous
director approval for any board action.?

Similarly, in a recent decision in Hollinger
Intern., Inc. v. Black,’ the Chancery Court
held that directors” obligations to manage
the business and affairs of a corporation
under the Section 141 DGCL™ could
be restricted by shareholders’ rights to
amend bylaws pursuant to Section 109."
Specifically, the court held: “[s]tockholders
are invested by § 109 with a statutory right
to adopt bylaws. By its plain terms, § 109
provides stockholders with a broad right to
adopt bylaws ‘relating to the business of the
corporation, the conduct of its affairs, and
its rights or powers or the rights or powers
of its stockholders, directors, officers
or employees.””?? “For similar reasons,

I reject International’s argument that that
provision in the Bylaw Amendments
impermissibly interferes with the board’s
authority under § 141(a) to manage the
business and affairs of the corporation.
Sections 109 and 141, taken in totality,
and read in light of Frantz [Manufacturing
Co. v. EAC Industries, 501 A.2d 401
(Del.1985)], make clear that bylaws may
pervasively and strictly regulate the
process by which boards act, subject to the
constraints of equity.”?

Notwithstanding these significant and
unambiguous holdings, corporate interests
continue to advocate an interpretation of
Delaware law that is significantly more
restrictive of shareholders’ rights. But with
an inability to meaningfully distinguish
either the News Corp. and Hollinger decisions,
however, these voices have attempted to
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Ultimately, the case settled
when News Corp.’s board
agreed to submit a new poison
pill to a shareholder vote at the
Company’s annual meeting.
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disparage the courts’ holdings in these
cases as somehow representing a significant
departure from existing Delaware law. For
example, a white paper written by Morris,
Nichols, Arsht & Tunnell LLP argues that
the Chancery Court’s decision in News Corp.
represents a significant departure from
the Delaware Supreme Court’s holding in
Quickturn Design Systems v. Shapiro,"* where
the Court held that the board does not have
the power to enact a poison pill that new
directors could not redeem for six months.
The Court held that such an action would
prevent the board from exercising its duties
to shareholders.

The court in News Corp., however,
addressed this argument head on. The court
in News Corp. distinguished Quickturn,
noting the difference between shareholder
action that takes power away from directors
and board action, potentially taken by
directors to entrench themselves, that
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limits the power of the board to exercise its
fiduciary duty. The court held: “Stripped
of its verbiage, defendants’ argument is
that the News Corp. board impermissibly
disabled its fiduciary duty to shareholders
by putting into shareholders’ hands the
decision whether to keep a poison pill. The
three cases cited by defendants [including
Quickturn] do not operate to invalidate
contracts of this sort. Each of the three cases
cited by defendants invalidated contracts
the board used in order to take power out
of shareholders” hands.”" The court further
explained why this distinction was crucial:
[The defensive measure in Quickturn]
raised the ‘omnipresent specter’ that the
board was using the contract provisions to
entrench itself, i.e., to prevent shareholders
from entering into a value-enhancing
transaction with a competing acquiror. In
this case, the challenged contract put the
power to block or permit a transaction
directly into the hands of shareholders.
Unlike ... Quickturn, there is no risk
of entrenchment in this case because
shareholders will make the decision for
themselves whether to adopt a defensive
measure or leave the corporation
susceptible to takeover.”'® Therefore, cases
like Quickturn that hold that the board may
not give up necessary tools to exercise their
fiduciary duty do not apply to shareholder
enacted bylaws.

In another white paper, Wachtell, Lipton,
Rosen & Katz, made a flawed policy
argument that shareholders should not be
allowed to enact bylaws. Dismissing recent
efforts by Professor Lucian Bebchuk of the
Harvard Law School? to introduce binding
bylaw proposals at various companies
as “case studies,” Wachtel argued: (1)
directors are typically better informed
about the business affairs of a corporation;
(2) shareholders are a diverse group with
different values; and (3) excessive focus
on short-term shareholder interests would
discourage non-shareholder constituents
such as employees and customers from
making the level of commitment to a
company necessary to maximize value.
These arguments are entirely paternalistic.
There is no reason to suppose that a majority
of shareholders do not hold the view that
in most instances directors are best able
to manage the affairs of the company.
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Yet, when shareholders act collectively
and in accordance with their rights under
Delaware law, directors cannot simply
disregard their clear will. Indeed, such a
shareholder voice is especially important
in the takeover context where there is the
“omnipresent specter that a board may
be acting primarily in its own interests,
rather than those of the corporation and
its shareholders.”*®

Nevertheless, corporate interests
continue to challenge shareholders” abilities
to restrict directors’ abilities to adopt poison
pills. Earlier this year, Grant & Eisenhofer
represented Professor Bebchuk in his
efforts to introduce a shareholder proposal
at CA, Inc. (“CA”) that would, if adopted
by shareholders, preclude that company’s
board of directors from adopting, without
shareholder approval, any poison pill with
a term in excess of one year, and would
require unanimous board approval for the
adoption of any such plan. In response to
Professor Bebchuck’s proposal, on April
21, 2006, CA wrote to the SEC stating its
intent to exclude the proposal from the
company’s 2006 proxy materials on the
grounds that Professor Bebchuk’s proposed
bylaw would violate Delaware law, and
requesting a “no-action” letter from the
SEC’s Division of Corporation Finance
approving of CA’s decision to exclude the
proposal. In a section of its letter entitled
“Delaware Law Grants Exclusive Authority
to Manage CA to the Board of Directors
and this Authority Cannot Be Usurped by
Stockholders,” CA advanced arguments
that were specifically rejected by the
Chancery Court in News Corp. Specifically,
CA argued that “circumscribing the
Board’s ability to adopt a stockholder
rights plan with a term of more than one
year, or to maintain the Company’s current
stockholder[] rights plan beyond one year
following its expiration, could impair
the ability of the Company’s directors to
exercise one of their fundamental duties as
directors,” and that any such limitation on
the board’s authority would be invalid.”
CA, Inc. further characterized Professor
Bebchuck’s proposal as “inconsistent with
Section 141(a) of the [Delaware General
Corporation Law] and the extensive

body of case law regarding the exclusive
authority of directors pursuant to Section

141(a) with respect to rights plans.”®
Although the company’s argument was
directly at odds with News Corp. — where
the Court held that it would not violate

Delaware law for shareholders to reserve
the exclusive right to decide whether or
not to extend a rights plan beyond one year
— CA’s request for a no-action letter was
accompanied by a legal opinion letter from
another prominent Delaware corporate
defense firm, expressing the opinion that
Professor Bebchuck’s proposal would
violate Delaware law.*!

To obtain clarification of the legality of
his proposed bylaw, particularly in light
of News Corp., Professor Bebchuk filed a
lawsuit in the Delaware Court of Chancery
on May 11, 2006, seeking a declaratory
judgment confirming that implementation
of his proposed bylaw would not violate
Delaware law. On June 22, 2006, however,
the Court declined to resolve the issue,
ruling instead that the matter was not ripe
for resolution because the bylaw had not
yet been approved by the shareholders.In
doing so, however, the Courtacknowledged
that Professor Bebchuk’s proposed bylaw
was not facially invalid:

The excellent briefs of the parties
and the court’s own review of the
divergent authorities concerning
the validity of stockholder bylaws
which limit a board of director’s
exercise of one of its powers reveal
both that the legal issue in this
case is fraught with tension and
that any number of facts which
might arise in the future could
determine the course of this case
as well as the court’s analysis of
this particular bylaw’s validity.
From a purely legal standpoint,
it is not necessarily clear that
a bylaw limiting the duration
of a board-authorized rights
plan is either facially illegal as
an unauthorized impingement
upon the board’s powers under
the DGCL or an unreasonable
intrusion into the board’s exercise
of its fiduciary duties. The
question of facial illegality would
require the court to determine
whether, among other things,

stockholders may use their power
to adopt bylaws to impose any
limitation on a board’s power by a
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continue to challenge
shareholders’ abilities to
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simple resolution to adopt a rights
plan, which, as our courts have
recognized, is itself a device to
alter power arrangements within
the corporation. It is established
that Section 157 of the DGCL
empowers boards of directors to
adopt rights plans. It is less clear
that the exercise of that power can
never be the subject of a bylaw,
whether enacted by the board of
directors or by the stockholders.?

The question of shareholders” ability
to adopt bylaws that limit directorial
authority is destined to reach the courts
again, in one form or another. Based on the
Chancery Court’s decision in News Corp.,
and its subsequent decision in the CA
litigation, corporations should no longer be
able to prevent shareholders from voting
on proposed bylaws that would establish
limits on directors” managerial discretion.
The SEC’s Division of Corporation
Finance repeatedly has refused to permit
companies to exclude proposals based on
unsettled issues of state law.** At the very
least, the Chancery Court has made clear in
recent months that efforts by shareholders
to restrict directors” managerial authority
are not precluded under Delaware law.
Accordingly, it can be anticipated that
shareholders increasingly will able to
consider the adoption of bylaws that set
parameters within which directors may
exercise their managerial discretion.

In fact, subsequent to the Court’s decision
not to address the merits of Professor
Bebchuk’s request for a declaratory
judgment on the legality of his proposed
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bylaw, CA agreed to place Professor
Bebchuk’s proposal on the company’s
proxy materials for consideration by

CA’s shareholders at the 2006 annual
meeting, which is expected to take place
sometime in August. Similarly, earlier
this year shareholders at Hilton Hotels
overwhelmingly approved the adoption of
a bylaw that precludes the adoption of any
poison pill without shareholder approval.
The directors of Hilton Hotels, however,
already have announced their decision to
disregard that bylaw based on their belief
that it violates Delaware law.

When the Delaware courts squarely
address the legality of shareholder-
adopted bylaws that restrict directors’
discretion, the Chancery Court’s decision
in News Corp. should weigh considerably
in favor of a finding of the legality of such
bylaws, given its express recognition of
the shareholders as the ultimate holders
of power within the corporation, and that
“[s]hareholders should be permitted to fill
a particular gap in the corporate contract
if they wish to fill it,” rather than relying
on the directors’ exercise of their fiduciary
duties to fill those gaps. Indeed, it would be
difficult to reconcile the Court’s holding in
News Corp. that “[f]liduciary duties cannot
be used to silence shareholders and prevent
them from specifying what the corporate
contract is to say” with a determination
that shareholders cannot adopt bylaws
that limit the directors’” authority to make
certain decisions.

The decisions in News Corp. and
Hollinger make clear that shareholders may
enact bylaws that pervasively regulate
the business affairs of the corporation.
Empowering shareholders is especially
crucial where issues of changes in control
of a company are concerned. As Delaware
law has consistently recognized, there is
always the chance that directors will be
acting in their own interest rather than in
the best interest of the corporation when
considering a transaction that will cause
them to lose their job. Therefore, the
Chancery Court’s decisions in News Corp.
and Hollinger are a welcome affirmation
of shareholder’'s power to manage the
affairs of the corporation when they choose
to act collectively.
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