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IMITATION OR IMPROVEMENT? THE EVOLUTION OF
SHAREHOLDER DERIVATIVE LITIGATION IN THE UNITED STA  TES,
UNITED KINGDOM, CANADA, AND AUSTRALIA

Ann M. Scarleft
I. INTRODUCTION

Within the evolving global economy, corporationssincompete to raise
capital from investors. Those investors may ineluthdividuals, other
corporations, banks, governments, and institutishareholders such as pension
funds, mutual funds, insurance companies, and hédggs. Numerous factors
impact an investor's decision to invest money ipaaticular corporation. For
instance, investors in corporations created withenUnited States may choose to
invest in a corporation’s shares or bonds dependmgheir desired level of risk
and rate of returh. Such investors will also typically invest in ariegy of U.S.
corporations, as well as perhaps other investmevites such as commodities, to
diversify the overall risk to their investment dofios. Another method for
diversification is investing in foreign corporatin

People in the United States have always investddraign economie$.
Investment companies actively encourage U.S. iovegb invest in a variety of
foreign markets. For instance, E*Trade Financiadcairages its customers “to
diversify [their] portfolio by trading currenciesi@ stocks in six global markets—
Canada, France, Germany, Hong Kong, Japan, andUhited Kingdom].?
Noble Trading offers international stock tradingtimenty-six countries’ stock,

*  Associate Professor of Law, Saint Louis UniversitThis article has benefited
immeasurably from comments by participants in aksioop at the Salmon P. Chase
College of Law at Northern Kentucky Universitythlank Nicole Oelrich for her excellent
and thorough research assistance.

1. Shares represent an ownership interest, whititlesnthe owners to a pro rata
share of dividends and to vote for the corporatiodirectors as well as certain other
matters. Shares are seen as risky investmentsismda the corporation ultimately fails,
the shareholders are entitled to their pro rataesbfany assets remaining, if any, after all
other claims have been paid. On the other hanmitj$are long-term debt securities, which
resemble a loan with fixed interest and principaympents over a set number of years.
Bondholders would be repaid their investment befamg shareholders in the event the
corporation fails, but they are entitled only t@ tamount of their investment plus interest
as established by the bond contract. Thus, whikres are riskier investments if the
corporation fails, shareholders can achieve expiaderturns if the corporation succeeds.

2. J.J. Servan-Schreibeffhe American Challengein 7 GOVERNMENTS AND
TRANSNATIONAL CORPORATIONS51,51-52 (Theodore H. Moran ed., 1993).

3. Understand E*Trade Global Trading E*TRADE FINANCIAL ,
https://us.etrade.com/e/t/estation/pricing?id=130DR0# __highlight (last visited Dec. 31,
2011).
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option, and future exchangés.There are even entire companies devoted to
investing in certain international markets. Foamyple, the International Finance
Corporation, a part of the World Bank Group, pre@adiebt and equity financing
for private enterprises in developing countriemnd its investors represent 182
countries’ Indeed, in the ever-increasing global economyestors are now
devoting significant amounts of capital to inteiaaal markets.

An investor seeking to invest in a foreign compahgwever, must
consider numerous factors and risks. In certaimtites, the investor must worry
whether the country’s government will nationalizeporations within its borders
or seize corporate assets in some other mannerr ekample, Zimbabwe
announced that all foreign-owned mining companiestngdispose a majority of
their shares to locals by September 25, 2011, puatsto a controversial
indigenization law Similarly, Venezuela nationalized its oil indystand its
president has announced plans to nationalize ctirapanies.

In all countries, the investor fears that the gaweent will impose taxes,
regulations, or reporting requirements that wiltrsheentally affect the return on
the investment. For example, recent regulatoryngba in the United States as
well as its corporate tax rates may cause investorther countries to hesitate
before investing in U.S. corporatiotfs. Other country-specific considerations

4. International Stock Trading NoBLE TRADING, http://www.nobletrading.com/
worldwide.php (last visited Dec. 31, 2011).

5. INT'L FunDING CoRP, FUNDING OPERATIONS 3 (Sept. 2009),available at
http://www1.ifc.org/wps/wcm/connect/404fda00485168815f9fc046daa89/Fact%2Bshee
t_%?2Bdiscount%2Bnote%2Bprogram%2B2011.pdf?MOD=AJBER

6. Id.at7.

7. P. Krishna Prasann&preign Institutional Investors: Investment Prefere in
India, 3 J.ADMIN. & GOVERNANCE 40, 41 (2008) (“In this age of transnational cdjsita,
significant amounts of capital are flowing from @é&ped world to emerging economies.”).
See alsoTodd Moss et al.Why Doesn’t Africa Get More Equity Investment?: rirer
Stock Markets, Firm Size, and Asset Allocation lob& Emerging Market Fund$ (Ctr.
for  Global Dev., Working Paper No. 112, 2007),available at
http://ssrn.com/abstract=981196 (stating that éprenstitutional investors’ investments in
emerging markets have risen from $25 billion in@ &9 $300 billion in 2005).

8. Devon Maylie & Farai Mutsak&imbabwe Shuts Out Foreign Mino€/ALL ST.

J., Mar. 28, 2011, at A15.

9. Larry B. PascalDevelopments in the Venezuelan Hydrocarbon Sebtdr. &
Bus. Rev. Am. 531, 533 (2009) (noting that Venezuela natioealizts oil industry in
1973); Frank WalshFlipping the Act of State Presumption: ProtectingneéXica’s
International Investors from Foreign Nationalizatid®rograms 12 Tex. Rev. L. & PoL.
369, 371 (2008) (noting that on January 8, 2007néZeelan President Hugo Chavez
announced his plan to nationalize the country'spiebne company and its largest electric
company, which are both partially owned by U.S. panies).

10. SeeJames Gattuso et al., Editoridded Tape Rising: Obama'’s Torrent of New
Regulation WaLL Sr. J.,, Oct. 29, 2010, at Al2, available at
http://online.wsj.com/article/SB1000142405270230&851575580551313971136.html
(quoting a Small Business Administration reportcodting regulatory costs at $1.75
trilion annually); Martin VaughanU.S. Business Faces Burden from New IRS Rules —
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include the stability of the government, the stoolrket, and the monetary
currency. The investor should also be concernexiitathe law governing the
corporation’s management, such as whether the golnats enacted statutes to
restrain managers from looting the company and lkmwainvestors to hold
managers accountable for their misconduct. Thuspumtry’s corporate laws
constitute an important basis by which corporaticospete for investors within
the global economy.

This article examines one aspect of corporate laat has recently
changed in many countries: shareholder derivatitigation. It would be
impractical for one article to compare more thamaadful of countries’ laws and
practices regarding shareholder derivative lityati When considering
investments in foreign countries, numerous methodscategorizing countries
come to mind. Countries could be grouped by thpproaches to the law such as
common law, civil law, and socialist latt. More broadly, countries could be
divided into developed economies (such as the Oriiates, United Kingdom,
Canada, and Australia) and emerging economies (@si¢hdia and China). Any
categorization of countries is a rough and imperééeider. Further, in today’'s
global economy, a country’s borders do not deteenalhthe relevant concerns for
investors in its business entities because onetggsireconomic downturn often
affects other countries. For example, the receht drisis in Greece has impacted
other countries within the European Uni8nSimilarly, the recent housing bubble
and mortgage securitization meltdown in the Uniiates has been felt by much
of the rest of the worlf This article compares the history and recent

Report WALL ST. J., July 7, 2010, http://online.wsj.com/article/
SB10001424052748703636404575353281768628138.higaiu@sing concerns expressed
by IRS’s Office of the Taxpayer Advocate about trealth care law's requirement that
businesses report any payments to a vendor thaedg600 a year); Richard T. Pafjee
International and Comparative Tax War: A Stratediax Cut Recommendation for the
Obama Administration8 TuL. J.INT'L & CowmP. L. 287, 290-93 (2009) (noting the United
States has the second highest corporate tax rate iworld). Cf. Maureen MinehaniNew
Administration Could Bring New Challenges for Enyars 18 WINTER INT'L HR J. 7, 7
(2009) (“In an already volatile market, business®uld immediately prepare for
impending changes related to wages, immigratiorxesta health care, executive
compensation and benefits, civil rights and .n irevitable increase in unionization in the
u.s.”).

11. LarrRY CATA BACKER, COMPARATIVE CORPORATE LAwW: UNITED STATES,
EUROPEANUNION, CHINA AND JAPAN 1129 (2002).

12. SeeSimon Nixon,Don’t Bet on an Imminent Euro-Zone Debt DefalaLL Srt.

J., April 18, 2011, at C1G&ee alsdEditorial, A.l.G., Greece, and Who's Nex{Q.Y. TIMES,
Mar. 5, 2010at A26 (noting “Greece has tottered on the brinkisafal chaos, threatening
to drag much of Europe down with it'Bond Sale Lifts Gree¢c€Hi. TRIB., Mar. 5, 2010,
News, at 26 (noting that Greece faces a “disastdmie default . . . that has shaken the
European Union”).

13. Mark LandlerHousing Woes in U.S. Spread Around Gld¥eY. TIMES, Apr. 14,
2008, at A1 (“The collapse of the housing bubbldghea United States is mutating into a
global phenomenon . . . ."); Editoridfho’s to Blame for Economy@SAToDAY, Feb. 17,
2008, at 10A (“[T]he Wall Street firms that createdndles of subprime mortgages and
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developments of shareholder derivative litigatidthim the United States, United
Kingdom, Canada, and Australia. These countriesnat only all common law

countries with developed economies, but their lesyatems also are all rooted in
English legal traditions’

Part Il of this article explains the basic nature corporations and
shareholder derivative litigation in the United t8& which has the most
recognized and frequent uses of such litigationravwing comparisons to the
United States, Part Il describes the structureasporations and the evolution of
shareholder derivative litigation in the United Kdom, from which the United
States originally imported the derivative devicghis article will demonstrate the
very different paths that such litigation has takenthese two countries and
explain the United Kingdom’'s recent transition to séatutory shareholder
derivative action that partially resembles thewtts of many U.S. states. Parts IV
and V then discuss shareholder derivative litigatiothin Canada and Australia,
and demonstrate that these countries have alsoteatighareholder derivative
statutes comparable in many respects to thoseSfdthtes. Reflecting upon this
comparative analysis of shareholder derivativaydition, Part VI evaluates the
criticisms of such litigation in the United Stafasluding arguments that it should
be abolished or severely limited. This article dades by examining the statutes
of the United Kingdom, Canada, and Australia tced®ine the influence of U.S.
critics advocating for limitations on derivativetians and to assess any potential
improvements for U.S. shareholder derivative litigga.

II. THE UNITED STATES

Corporations in the United States are createdthie law, not federal
law.®> Each of the fifty states has enacted statutesgtvern the creation and
operation of the corporations incorporated undetatvs.'® A majority of states
have enacted corporation statutes based on the INBodéness Corporations Act
(MBCA),*" which was drafted by a committee of the Americam Bssociation in

other toxic financial instruments, . . . peddleérthas low-risk, high-return investments.
These securities . . . fueled the housing bubbdeimected the global financial system.”).

14. The United States, Canada, and Australia armefo English colonies, and
England is now part of the United Kingdom.

15. Santa Fe Indus., Inc. v. Green, 430 U.S. 4@8, @977) (“Corporations are
creatures of state law, and . . . state law wilvagn the internal affairs of the
corporation.”); Stephen M. BainbridgePodd-Frank: Quack Federal Corporate
Governance Round,IB5 MNN. L. Rev. 1779, 1784 (2011) (noting that state law creates
corporations as well as determines the rights afediolders and the powers of directors).

16. SEPHENM. BAINBRIDGE, CORPORATIONLAW AND ECONOMICSS 1.2, at 5 (2002).

17. MopEL Bus. Corr. ACT ANN., preface v. (4th 2008kee alscRenee M. Jones,
Legitimacy and Corporate Law: The Case for Reguiat®edundancy86 WAsH. U. L.
Rev. 1273, 1294 (2009) (“Although Delaware is the kradmong states in fashioning the
law and settling disputes on significant corporatatters, the [MBCA] also has a
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1950 and was substantially revised in 1884Although not an adopter of the
MBCA, Delaware is the well-recognized leader inpmate law’? and courts in
other states often look to it when interpretingirthoavn statute$® Despite their
different statutory foundations, the laws of Delasvand states adopting the
MBCA are substantively simildr-

Under statutory law in U.S. states, corporationgeha single board of
directors, and directors are elected by the shidetsf* The directors usually
include both executive officers and independensidetdirector$® Independent
directors must comprise at least half the boardlicéctors for publicly traded
corporationg* However, even with a majority of independent clioes on the
board, critics question directors’ ability to effieely supervise the corporation’s
officers®

significant influence on the development of corperdaw standards throughout the
country.”).

18. SeeJohn E. Mulder,Foreward to ABA-ALlI M opEL Bus. Corr. AcT, at iii
(1959). The text of the Revised Model Act appearMoDeL Bus. CorRP. ACT ANN. (4th
2008).

19. Larry E. Ribstein & Erin Ann O’Har&orporations and the Market for Law.
ILL. L. Rev. 661, 678 (2008) (“The corporation leader in thaited States is now
Delaware.”);see als@lonessupranote 17, at 1287 n.46 (noting that “tiny Delawas the
dominant state in setting corporate law rules”);d@inScott SimmonsBranding the Small
Wonder: Delaware’s Dominance and the Market for @oate Law 42 U.RicH. L. Rev.
1129, 1172 (2008) (“Delaware is viewed as a pioa@er perennial leader in the market for
corporate law.”); Claire Hill & Brett McDonnelExecutive Compensation and the Optimal
Penumbra of Delaware Corporation Law VA. L. & Bus. Rev. 333, 354 (2009) (noting
Delaware courts’ power to define and alter corpogaivernance).

20. Jonessupranote 17, at 1294 (noting that courts in other statiten “follow
Delaware law as persuasive authority in many dewssiunder their own statutes and
common law”).

21. Jill E. Fisch,The Peculiar Role of the Delaware Courts in the @etition for
Corporate Charters68 U.CIN. L. Rev. 1061, 1062 (2000) (“[T]here are few substantive
differences between Delaware law and that of cdtees.”).

22. See, e.g.DEL. CoDE ANN. tit. 8, 88 211(b), 212(b) (2008); dEL Bus. CoRP.
AcT [MBCA] 88 7.29, 8.03(c) (2008).

23. Sanjai Bhagat & Bernard Blackhe Uncertain Relationship Between Board
Composition and Firm PerformancB4 Bus. Law. 921, 923 (1999) (defining independent
directors as outside directors without affiliatidnshe corporation).

24. Nicola Faith SharpeRethinking Board Function in the Wake of the 2008
Financial Crisis 5 J.Bus. & TecH. L. 99, 109 (2010); BvID SKEEL, ICARUS IN THE
BOARDROOM: THE FUNDAMENTAL FLAWS IN CORPORATEAMERICA AND WHERE THEY CAME
From 183 (2005) (“Most large corporations already havemajority of disinterested
directors on their boards.”); NASDAM\C., STock MARKET RULES § 5605(b)(1) (2009)
(requiring that a majority of the board be composeihdependent directors); NYSEC.,
LISTED COMPANY MANUAL § 303A.01 (2009), available at
http://nysemanual.nyse.com/lcm/ (same).

25. See, e.9.SKEEL, supranote 24, at 184 (“All but two of Enron’s directongere
disinterested, . . . yet the directors simply natitteeir heads as [the CEO and CFO] spun
their web of magnificent promises and prophecie8hagat & Black,supranote 23, at
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Under state statutes, the board of directors psssethe authority to
manage the corporatiGh. Because shareholders elect the directors, they
theoretically may hold those directors accountdbietheir decisions by electing
new directors to the boafd. Other than electing directors, shareholders mssse
the power to vote only on dissolution, sales, mexgaend amendments to bylaws
and the articles of incorporatiéh. If shareholders believe directors and officers
are acting in their self-interest, mismanagingdbgporation, or failing to exercise
proper oversight, often their only recourse, adiden selling their shares, is to
file a shareholder derivative laws@it.

Section A discusses the roots of shareholder derévaactions in the
United States and the current state laws goverttiam. Despite the availability
of shareholder derivative litigation, as Sectiore®lains, U.S. courts typically
defer to directors’ decisions and thus do not inepbability in such actions.
Section C then discusses the fiduciary duties olmedirectors pursuant to state
law because such duties form the substantive aitegaof most shareholder
derivative actions.

A. U.S. States Recognize Shareholder Derivative ligiation Under Common
Law or Statutes

Courts in the United States have long recognizesl shareholder
derivative action, allowing shareholders to brirgvguits on behalf of the

922 (stating that “[iindependent directors ofterrntwout to be lapdogs rather than
watchdogs”); Sharpesupra note 24, at 109 (“Most corporations have boards revte
majority of directors are outsiders; however, thdsmards often are composed of
individuals who are not qualified to assess thatstic viability of the corporations they
direct.”).

26. See, e.g.DeL. CobE ANN. tit. 8, 8§ 141(a) (“The business and affairs oérgv
corporation . .. shall be managed by or underdinection of a board of directors.”);
MBCA § 8.01(b) (“All corporate powers shall be esxised by or under the authority of the
board of directors of the corporation, and the hess and affairs of the corporation shall
be managed by or under the direction, and subgjetttet oversight, of its board of directors

27. See, e.gDEL. CoDEANN. tit. 8, 8§ 211(b), 212(b); MBCA 88 7.29, 8.03(c).

28. Stephen M. Bainbridg&he Business Judgment Rule as Abstention Do¢cine
VAND. L. REv. 83, 105 (2004).

29. SeeHenry G. ManneThe “Higher Criticism” of the Modern Corporatign62
CoLum. L. Rev. 399, 409 (1962) (noting that other than votirghts, the only methods of
shareholder protection are the sale of shares landiérivative lawsuit); Mary Elizabeth
Matthews,The Shareholder Derivative Suit in Arkansg2 ARk. L. Rev. 353, 411 (1999)
(“[1]t should be remembered that when a corporatiomronged and the board refuses to
remedy that wrong, a derivative suit is the shaddrs only method of redress.§ge also
Brown v. Tenney, 532 N.E.2d 230, 232 (Ill. 1988Tl{t derivative suit is a device to
protect shareholders against abuses by the coimaréts officers and directors, and is a
vehicle to ensure corporate accountability.”).
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corporation in certain circumstanc®s.This form of representative lawsuit was
imported from the English Courts of Chancéry.Much of the law regarding
shareholder derivative actions was created thraaghmon law development by
courts* Indeed, all but the procedural aspects of Delaigashareholder
derivative law are still governed by common EwMost U.S. states have now
statutorily enacted procedures governing sharehottgivative lawsuits, and
many have adopted both the procedures and substdiaibility standards of the
MBCA.** However, even though the MBCA articulates sulistarstandards of
liability, courts must still apply those standatdghe facts of each case just as the
Delaware courts must apply their common law prectde Because courts in
MBCA states often look to Delaware case law wheplypg the MBCA's
liability standards? the legal results tend not to differ between tretates®
Shareholders may file a derivative action on beb&ld corporation for
an injury to the corporatioff,a power that is now recognized by statute in the
federal court system and in most stafedypical shareholder derivative lawsuits
assert claims for monetary damages based on coepmiamanagement, whereby

30. SeeRobinson v. Smith, 3 Paige Ch. 222 (N.Y. Ch. 18@&jng trust law as an
analogy, the court allowed minority shareholderptwsue a derivative lawsuit asserting
that the directors invested the corporation’s mométhout authority and for personal
reasons); Taylor v. Miami Exporting Co., 5 Ohio 1@831) (using the trust law analogy,
the court permitted a shareholder to sue derivigtinean action claiming the directors took
corporate assets in violation of their fiduciaryyjusee alstHawes v. Oakland, 104 U.S.
450, 460 (1881) (stating the requirements for aedtwder to file a derivative action).

31. See Hawesl1l04 U.S. at 454-57, 460 (discussing the requingsnéor filing a
shareholder derivative action under English casealad adopting themgee alsdNicholas
Calcina HowsonWhen “Good” Corporate Governance Makes “Bad” (Fingal) Firms:
The Global Crisis and the Limits of Private Lat08 McH. L. REV. FIRST IMPRESSIONS
(2009), http://www.michiganlawreview.org/first-imgssions.

32. See Hawes 104 U.S. at 454-57, 46(0see alsoBert S. Prunty, Jr..The
Shareholders’ Derivative Suit: Notes on Its Deriwaf 32 N.Y.U. L. Rev. 980, 980-92
(1957) @iscussing the case law history of shareholderdtvie actions in England and the
United States)David A. Skeel,The Accidental Elegance #fonson v. Lewis, 3—6 (U. of
Penn., Inst. for Law & Econ., Research Paper Ne2®72007) (same).

33. See, e.g.In re Walt Disney Co. Derivative Litig., 907 A.2d 693,561 (Del.
Ch. 2005) (referencing case law for the standamemping the business judgment rule
defense and directors’ fiduciary dutieajf'd, 906 A.2d 52 (Del. 2006); &2. CH. CT. R.
23.1 (stating procedural requirements for filingugtholder derivative actions).

34. BAINBRIDGE, supranote 16, at 368—69; dbeL Bus. Corr. ACT ANN., preface at
v. (4th 2008) (listing a majority of states as ailoyp the MBCA). For the procedural
requirements for shareholder derivative proceediiigd in MBCA states, se®BCA
88 7.40-7.46, and for the substantive liabilitynsi@rds, seg 8.31.

35. Jonessupranote 17, at 1294ee alsdWilliam H. RehnquistThe Prominence of
the Delaware Court of Chancery in the State-Feddmiht Venture of Providing Justice
48Bus. LAw. 351(1992).

36. See infraPart II.C.

37. BAINBRIDGE, supranote 16, at 362.

38. See, e.gFeD.R.Civ.P. 23.1(a) (2011); MBCA § 7.40(1).
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the corporation as a whole has suffered harm asudtf® A shareholder may also
file a direct shareholder lawsuit when the shamdiohas suffered an injury in his
or her individual capacitf® For example, when the majority shareholders have
oppressed or “frozen-out” a minority shareholdarchs as by taking all the
corporation’s profits for themselves, the minor#tlyareholder may file a direct
lawsuit*

A shareholder derivative lawsuit faces significahurdles and
disincentives. In order to have the standing meglito initiate or maintain a
derivative action, federal and state courts reqtlike plaintiff to have been a
shareholder at the time of the challenged trarsaéti In addition, the plaintiff
must fairly and adequately represent the intere$t¢he corporation and its
shareholder§® As a separate hurdle, several states’ statutpsreeshareholders
owning less than a prescribed amount of stock, oredseither by shares or
dollars, to post a bond in an amount sufficientdwer the defendants’ reasonable
attorneys’ fees and expengés.A bond requirement is a tremendous financial
disincentive to filing derivative actions.

Even in the absence of a bond requirement, a shldeshoften has little
financial incentive to initiate derivative litigath because any monetary recovery
belongs to the corporatidn. The shareholder thus benefits only to the exteat
the monetary recovery increases the value of hieopercentage shareholding in
the corporation. Further, no financial incentiVieely exists for a shareholder
contemplating a derivative action seeking solejynntive relief, such as an order
requiring the directors to refrain from certain dant*°

Perhaps the largest financial hurdle for a shadgrotontemplating a
derivative lawsuit is financing the lawsuit. Tliisancial burden, however, can be
alleviated if the shareholder can find an attormdiing to take the representation
on a contingency basis. Contingency fee agreenagetpermitted in the United
States, unlike most countriés.U.S. contingency agreements typically state that

39. BAINBRIDGE, supranote 16, at 363.

40. 1d. § 8.2, at 362—64.

41. See, e.gBrodie v. Jordan, 847 N.E.2d 1076 (Mass. 2006).

42. See, e.gFeD.R.Civ.P. 23.1(a), (b)(1); MBCA § 7.41;dD. CH. CT.R. 23.1(a),
(b) (2009).

43. See, e.g.Fep. R. Civ. P. 23.1(a), (b)(1); MBCA § 7.41Cf. DEL. CH. CT. R.
23.1(a)—(b) (2009) (requiring an affidavit disclang any benefit from serving as the
representative of shareholders).

44. WRIGHT ET AL., 7C FeD. PRAC. & Proc. Civ. 2d § 1835 (2006) (listing Arizona,
California, Colorado, Florida, Nebraska, New JersByew York, Pennsylvania, and
Wisconsin as states adopting security or bond fpeese requirementsyee, e.g.CoLo.
Rev. STAT. 8 7-107-402(3) (2007) (allowing a court to comaeahareholder who owns less
than a prescribed amount of stock to post a ba¥id)Bus. Corr. LAW § 627 (same).

45. BAINBRIDGE, supranote 16, at 362—63.

46. SeeChristine Hurt,The Undercivilization of Corporate La83 J.Corr. L. 361,
381 (2008).

47. See, e.g.John C. Coffee, Jr.Privatization and Corporate Governance: The
Lessons from Securities Market Failugs J.Corp. L. 1, 6 (1999).



Imitation or Improvement? 577

the attorney will receive nothing if the plaintifises and that the attorney will
receive as much as 40% of the monetary award ipldietiff wins or settleé® If
a shareholder derivative lawsuit settles, which tnelg™ the court can approve
payment of a sizeable fee for the plaintiff's atey from the settlement funf.
When the rare derivative lawsuit reaches a finadie¢, courts have been quite
willing to award the plaintiff's attorney his or hdees from the monetary
recovery> On the bright side, shareholders who lose theiivetive actions must
pay only their own attorneys’ fees pursuant to $ieecalled American Rul®.
Thus, unlike in countries such as the United Kingd@anada, and Austrafia,
losing shareholders in the United States do not thaydefendants’ attorneys’

48. Lester Brickman,Anatomy of an Aggregate Settlement: The Triumph of
Temptation Over Ethics9 Geo. WasH. L. Rev. 700, 706 (2011) (stating that in nonclass
litigation, lawyers typically charge contingencyeferanging from 33% to 40%); Brian T.
Fitzpatrick,Do Class Action Lawyers Make Too Littld58 U.PA. L. Rev. 2043, 2045 n.9
(2010) (citing various sources for the propositibat the typical contingency fee is 33% to
40%).

49. Roberta Romand,he Shareholder Suit: Litigation Without Foundafoi7 J.L.
EcoN. & ORrG. 55, 60 (1991) (finding that about 65% of shardbolderivative lawsuits
settle);see alsalessica EricksorCorporate Governance in the Courtroom: An Empirical
Analysis 51 WM. & MARY L. Rev. 1749, 1756 (2010) (finding that nearly all shaldier
derivative lawsuits settle); John C. Coffee, The Unfaithful Champion: The Plaintiff as
Monitor in Shareholder Litigation48 Law & CoNTEMP. PrRoOBS 5, 9 (1985) (noting that a
majority of shareholder derivative lawsuits areotesd through settlement).

50. See, e.gFeD.R.Civ.P. 23.1(c) (“A derivative action may be settlediuwmarily
dismissed, or compromised only with the court’s rappl.”); Mark J. Loewenstein,
Shareholder Derivative Litigation and Corporate @ovance 24 DeL. J. Corp. L. 1, 25—
26 (1999) (“Whether a shareholder derivative sui#spnts a valid claim or not, the
plaintiffs’ lawyer may stand to receive a large femm a settlement, even a settlement that
brings little or no benefit to the corporation.”).

51. See, e.gMills v. Electric Auto-Lite Co., 396 U.S. 375, 392970) (recognizing
that plaintiffs are entitled to attorneys’ feedierivative litigation because allowing “others
to obtain full benefit from the plaintiff's effortsvithout contributing equally to the
litigation expenses would be to enrich the othemfustly at the plaintiffs expense”);
Loewensteinsupranote 50, at 2 (“[Clourts have been willing to awaitbrneys’ fees to
the plaintiff if the derivative litigation resulted a ‘substantial or common benefit' to the
corporation, whether by judgment or settlement.”).

52. Alyeska Pipeline Serv. Co. v. Wilderness Sodgl U.S. 240, 247 (1975);
Travelers Cas. & Sur. Co. of Am. v. PG&E, 549 W83 (2007).

53. Bernard Black et all.egal Liability of Directors and Company OfficiaRart
Two: Court Procedures, Indemnification and Insurenand Administrative and Criminal
Liability (Report to the Russian Securities Agen2gp8 @LuM. Bus. L. Rev. 1, 14 (2008)
(stating that Canada follows the English “loser gagule); S. Stuart ClarkThinking
Locally, Suing Globally: The International Fronteonf Mass Tort Litigation in Australia
74 Der. Couns. J. 139, 148 (2007) (stating that Australia follotlie English rule of loser
pays);see alsoBrian R. Cheffins & Bernard S. BlacKutside Director Liability Across
Countries 84 Tex. L. Rev. 1385, 1406, 1434 (2006) (discussing the U.K.'seftopays
rules).
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fees® If the shareholders’ attorney was hired on aiogency fee basis, then the
shareholders owe nothing to their own attorney.

The demand requirement is another significant piocd hurdle of
shareholder derivative litigation in the United t8& In federal court and most
state courts, a shareholder may file a derivatoteoa only after making demand
on the board to rectify the challenged transactionindeed, the MBCA's
universal demand requirement cannot be avoitleihe demand requirement is
justified on the basis that the board of directgpscally controls the corporation’s
litigation because it possesses the statutory atyhm manage the corporation
and its assets, including any cause of action Igignto the corporatioti. The
board may respond to the shareholder's demand Img fthe lawsuit itself,
resolving the matter internally, or rejecting thensand® The typical board
response is to reject the demandwhich then requires the shareholder to
demonstrate to the court that the demand was watipgfejected before a
derivative action may proce&d.In some states, the shareholder can forgo making
demand by pleading that it is excused, which regu@r showing that the demand
would be futile®*

To establish that the demand is futile or thatdeemand was wrongfully
rejected by the board, the plaintiff must show this business judgment rule
defense does not apply to the board’s deci&oAs more fully explained below,
this defense presumes that directors acted contistsith their fiduciary duties

54. Alyeska Pipeline421 U.S. at 247; Franklin Gevurt2jsney in a Comparative
Light, 55 Au. J.Comp. L. 453, 488 (2007).

55. See, e.gFep.R.Civ.P. 23.1; [EL. CH.CT.R. 23.1; MBCA § 7.42.

56. MBCA § 7.42 (“No shareholder may commence ave#ve proceeding until: a
written demand has been made upon the corporatidake suitable action; and 90 days
have expired from the date the demand was madasitthe shareholder has earlier been
notified that the demand has been rejected bydhgocation or unless irreparable injury to
the corporation would result by waiting for the gafion of the 90-day period.”).

57. See, e.gDEL. CoDEANN. tit. 8, § 141(a); MBCA § 8.01(b).

58. Seelisa Fairfax, Spare the Rod, Spoil the Director? Revitalizing dotors’
Fiduciary Duty Through Legal Liability42 Hous. L. Rev. 393, 408 (2005).

59. BAINBRIDGE, supra note 16, at 395see alsoFairfax, supra note 58, at 408
(noting that “most boards” decide “not to bring agfion”).

60. Grimes v. Donald, 673 A.2d 1207, 1219 (Del.@)9BAINBRIDGE, Supranote 16,
at 395.

61. Aronson v. Lewis, 473 A.2d 805, 814-15 (Del.84) overruled on other
grounds byBrehm v. Eisner, 746 A.2d 244, 256 (Del. 200@f. MBCA § 7.42 (2008)
(stating a universal demand requirement).

62. Beneville v. York, 769 A.2d 80, 85 n.9 (Del..G2000); ED. R. Civ. P. 23.1;
BAINBRIDGE, supranote 16, at 395. Courts often state that plamtffeady sufficient tools
for gathering evidence without discoverySee, e.g.Grimes 673 A.2d at 1216 n.11
(describing shareholders’ access to public souaceisright to inspect corporate recgrds
see alscDEL. CoDE ANN. tit. 8, § 220(b) (shareholder’s inspection righBCA § 16.02
(same).
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of care, loyalty, and good faifi. To rebut this presumption in the demand
context, the shareholder typically must prove thamnajority of directors were
financially interested in the challenged decisionveere not independent in
making that decisioff’ In other words, a trial court will permit a shiaotder
derivative lawsuit to proceed only when the bodrdirectors is disabled by some
conflict of interest. In such circumstances, thége may presume the directors
would not choose to sue themselves despite théeexis of meritorious claims.
Courts frequently find that the business judgmetd protects directors’ rejection
of a demand reque$t.

Even if a shareholder derivative action survivesnation to dismiss
based on the demand requirement, the corporatibréstors may attempt to stop
the litigation through a special litigation commif® The board may appoint a
special litigation committee that is composed alependent and disinterested
directors®” After investigation and consultation with expette special litigation
committee may seek to terminate the shareholdetisra(through a motion to
dismiss or motion for summary judgment) based esnrécommendation that
continuing the litigation is not in the best intt® of the corporatioff. Most
courts find that the business judgment rule defemssects the committee’s
recommendatioti and therefore grant the motion to disniss.

63. See Aronsgid73 A.2d at 812see alsaMcMullin v. Beran, 765 A.2d 910, 916—
17 (Del. 2000).

64. See Aronsom73 A.2d at 814-15 (Del. 1984ge also Benevill&69 A.2d at 85
n.9. For the MBCA provisions for showing demandswaongfully rejected, see MBCA
§ 7.44(c).

65. Fairfax,supranote 58, at 408 (noting that courts defer to dinex rejection of a
demand request).

66. Douglas M. Bransomhe Rule that Isn't a Rule — the Business JudgrRei
36 VAL. U. L. Rev. 631, 647-48 (2002).

67. 1d. at 648.

68. Id.; see alsoDaniel R. Fischel & Michael Bradley,he Role of Liability Rules
and the Derivative Suit in Corporate Law: A Thearat and Empirical Analysis71
CorNELL L. Rev. 261, 279 (1985) (noting that a special litigatmymmittee (SLC) may
believe dismissal is in the corporation’s bestriegg because it may raise the stock price).

69. In some states, the plaintiff bears the bumferebutting the business judgment
rule presumption with respect to the SLC’s decisiamd judicial inquiry is limited to the
disinterestedness and independence of the SLC mendel the adequacy of their
investigation. See, e.g.Auerbach v. Bennett, 393 N.E.2d 994, 1001-02 (NLY79);
Finley v. Super. Ct., 96 Cal. Rptr. 2d 128, 132|(@4. App. 2000); Cutshall v. Barker,
733 N.E.2d 973, 978 (Ind. Ct. App. 2000); JansseBest & Flanagan, 662 N.W.2d 876,
889-90 (Minn. 2003). Other states also give bissigedgment rule protection to a SLC’s
recommendation but put the burden of proof on tfertlants.See, e.g.Lewis v. Boyd,
838 S.W.2d 215, 224 (Tenn. Ct. App. 1992). In Bele®, the defendant also bears the
burden of proving the independence and good fditheSLC, but the court may apply its
own business judgment in deciding whether to dismi&apata Corp. v. Maldonado, 430
A.2d 779, 787-89 (Del. 1981).

70. Fairfax,supranote 58, at 409 (noting that “in the vast majoofycases courts
grant the motion based on the [SLC’s] recommendaidciting Carol B. Swanson,|
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B. U.S. States Judicially or Statutorily Defer to Orectors’ Business Judgment

Assuming plaintiffs survive these initial motiottsdismiss, the directors
can again assert the business judgment rule defeanaemotion for summary
judgment or at trial' The business judgment rule defense was created by
common law, and U.S. courts have recognized thengeffor almost 200 yeafs.
A frequently stated rationale for the business judgt rule defense is that it
provides the protection directors need to fulfileir responsibility to manage the
corporation without fear of shareholders secondsging their decisions through
derivative lawsuits® Thus, the rule allows directors to take calculdb@isiness
risks” by protecting them from liability “for honest migtes of judgment or
unpopular business decisiors.” Other justifications include that directors are
“better-suited than courts to make business dewsiand that “judges are not
business experts®

The Delaware Supreme Court articulates the busipadgment rule
defense as a presumption that directors have aotegistently with their fiduciary
duties in making decisions for the corporatién.To rebut that presumption,

Juggling Shareholder Rights and Strike Suits iniiive Litigation: The ALl Drops the
Ball, 77 MINN. L. Rev. 1339, 1356-57 (1993)).

71. See In réWalt Disney Co. Derivative Litig., 907 A.2d 693,B%el. Ch. 2005),
aff'd, 906 A.2d 27 (Del. 2006).

72. S. Samuel Arshf,he Business Judgment Rule Revisi&HOFSTRAL. REV. 93,

93 (1979-1980).

73. SeeOmnicare, Inc. v. NCS Healthcare, Inc., 818 A.2d,9927-28 (Del. 2003);
A.L.l., PRINCIPLES OFCORPORATEGOVERNANCE ANALYSIS AND RECOMMENDATIONS § 4.01
cmt. d (1994).

74. SeeBainbridge,supranote 28, at 110see alsoBranson,supranote 66, at 637
(stating the business judgment rule is necessargnimurage directors to engage in
“informed risk taking that is essential to businsascess”); Len Cost&0ss of the Bosses:
Delaware’s Most Important Judge Takes on Greedycttkees, Congress, and the History
of Corporate LawLEGAL AFFAIRS, July/Aug. 2005, at 43, 46 (stating that Delaweoarts
do not “second-guess decisions made by informethtdrested boards, for fear of chilling
commerce and innovation”).

75. Arsht, supra note 72, at 96see alsoBainbridge, supra note 28, at 113-14
(“Business decisions . . . typically involve prutlehjudgments among a number of
plausible alternatives. Given the vagaries of iess, moreover, even carefully made
choices among such alternatives may turn out Gadly.

76. SeeDodge v. Ford Motor Co., 170 N.W. 668, 684 (MicB1®); Bransonsupra
note 66, at 637 (stating that “courts are ill-equeip to review business decisions” because
they “often involve intangibles, intuitive insights surmises as to business matters such as
competitive outlook, cost structure, and economid @ndustry trends”). This judicial
deference for business decisions is difficult tstify when courts will review decisions of
physicians and engineer&eeBainbridge,supranote 28, at 120;#ANK H. EASTERBROOK
& DANIEL R.FISCHEL, THE ECONOMIC STRUCTURE OFCORPORATELAW 94 (1991).

77. See, e.g.In re Walt Disney Co. Derivative Litig., 906 A.2d 27, %Rel. 2006).
To invoke the business judgment rule defense, ttedomust make a decision, which
includes a decision to act or a conscious decis@no act. Aronson v. Lewis, 473 A.2d
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plaintiffs must show a breach of fiduciary diftpr demonstrate fraud, illegality,
or waste’”® If the plaintiff cannot rebut the presumptione thusiness judgment
rule defense protects the directors from liabifiiy their decisiorf® On the other
hand, if the plaintiff can rebut the presumptidme tirectors must prove that the
challenged transaction was fair to the corporatton.

The MBCA also contains the principal elements bé tDelaware
business judgment rule defense, although it dodscadify it as a whol&
MBCA section 8.31 sets forth the standards of ligbfor directors. Similar to
the Delaware business judgment rule defense, theCMBegins with a
presumption that a director is not liable “for atgcision to take or not to take
action, or any failure to take any actidfi."The MBCA then states that a plaintiff
may rebut that presumption by showing that thecottimebreached the fiduciary
duties of good faith, care, or loyafty. Only the duty of loyalty portion of the
MBCA regarding a director’s independence, howeshifts the burden of proof
to the directof> Even then the director must show only that theafienged
conduct was reasonably believed by the directdyetan the best interests of the
corporation,” not that the transaction was fairthhe corporation as required by
Delaware law?®

Thus, like Delaware’s business judgment rule defetthe MBCA starts
with a presumption against liability that the pt#finmust rebut by showing that
the director breached a fiduciary duty. Regardtdsshether a state follows the
MBCA or the common law formulation of the busingsdgment rule defense,

805, 813 (Del. 1984dverruled on other grounds Brehm v. Eisner, 746 A.2d 244 (Del.
2000).

78. See AronsoM73 A.2d at 812see alsaMcMullin v. Beran, 765 A.2d 910, 916—
17 (Del. 2000) (stating that to rebut the busingsdgment rule presumption, the
shareholder must “provide evidence that the defenteard of directors, in reaching its
challenged decision, breached any one of its ‘toiafiduciary duties™).

79. See, e.gPaglin v. Saztec Int'l, Inc., 834 F. Supp. 118400 2W.D. Mo. 1993)
(illegality and fraud); Shlensky v. Wrigley, 237 BN2d 776, 779 (lll. App. Ct. 1968)
(fraud); In re Walt Disney906 A.2d at 73-74 (waste); Lewis v. Vogelsteiad &\.2d 327,
335-36 (Del. Ch. 1997) (same; defining waste asdiasfer of corporate assets that serves
no corporate purpose” or “for which no considenait all is received”).

80. McMullin, 765 A.2d at 916—-17; Citron v. Fairchild Camerdn&trument Corp.,
569 A.2d 53, 64 (Del. 1989).

81. Emerald Partners v. Berlin, 787 A.2d 85, 90(D4&l. 2001);see also In re Walt
Disney 906 A.2d at 52.

82. MBCA § 8.31 cmt. (noting that the MBCA “doestncodify the business
judgment rule as a whole” but that “its principderaents . . . are embedded in”
§ 8.31(a)(2)).

83. Id. § 8.31(a).

84. Id. § 8.31(a)(2)see infraPart II.C.

85. See id§ 8.31(a)(2)(iii)(B).

86. Compareid. § 8.31(a)(2)(iii)(B),with In re Walt Disney906 A.2d at 52.
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judges invoke the defense to protect boards otttire from legal liability in the
vast majority of shareholder derivative acti8hs.

C. U.S. States Impose Fiduciary Duties on Directorfhrough Common Law
or Statutes

In the United States, directors are often saidwe a triad of fiduciary
duties: a duty of care, a duty of loyalty, and &yduf good faith®® In Delaware,
directors’ fiduciary duties were created by thert®and are still embodied solely
within the common la? In states adopting the MBCA, these fiduciary esitre
imposed by statut€. As demonstrated below, Delaware common law aed th
MBCA formulate the fiduciary duties of care, loygltand good faith using
different language, but they share many similagitie Although directors
theoretically face personal liability for breacheisfiduciary duties under both
Delaware common law and the MBCA, directors’ finah&iability for breaching
their fiduciary obligations is effectively elimired through the combined use of
indemnification agreements and insurafice.

87. SeeFairfax,supranote 58, at 409 (arguing that “the tremendous defe courts
grant to board decisions means that courts hokttlirs liable for only the most egregious
examples of director misconduct’see alsSOTAMAR FRANKEL, TRUST AND HONESTY:
AMERICA’S BUSINESS CULTURE AT A CROSSROAD 183-84 (2006) (noting “the historical
strong protection of corporate boards”); Coffeapranote 49, at 9 (noting that the rare
shareholder derivative lawsuits in which judgeschedhe merits are overwhelmingly
decided in the defendant’s favor).

88. See, e.g.McMullin v. Beran, 765 A.2d 910, 916-17 (Del. 200@yonson V.
Lewis, 473 A.2d 805, 812 (Del. 1984)\erruled on other grounds Brehm v. Eisner, 746
A.2d 244 (Del. 2000).

89. See, e.g.In re Walt Disney907 A.2d at 746-48, 749-51 (referencing case law
for the standards governing directors’ fiduciaryties); Jennifer O’Hare,Director
Communications and the Uneasy Relationship Betwleerriduciary Duty of Disclosure
and the Anti-Fraud Provisions of the Federal SetesiLaw 70 U.CIN. L. Rev. 475, 510
(2002) (“The common law of fiduciary duty is theirpary means used to ensure that
directors of a state-created entity are acting witle care, good faith, and loyalty.™).

90. MBCA 8§ 8.30-8.31.

91. Fairfax,supranote 58, at 412; Kelli A. AlceBeyond the Board of Directqrd6
WAKE FORESTL. Rev. 783, 784 (2011) (noting that “directors are sheel from personal
liability”); Bernard Black et al.Outside Director Liability 58 SaN. L. Rev. 1055, 1055,
1070-74 (2006) (noting that in a comprehensive ystfdoutside director liability, only
thirteen cases imposed personal liability on doecof public companies in the course of
twenty-five years of Securities Exchange Commis&nforcement actions, securities class
action lawsuits, and shareholder derivative lavgsudnly three of the thirteen cases
involved fiduciary duty breaches); Eric J. P&gthinking the Board’s Duty to Monitor: A
Critical Assessment of the Delaware Doctrir38 FA. St. U. L. Rev. 209, 246 (2011)
(noting that directors avoid personal liability, Meéhcorporations must pay the costs of
litigation, settlements, and insurance).
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1. The Fiduciary Duty of Care

Delaware courts have stated that the duty of cagaires directors to
“use that amount of care which ordinarily carefatigprudent men would use in
similar circumstances® In analyzing alleged duty of care breaches, hewev
Delaware courts focus only on procedural due aaesmning they review alleged
duty of care breaches based on the process by lechoard made its decision
and not the decision’s merits. Directors thus breach their duty of care by fajli
“to act in an informed and deliberate manner” whibay make decisions on
behalf of their corporatioff. The effect of this process-oriented focus is that
courts “insulate directors from liability whenevéney make even a modest
attempt to follow the appropriate formalities.”

Delaware courts further minimize the duty of cdwe requiring that
“deficiencies in the directors’ process are actideaonly if the directors’ actions
are grossly negligenf® Gross negligence is defined as a “reckless feréhce
to or a deliberate disregard of the whole bodyto€lsholders’ or actions which
are ‘without the bounds of reasori”” The combined effect of the focus on
procedural due care and the gross negligence sthrislahat Delaware courts
rarely hold directors liable for breaching theittylof care®

92. In re Walt Disney 907 A.2d at 749;Aronson 473 A.2d at 812 (stating,
“[DJirectors have a duty to inform themselves, prio making a business decision, of all
material information reasonably available to theraBe alsdriggs v. Spaulding, 141 U.S.
132, 147 (1891) (stating that directors have a doty‘supervise the business with
attention”).

93. Smith v. Van Gorkom, 488 A.2d 858, 874-88 (DE®85); see also In re
Caremark Int'l Inc. Derivative Litig., 698 A.2d 95967 (Del. Ch. 1996)(“[W]hether a
judge . . . believes a decision substantively wrarglegrees of wrong extending through
‘stupid’ to ‘egregious’ or ‘irrational,” providesanground for director liability, so long as
the court determines that the process employedeitiasr rational or employed ia good
faith effort to advance corporate interests.”).

94. Van Gorkom488 A.2d at 873.

95. Margaret M. Blair & Lynn A. StoufTrust, Trustworthiness, and the Behavioral
Foundations of Corporate Lawt49 U.PA. L. Rev. 1735, 1790 (2001); Bransasypranote
66, at 639—40 (“[C]ritics of the modern businesdgment rule say that insistence on
formal decisions places a premium on play actind) @m paper trails. It does not improve
the quality of decisions that are made.”).

96. In re Walt Disney907 A.2d at 749.

97. Tomczak v. Morton Thiokol, Inc., Civ. A. No.@8, 1990 WL 42607, at *12
(Del. Ch. Apr. 5, 1990) (quoting Allaun v. Cons0lil Co., 147 A. 257, 261 (Del. Ch.
1929)).

98. In re Walt Disney907 A.2d at 750 (“[D]uty of care violations aarely found”);

J. Robert Brown, Jr. & Sandeep Gopal@nting Only In: Contractarians, Waiver of
Liability Provisions, and the Race to the Botto#R IND. L. Rev. 285, 298 (2009)
(“Delaware courts simply did not find violations thfe duty of care. Directors confronted
little or no risk of liability for ordinary businesdecisions. Only suits alleging conflicts of
interest had any realistic hope of successCj. Stuart R. CohnDemise of the Director’s
Duty of Care: Judicial Avoidance of Standards arah@ions Through the Business
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The rare example iSmith v. Van Gorkomin which the Delaware
Supreme Court held that the directors violateddimy of care by not adequately
investigating a merger offé?. In Van Gorkom the court held that the business
judgment rule defense does not protect an uninfdrdezision and that directors
may be held to have breached the duty of careeipthintiff shows that they were
grossly negligent in failing to inform themselvekadl material and reasonably
available informatiot®® The impact ofVan Gorkomwas minimized by the
Delaware Legislature’s subsequent enactment ofoset02(b)(7), which permits
corporations to limit or entirely eliminate direcsbmonetary liability for duty of
care breache$® All states have now enacted statutes allowing@ations to
limit or eliminate directors’ liability for duty ofare breache'§?

In Delaware, directors’ duty of care also tradiily included an
obligation to oversee the corporatitii,and courts could impose liability for “a
sustained or systematic failure of the board tora@se oversight*** For
example, in the seminal case &f re Caremark International Derivative
Litigation, the plaintiffs asserted that the board of directareached its fiduciary
duty of care by failing to monitor the conduct ¢ employees for compliance
with federal law'® The plaintiffs claimed that this oversight faguted to a
government investigation and federal indictment foultiple felonies against
Caremark, as well as Caremark subsequently payiviy and criminal fines
totaling $250 million'® The court stated that directors are responsibte f
ensuring “that information and reporting systemsstex. . that are reasonably
designed to provide ... accurate information isigfit to allow . .. informed
judgments concerning both the corporation’s conmgiawith law and its business
performance®’ In 2006, however, the Delaware Supreme Courtanspe have

Judgment Rule62 TEx. L. Rev. 591, 591 nn.1-2 (1983) (noting only seven casddirg
directors liable for all breaches of fiduciary dutyrer than self-interested transactions).

99. Van Gorkom488 A.2d at 874.

100.1d. at 872.

101. DeL. CobE ANN. tit. 8, § 102(b)(7) (2008); Cinerama, Inc. v. fricolor, Inc.,
663 A.2d 1156, 1166 n.18 (Del. 1995) (noting tBa102(b)(7) was enacted in response to
Van Gorkony;, Mark J. Loewensteirfhe Quiet Transformation of Corporate Lg% SMU
L. Rev. 353, 369 (2004)(an Gorkom‘motivated the Delaware legislature . . . to enact
legislation that allowed Delaware corporationsxerapt directors from monetary damages
for breaches of the duty of care.”).

102. Fairfax,supranote 58, at 412; Brown & Gopalasypranote 98, at 288 (noting
that all states allow companies to eliminate mawetiamages for breach of the duty of
care);id. at 310 (describing the different provisions adogigdtates).

103.SeeGraham v. Allis-Chalmers Mfg. Col88 A.2d 125 (Del. 1963%kee also In
re Caremark Int'| Derivative Litig., 698 A.2d 959, 87Del. Ch. 1996).

104.In re Caremark698 A.2d at 971.

105.1d. at 964.

106.1d. at 960-61.

107.1d. at 970.
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reclassified oversight claims as a breach of thiy @i loyalty!®® In Stone v.

Ritter,'% the Delaware Supreme Court stated that a showfibga-faith conduct
“is essential to establish director oversight li@gi and then held that “the
fiduciary duty violated by that conduct is the dofyloyalty.”'° Thus, Delaware
still recognizes oversight claims as a breach ddidiary duty, but that fiduciary
duty is now loyalty rather than care.

Similar to Delaware common law, the MBCA'’s stardtaof conduct
state that directors “shall discharge their dutith the care that a person in a like
position would reasonably believe appropriate ursiarilar circumstances:*?
Like Delaware courts, the MBCA also focuses on fhecess a director used in
making a decision, rather than the merits of thasiten; it does so by examining
whether the director was reasonably inforniéd However, the MBCA imposes
liability only if the plaintiff proves that the dictor “did not reasonably believe”
the challenged decision was in the corporation’st baterests or “was not
informed to an extent the director reasonably belie appropriate in the
circumstances®* The MBCA thus focuses on what the particular aive
reasonably believed, rather than what a reasonpblson in the director’s
position would believe. The wording of this MBCAopision seems intended to
insulate directors from liability.

This intent to insulate directors from liabilitprf alleged duty of care
breaches is affirmed by the different language ehdse describe the standard for
a duty of care claim alleging lack of oversighbr &n oversight claim, the MBCA
adopted the reasonable director standard by reguinie plaintiff to establish that:

[T]he challenged conduct consisted or was the rexful . . a
sustained failure of the director to devote attantio ongoing
oversight of the business and affairs of the cafon, or a
failure to devote timely attention, by making (@using to be
made) appropriate inquiry, when particular factsd an
circumstances of significant concern materializ thould alert

a reasonably attentive director to the need therefo*

The MBCA's use of “a reasonably attentive direct@tandard for oversight
claims contrasts with its focus on the particulaector’s belief in customary duty

108. Stone v. Ritter, 911 A.2d 362, 369-70 (Del0&0 Martin Petrin,Assessing
Delaware’s Oversight Jurisprudence: A Policy andedty Perspective5 VA. L. & Bus.
Rev. 433, 444-47 (2011).

109.Stone 911 A.2d at 362.

110.1d. at 370.

111.But seePetrin, supranote 108, at 447-50 (noting th&tone v. Rittecreated
many doctrinal uncertainties that have not yet bresnlved).

112. MBCA 8§ 8.30(b).

113.1d. § 8.31(a)(2)(ii)(B).

114.1d. § 8.31(a)(2)(ii).

115.1d. § 8.31(a)(2)(iv).
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of care cases and supports the proposition thattdirs are likely insulated from
liability for an alleged breach of the duty of care

Therefore, the MBCA'’s emphasis on the challengadctbr's beliefs
likely produces the same effective result as Detaviav: no liability imposed on
directors for alleged breaches of the duty of cadewever, the MBCA utilizes a
different path to do so. It avoids the confusingsg negligence standard of
Delaware law, but uses a potentially malleable ddath that asks what the
challenged director reasonably believed. The aitityl in effect between
Delaware law and the MBCA is also evidenced byrtréy of courts finding a
breach of the duty of caré®

2. The Fiduciary Duty of Loyalty

Delaware courts broadly state the duty of loyaky'mandat[ing] that the
best interest of the corporation and its sharehsltike[] precedence over any
interest possessed by a director ... and notedhdiry the stockholders
generally.**” In determining whether directors have breachesir thuty of
loyalty, Delaware courts examine whether the doect made decisions
independently based on the merits of the transactind whether the directors
were disinterested in the transaction’s outcdte.

According to Delaware law, directors are “inteeelStin the outcome of a
transaction when they will receive a personal hieriefm it that is not equally
shared by the shareholdét8. Such benefit includes any “substantial benefitrfr
supporting a transaction” and thus need not be moy®® Examples of
interestedness include self-dealing, insider tmpdipayment of excessive
compensation, usurpation of corporate opportunitéasl competition with the
corporation:*

116.See In reWalt Disney Co. Derivative Litig., 907 A.2d 693, @gDel. 2006)
(“[D]uty of care violations are rarely found.”); Ffax, supranote 58, at 407-08 (“Over the
last twenty years, a variety of mechanisms havéritaned to a virtual elimination of legal
liability for directors who breach their duty ofreaunder state law.”)Cf. Cohn,supranote
98, at 591 nn.1-2 (noting only seven cases holdingctors liable for all breaches of
fiduciary duty other than self-interested transat).

117. Cede & Co. v. Technicolor, Inc., 634 A.2d 3361 (Del. 1993); Weinberger v.
UOP, Inc., 457 A.2d 701, 710 (Del. 1983).

118.See Cede & Cp634 A.2d at 362see alscdOrman v. Cullman, 794 A.2d 5, 22
(Del. Ch. 2002) (stating that the business judgmelet is rebutted where a majority of the
directors either were “interested in the outcome tloé transaction or lacked the
independence to consider objectively whether thesgiction was in the best interest of its
company and all of its shareholders”).

119. Rales v. Blasband, 634 A.2d 927, 936 (Del3).99

120.Cede & Co, 634 A.2d at 362.

121.SeeBAINBRIDGE, supranote 16, at 306-07, 321-23.
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Independence requires that directors base theisidas “entirely on the
corporate merits of the transaction” and not onspeal consideration$?
Delaware’s common law definition of “independencigtuses primarily on
family relationshipg®® meaning courts assume that a director cannot act
independently if a family member stands on the mothide of the proposed
corporate transaction. A director also is not petelent if he or she is
“controlled” by an interested director who has thmilateral power to decide
whether the director continues to receive a bengfin which the director is so
dependent or is of such subjective material impmeathat its threatened loss”
creates doubt as to whether the director can db@bgtconsider the corporate
merits of the transactiori* Delaware courts, however, rarely find one direeto
be controlled by anoth&F and have never found nonfamilial relationshipbeo
bias producing®® As the Delaware Supreme Court has stated, “Aliega of
mere personal friendship or a mere outside busiredasonship, standing alone,
are insufficient to raise a reasonable doubt ahalitector’s independencé?*

122.1d.; see alsoTelxon Corp. v. Meyerson, 802 A.2d 257, 264 (D2Q02)
(“Directors must not only be independent, but mast independently.”); Rales v.
Blasband, 634 A.2d 927, 935 (Del. 1993) (“[T]he twbmust be able to act free of personal
financial interest and improper extraneous influen?).

123.Telxon 802 A.2d at 264—65.

124.1d. at 264;see alsdBeamex rel.v. Stewart, 845 A.2d 1040, 1050 (Del. 2004);
Rales 634 A.2d at 936.

125. Bransonsupra note 66, at 640 (“Courts are loathe to find thatodinerwise
reputable business person is not his or her owsopel); see also Bean845 A.2d at 1052
(“To create a reasonable doubt about an outsidetdir's independence, a plaintiff must
plead facts that would support the inference tleatabse of the nature of a relationship or
additional circumstances other than the intereslieéctor’'s stock ownership or voting
power, the non-interested director would be monéngito risk his or her reputation than
risk the relationship with the interested direcfor.

126.Beam 845 A.2d at 1040.

127.See id. see alscCrescent/Mach | Partners, L.P. v. Turner, 846 AQ8d, 980-81
(Del. Ch. 2000) (finding that an allegation thatigector was controlled by another director
based on their fifteen-year professional and petsaationship was insufficient to raise a
reasonable doubt as to independence). Scholass drdicized Delaware’s definition of
director independence and proposed alternativeoaphpes. See, e.g.Larry Cata Backer,
Director Independence and the Duty of Loyalty: R&ender, Class, and the Disney-Ovitz
Litigation, 79 §. JoHN'sL. Rev. 1011, 1023 (2005) (suggesting an alternative afmbréa
assessing director independence that focuses asrdioétion, including all hierarchical
and affective relationships between people, andidvdefeat any claim of independence);
J. Robert Brown, Jr.Disloyalty Without Limits: “Independent” Directorsand the
Elimination of the Duty of Loyalty95 Kv. L.J. 53, 55-56 (2006—2007) (arguing that
“Delaware courts do not adequately ensure thatuiire defined as independent are in fact
independent” and suggesting changes “to ensurdlithi#s on disloyalty remain in place
and that fairness continues to matter”); Anthongeé?bnconscious Bias and the Limits of
Director Independene2009 U.ILL. L. Rev. 237, 293-94 (2009) (analyzing biases that
directors can neither identify nor control, suchkéases in favor of one’s friends, and
evaluating potential responses to these unconsbiasss).



588 Arizona Journal of International & Comparative Law Vol. 28, No. 3 2011

Similar to Delaware common law, but using sligtdi§ferent language,
the MBCA imposes liability for a breach of the dutfyloyalty when the plaintiff
establishes that the director was not independenider the MBCA, the plaintiff
must establish “a lack of objectivity due to theedtor’'s familial, financial or
business relationship with ... another personirftaa material interest in the
challenged conduct” or the director lacked “indegerce due to the director’s
domination or control by” such a perstf. Further, the plaintiff must establish
that such relationship or domination “could reasbpabe expected to have
affected the director’s judgment respecting thellehged conduct in a manner
adverse to the corporatiof’® If the plaintiff succeeds in establishing a
reasonable expectation that the relationship oridation affected the director’s
judgment, then the director bears the burden ofipegp “that the challenged
conduct was reasonably believed by the directdyetan the best interests of the
corporation.** This burden shifting is similar to Delaware lawhich requires
such a director to prove that the challenged trtitsa was entirely fair to the
corporation*** Although the MBCA'’s express inclusion of finarc@ business
relationships affecting objectivity is a departdrem Delaware law’s focus on
familial relationships, no court opinion has yepkgd the MBCA definition to
find a director is not independent on the basisurh a relationship.

The MBCA also has numerous provisions requiringlil@ctor to be
disinterested. For instance, the MBCA states ¢hdirector may be held liable
when the plaintiff establishes that the directaereed “financial benefit to which
the director was not entitled” or failed “to dealrfy with the corporation and its
shareholders®® The MBCA specifically defines when a director has
conflicting interest in a corporate transaction dhd conditions for when the
directors or the shareholders may ratify such aetisns*>® It also has a separate
provision that prohibits directors from usurpinge tlcorporation’s business
opportunities®* Thus, these provisions largely track Delaware f@garding
disinterestedness. In addition to the MBCA, thieswadopted by the NYSE and
NASDAQ pursuant to the Sarbanes-Oxley Act of 208@¢ly follow Delaware
law in defining when directors of publicly tradedrporations are not independent
and disinterestetf®

128. MBCA 8§ 8.31(a)(2)(iii).

129.1d. § 8.31(a)(2)(iii)(A).

130.1d. § 8.31(a)(2)(iii)(B).

131. Emerald Partners v. Berlin, 787 A.2d 85, 90(Bél. 2001);In re Walt Disney
Co. Derivative Litig., 906 A.2d 27, 52 (Del. 2006).

132. MBCA § 8.31(a)(2)(v).

133.1d. 8§ 8.60-8.63.

134.1d. § 8.70.

135. Sarbanes-Oxley Act of 2002 § 301, 15 U.S.Z8j§1(m) (2008); NYSH.ISTED
CoMPANY MANUAL 8 303A.02 (2009),available at http://nysemanual.nyse.com/lcm/
(stating that a director is not independent if, agother things, the director has a material
relationship with the listed company, has been rapleyee of the listed company within
the last three years, or has an immediate familjnbez who has been an executive officer
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3. The Fiduciary Duty of Good Faith

The duty of good faith is the weakest of the thfieliciary duties.
Although the term “good faith” appears in early r&teolder derivative cases, it
has never served as a basis for any reported cmaision finding directors
breached a fiduciary dufy® In 2006, the Delaware Supreme Court addressed the
meaning of the duty of good faith by identifyingavcategories of bad faith
fiduciary conduct: 1) “subjective bad faith,” meagi “fiduciary conduct
motivated by an actual intent to do harti"and 2) “intentional dereliction of
duty [or] a conscious disregard for one’s respdlisés.”**® The Delaware
Supreme Court again addressed the duty of goot faiyear later in a case
alleging that the directors failed to exercise mropversight® In Stone v. Ritter
the court stated that an oversight claim invokesdécond category of bad faith
conduct, but held “the fiduciary duty violated blyat conduct is the duty of
loyalty.”**° Consistent with this interpretation, the courplained that “a failure
to act in good faith is not conduct that resulpsoi facto, in the direct imposition
of fiduciary liability” but that a “failure to adh good faith may result in liability
because the requirement to act in good faith ‘ssilasidiary element’ . . . ‘of the
fundamental duty of loyalty.**" It concluded by stating that the duty of “good
faith does not establish an independent fiduciary dhat stands on the same
footing as the duties of care and loyalt§?” Thus, although Delaware recognizes
a duty of good faith, it is now subsumed within they of loyalty.

Although Delaware common law does not recognize dhty of good
faith as an independent fiduciary duty, the MBCAymarhe MBCA states that
liability may be imposed on directors for “actiontrin good faith.*** However,
the MBCA provides no definition of good faith ord&aith conduct, and its duty
of good faith has not been tested through litigatio

of the listed company within the last three yealfASDAQ MARKETPLACE RULE
4200(a)(15) (2004) (similar definition).

136.SeeArsht, supranote 72, at 99.

137.In re Walt Disney Co. Derivative Litig., 906 A.2d 27, &3+(Del. 2006).

138.1d. at 66-67 (describing this second category as phisg fiduciary conduct
that does not involve disloyalty but yet is morépainle than gross negligence).

139. Stone v. Ritter, 911 A.2d 362, 364-66 (DeD&0(alleging that the directors of
AmSouth Bancorporation failed to ensure that aaealsle compliance system existed for
the corporation and its subsidiary bank, becausie &atities had to pay millions of dollars
in fines and civil penalties to resolve governmienestigations into the bank’s failure to
file federally required Suspicious Activity RepQgrts

140.1d. at 369-70.

141.1d. (quoting Guttman v. Huang, 823 A.2d 492, 506 n[3dl(Ch. 2003)).

142.1d. at 370.

143. MBCA § 8.31(a)(2)(iii) (“A director shall ndie liable to the corporation or its
shareholders . . . unless the party assertinditiabi a proceeding establishes that . . . the
challenged conduct consisted or was the result ofction not in good faith . . . ."”).
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IIl. THE UNITED KINGDOM

The United Kingdom encompasses four countries: &yl Wales,
Scotland, and Northern Irelantf. Although the United Kingdom is part of the
European Union, the European Union has yet to pagdegislation specifically
tailored for shareholder derivative lawsuits onfichry duties. Thus, the laws of
the United Kingdom still govern its corporationsdashareholder derivative
litigation.

Corporate laws in the United Kingdom were origipatteated through
common law development by the courts of Engl¥id. England's first
codification of its corporate law occurred in 1882and was supplemented by
common law decision$/ In 2006, the United Kingdom completely revisesl it
corporate law and adopted the Companies Act of 280&he current Companies
Act is the longest statute in the British Parliattehistory at over 700 pagés
and was implemented in sections over the coursevofyears:™® The U.K.
Department for Business Enterprise and Regulatogfoii explained the
rationale for the overhaul:

The United Kingdom was one of the first nationsetiablish
rules for the operation of companies. Today ouwstey of

company law and corporate governance, setting lotlegal

basis on which companies are formed and run, isahpart of

the legal framework within which business is cortddc As the
business environment evolves, there is a risk that legal

framework can become gradually divorced from thedseof

companies, in particular the needs of smaller peilmisinesses,
creating obstacles to ways that companies want rezedl to

operate”*

144. Bernard Black et alLegal Liability of Directors and Company Officiafart 1:
Substantive Grounds for Liability (Report to thesRian Securities Agengyg007 @LUM.
Bus. L. REv. 614, 641.

145. Katharine Pistor et alThe Evolution of Corporate Law: A Cross-Country
Comparison23 U.PA. J.INT'L EcoN. L. 791, 798 (2002); Black et akupranote 144, at
641; 1 WLLIAM BLACKSTONE, COMMENTARIES ON THELAWS OFENGLAND 467—84 (1827).

146. Pistor et alsupranote 145, at 798 (citing Companies Act, 25 & 26tVic. 89
(1862) (Eng.)).

147. Black et al.supranote 144, at 641.

148. Explanatory Note, Background to Companies AR€06, c. 46 (U.K.)), T 3,
available athttp://www.legislation.gov.uk/ukpga/2006/46/notégision/2.

149.1d.; Andrew Keay,Tackling the Issue of the Corporate Objective: Araljsis of
the United Kingdom’s “Enlightened Shareholder Valipproach’” 29 SDNEY L. REv.
577, 589 (2007) (“The legislation is the longesUik parliamentary history.”).

150.See Department for Business Enterprise & RegulatoryfoRe, Explanatory
Notes, Background { 3vailable athttp://www.legislation.gov.uk/ukpga/2006/46/notes/
division/2.

151.1d.
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The Companies Act covers all aspects of corpomate Including formation of
companies, rights of shareholders (called “membdrs”U.K. companies),
appointment and duties of directors, derivativdoast, audit requirements, and
almost every other element of corporate law that can imaginé>® The prior
Companies Act included provisions giving minorityaseholders a limited ability
to bring lawsuits for “unfair prejudicé” which is similar to direct suits for
oppression in the United States. However, it vi@sQ@ompanies Act of 2006 that
first recognized shareholder derivative lawsdftand first codified the directors’
fiduciary duties that had been developed at comiamrt™

In many respects, U.K. companies are similar to. ddporations. U.K.
companies have a single board, and shareholdedsramiirectors to the board®
The board then chooses the managers, and the C&sda#ly a key figure on the
board™®’ Although the Companies Act contains very few jisimns concerning
board structuré®® the regulations governing publicly listed companjgovide
standards for companies to use in creating theirdmof directors®® One such
standard requires that half the board be indepéna@mexecutives, also called
outside directors?®

Notwithstanding these similarities, there are kastinctions between
U.S. corporations and U.K. companies. For exampl&s. corporations are
created and governed by state law, rather tharrdetiav®® Companies in the
United Kingdom are controlled by federal laws, imdihg the Companies Act. In
addition, the Companies Act does not expressly eromfanagerial power on the
board in the same way that statutes of U.S. sthdedJnder the Companies Act, a
company’s constitution (or articles of associatiospecifies the directors’

152. Companies Act, 2006, c. 46 (U.K.).

153. Companies Act, 1985, c. 46, § 461(2)(c) (U.ksge alsoXIAONING LI, A
COMPARATIVE STUDY OF SHAREHOLDERS DERIVATIVE ACTIONS 19 (2007).

154.See infraPart 1. A.

155. Black et al.,supranote 144, at 661.

156. Rita Eseninternal Control Within the Legal Structure of Uit Kingdom and
German Companies: Prospects for Change.Corp. L. Stup. 91, 94 (2001); Cheffins &
Black, supranote 53, at 1400.

157. Esensupranote 156, at 94.

158. Companies Act, 2006, c. 46, §8 154-56 (remgigrivate companies to have at
least one director and public companies to haveast two directors)Cf. Klaus J. Hopt &
Patrick C. LeyensBoard Models in Europe — Recent Development ofriateCorporate
Governance Structures in Germany, the United KimgdBrance, and Italyl ECFR 135,
149 (2004) (discussing the lack of detailed prawisi on board structure in the 1985
Companies Act).

159.See FINANCIAL REPORTING COUNCIL, CORPORATE GOVERNANCE CODE (2010),
available at http://www.frc.org.uk/documents/pagemanager/Corgor@overnance/UK
%20Corp% 20Gov%20Code%20June%202010.pdf. For sismu of such provisions, see
Hopt & Leyenssupranote 158, at 149.

160.SeeFINANCIAL REPORTINGCOUNCIL, supranote 159, § A.3.2; Cheffins & Black,
supranote 53, at 1400; Companies Act, 2006, c. 46, 8§ 31.

161.See, e.gDeL. CODEANN. tit. 8, § 141(a); MBCA § 8.01(b).
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authority’®? and directors have a statutory duty to “act inoadance with the

company’s constitution’®® In practice, company constitutions usually grant
unlimited management authority to the directors anlimited authority is the
default provision under the Companies A¥t.

The United Kingdom also has a Corporate Govern&wge for every
publicly listed company that “sets out standardsgyobd practice in relation to
board leadership and effectiveness, remuneratioopuatability and relations
with shareholders®®® The original code in 2000 was an initiative of thrivate
sector, and it was incorporated into the U.K. hgtiRules®® Subsequent
revisions are the product of the Financial Repgrti@ouncil, a private
organization funded by the United Kingdom's accingtand legal professions,
financial and commerce communities, and governtféntEnforcement of the
Corporate Governance Code is the responsibilitthefUnited Kingdom Listing
Authority, which is a government agency chargedhwitgulating the London
Stock Exchangé®® The Listing Authority sets the Listing Rules, whia
company, as a matter of contract and statutory faust abide by in order to be
traded on the London Stock Excharfe. In these respects, the U.K. Listing
Authority is similar to the U.S. Securities Exchangommission (SECY? The
Listing Rules require that a listed company eitb@mply or explain why it does
not comply with the Corporate Governance CdeAlthough both the creation
and enforcement of the Corporate Governance Coglé'camplex mixtures of
private and public action” in the United Kingdonmettrend is toward greater
government involvemenit?

Section A explains the United Kingdom’'s traditidgallimited
recognition of shareholder derivative actions undemmon law and its 2006
expansion of such actions in the Companies Actdethonstrates the similarities

162. Companies Act, 2006, c. 46, pt. 3, 8 31. Agany’s constitution includes its
articles of association, which must be registeréh the registrar of companiesd. 88 17,
9(6).

163.1d. pt. 10, § 171.

164. Black et al.supranote 144, at 643.

165. FANANCIAL REPORTINGCOUNCIL, Supranote 159.

166. Richard C. NolanThe Legal Control of Directors’ Conflicts of Intatein the
United Kingdom: Non-Executive Directors FollowingetHiggs Report6 THEORETICAL
INQUIRESL. 413, 417 (2005).

167.1d. at 417-18. See information about the Financial dRémy Council at
http://www.frc.org.uk/about/ (last visited Dec.,2D11).

168. Nolan,supranote 166, at 418; John C. Coffee, lraw and the Market: The
Impact of Enforcement56 U.PA. L. Rev. 229, 239 n.20 (2007).

169. Nolansupranote 166, at 418.

170.SeeSecurities Act of 1933, 15 U.S.C. § 7&aseq (2012); Securities Exchange
Act of 1934, codified at 15 U.S.C. § 78ase(q (2012).

171. Nolan,supranote 166, at 418; Tihir Sarkar et ahn Analysis of the Walker
Review of Corporate Governance in U.K. Banks antde©financial Institutions 127
BANKING L.J. 242, 249 n.4 (2010).

172. Nolansupranote 166, at 418; Sarkar et a@upranote 171, at 249 n.4.
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between the Companies Act and provisions of state ih the United States.
Section B then discusses the United Kingdom’s laick business judgment rule
defense similar to that recognized by U.S. stakésally, Section C examines the
fiduciary duties owed by directors at common lawd annder the current
Companies Act.

A. The United Kingdom Recognized Shareholder Derivtive Actions at
Common Law and Now by Statute

Although both the United States and England reizegl a shareholder
derivative action at common law, English common lastricted such actions to
very narrow circumstances. Under English commaw khareholder derivative
actions were permitted as a limited exception ®Hhsic proper plaintiff rul&?
Under the proper plaintiff rule, the company was tbroper party to bring a
lawsuit for director misconduct because directoned duties to the company
alone’”* However, because the board decided when a companld sue’” it
was not likely to bring a lawsuit against directoadthough occasionally new
directors would bring proceedings when the forméreadors departetf®
Common law did permit a shareholder to bring a dlit@ction for a personal
injury, but the relief could not include any dimtimn in value resulting from the
company’s losse¥/

Recognizing these likely obstacles to remedyiagparate wrongdoing,
courts used their equity power to create a limégdeption to the proper plaintiff
rule that permitted a shareholder to bring a suitbehalf of the company®
Shareholder derivative actions were permitted dolyacts not ratifiable by a
simple majority of shareholders, such as wherealleged conduct was illegal,
ultra vires, fraudulent, or in breach of a speaiaority requirement’® In other
words, this majority rule principle meant that amglsh court would not
intervene in routine business matters unless thiatdf established that the action
involved nonratifiable conduct.  Further, under HEsfg common law, a
shareholder could initiate a suit only when she edvenough shares to dictate

173. L, supranote 153, at 19-22 (citing Foss v Harbottle (1883)Eng. Rep. 189, 2
Hare 461).

174.1d.

175. Cheffins & Blacksupranote 53, at 1404 (citing Mitchell & Hobbs (UK) Ltd
Mill, (1996) 2 B.C.L.C. 102 (Q.B.); Breckland Growoldings Ltd. v. London & Suffolk
Props. Ltd., [1989] B.C.L.C. 100 (Ch.)).

176.1d. (discussing theEquitable Lifecase, in which, after the company became
insolvent and the directors were accused of wrdrigdiding, the post-crisis board initiated
proceedings against the directors allegedly resptenfor the debt).

177. L, supranote 153, at 19-22.

178.1d.; Cheffins & Black,supranote 53, at 1404.

179. L, supranote 153, at 19-2Zee alscCheffins & Black,supranote 53, at 1404
(stating that the exceptions included fraud onntiiveority shareholders, ultra vires conduct,
and acts requiring a vote by a special majoritshefshareholders).
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voting outcome¥® and only after the board declined to $%e. This latter
requirement is similar to the demand requiremett.®. state$® In addition, the
English majority rule principle is similar to the.®l business judgment rule
defense because both start with a presumption stga@view of directors’
decisions. It is also similar in that both operatea substantive restriction on
shareholder derivative actions and a proceduratisig restriction.

Under English common law, minority shareholdeesl kessentially no
“effective mechanism to protect themselves or tbengany, or to discipline
corporate management® The English common law on shareholder derivative
actions was ‘regarded as obscure, complex and ésaiile save to lawyers
specializing in this field®  Another commentator stated that “[t]he
circumstances in which this [derivative suit] cam done under present English
law are so obscure and difficult to establish that derivative action is virtually
non-existent in England® These criticisms helped spur the 2006 refornthef
Companies Act.

There were, and arguably still are, many finanaaincentives to
bringing a shareholder derivative suit in the Utitingdom. While the United
Kingdom does not have a contingency fee systenintigfa may enter into a
conditional fee agreement where an attorney caeeatp a “no win, no fee”
arrangement®® Under such agreements, the lawyer may receiv U0% of
his or her hourly fees if the case wifié.If the plaintiff loses, this conditional fee
arrangement is similar to U.S. contingency feesabse the attorney receives
nothing. The conditional fee system, however, “panes poorly with the
contingency fees that American lawyers receive lia event of a successful
outcome.*®®  Attorneys receive up to 100% of their hourly fagsder U.K.
conditional fee agreements; whereas attorneys wecas much as 40% of
plaintiffs’ total monetary awards under U.S. cogéncy fee agreement§,which
can exceed the attorneys’ hourly fees. The limitgside potential of U.K.
conditional fee agreements means that “a U.S.-stlylgeholder plaintiffs’ bar”
has not developed in the United Kingddth.

The U.K. “loser pays” rule poses another finanaiidincentive to
bringing shareholder derivative lawsuits. If the derivative claim fails, the

180. Cheffins & Blacksupranote 53, at 1404.

181. Black et al.supranote 53, at 26.

182.1d.

183.1d.

184. L, supranote 153, at 31.

185. Black et al.supranote 53at 26.

186. Cheffins & Blacksupranote 53, at 1405.

187.1d. at 1405—06.

188.1d.

189.SeeBrickman,supranote 48, at 706; Fitzpatrickupranote 48, at 2045 n.9.

190. Cheffins & Blacksupranote 53, at 1405.

191.1d. at 1406. For the cost structure of bringing smithie United Kingdom, see
Civil Procedure Rules [CPR]1998,S.1. 1998/3231pts. 43—-49 (Eng.).
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shareholder must pay the defendant’s costs unhesgdurt grants a protective-
costs order requiring the company to reimbursedinectors:”? Equitable Life
Assurance Society v. Bowt&provides an example of the high financial burden
that unsuccessful shareholders may bear underaser Ipays rule. Bowley
involved an insurance company that nearly went hgtk and the new directors
sued the old directors to recover the lossésEven though the new directors
dropped the case mid-trial, the estimated legakrgpes were £35 million for
Equitable Life and £10 million for the defendanteditors® (about $57 million
and $16 million in U.S. dollarsf® As an additional disincentive, even if the
shareholder is successful, a court has the disoreit to order defendants to pay
the shareholder’s legal fe&¥. Further, like in the United States, any recovarg
successful derivative action will be paid to thenpany and not to the shareholder
who initiated the actiofr®

In addition to financial disincentives, another sema shareholder
derivative lawsuits have been uncommon in the Writengdom is the judiciary’s
reluctance to hear such cases. Prior to enactafghe current Companies Act,
the last derivative suit was the 1981 casePnidential Assurance Co. Ltd. v.
Newman Indus. Ltf° In that case, a major institutional investor pudsue
derivative litigation against two inside directavko allegedly engaged in a self-
serving transactiof® The company itself ultimately sued the directoesidering
the derivative suit modf® Nevertheless, noting that the plaintiffs were
“pioneering a method of controlling companies,” tbeurt of Appeals stated that
the “voluntary regulation of companies is a matterthe [financial district],” and
the “compulsory regulation of companies is a mdteParliament.*** Thus, the
court was not willing to allow shareholders to tise judicial system as a method
of regulating companies’ conduct, stating that susgjulation was a matter for the
markets and the legislature.

192. CPR, pt. 44.3(2).

193. Equitable Life Assurance Soc'y v. Bowley, [2DEWHC (Comm) 263, [35]-
[41], (2004) 1 B.C.L.C. 180, 188-89.

194. Cheffins & Blacksupranote 53, a.399-1400.

195.1d. at1407.

196. For current and historical exchange rates, Istp://www.x-rates.com/cgi-
bin/hlookup.cgi (showing that the exchange ratghia late 1990s and early 2000s was
approximately the same as current exchange rates).

197. Cheffins & Blacksupranote 53, atl406.

198.1d. at 1407 n.105 (citing Spokes v. The Grosvenor &fd Ry. Terminus Hotel
Co. Ltd., (1897) 2 Q.B. 124, 128)).

199. Prudential Assurance Co. v. Newman Indus. (N@. 2), (1982) 1 All E.R. 354
(Ch.).

200. Cheffins & Blacksupranote 53, al406—-07.

201. Prudential Assurance Co. v. Newman Indus. (Nd. 2), (1982) 1 All E.R. 354
(Ch.).

202.1d.
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In 2006, the Companies Act statutorily altered ¢cbenmon law basis for
bringing a shareholder derivative stit. A derivative claim is defined as a
proceeding by a member of a company “in respeet cduse of action vested in
the company, and seeking relief on behalf of thegany.”®* Such a claim “may
be brought only in respect of a cause of actiosiragifrom an actual or proposed
act or omission involving negligence, default, loteaf duty or breach of trust by
a director of the company®™ To this extent, the Companies Act tracks U.S.
derivative law. However, it does not adopt thengdiag requirement of U.S. law,
which requires the shareholder to have owned slardge time of the challenged
transaction. The U.K. law states that “[i]t is imtarial whether the cause of
action arose before or after the person seekifgitg or continue the derivative
claim became a member of the compaffy.”

The Companies Act also differs with respect to tH&s. demand
requirement. It requires a shareholder filing aw@ive claim only to “apply to
the court for permission . .. to continue &t Correspondingly, the U.K. Civil
Procedure Rules have been amended to require thettaeeholder filing a
derivative claim seek permission of the court totowe and, until the court
grants permission, to prohibit the shareholder ftaking any further action in the
case except to make an urgent application forimteelief?®® The Companies
Act then states that the court determines whetteeshareholder’s application and
evidence constitute a prima facie case, and thesheh the case may contintfe.
The court may choose to: dismiss the applicatiore germission to continue the
claim on limited terms; or give permission to caog the claim while also
directing the evidence to be provided by the comgpand adjourning the
proceedings to enable the shareholder to obtaiteaee®® Unlike U.S. law, the
Companies Act permits a shareholder to seek peonig® continue a claim
originally brought by the company when that clainould be pursued
derivatively?** It also permits a shareholder to apply to comtira claim
originally brought by another shareholdé&r.

In determining whether to give permission to coamtira derivative claim,
the Companies Act lists specific factors that toert must conside?® Those

203. This article discusses the provisions of then@anies Act of 2006 applicable to
England, Wales, and Northern Ireland. For the isioms for derivative actions in
Scotland, which vary slightly, see Companies ABD®, c. 46, § 265 (U.K.).

204.1d. § 260(1).

205.1d. § 260(3).

206.1d. § 260(4).

207.1d. 8§ 261(1);see alsoKurt A. Goehre,ls the Demand Requirement Obsolete?
How the United Kingdom Modernized Its Shareholderiiative Procedure and What the
United States Can Learn from 8 Ws. INT'L L.J. 140, 142-43 (2010).

208. CPR 19.9.

209. Companies Act, 2006, c. 46, § 261(2).

210.1d. § 261(3-4).

211.1d. § 262.

212.1d. § 264.

213.1d. § 263(3).
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factors include the applicant’s good faith and ttmmpany’s decision not to
pursue the claifi** The court also must consider “the importance ¢haerson
[with a duty to promote the company’s success] Waittach to continuing [the
claim].”*** Similarly, the Companies Act requires that thertgive “particular
regard to any evidence before it as to the viewsefbers of the company who
have no personal interest, direct or indirect,hi@ matter.?'® In addition, if the
alleged act or omission has not yet occurred, thetanust consider whether the
company could, and likely would, authorize it befdtr occurs or ratify it after it
occurs?t’ If the act or omission has already occurred, dbert must consider
whether it could be, and likely would be, ratifieg the company*® Finally, the
court is directed to consider whether the claimlddae pursued as a direct claim
rather than a derivative claiff’

For several of those factors, the Companies Actresgly states that
permission to continue a derivative claim “must e¢used” if that factor is
satisfied®® So, if a person with a duty to promote the conyfmsuccess “would
not seek to continue the claim,” the court mustisefpermission to continue?t,
Similarly, the court must refuse permission to awm the claim if the company
has authorized or ratified the challenged act oissimn?*? Thus, to receive
permission to continue the case, the shareholdarnéally must establish at a
preliminary stage that the challenged conduct tsbaen authorized or ratified
by the company and that a director or officer wopidsue the clairf™® If the
court grants leave to continue the derivative claamtrial on the merits may
follow.?*

The statutory authorization of shareholder densatactions in the
Companies Act has produced mixed reactions. Soomepanies, particularly
those operating within politically sensitive arehaye expressed concern that the
new law strengthens the rights of those who acgslv@res to bring derivative
actions for the purpose of harassing compafifesn a 2006 survey of directors of
public companies, 54% said they were “very conadtioe “quite concerned” that
the new law would increase the number of claimsregalirectors*® However,
no wave of derivative litigation has materializédce the Act was implemented

214. Companies Act, 2006, c. 46, § 263(3)(a), (e).

215.1d. § 263(3)(b).

216.1d. § 263(4).

217.1d. 8 263(3)(c).

218.1d. § 263(3)(d).

219. Companies Act, 2006, c. 46263(3)(f).

220.1d. § 263(2).

221.1d. § 263(2)(a).

222.1d. § 263(2)(b), (c).

223. Cheffins & Blacksupranote 53, at 1405.

224.1d.

225.1d.

226.1d. (quoting HERBERT SMITH, SURVEY RELATED TO DIRECTORS DUTIES AND
INSURANCE SUMMARY REPORT(2006)).
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on October 1, 2007’ One reason for the paucity of derivative litigatimay be
the new statute’s failure to address the contindingncial disincentives for
shareholders to bring such lawsifs.

Similar to U.S. law, shareholders in the United ¢gdom are not limited
to shareholder derivative suits as the sole mehatampting to control directors’
behavior. Shareholders may bring direct suits wheg have experienced “unfair
prejudice” by the conduct of a company’s affafrswhich are similar to direct
suits for oppression by minority shareholders undi&. law?* A breach of duty
by a company’s directors perhaps could be deeméairuprejudice, but most
unfair prejudice cases involve the improper divarsof assets or other self-
serving conduct for which the customary remedy ibug-out at fair valué®
Shareholders may also bring a suit in their own eamder U.K. securities law to
recover losses caused by false or misleading distds for listed companié¥,
which is also similar to U.S. lat’

The United Kingdom has also sought to increaseestadder power in
other ways. It limits the extent to which dire&oin the company’s constitution,
may have the power to validate self-interested smations>* For example,
shareholders must approve payments to directoransloto directors, and
substantial property transactions between a comgany a directof*> The
Companies Act also allows the Secretary of Stafentbthat a criminal case may
be brought against the directors, but such suéshartually never prosecuted>®
Additionally, a breach of a fiduciary or statutatyty by a director is ground for
disqualification from future service as a directdr.Finally, the Companies Act
allows shareholders to remove directors by ordimasplution at any meeting of
the company®® One commentator concludes that these additiomahemisms
for controlling director conduct mean “that corperajovernance in the United
Kingdom does not so much rely on enforcing manafjezare by directors’
personal liability, but rather on the danger of ceal by ordinary shareholder
resolution, and in particular as a consequencectizage of corporate contrdt®
Thus, the United Kingdom has sought to strengthremeholders’ rights through
these mechanisms as well as through the explicibgmition of shareholder

227. Goehresupranote 207, at 156.

228. Black et al.supranote 53at 28.

229. Companies Act, 2006, c. 46, § 994.

230.See supraotes 40-41 and accompanying text.

231. Cheffins & Blacksupranote 53, at 1409.

232.1d.

233. Securities Exchange Act of 1934 § 10(b), 1S.0. § 78j(b); SEC Rule 10b-5,
17 C.F.R. 8§ 240.10b-5 (2012).

234. Companies Act, 2006, c. 46, § 41.

235.1d. 88 188-226see alsd\olan,supranote 166, at 427.

236. Nolansupranote 166, at 430-31.

237. Company Directors Disqualification Act, 198646, § 6 (U.K.)see alsdNolan,
supranote 166, at 432.

238. Companies Act, 2006, c. 46, § 168.

239. Hopt & Leyensupranote 158, at 152.
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derivative actions. It will take years to assesether these reforms truly produce
more effective corporate governance.

B. The United Kingdom Lacks a Business Judgment RalDefense

Although the United Kingdom has never explicithcognized a business
judgment rule defense, the 1985 version of the Gonigs Act contained a
provision with language loosely resembling suchefedse*® This provision
allowed a court to excuse company officials foraaeh of duty if the court found
that they acted “honestly and reasonably” and “tughly to be excused®!
The current Companies Act, however, does not coraimilar provision. It also
expressly states that provisions protecting dimsctiom liability are void: “Any
provision that purports to exempt a director obanpany (to any extent) from any
liability that would otherwise attach to him in gmttion with any negligence,
default, breach of duty or breach of trust in riefatto the company is void*
The current Companies Act thus does not appearetognize any business
judgment rule defense.

Indeed, the United Kingdom does not articulatgadutory or judicially
created business judgment rule defense similahdorébust defense created by
U.S. law?*® While U.K. courts presume company officials haated in good
faith and require the plaintiff to prove bad faithis only partially resembles U.S.
law.*** Nevertheless, English judges have shown thataheyeluctant to second-
guess corporate decision-making by directors ang hafrained from holding
directors liable for errors of judgmefit.

C. The United Kingdom Imposes Fiduciary Duties on Pectors at Common
Law and Now by Statute

The fiduciary duties of directors have both comntaw and statutory
bases in the United Kingdom.

240. Companies Act, 1985, c. 6, § 78@p alscCheffins & Black,supranote 53, at
1414,

241. Companies Act, 1985, c. 6, § 727.

242. Companies Act, 2006, c. 46, § 232(1).

243. Cheffins & Blacksupranote 53, at 1401; Black et atupranote 144, at 681—
82.

244 Black et al.,supra note 144, at 681-82 (“In England, there is a gdnera
assumption that persons have acted in good féittyone who alleges bad faith must state
and prove this claim and do both clearly. . . . €fect of these rules is that bad faith must
be specifically pleaded, and at trial the clainba#l faith must be supported by evidence: it
is not to be assumed.”).

245. Cheffins & Blacksupranote 53, at 1401; Black et atupranote 144, at 681—
82.
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1. Fiduciary Duties Under English Common Law

At common law, United Kingdom directors owed seVérare” duties to
their companie$!® These duties were developed from trust law ppiesi “that
persons who hold assets or exercise functionsrapeesentative capacity for the
benefit of other people act in good faith and c@m@usly protect the interests
of those they represemt” During the early nineteenth century, the Chancery
Court extended the fiduciary duties imposed ontéesto agents, promoters, and
directors of companie’®

In summarizing the director's common law duty ofezaone court stated
that a director “undertakes the responsibility afs@ing that he or she
understands the nature of the duty a directorlleccapon to perform,” but noted
“[tIhat duty will vary according to the size anddiness of the particular company
and the experience that the director held himseHerself out to have in support
of appointment to the officé® In In re D'Jan of London Ltd.the courtmore
broadly defined a director's duty of care as reqgir both “the general
knowledge, skill and experience that may reasonbblgxpected of a person” in
the director’s position and “the general knowledsgjdll and experience that that
director has®° Regardless of the exact definition, the Unitechdtiom’s
common law duty of care consistently emphasizedectras well as director
knowledge and diligence. Although the duty of cdedinition is similar to U.S.
law, the United Kingdom culpability standard is hggnce rather than the
Delaware gross negligence standard.

The duty of loyalty under English common law algveloped from the
law of trusts®™? It focused on a director’s obligation to act e tcorporation’s
best interests and to avoid conflicts of interesith the corporatioR>> Although
English courts refrained from exhaustively definangonflict of interest, the cases
reflect that a conflict of interest exists whenrahcial factor may tempt a director

246. FOBERTR. PENNINGTON, DIRECTORS PERSONALLIABILITY 34 (1987).

247.1d.

248.1d.; L.C.B. GOWER ET AL, GOWER' s PRINCIPLES OFMODERN COMPANY LAw 572
(4th ed., 1979).

249. In re Barings plc (No. 5), [1999] 1 B.C.L.G33 488b (“The extent of the duty,
and the question whether it has been dischargedt whepend on the facts of each
particular case, including the director’s rolelie tnanagement of the company.”); Black et
al., supranote 144, at 661 n.50.

250. In re D'Jan of London Ltd., [1993] BCLC 64618 Black et al.supranote 144,
at 662.

251. Cheffins & Blacksupranote 53, at 1401.

252. Rebecca Lediduciary Duty Without Equity: “Fiduciary Duties” bDirectors
Under the Revised Company Law of the PR VA. J.INT'L L. 897, 911 (2007); RuL L.
DAVIES ET AL., PRINCIPLES OFMODERN COMPANY LAW 16—63, 557-74 (8th ed. 2008).

253. DAVIES ET AL., supranote 252, at 16—63, 557-74; Brian Cheffilbmes Law
Matter? The Separation of Ownership and Controthe United Kingdom30 J.LEGAL
Stup. 459, 469 (2001) (“With respect to a duty of ldyaEnglish courts obliged directors
to act in a company’s best interests and to avoidlicts of interest.”).
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to favor that interest at the company’s expefiseA court could find a breach of
the duty of loyalty even if the challenged traniattwas fair and reasonalff®.
However, under common law, companies could avoability by adopting
exculpatory clauses in the corporate constitutiobyohaving shareholders ratify a
conflict-of-interest transactioft?

While there were judicially created duties of caned loyalty, some
commentators argue that there was not a commonlayof good faith; rather,
plaintiffs had to prove bad faiti’ InIn Re Smith & Fawcetthe court found that
bad faith involves the director’s conscious intentio deviate from the duty to act
in the company’s best intere$t8. However, a duty of good faith has long been
assumed to apply to directors once they take #ygiointment, because they are
fiduciaries and must display the utmost good faitiward the company in their
dealings with it or on its behdf’ In this sense, good faith is tested on a
common-sense standard with the “court asking itsbkther it is proved that the
directors have not done what they honestly belivédoe right, and normally
accepting that they have unless satisfied that llae¢ not behaved as honest men
of business might be expected to &&¢.”

In addition, the United Kingdom did not traditiolyanake a formal legal
distinction between the duties of executive andemeoutive directors. The role
of nonexecutive directors, however, may have baditiglly alterec?®® In 2001,
the court inIn Re Continental Assurance Co. of London glated that while
directors have a responsibility to oversee the @z activities, those
responsibilities do not “require the non-executigi#gectors to overrule the
specialist directors, like the finance director,tireir specialist fields®? Two
years later, the court iBquitable Life Assurance Society v. Bowhejd that “the
duty owed in law by a non-executive director tocanpany ... does not differ
from the duty owed by an executive director buaplication it may and usually
will do s0.”2®® The Companies Act was revised subsequent to teeses, but it
also draws no formal distinction between executing nonexecutive directors.

254. Black et al.supranote 144, at 705.

255. Cheffinssupranote 253, at 469-70.

256.1d.; see alsoNolan, supranote 166, at 424 (“English law allows a company’s
constitution to modify directors’ fiduciary obligahs so that they can be waivexl anteby
the company’s board, usually provided that theresed director takes no part in that
decision and always provided that the decisionaslebone fidein the best interests of the
company—something that may be hard to disprove.”).

257. Black et al.supranote 144, at 664.

258.1d.

259. ®WER, supranote 248, at 575; Black et atipranote 144, at 663.

260. DrVIES ET AL., supranote 252, at 601.

261. Cheffins & Blacksupranote 53, at 1400.

262.1d. (quoting Re Cont'l Assurance Co. of London plc,J2pB.P.I.R. 733, 850
(Ch.)).

263.1d. at 1400 n.51 (quoting Equitable Life Assurance’$w. Bowley, [2003]
EWHC (Comm) 263, [35]-[41], (2004) 1 B.C.L.C. 18@8-89).
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2. Fiduciary Duties Under the Companies Act of 2006

The Companies Act mandates that directors of Udfnmganies comply
with numerous new provisions regulating directozshduct?® For example,
directors must “act in accordance with the compsrgdnstitution.*® It also
clarified the fiduciary duties traditionally oweg directors. These U.K. fiduciary
obligations are analogous to corporate statutés$n states, as discussed below.

The Companies Act requires directors to “exercessonable care, skill
and diligence®® The statute then defines this term as meaning ttire, skill
and diligence that would be exercised by a readprdiligent person with (a) the
general knowledge, skill and experience that masaoaably be expected of a
person” in the director's position, and “(b) thengeal knowledge, skill and
experience that that director h&8”” This definition incorporates almost verbatim
the definition stated by the court in re D'Jan of London Ltd®® It also closely
resembles the definition of the duty of care undes. law, including Delaware
common law and the MBCA provision adopted by a mjof U.S. states.

The Companies Act also obligates a director to ‘‘acthe way he
considers, in good faith, would be most likely tmmote the success of the
company for the benefit of its members as a whoffe.”The director must
consider the likely long-term consequences of tleeigion; the interests of
employees; the business relationships with sugplienstomers, and others; the
impact on the community and the environment; thardbility of “maintaining a
reputation for high standards of business condagtt} the need to treat members
fairly.?’ This duty is subject to any law “requiring dirext, in certain
circumstances, to consider or act in the interefstseditors of the company™

The current Companies Act states a duty of loy#igt resembles the
MBCA provisions enacted by a majority of U.S. staite that it requires directors
to act independently and disinterestedly. Howewdnije it requires directors to
“exercise independent judgment,” it fails to offemy definition of independent
judgment?’ In section 175, the Companies Act more clearlyires a director’s
duty to avoid both direct and indirect interestattbonflict or may conflict with
the company’s interests, including the “exploitatiof any property, information
or opportunity.?”® However, section 175 lessens the duty to avoitflicts of

264. Cheffins & Blacksupranote 53, at 1402. For the duties of company dirsct
see Companies Act, 2006, c. 46, §8§ 154—259.

265. Companies Act, 2006, c. 46, § 171.

266.1d. § 174(1).

267.1d. § 174(2).

268. In Re D'Jan of London Ltd., [1993] BCLC 64836 Black et al.supranote 144,
at 662.

269. Companies Act, 2006, c. 46, § 172(1).

270.1d.

271.1d. 8 172(3).

272.1d. § 173.

273.1d. § 175(1), (2).
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interest by stating that the duty is not infringetthe situation cannot reasonably
be regarded as likely to give rise to a confliciriérest.?”* It also states that the
duty is not infringed if the directors have propeduthorized the conflict’®
Section 176 of the Companies Act also clearly stttat directors owe a duty not
to accept benefits from third parties on accounthafir position or actions as
directors?’® However, like section 175, it then lessens thity dy stating that it
“is not infringed if the acceptance of the benefinnot reasonably be regarded as
likely to give rise to a conflict of interest”

Similar to the MBCA, section 177 of the Companiest Aequires a
director to declare to the other directors any direr indirect interest in a
proposed transaction with the company “before tbenmany enters into the
transaction®”® The declaration must include the nature and eéxténthe
director’s interest’® and it must be updated if the declaration of serater
becomes inaccurate or incomplét. Although section 177 excuses a director
from declaring an interest of which the directornist aware, it states that “a
director is treated as being aware of matters dthvhe ought reasonably to be
aware.”®" Similar to sections 175 and 176, however, sectibhlessens this duty
by stating that a director need not declare arréste'if it cannot reasonably be
regarded as likely to give rise to a conflict aieirest” or if the “other directors are
already aware of it The Companies Act thus makes it fairly simple for
directors to avoid a breach of the duty of loyalty.

To enforce these general fiduciary duties, the Carigs Act added
provisions expressly allowing civil lawsuits foreaches of these duti&$. Like
the MBCA, the Companies Act states that where ecttir has complied with the
duty to avoid conflicts of interest or the dutydeclare any interest in a proposed
transaction by authorization of the directors, thiem transaction “is not liable to
be set aside by virtue of any common law rule aritagle principle requiring the
consent or approval of the members of the comp&flyA separate chapter of the
Companies Act requires the consent or approvah®fcbrporation’s members in
certain circumstances; compliance with the gendugies does not remove the

274. Companies Act, 2006, c. 46175(4).

275.1d. 8 175(4);see also id§ 175(5) (stating that a private company’s direstoay
authorize a conflict where “nothing in the companyconstitution invalidates such
authorization” and that a public company’s direstonay do so where the company’s
constitution enables directors to authorize thetengtid. § 175(6) (stating that the
directors’ authorization is effective only if thdifector in question or any other interested
director” cannot be counted to satisfy the quormeh 2oting requirements).

276.1d. § 176.

277. Companies Act, 2006, c. 46176(4).

278.1d. 8 177(1), (4).

279.1d. 8 177(1).

280.1d. 8 177(3).

281.1d. 8 177(5).

282. Companies Act, 2006, c. 46177(6)(a), (b).

283.1d. § 178.

284.1d. § 180(1).
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need for such approv&F It further states that these general duties abgest to
any rule of law enabling the company to alter theies owed by director®
Unlike the statutes of U.S. states, however, they@anies Act does not allow a
company’s constitution to exempt directors fronbilidy for breach of duty®’
U.K. shareholders may only excuse, on a case-bg-basis, a breach that does
not involve misappropriation of corporate assetsraud?*® Because the key
provisions in the Companies Act regarding directéicuciary duties and civil
remedies for breaches of those duties were fullglémented only in October
2007, there is no case law concerning derivativgslats under these new
provisions.

V. CANADA

Canada has a federal legal system in which eackirm® has authority
to determine its laws as specified in the Canadiamstitution. The federal
government enacted the Canada Business Corpora#8min&CBCA) in 1975, but
this is an optional la®?® Each province is free to enact its own corpotaie
and firms may choose to be governed by the laws pfovince or the CBCAY
Most Canadian provinces have either copied or bidegtated the CBCA in their
corporate governance laws.

Like the United States and the United Kingdom, ooagions in Canada
have a single board of directdéand directors are elected by the sharehoftérs.
Canada previously recognized shareholder derivdtivesuits at common law,
which followed the English common law ruf®é. In the 1970s, Canada
experienced significant corporate law reform legdio the CBCA?® Today,

285.1d. § 180(3).

286.1d. § 180(4).

287. Cheffins & Blacksupranote 53, at 1402—-03.

288.1d.

289. Black et al.supranote 144, at 631; Cheffins & Blackpranote 53, at 1442.

290. Black et al.supranote 144, at 631; Cheffins & Blackypranote 53, at 1442.

291. Black et al.supranote 144, at 631; Cheffins & Blac&pranote 53, at 1442.

292. Black et al.supranote 144, at 768.

293.Doing Business in Canada — Establishing a Canad@absidiary INT-CONT-M
§ 49.61 (2011).

294. For an analysis of common law shareholdewdtvee litigation in Canada, see
William Kaplan & Bruce ElwoodThe Derivative Action: A Shareholders “Bleak Hougge”
36 U.BRIT. CoLuM. L. Rev. 443, 445 (2003). For a discussion of English mwam law
rules on shareholder derivative actions, ageraPart IIl.A.

295. Poonam Purl,egal Origins, Investor Protection, and Canadp09 B.Y.U. L.
Rev. 1671, 1694-95 (2009). Much of the corporate dlaferm in the 1970s was inspired
by the recommendations of the Dickerson ReporbeeRT W.V. DICKERSON ET AL, 1
PROPOSALS FOR ANEW BUSINESSCORPORATIONSLAW FOR CANADA (1971);see alsdMartha
O’Brien, The Director’'s Duty of Care in Tax and Corporatew,&86 U.BRIT. COLUM. L.
Rev. 673, 679 (2003).
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Canada authorizes shareholder derivative actiotteitCBCA, which is described
in Section A. Section B explains that Canada raizeg a business judgment rule
defense that is more limited than that of U.S.estat Section C then discusses
Canada’s evolution of directors’ duties from comniaw to the current statutory
rules, which are also similar to those recognizetl15. states.

A. Canada Statutorily Authorizes Shareholder Derivdive Litigation

Similar to the U.K. Companies Act, the CBCA reqguigeshareholder to
apply to the court for leave to bring an actionbmhalf of the corporatiofi® It
also permits a shareholder, upon application, ter#ene in an action to which the
corporation is a part§’’ For the court to grant leave for a shareholdeivdtve
action, the following conditions must be met: a& #hareholder gave notice to the
company fourteen days before making the applicatfiche company did “not
bring, diligently prosecute or defend or disconéirthe action”; b) the shareholder
“is acting in good faith”; and c) the action istiee company’s interest&® This
procedure resembles that of the U.K. Companies Akhile also similar to the
U.S. demand requirement in that the shareholdet giue notice to the board,
under the CBCA, the court decides whether the actiay continue.

Also, like the U.K. Companies Act, the CBCA givd®e tcourt broad
authority to make any order, at any time, in a shalder derivative action that it
thinks fit?*® These orders may: authorize the shareholder othan person to
control the action; give directions for the act®ronduct; direct a defendant to
pay any judgment directly to former and presentedaiders, instead of to the
corporation; and require the corporation to payshareholder’'s reasonable legal
fees®® Commentators have found that “this statutorywdeive action procedure
has been sporadic, however, particularly when saffing conduct has been
lacking and a public company has been involv&d.”

Although Canada permits shareholder derivative Ust's several
financial disincentives may deter shareholders fioinging derivative lawsuits.
At least one of these disincentives has been alie¢gi Canada historically
prohibited contingency fees by common law and &tatout such fees are now
permitted in most jurisdictions in Canada just fasytare in the United Stat&%.

296. Canada Business Corporations Act [CBCA], R.3985, c. C-44, § 239 (Can.),
available athttp://laws.justice.gc.ca/en/C-44/index.html.

297.1d.

298.1d.

299.1d. § 240.

300.1d.

301. Cheffins & Blacksupranote 53, at 1443.

302. Poonam Puriaking Stock of Taking Stqd7 GoRNELL L. Rev. 99, 122 (2001);
Caroline DavidsonTort Au Canadien: A Proposal for Canadian Tort Legtion on Gross
Violations of International Human Rights & Humamitan Law, 38 VAND. J. TRANSNAT' L
L. 1403, 1443 (2005).



606 Arizona Journal of International & Comparative Law Vol. 28, No. 3 2011

However, various financial disincentives remain.irst; any recovery in a
successful derivative action will be paid to thenpany just as it is in the United
States and United Kingdoff® Second, Canada follows the English “loser pays”
rule, which requires the losing party to pay astesome of the successful party’s
legal costs™ Thus, a shareholder who applies for leave toysues derivative
action and fails or who goes to trial and loses imayrdered by the court to pay
the other side’s legal costs. Even if ultimateligcessful, the shareholder must
initially pay the costs because courts are relductanorder companies to pay
expenses until after final dispositid®. Third, unlike in the United States where a
settlement may provide for attorney’s fees, Cardmks not authorize settlements
for payment directly from the company to the shaléérs’ lawyers®® The court
may make an order requiring the corporation to {heeylegal fees incurred by a
shareholder in a derivative sdif. The parties, however, cannot privately agree to
a settlement because court approval is requiretistontinue a derivative suit
and the court is unlikely to approve a settlemeln¢ne the company agrees to pay
fees unless the court has previously made a specifier®

In addition, like the direct shareholder lawsuits éppression under the
laws of the United States and those for unfairyahege in the United Kingdom,
Canada permits shareholders to bring a direct laviaurelief on the grounds of
unfair prejudice™ These suits, however, are not common for Canapligiic
companies because the “equitable rights” that lsualderlie a successful direct
claim are less likely to arise in a public compémgn a private compariy*

B. Canada Recognizes Limited Defenses for Directolsy Statute and at
Common Law

In 2001, Canada amended the CBCA to expressly decllimited
defenses for directors. The CBCA provides thatractbr is not liable for an
alleged breach of the duty of care if the direttas “exercised the care, diligence
and skill that a reasonably prudent person woultehexercised in comparable
circumstances®?  Although limited to the duty of care, this prdeis is
comparable to the business judgment rule recogriyddelaware and the MBCA
adopted by many U.S. states. The CBCA further iges/that a director is not
liable for a breach of the duty of care or goodhfai the director relied in good

303. Kaplan & Elwoodsupranote 294, at 457.
304. Black et al.supranote 53at 14.

305. Cheffins & Blacksupranote 53, at 1444.
306.SeeBlack et al. supranote 53 at 14.

307. CBCA, R.S.C. 1985, c. C-44, § 240(d).
308.1d. § 242(2).

309. Black et al.supranote 53at 14.

310. CBCA, R.S.C. 1985, c. C-44, § 241.
311. Cheffins & Blacksupranote 53, at 1444.
312. CBCA, R.S.C. 1985, c. C-44, 88 123(4).
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faith on a) financial statements by a corporatéceffor a written report of the
corporation’s auditor represented “fairly to reflebe financial condition of the
corporation,” or b) a report of a professional “whgrofession lends credibility”
to it**® This narrow provision, excusing liability for gibdaith reliance on the
corporation’s financial statements or reports byfessionals, correlates to
provisions contained in Delaware’s statutes andMBEA .***

While these statutory defenses amount to a limitechulation of the
business judgment rule, several Canadian courtptedously recognized a form
of judicial deference to directors’ business deeisisimilar to it. For example, in
duty of care cases, Canadian courts have statédhiwa are reluctant to find a
breach of fiduciary duty “simply because a businegision went badly
wrong.”®*® In a 1998 caseylaple Leaf Foods v. Schneider Cqrthe Ontario
Court of Appeals stated that it reviews whethee“tlirectors made eeasonable
decision not a perfectdecision.®* If the decision falls “within a range of
reasonableness, the court ought not to substitsitepinion for that of the board
even though subsequent events may have cast donbtthe board’s
determination.®’  Similarly, in CW Shareholdings Inc. v. WIC Western
International Communications Ltdthat same court stated a deferential judicial
standard for business decisions: “[T]he court sthdad reluctant to substitute its
own opinion for that of the directors where theibess decision was made in
reasonable and informed reliance on the advicenaintial and legal advisors
appropriately retained and consulted in the cirdamses.?*® Thus, even without
the statutory defense, Canadian courts commonle gleference to directors’
business decisions when the shareholders allegeebah of the duty of care.

To the extent these courts recognized a limitedness judgment rule
defense, they did so without expressly adopting th®. formulation of it*
After the CBCA was amended, however, the Supremat@d Canada expressly
adopted a business judgment rule defense for theadwcare that closely mimics
the U.S. rulé?® In People’s Department Stores v. Wisebankruptcy action in

313.1d. 8§ 123(4-5).

314. D=L. CoDEANN. tit. 8, § 141(e); MBCA § 8.30(e), (f).

315.SeeBlack et al. supranote 144, at 675-77.

316. Maple Leaf Foods Inc. v. Schneider Corp., 8192 O.R. 3d 177 (Can. Ont.
C.A).

317.1d.

318. CW Shareholdings Inc. v. WIC Western Inteoradi Communications Ltd.,
[1998] 39 O.R. 3d 755 (Ont. Ct. Gen. Div.); O'Brisupranote 295, at n.20.

319. Black et al.supranote 144, at 676—77 (“Canadian courts, like theiglEh
counterparts, traditionally refrained from artiding or applying a specific business
judgment rule.”). Cf. Kenneth G. Ottenbreit & John E. Walkdrearning from the
Delaware Experience: A Comparison of the Canadairiss Corporations Act and the
Delaware General Corporation Law29 GN. Bus. L.J. 364, 370 (1998) (noting that
Canada, unlike Delaware, lacked a “broad basedi€imi decisions” upon which to base a
business judgment rule defense).

320.SeePamela L.J. Huff & Russell C. Silbergleiltom Production Resources to
People’s Department Stores: A Similar Responsedisiiiare and Canadian Courts on the
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which the directors were alleged to have breacheatyaof care, the court stated a
business judgment rule type of defeffSe:

Courts are ill-suited and should be reluctant toad-guess the
application of business expertise to the considmratthat are
involved in corporate decision making, but they eapable, on
the facts of any case, of determining whether aprapiate

degree of prudence and diligence was brought tor lrea
reaching what is claimed to be a reasonable busitession at
the time it was mad&?

The court noted that the risk of hindsight bias ketllower Canadian courts to
develop “a rule of deference to business decisidfisThus, afteMise directors
must “act prudently and on a reasonably informesidyaand their decisions need
not be perfect but “must be reasonable businesgidas in light of all the
circumstances about which the directors . . . kneaught to have knowr?®

The Canadian business judgment rule differs froenukS. rule because
it applies only to cases in which the court is daxj “whether the directors have
met their duty of care, diligence, and skif>" It does not apply when a plaintiff is
alleging that directors breached their duty toiathe company’s best intere$t8
or when a transaction involves a conflict of ing8’ In addition, the Canadian
business judgment rule differs from the U.S. rulethat Canadian courts will
analyze both the process leading to the businassiole and the decision itself in
deciding whether the directors made a reasonalieeff® If the court finds that
the decision falls within the range of reasonaldspét will not substitute its

Fiduciary Duties of Directors to Creditors of Inseht Companiesl J.Bus. & TECH. L.
455 (2007) (noting the similarity between the Caaadiecision inWiseand a later U.S.
court decision).

321. People’s Dep't Stores v. Wise, [2004] 3 S.GIR1 (Can.);see alsoGevurtz,
supranote 54, at 468.

322. People’s Dep't Stores v. Wise, [2004] 3 S.&&L (Can.).

323.1d.; see alsdHuff & Silbergleid,supranote 320at 492; O'Briensupranote 295,
at n.20 (stating that “directors’ actions are motoe judged against the perfect vision of
hindsight” and “should be measured against thesfast they existed at the time the
impugned decision was made” (citing CW Shareholslihg. v. WIC W. Int'l| Commc'ns
Ltd., [1998] 39 O.R. 3d 755 (Ont. Ct. Gen. Div.)).

324. People’s Dep't Stores v. Wise, [2004] 3 S.@&L (Can.).

325.1d.; Maple Leaf Foods Inc. v. Schneider Corp., [1988]0.R.3d 177 (Can. Ont.
C.A).

326.SeePeople’s Dep't Stores, 3 S.C.R. 461; CW Sharehgiinc. v. WIC W. Int’l
Commc'ns Ltd., [1998], 39 O.R. 3d 755 (Ont. Ct. GBiv.); see alsdBlack et al.,supra
note 144, at 677.

327. Black et al.supranote 144, at 677-78.

328.1d.
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opinion for that of the directofé® Thus, this limited Canadian business judgment
rule defense replicates only the portion of the .Urde concerning alleged
breaches of the duty of care, for which U.S. stptsit corporations to eliminate
any liability.

C. Canada Imposes Fiduciary Duties on Directors a€ommon Law and Now
by Statute

Directors’ fiduciary duties originated in commonvaases in the late
nineteenth and early twentieth centuries. As dtdig the Canadian Supreme
Court, a fiduciary relationship requires “loyaltyood faith and avoidance of a
conflict of duty and self-interest§® Courts imposed a limited and subjective
standard of competence on directors, requiring ttteract with only the skill and
care that could be expected of the particular threcgiven that individual's
knowledge and experienc&® Under common law, directors were not liable for
errors of judgment and were not obligated to camirsly pay attention to the
company’s affairs or attend directors’ meetings.

The CBCA provides the current basis for directdiduciary duties.
Similar to U.S. law, the CBCA articulates a stawnd&or the duty of care that
requires directors to “exercise the care, diligeacel skill” of a “reasonably
prudent person®? Contrary to the objective standard recognizedJs$. law,
however, the standard articulated in the CBCA ise@asonably prudent person in
comparable circumstance¥® The addition of the “in comparable
circumstances” phrase has been interpreted as avang the common law
subjective standard of diligence, care, and skibbr example, ilNeil Soper v. Her
Majesty the Queenthe Court of Appeals for Ottawa analyzed the meoTax
Act's section 227.1(3) requiring a director to eise “due diligence” in
complying with tax laws, which the court found te similar to the CBCA'’s duty
of care standar®®® The court held that the duties of diligence, Iskihd care
stated in the CBCA are subjecti®. It explained that the “[u]se of ‘in
comparable circumstances’ indicates that a rea$pnpbudent person in
comparable circumstances may be an unskilled persbe subjective element of
the common law standard of skill has not beenedtdry federal statute’>®

329. Maple Leaf Foods Inc. v. Schneider Corp., 8192 O.R. 3d 177 (Can. Ont.
C.A).

330. Canadian Aero Services Ltd. v. O'Malley, [1IPBIC.R. 592 (Can.)see also
Black et al. supranote 144, at 653.

331. O’'Brien,supranote 295, at 7 6.

332. CBCA, R.S.C. 1985, c. C-44, § 122(2).

333.1d. § 122(2)(b).

334. Soper v. Her Majesty the Queen, [1998] 1 EZZ. (Can. C.A)).

335.1d.

336.1d.
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The CBCA also states that directors owe a dutyaitt honestly and in
good faith with a view to the best interests of tberporation.**” This
formulation invokes a duty of good faith similar tiee MBCA'’s imposition of
liability for “action not in good faith*® and perhaps to the more limited duty
recognized by Delaware couffS. This CBCA provision may even encompass
part of the duty of loyalty as recognized in U&uwlin that it requires directors to
act in the best interests of the corporation. Nhugless, this language is less
specific than an articulation of a duty of loyathat requires disinterestedness and
independence by directors in making decisions dmlbeof the corporation, as
appears in U.S. law and U.K. law.

In Wise the Supreme Court of Canada again confirmedthigafiduciary
duties imposed upon directors are subjective amad, th considering the best
interests of the corporation, directors may alsasater the interests of
shareholders, employees, suppliers, creditors,woess, governments, and the
environment® This formulation of interests differs from that 0.S. courts,
which typically state that directors must considety the best interests of the
corporation and its shareholders. Several yedes \fise the Canadian Supreme
Court made it mandatory for the board to consitleribterests of all stakeholders
when making decisions for the corporati6h.It also expressly rejected the idea
that shareholders’ interests should preV&il.Thus, directors’ statutory duties in
Canada are owed to the corporation and not toltheekolders*?

Contrary to U.S. law but similar to U.K. law, thaBCA prohibits any
exculpation of the directors’ fiduciary duti&¥. It states that “no provision in a
contract, the articles, the by-laws or a resolutiglieves a director or officer from
the duty to act in accordance with this Act or tagulations or relieves them from
liability for a breach thereof** In 2001, however, Canada amended the CBCA
to replace joint and several liability with proportate liability, meaning that
“every defendant or third party who has been fovesponsible for a financial
loss is liable to the plaintiff only for the pontiamf the damages that corresponds
to their degree of responsibility for the 10§&®” While not exculpating directors’
liability, proportionate liability reduces the pat&l liability exposure of
directors.

337.CBCA, R.S.C. 1985, c. C-44, § 122(1).

338. MBCA § 8.31(a)(2)(i)—(iii) (2008).

339.SeeStone v. Ritter, 911 A.2d 362, 364—65 (Del. 2006)re Walt Disney Co.
Derivative Litig., 906 A.2d 27, 63—64 (Del. 2006).

340. People’'s Dep't Stores v. Wise, [2004] 3 S.GIRL (Can.);see alsoCatherine
Francis,People’s Department Stores Inc. v. Wise: The Expdrtope of Directors’ and
Officers’ Fiduciary Duties and Duties of Carél G:N. Bus. L.J. 175 (2004—-2005).

341. BCE v. 1967 Debenture Holders, [2008] 3 S.GMR. (Can.).

342.1d.

343. Alvi v. Misir, [2004] Carswell 5302, 57-58 (On

344. CBCA, R.S.C. 1985, c. C-44, § 122(3).

345.1d.

346.1d. § 237(3);see alsaCheffins & Black,supranote 53, at 1442.
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V. AUSTRALIA

Australia’s corporate laws are established by @onal government.’
and its laws followed English law for many ye&. Since 1981, Australia has
been engaged in an ongoing process of corporateetmnm*° Australia enacted
a comprehensive statutory scheme for corporate rgamee in 200%° Its
Corporations Act of 2001 has provisions that clpsesemble those of the U.K.
Companies Act®® Like the United States, the United Kingdom, arah&a,
Australia’s corporate law requires a single boardirectors®>? and directors are
elected by shareholdet¥ A national agency, the Australian Securities and
Investments Commission (ASIC), oversees all inccapons and is responsible
for regulating corporations, stock markets, andariitial serviced>* ASIC
administers Australia’s Corporations Act and carmmownce civil penalty
proceedings, criminal proceedings, or administeapvoceedings for violations of
the statuté®™ For instance, the ASIC may disqualify directorsni continued
service through an administrative ban or a civihaley proceeding® ASIC's

347.See Paul von NessenAustralian Effort to Promote Corporate Social
Responsibility: Can Disclosure Alone Suffic@?7 UCLA Pxc. BAsIN L.J. 1 (2009). Once
a company registers under the Corporations AcD6fL2it is automatically registered as an
Australian company and can conduct business thautgAustralia without the need to
register in state or territorial jurisdictionStarting a CompanyAUSTRALIAN SECURITIES&
INVESTMENTS COMMISSION, http://www.asic.gov.au/asic/ASIC.NSF/byHeadline/
Starting%20a%20company%?20or%business (last vifitad 31, 2011).

348. Paul von NesserThe Americanization of Australian Corporate La®6
SYRACUSEJ.INT'L L. & Com. 239, 239-40 (1999).

349. Cheffins & Blacksupranote 53, at 1435.

350.Corporations Act 200{Cth) s 236(1) (Austl.).

351. Cheffins & Blacksupranote 53, at 1435.

352. Elizabeth Shi,Board Structure and Board Composition in Austrakad
Germany: A Comparison in the Context of Corporatevé&nance 2007 MACQUARIE J.
Bus. L. 10 (2007); Peter SurgeorGorporate Governance and Directors’ Duties in
Australia, in GLoBAL CoOUNSEL CORPORATE GOVERNANCE AND DIRECTORS DUTIES
HANDBOOK (2003).

353.Seelennifer G. Hill,Subverting Shareholder Rights: Lessons from Newp.Go
Migration to Delaware 63 VanD. L. Rev. 1, 22 (2010) (noting that Australia’s
Corporations Act § 203D grants “shareholders oflipubompanies an absolute right to
remove directors from office, with or without caubg majority vote”).

354.Australian Securities and Investments Commissidan2801 (Cth) s 1;see also
von Nessensupranote 348, at 249.

355.Corporations Act 200{Cth) pt. 5B;seevon Nessensupranote 348, at 262—63;
Michelle Welsh Civil Penalties and Responsive Regulation: The Bapveen Theory and
Practice 33 MeLs. U. L. Rev. 908, 922 (2009) (noting that the ASIC issued bn-n
criminal civil penalty applications alleging contemtion of the duty of care between July
1, 2001, and June 30, 2009} at 932 (noting that the ASIC commenced 88 court
enforcement actions alleging contravention of doex duties, of which 85 were criminal
prosecutions and three were civil penalty applaces).

356. Welshsupranote 355, at 928-29 (citimgorporations Act 200{Cth) s 206).
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active role in enforcing directors’ fiduciary dutiedistinguishes Australia’s
corporate system from the other countries discussts article®®’

Until 2000, Australia allowed shareholder derivatiactions pursuant to
common law, which followed similarly narrow rules &.K. common law™® In
2001, Australia enacted explicit rules for shardbkolderivative actions in its
Corporations Act. The statute empowers a shareholdalled a member in
Australia) to bring an action on behalf of the camp or to intervene in any
proceeding to which the company is a party if thargholder receives leave of
court® Contrary to U.S. law, Australia’s Corporationst/Ad¢so permits a former
shareholder to bring a derivative action or torivé@e in an action to which the
company is a part$’ and gives the same authority to an officer or farmfficer
of the company®* Thus, like in the United Kingdom and Canada, tmd a
shareholder derivative action or to intervene inaation to which an Australian
compsaegy is a party, the current or former sharedrahdust first apply for leave of
court:

Once a derivative action is initiated, the courtéguired to grant the
shareholder leave to continue the case if it issfad that: a) the company will
not bring or take responsibility for the case; I shareholder is acting in good
faith; c) it is in the company’s best interests;“here is a serious question to be
tried”; and e) either the applicant notified thengmany fourteen days before
making the application or leave should be granté&tout such noticé€®® These
preconditions for leave to continue a shareholdsivdtive action are virtually
identical to Canada’s statut®. They are also similar to the U.K. Companies Act
in that granting leave requires a good faith agplicand requires the company to
have decided not to bring the lawsuit. In addititvese preconditions are similar
to the U.S. demand requirement in that the shadehahust have notified the
company or show why such notice should not be redui

Australia’s Corporations Act further creates “[@puttable presumption
that granting leave is not in the best interesthefcompany” if certain conditions
are met®® First, the proceedings must be by or againsird frarty>*® Second,
the company must have decided not to bring or defae proceedings or have
decided to discontinue or settle the c&@$&hird, all directors who participated in
the challenged decision must have: 1) “acted irdgiaith for a proper purpose”;
2) had no “material personal interest in the deaii3) “informed themselves

357.1d.

358. Cheffins & Blacksupranote 53, at 1435; von Nessesuapranote 348, at 262.
359.Corporations Act 200{Cth) s 236(1).

360.1d. s 236(1)(a).

361.1d. s 236(1)(b).

362.1d. s 237(1).

363.1d. s 237(2).

364.SeeCBCA, R.S.C. 1985, c. C-44, § 239 (Can.).
365.Corporations Act 200{Cth)s 237(3).

366.1d. s 237(3)(a).

367.1d. s 237(3)(b).
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about the subject matter of the decision to thergxthey reasonably believed to
be appropriate”; and 4) “rationally believed thae tdecision was in the best
interests of the company® The statute also states that a “director’s befiat
the decision was in the best interests of the compma rational one unless the
belief is one that no reasonable person in thesitipm would hold.*®® While
Australia’s preconditions for granting leave areamye identical to those under
Canada’s statute, the CBCA does not include a taibet presumption that
granting leave is not in the best interests oftivmpany.

This rebuttable presumption within the Australiamr@rations Act,
however, resembles U.S. law in several ways. Thied tcondition of the
rebuttable presumption is similar to that of thaibass judgment rule recognized
by U.S. states in that directors are presumed e bamplied with their fiduciary
duties of good faith, loyalty, and care. Thuselikh the United States, the
directors must have breached one of these fidudatigs for the presumption to
be rebutted. However, this third condition appdarplace the burden on the
defendant directors to establish that they compligith their fiduciary duties,
which is a burden borne by the plaintiff sharehmddim the United States. In
addition, the second condition of Australia’s reable presumption vaguely
correlates to the U.S. demand requirement. Tis¢ diondition, however, differs
from U.S. law. It limits Australia’s rebuttableggumption to cases by or against
a third party, which may exclude cases directlyirgadirectors. Thus, no
rebuttable presumption would apply when the shddeindorings suit against the
directors, which differs greatly from the U.S. mesis judgment rule that protects
directors from liability.

Australian courts historically were deferential dlirectors’ business
decisions, but they did not develop a U.S.-stylsitess judgment rule defense
that presumes directors complied with their fidogialuties®”® Australia’s
Corporations Act now recognizes a business judgrdefgnse, which is popular
among Australian directofd! Indeed, Australia’s business judgment defense is
identical to the third condition of the statuteébuttable presumption that granting
leave is not in the company’'s best interests. L&, law, Australia’s
Corporation Act defines “business judgment” as emgassing a decision for the
corporation to take or not to take actfdh. The statute states that directors’
business judgment meets the statutory requirenaamtgheir equivalent common
law duties if four criteria are satisfiéé First, the directors “make the judgment
in good faith for a proper purpos&* Second, they “do not have a material
personal interest in the subject matter of the juelgt.”®’> Third, they “inform

368.1d. s 237(3)(c)-

369.1d. s 237(3).

370.Seevon Nessersupranote 348, at 264.
371.1d.

372.Corporations Act 200{Cth)s 180(3).
373.1d. s 180(2).

374.1d. s 180(2)(a).

375.1d. s 180(2)(b).
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themselves about the subject matter of the judgneetite extent they reasonably
believe to be appropriaté’”® This subjective standard replicates U.K. lawheat
than the objective standard of U.S. law. Foultleyt“rationally believe that the
judgment is in the best interests of the corporatid’ The statute defines the
directors’ belief as rational “unless the beliefoise that no reasonable person in
their position would hold*® Thus, similar to U.S. law, the directors’ busimes
judgment is protected if they acted consistent witkir duties of good faith,
loyalty, and care. Unlike U.S. law, however, Aafi's Corporations Act places
the burden on the directors to establish these ddteria, meaning the directors
must prove that they complied with their fiduciahyties.

Australia’s Corporations Act also imposes fiduciauyties on directors.
Indeed, a recurring theme of Australia’s corporkte reform has been the
creation of legal obligations for directofs. Core fiduciary duties originally
created through case law are now contained withustralia’s Corporations
Act.®° |t creates a duty of care quite similar to U#&w,| requiring directors to
“exercise their powers and discharge their dutiéh whe degree of care and
diligence that a reasonable person would exeréfe.”Similar to Canada,
however, Australia limits the reasonable persondsed to “a director ... of a
corporation in the corporation’s circumstances” aiitlh the same responsibilities
as the directot>® Within the statement of its business judgmene rahd the
rebuttable presumption that granting leave is nahe company’s best interests,
Australia’s Corporations Act imposes duties of gdaidh and loyalty that are
similar to U.S. law. It requires that directorskaalecisions in good faith and that
directors not have material personal interests wherking decisions for the
company*®®

Even though Australia’s Corporations Act allows fehareholder
derivative actions, there are numerous disincestivader Australian law for
bringing such actions. Like the United Kingdom aBdnada, Australia has a
“loser pays” litigation rulé®® Further, even if ultimately successful, a shaledro
will have his or her legal fees paid only if theudoorders this payment, and any
monetary recovery goes to the compafiyln addition, like the United Kingdom,
Australian law does not typically allow contingerfegs for lawyerg®®

376.1d. s 180(2)(c).

377.Corporations Act 200{Cth)s 180(2)(d).

378.1d. s 180(2).

379. Cheffins & Blacksupranote 53, at 1433-34.

380.1d.

381.Corporations Act 200{Cth) s 180(1).

382.1d.

383.1d. ss 180, 273(3)(c).

384. Clarksupranote 53, at 148; Cheffins & Blackupranote 53, at 1434.

385. Cheffins & Blacksupranote 53, at 1434.

386. Paul von Nesser\ustralian Shareholders Rejoice: Current Developtaen
Australian Corporate Litigation 31 HASTINGS INT'L & Cowmp. L. Rev. 647, 668, 683
(2008); von Nessemsupranote 348, at 263.
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Finally, a shareholder in an Australian corporatioay be able to pursue
a direct action and avoid the restrictions imposwd a derivative action.
Australia’s Corporations Act permits shareholdergptirsue a direct shareholder
action on the ground of unfair prejudi®which is identical to the direct actions
permitted in the United Kingdom and Canada as alsimilar to direct actions
for oppression under U.S. law. Thus, Australiasdaet limit shareholders to
pursing derivative actions. The need for direereholder actions, however, may
be less in Australia than in the United States bseats statute imposes less
onerous burdens on shareholders pursuing derivatdt®ns. In particular,
Australia’s Corporations Act places the burdentmndefendant directors to show
that they have satisfied their fiduciary dutf&.

VI. CRITICISM OF SHAREHOLDER DERIVATIVE LITIGATION
IN THE UNITED STATES AND ITS INFLUENCE
ON THE UNITED KINGDOM, CANADA, AND AUSTRALIA

The United States originally imported the sharebpliderivative device
and other aspects of its legal system from Englahike the United States,
Canada and Australia are former English colonies, their legal systems are
rooted in English legal traditions. The most redegd and frequent uses of
shareholder derivative actions occur in the Uniftdtes. By contrast, such
actions have traditionally been rare in the Unit€thgdom, Canada, and
Australia. After many years of limited recognitieamder common law in the
United Kingdom, Canada, and Australia, sharehottdgivative actions have now
been statutorily authorized in these countries.sdite the intense criticism of
derivative litigation in the United States, desedbin Section A below, these
countries have expanded the availability of shadsroderivative actions, and
their statutes are comparable in many respectsogetof U.S. states. Section B
examines the influence of U.S. critics, if any, the shareholder derivative
statutes enacted by these countries.

A. Criticism of U.S. Shareholder Derivative Litigation

Shareholder derivative litigation is frequentlyticized within the United
States. State legislatures and courts have atéeinfi curtail shareholder
derivative litigation in numerous ways, includinstablishing bond requirements,
enacting permissive indemnification statutes, angasing heightened pleading
requirements; each has “been proclaimed in turnthas death knell of the

387.Corporations Act 200{Cth)ss 232-235.

388.See supranotes 362-78 and accompanying text (discussingeiipg@rements for
leave to continue a derivative action and requirgmdor the business judgment rule).
Australia’s Corporations Act also permits a fornsrareholder to pursue a derivative
action. Corporations Act 200{Cth) s 236(1)(a).
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derivative suit.?® Likewise, scholars have argued that sharehol@eivative

lawsuits are broken and need refatth.One reform proposal suggests restricting
the filing of such suits to shareholders who owsuftficient stake in the company
to ensure effective representation of the corpomi interests?®  Similarly,
another suggested reform proposes that fiduciatjesitbe imposed on lead
plaintiffs in shareholder derivative actiotis. One scholar proposes the use of an
“equity trustee,” who would serve as the sharehsldepresentative and monitor
management>

Other scholars advocate that shareholder derivditigation should be
eliminated entirely. In publicly traded corporatsy a separation exists between
ownership and contré?* Shareholders provide capital and bear the firdmisk
of the enterprise, while directors control and nggnahe shareholders’ capital
with their expertisé® This separation of powers results in a princiagént
relationship in public corporatiof> Principal-agent theorists contend that a
cause of action against directors or a third patgh as a supplier in breach of a
contract, is an asset that is properly left to dieectors’ expertisé®’ These
scholars argue that although market mechanisms almy directors and
shareholders’ financial interests, they do litbeehsure that shareholders and their
attorneys act in the interest of the corporatiod afi of the shareholder®
Similarly, they assert that “a meritless [derivaliwuit brought by a plaintiff
without the corporation’s best interest in mind ¢sTome a significant drain on

389. James D. Cogearching for Corporation’s Voice in Derivative Slitigation: A
Critique ofZapataand the ALI Projet1982 Duke L.J.959, 959 (1982) (“Like the heroine
in a Saturday matinee, the derivative suit has atuly appeared to be at the cliffs of
disaster.”).

390. Ericksonsupranote 49, at 1830.

391.1d. at 1830-31 (“The time is coming, however, whenwilehave to address the
broader question of whether to draw the curtairsloareholder derivative suits altogether.
My study finds that shareholder derivative suits laroken, a conclusion that leads to two
possible—but very different—avenues for reform. sHareholder derivative suits are
duplicative of other litigation, then corporate lavay not need them. If, on the other hand,
shareholder derivative suits have the potentiaeive as an independent and meaningful
check on corporate misconduct, then policymakedssaiolars should focus on reforming
these suits.”).

392. Amy M. KoopmannA Necessary Gatekeeper: The Fiduciary Duties of_#wed
Plaintiff in Shareholder Derivative Litigatiqr34 J.Corpr. L. 895, 914-21 (2009).

393. Kelli A. Alces, The Equity Trustee42 Ariz. St. LJ. 717, 720-21 (2010)
(explaining that the equity trustee would be el@dig the seven largest shareholders, paid
by the corporation, and would owe fiduciary dutieshe shareholders).

394. Alan J. MeeseThe Team Production Theory of Corporate Law: A iCait
Assessmeni3WM. & MARY L. Rev. 1629,1631(2002).

395.1d. at 1681.

396.1d.

397.1d.

398.1d. (“A major weakness of representative litigationgeneral is that the agent
controlling the litigation often does not have Hane interests as the principal.”).
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the corporation’s and its shareholders’ resouré®s.”They also argue that
shareholder derivative litigation is an ineffectiveechanism for controlling
directors’ conduct® For these reasons, principal-agent theorists ladacthat

shareholder derivative litigation should be abaisf?*

Others argue that the board of directors shouldalbalished'® If a
union between ownership and control occurred, thigsreholders would be in
control, corporate governance would improve, amndnight be possible to restrict
or eliminate derivative lawsuit$®® It has been argued that while the law places
accountability for corporate decisions on boardslioéctors, “boards cannot be
meaningfully responsible for corporate decisionmgKi and “[m]oney spent on
pursuing litigation against corporate directorsvessted, by and large, as directors
are shielded from personal liability . . *** A unification of ownership and
control, however, is unlikely to occur in public rporations or large private
corporations within the United States. Professprrie L. Dallas proposes instead
that corporations adopt a dual board structurepatlicts board composed of
independent directors would monitor for confliotg)ile a business review board
composed of a mix of directors would perform theeotboard function&® She
also proposes that a full-time “board ombudsmarhbws independent from the
corporation’s management, be appointed “by indepenhddirectors on the
conflicts board or unitary board” to assist thenmianitoring conflicts'®®

Professor Stephen Bainbridge has also advocatedhérabolition of
shareholder derivative litigation. He argues tlggrivative litigation appears to
have little, if any, beneficial accountability efts” but imposes “a high cost
constraint and infringement upon the board’s aithéf’’ In support of
abolishing derivative litigation, Professor Bairdgé argues that “various forms

399. Koopmannsupranote 392, at 897.

400. Meesesupranote 394, at 1681-82.

401.1d.

402.SeeGeorge W. Dent, JrToward Unifying Ownership and Control in the Public
Corporation 1989 Ws. L. Rev. 881, 902-03 (“The problems of corporate governanitie
not be solved until ownership and control are white. . If corporate boards serve little
purpose and if reform proposals . . . promise sdaaprovement, perhaps the board of
directors should be abolished.8ge alsdAlces, supranote 91, at 785-86 (arguing that the
board of directors should be eliminated and itscfioms assigned to “the real corporate
decision makers”: the officers, investors, and otparties in interest that are essential the
firm’s daily operations and capital structure”).

403. Dentsupranote 402, at 915.

404. Alcessupranote 91, at 784.

405. Lynne L. DallasProposals for Reform of Corporate Boards of DirestolThe
Dual Board and Board Ombudspersd& WasH. & LEEL. Rev. 91, 93 (1997).

406.1d. at 130-31see alsd_ynne L. Dallas,The Multiple Roles of Corporate Boards
of Directors 40 S\ Diego L. Rev. 781, 820 (2003) (recommending that a board irelud
“employee directors who have incentives to protieeir stakes in the corporations and who
are able to provide diverse perspectives and irdtion to improve the quality of board
decisionmaking”).

407. BAINBRIDGE, supranote 16, at 404.
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of market discipline” exist to hold directors acatable for their action&® At a
minimum, he urges courts “to discourage derivatitigation.”*® Professor
Bainbridge is also one of many scholars who oppbsdaware’s current
formulation of the business judgment rule defeff$eyhich is another area of
shareholder derivative litigation frequently defohlty U.S. scholars-

In addition, empirical studies of U.S. shareholderivative litigation
have led some commentators to argue for abolitibnderivative actions.
Empirical studies show that settlement rates appedae higher in shareholder
derivative actions than other civil litigation casend that such settlements tend to
award plaintiffs’ attorneys large legal feé&8. One empirical study also
documented the prevalence of derivative lawsuiiesaents focused on general
corporate governance reforms, rather than solutionspecific allegations of

408.1d.

409.1d. (“[I]t seems unlikely that courts or legislaturesll eliminate derivative
litigation any time soon. In the meanwhile, coustsould use the tools at hand to
discourage derivative litigation.”).

410. Bainbridgesupranote 28, at 101see alsdBrown, supranote 127, at 55 (arguing
that “the business judgment rule was not meanppdyao conflict-of-interest transactions”
and advocating that approval of a conflicted decisby a majority independent board
should “only shift to the plaintifis the burden ahowing the unfairness of the
transaction”); Franklin A. GevurtZ;he Business Judgment Rule: Meaningless Verbiage or
Misguided Notion?67 S.CAL. L. Rev. 287, 336-37 (1994) (advocating for the abolitdén
the business judgment rule and concluding thattsalould apply the ordinary negligence
standard to review directors’ actions).

411.See Bainbridge, supra note 28, at 83-84 (“Countless cases invoke it and
countless scholars have analyzed it. Yet despitefahe attention lavished on it, the
business judgment rule remains poorly understopsed alsdKenneth B. Davis, JrQnce
More, the Business Judgment RuB900 Ws. L. Rev. 573, 573 (2000) (noting that
“thousands of pages of corporate law scholarship@mmentary have been devoted to”
the business judgment rule); Henry G. Man@eyr Two Corporation Systems: Law and
Economics53 VA. L. Rev. 259, 270 (1967) (stating the business judgmeletisu“one of
the least understood concepts in the entire compdiald”). Many commentators agree
with the courts’ burden-shifting formulation of thesiness judgment rule as a standard of
liability. See, e.gArsht, supranote 72, at 133; Melvin Aron Eisenbefithe Divergence of
Standards of Conduct and Standards of Review irp@ate Law 62 FORDHAM L. REv.
437, 444-45 (1993). Other commentators believetthia formulation simply restates the
principle that defendants are entitled to summadginent when the plaintiff fails to make
a prima facie case and advocate that the ruleadssbéould be viewed as an abstention
doctrine. See, e.gBainbridge,supranote 28, at 101; D. A. Jeremy Telmdine Business
Judgment Rule, Disclosure, and Executive Compenmsati TuL. L. Rev. 829, 830 (2007).

412.See, e.g.Romano,supranote 48, at 60—6(finding that in a study surveying all
shareholder suits brought from the late 1960s t871%hat only 128 reached final
resolution and of those 65% settled); Janet Codépexander,Do the Merits Matter? A
Study of Settlements in Securities Class ActidB3sSTaN. L. Rev. 497, 525-26 (1991)
(finding that the general civil litigation settlenterate is 60% to 70%, but, in a small
sample of securities class actions, 100% of caxed).
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misconduct’® These studies provide support for the view “tmainy derivative
suits are strike suits in which the real winnere aot corporations or their
shareholders, but attorney8” Viewing the empirical evidence, one scholar
concluded that “shareholder litigation appears & rbore open to abuse by
frivolous lawsuits than other fields of privateidation.”'® At a minimum, the
deterrence value of derivative suits may be lestéeeause so many suits end in
dismissal or settlemeft®

Aside from the possibility of strike suits, someygnentators argue that
shareholder derivative litigation should be sewer@hited for other reasons.
Professors Henry Butler and Larry Ribstein notet tleven if the procedural
problems of a derivative suit are solved, it is dear if the derivative suit is an
appropriate remedy because the benefits of thevatare remedy remain
unclear.*"’ They question whether a monetary damages awast/és any
compensatory role, since many of the shareholdietiseocorporation at the time
recovery is administered are likely to have boutiteir shares at prices that
already reflected the wrong from the shareholddrese shares were devalued by
the wrong.**®

While courts in the United States have not explicistated that
shareholder derivative actions should be abolisbhedrts have frequently noted
their dislike for such actions. INlarx v. Akersthe New York Supreme Court
stated that “[b]y their very nature, shareholdendgive actions infringe upon the
managerial discretion of corporate boartfS.” For this reason, courts “have
historically been reluctant to permit shareholderivchtive lawsuits,” and when
permitted, courts have restrained their power “ted the management of a
corporation’s affairs®° Similarly, courts often state that directors &vetter-
suited than courts to make business decisionstlefet to the directors’ decisions
even though challenged by sharehold&s.

Abolishing the derivative lawsuit, however, may sotve all the burdens
imposed by frivolous and abusive shareholder litiga Shareholders may still

413. Erickson, supra note 49, at 1823 (finding that derivative lawsuitse
disproportionately filed against large public comies, are expensive for corporations, and
do not benefit the corporations based on a studyisty that almost 70% of suits are
dismissed and nearly all of the remaining 30% ekttl

414.SeeRomano,supranote 49, at 61see alscAlexander,supranote 412, at 525—
26; Ericksonsupranote 49, at 1756.

415. Tim Oliver BrandiThe Strike Suite: A Common Problem of the DerieaBuit
and the Shareholder Class Actj@8Dick. L. Rev. 355,368 (1994).

416.1d. at 1826-27.

417. Henry N. Butler & Larry E. RibsteirQpting Out of Fiduciary Duties: A
Response to the Anti-Contractaria® WasH. L. Rev. 1,54-55 (1990).

418.1d. at 55.

419. Marx v. Akers, 666 N.E.2d 1034, 1037 (N.Y. @pgciting Gordon v. Elliman,
119 N.E.2d 331, 335 (N.Y. 1954)).

420.1d.

421.SeeDodge v. Ford Motor Co., 170 N.W. 668, 684 (MiclR1Q®); see also
Bransonsupranote 66, at 637; Costaypranote 74, at 46.
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file direct shareholder lawsuits asserting injuriestheir individual capacities,
rather than to the corporation as a wHéfe.Using a direct lawsuit, “[a] skillful
plaintiff or plaintiff's attorney may find variousvays to attack the corporate
officials’ alleged wrongdoing®*® Nevertheless, shareholders’ claims would be
limited without the ability to proceed derivativelpecause not all derivative
claims can be creatively pled as direct claims ving individual injuries.

B. U.S. Critics’ Influence on the Shareholder Deriative Statutes Enacted by
the United Kingdom, Canada, and Australia

If shareholder derivative litigation were univetgalisfavored, one
would expect countries to be abandoning such titigathrough legislative
enactments or judicial rulings, particularly otrmmon law countries such as
the United Kingdom, Canada, and Australia. The state of affairs, however, is
quite different; the United Kingdom, Canada, andtalia have recently enacted
statutes expressly authorizing shareholder deviedfiwsuits on broader grounds
than permitted at common law. Critics calling fore abolition of U.S.
shareholder derivative litigation thus did not dateese countries from expanding
the availability of shareholder derivative actions.

Yet the United States potentially influenced theuntries in other
ways. For instance, a majority of U.S. states hangified shareholders’ right to
file derivative actions through adoption of the MBGand this same trend toward
codification can be seen in the United Kingdom, &#m and Australia. These
countries’ statutory enactments authorizing shddehiaderivative litigation even
partially resemble the MBCA provisions adopted bgrny U.S. states. However,
they did not imitate the exact statutory languaféJ@s. states, which leads to
several questions. Why did the United Kingdom, &km and Australia choose to
statutorily authorize shareholder derivative aidbn Have these countries’
statutory enactments been influenced by U.S. stit@all for limitations on
derivative actions? Further, do these countrigstuses offer improvements for
shareholder derivative litigation in the United t8&?

The United Kingdom, Canada, and Australia have tatbfstatutory
schemes that authorize shareholder derivative ligsveand that articulate the
procedures and arguably the liability standardssfmh actiond®* One obvious
motivation for such statutes is to allow sharehdda means of redress for
wrongdoing by corporate management. These cosniia&y also be attempting to
improve overall corporate governance by increasingreholders’ incentives to

422. BAINBRIDGE, supranote 16, at 362—64.

423. Brandi,supranote 415, at 400. A shareholder may file a dimtton if the
cause of action belongs to the shareholder indatigufor example, in claims involving
oppression of minority shareholdersaifBRIDGE, supranote 16, at 362—63.

424. Companies Act, 2006, c. 46, 88§ 260-263, 170WUSK.); CBCA, R.S.C. 1985,
c. C-44, 88§ 239-240, 122-123 (CarQprporations Act 200)Cth) ss 236-239, 180
(Austl.).
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oversee the activities of management. Similargcause these statutes increase
the possibility that directors can be held lialde hisconduct, such as a breach of
fiduciary duty, directors’ awareness of that patniiability may improve
corporate governance. To the extent that thesetdes were motivated to adopt
their statutes for these objectives, one could etpat they were imitating, or at
least replicating, the same often-recognized gofld.S. shareholder derivative
law.*> More broadly, these countries may have statytatithorized shareholder
derivative actions in an effort to increase investoonfidence and to strengthen
their ability to compete for capital within the cpatitive global economy. For
instance, these countries may be seeking to beitapete with U.S. corporations
in which shareholders have the right to pursue swtions. Likewise, they might
have specifically enacted such statutes to bettepete for U.S. investors, who
are familiar with the shareholder derivative actioli either of these scenarios
were the motivation for these countries’ statutlksy were purposefully imitating
U.S. shareholder derivative litigation to attrantastors.

It is unknown whether these new statutory schemiisinerease the
number of shareholder derivative actions filed avitether these statutes will
ultimately improve shareholder oversight or dirediehavior. Since the current
Companies Act was implemented, the United Kingdams hot experienced a
dramatic increase in the number of shareholdewdtve actions filed. Neither
have Canada or Australia. However, all three agemthave well-functioning
judicial systems capable of effectively resolvingaseholder derivative actions
and providing remedies. More important, these tiesi statutes have resolved
the ambiguity that existed under common law abdwet availability and the
requirements for pursuing a shareholder derivadnien.

Setting aside the intent and ultimate successesfelstatutes, U.S. critics
may have influenced the particular shareholdervdévie statutes enacted by the
United Kingdom, Canada, and Australia. As alreattpwn, these countries’
statutes replicate only certain aspects of the MB(@Apted by many U.S. states
and of Delaware la#° so the limitations suggested by U.S. critics migave
been carefully considered by these countries. ifkgktance, these countries may
have adopted provisions to deter the filing of weakneritless lawsuits that harm
the corporation by imposing costs that far excéedbienefits of such litigation to
the corporation and its shareholders. If so, Orllics may have influenced these
countries to adopt provisions that improve the shaider derivative devicE’ In
turn, the statutory provisions adopted by thesents may offer solutions for
reforming or improving the deficiencies perceivey britics of shareholder
derivative litigation in the United States.

425.SeeHurt, supranote 46, at 365—66.

426.See suprarts ILA& C, IV A&C, & V.

427.SeeJonathan R. Macey & Geoffrey P. Milléfpward an Interest-Group Theory
of Delaware Corporate Lawe5 Tex. L. Rev. 469, 510-11 (1987) (arguing that “there are
benefits to those devices that reduce frivolousedi@der litigation”).
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Many of the criticisms against U.S. shareholderiva¢ive actions
address the possibility of strike suft§ which can be described as suits filed by
plaintiffs’ attorneys solely or primarily for theupose of obtaining fees, as
opposed to achieving value for the corporationigsdhareholder&® Some U.S.
states have attempted to curb strike suits thrahghfinancial disincentive of
bond requirements, while other states rely primanil pleading requirements and
the presumption of the business judgment rule defeén deter such suity® The
United Kingdom, Canada, and Australia have a mudarenpotent financial
disincentive: the loser pays rdf#. Given the typically high costs of litigating
shareholder derivative actions, the potential foi@n burden of paying the
opponent’s costs and attorneys’ fees is a sigmificisincentive to filing such
actions. Although courts can relieve unsuccegsfaihtiffs of the obligation to
pay their opponents’ cost¥ plaintiffs and their attorneys do not know if auco
will do so until after the litigation ends. Foiiglreason, these countries have less
need to enact statutory provisions addressingestiits. If U.S. legislatures were
to adopt a loser pays rule for shareholder derigdttigation, it may prove to be
an effective deterrent against strike suits. Havepassage of such legislation
may be difficult given the strength of the plaifgif bar and institutional
shareholders in the United States.

Another financial disincentive for filing shareheldderivative actions
exists in Australia: the prohibition against cogtncy fees. This financial
disincentive exists to a lesser degree in the dritemgdom, which permits only
conditional fee agreements. In the United Stad@sl in most jurisdictions in

428.1d. (“But, regardless of one’s view on the overall dasility of shareholder
derivative suits, there is general agreement thaéast some fraction of such suits are
‘strike’ suits, brought only to enrich plaintiffgittorneys.”); Richard W. Duesenbeithe
Business Judgement Rule and Shareholzenivative Suits: A View from the Insidé0
WasH. U.L.Q.311, 331-33 (1982) (arguing that “[f]iling lawsuitsth little or no merit has
become, it seems, a way of life with many lawyer8yit seeRobert B. Thompson &
Randall S. ThomasThe Public and Private Faces of Derivative Lawsufig VAND. L.
Rev. 1747, 1749-50 (2004) (arguing that most derieasivits are not strike suits).

429. For example, some strike suits may be brodghforce a settlement that
generates large fees for plaintiffs’ attorneys, liitieé to no value for the corporation and its
shareholders.SeeRomano,supranote 49, at 65 (arguing that attorneys are the gagm
beneficiaries of derivative suits); Mark D. Wedthy Shareholders Sue: The Evidence from
Japan 30J. LEcAL Stub. 351, 351 (2001) (“Shareholders seldom profit—ssaite filed
because their attorneys stand to reap substaegslj;see alsoHurt, supranote 46, at
381-82 (explaining that plaintiffs’ attorneys hired a contingency fee basis are in the
driver’'s seat in derivative actions because ofeialders’ collective action problem).

430.SeeCox, supranote 389, at 95%ee also supraote 44 (listing states with bond
requirements);supra notes 77-87 and accompanying text (discussing grote of
directors’ decisions provided by the business jueigimule).

431.SeeCheffins & Black,supranote 53, at 1406 (United Kingdom); Black et al.,
supranote 53, at 14 (Canada); Claskpranote 53, at 148 (Australia).

432.SeeCheffins & Black,supranote 53, at 1406 (United Kingdom); Black et al.,
supranote 53, at 14 (Canada); Clagypranote 53, at 148 (Australia).
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Canada, contingent fee agreements offer plaint#f&irneys a strong incentive to
accept shareholder derivative actions even if théms are weak®® Under a
typical U.S. contingent fee agreement, the pldsitiattorneys will receive as
much as 40% of the plaintiffs’ recovely. The plaintiffs’ attorney may receive a
windfall if the plaintiffs succeed because theituat fees are likely to be lower
than the contingency fee, as most derivative casgke?*® If the plaintiff loses,
however, the plaintiff's attorney must bear thetsasith no reimbursement from
the plaintiff**® By contrast, Australia does not permit contingefees, which
means the plaintiff must pay the attorney during litigation and will likely not
be reimbursed if unsuccessféi. The Australian statute thus does not need to
counteract the incentives to file derivative actidhat are created by contingency
fees. Although the United Kingdom permits conditib fee agreements, such
agreements do not offer plaintiffs’ attorneys th@me incentive to pursue
shareholder derivative actiofi§. Under a conditional fee agreement, the attorney
will recover only the amount of his fees if sucdaband must bear all the costs if
unsuccessfuf*®

Contingency fees play an important role in strikéssfiled in the United
States and essentially make the plaintiffs’ attgrifee real party in interest in
derivative litigation**® If the United States were to follow Australia’saenple
and prohibit contingency fees, plaintiffs’ attorsegnay be financially deterred
from filing strike suits. However, legislaturesamlikely to prohibit contingency

433.SeeHurt, supranote 46, at 3823ay H. Goo & Rolf H. Webeihe Expropriation
Game: Minority Shareholders’ Protectip83 Hong Kong L.J. 71, 94 (2003) (“In the
United States, while the contingency fee systemnmage it possible for attorneys who are
willing to fund the litigation to help solve the ltErtive action problem, it has also
encouraged attorneys to bring ‘strike suits’ ontyr the fees.”); Larry E. Ribstein,
Accountability and Responsibility in Corporate Gaance 81 NoTRE DAME L. REev.
1431, 1472-73 (2006) (“The plaintiff is a nominalder while the real party at interest is
the lawyer who stands to receive a contingencyfewinning or (more often) settling the
case. . . . For example, the attorney . . . mayghai strike suit solely to provoke a strategic
settlement . . . .").

434.SeeBrickman,supranote 48, at 706; Fitzpatrickupranote 48, at 2045 n.9.

435.SeeGoo & Weber supranote 433, at 94; Ribsteisupranote 433, at 1472-73
(“The plaintiff is a nominal holder while the reaéarty at interest is the lawyer who stands
to receive a contingency fee by winning or (mortemy settling the case.”).

436.SeeKon Sik Kim, The Demand on Directors Requirement and the Busines
Judgment Rule in the Shareholder Derivative Suit:Aternative Frameworké J.CORP.
L. 511, 521 n.56 (1981) (“Moreover, because anria#y usually serves in derivative
actions on a contingency fee basis and is therafali&ely to be paid unless the suit is
successful or favorably settled, he will carefullieigh the merits of the suit before
undertaking it.”).

437.Seevon Nessensupranote 386, at 668, 683.

438.SeeCheffins & Black,supranote 53, at 405.

439.See id

440.SeeHurt, supranote 46, at 381-83¢e alsRibstein,supranote 433, at 1472-73
(“The plaintiff is a nominal holder while the regérty at interest is the lawyer who stands
to receive a contingency fee by winning or (mortey settling the case.”).
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fees only for shareholder derivative lawsuits, ipafarly since the possibility of
strike suits exists in all types of cases. In &ddj institutional investors would
likely lobby against such a prohibition, arguingtlt harms shareholders, reduces
management’s accountability, and may lead to catgormismanagement.
Legislatures are also unlikely to prohibit contingge fees in all cases because that
would potentially harm plaintiffs in other types odises, such as personal injury
and employment cases. In addition, as with therlgsays rule, the strong
plaintiffs’ bar would likely make passage of legisbn barring all contingency
fees difficult. Further, various employee, laband victims’ rights organizations
may join plaintiffs’ attorneys in lobbying againat prohibition on contingency
fees in all cases.

Despite the existing financial disincentives, thenitedd Kingdom,
Canada, and Australia enacted provisions requishgreholders to seek the
court's permission to pursue derivative litigatf§h. One could argue that this
requirement addresses the strike suit problemifieshby U.S. critics because at
the very beginning of a derivative suit, the canrst make a determination that
the case satisfies statutorily specified critema #hus is worthy of proceeding.
To some extent, these statutory provisions requiteave of court to pursue
derivative actions parallel the U.S. demand requiénet, which requires courts to
consider whether demand was wrongfully rejectethiyboard or, in some states,
whether demand should be waived. Further, theswitsty provisions may
function similar to the U.S. business judgment rilet at a slightly earlier stage
in the proceedings. For these reasons, these rasinstatutory provisions
requiring leave of court to pursue shareholder vagiie actions may not
meaningfully differ from the court determinatiorexjuired by U.S. law.

In addition, these countries’ leave of court s@tytprovisions may not
deter, and may even encourage, the filing of studdeh derivative lawsuits. The
criteria stated in the U.K.'s Companies Act, CanadaBCA, and Australia’s
Corporations Act make the leave of court deternmmaa fact-based inquiry into
whether the applicant is acting in good fdith. The U.K.’s Companies Act also
requires the court essentially to consider the ntamze that a director or officer
would attach to continuing the case, which is aeotfact-based inquir$®
Similarly, the CBCA requires the court to considdrether the action is in the
company’s best interest§’ Like the CBCA, Australia’s Corporations Act
requires the court to consider whether the acgdn the company’s best interests,
but it also creates a rebuttable presumption thantong leave is not in the
company’s best interests if certain conditionsrage**> One of those conditions
requires the court to ascertain whether the diredtave satisfied their fiduciary

441. Companies Act, 2006, c. 46, 88 261-263 (U.BBCA, R.S.C. 1985, c. C-44,
8§ 239-240 (Can.orporations Act 200{Cth) ss 236-237 (Austl.).

442. Companies Act, 2006, c. 46, § 263(3)(a) (U.KBCA, R.S.C. 1985, c. C-44, §
239(b) (Can.)Corporations Act 200{Cth) s 237(2)(b) (Austl.).

443. Companies Act, 2006, c. 46, § 263(3)(b) (U.K.)

444. CBCA, R.S.C. 1985, c. C-44, § 239(c) (Can.).

445.Corporations Act 200{Cth) ss 237(2)(c), (3) (Austl.).
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duties of good faith, loyalty, and caf8. These fact-intensive inquiries give
courts a great deal of discretion, which leads nipredictability and thus may
encourage attorneys to take the chance that atshides derivative lawsuit will
be granted leave to continue.

U.S. critics of shareholder derivative litigatioraynbelieve that courts
will use this discretion to prevent derivative aas from continuing, but the
discretion could just as often be used to allovhstases to continue. Thus, even
if U.S. states were to adopt similar statutory psimns expressly requiring
shareholders to seek court permission to pursueadiee actions, it is difficult to
predict with certainty how courts would generallyeecise that discretion. For
this reason, these statutory provisions cannotlséiyr deemed to prevent or deter
strike suits. Based on the long history of U.Surt® deference to directors’
business decisions under the current formulatidrthe business judgment rule,
some may argue that courts would stop more devivatctions from continuing if
given the explicit power to determine whether targrleave for such actions.
However, if a new statutory provision were enaateguiring courts to consider
specific criteria before granting permission to tbame derivative actions, then
U.S. courts may interpret it as requiring a newelesf scrutiny that differs from
that historical deference. In the end, U.S. git€ derivative actions are unlikely
to view such statutory provisions as an improvemehtU.S. law, because
shareholders can still second-guess directors’ saet by filing derivative
lawsuits and force directors to defend their actionarguing that the court should
not grant leave to continue the lawsuits.

In addition, these countries’ statutory provisioeguiring shareholders
to seek permission to pursue derivative actiony #tam U.S. law in ways that
may deter U.S. critics from advocating for theiroption in U.S. states. The
United Kingdom permits shareholders to pursue dgikie actions for conduct
that occurred before the shareholder acquired hikeo shares, and Australia
permits former shareholders to pursue derivativioas*’ Both of these
provisions would likely exacerbate the perceivatkstsuits problem if adopted
by U.S. states. They may also strengthen ProfesBaotler and Ribstein’s
argument that monetary damages do not serve a cmajpey role'*® For
instance, when shareholders bring suit for condacurring before they acquired
their shares, presumably the price they paid hagbdy been reduced by the
wrongful conduct. Interestingly, despite broadgnitme possible shareholder
plaintiffs, these countries did not adopt any owhgr stake requirement or
impose fiduciary duties on such plaintiffs as adited by U.S. critics. These
countries also did not adopt provisions specificalesigned to deal with the
conflicts of interest among shareholders, or thbséween shareholders and

plaintiffs’ attorneys'*

446.1d. s 237(3)(c).

447. Companies Act, 2006, c. 46, § 260(4) (U.KkCprporations Act 2001(Cth)
s 236(1)(a) (Austl.).

448. Butler & Ribsteinsupranote 417, at 54.

449. Hurt,supranote 46, at 382.
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Additional aspects of Australian law would likelyope troubling to U.S.
critics if adopted in the United States. Australaces the burden on directors to
show that they satisfied their duties of good fdiblyalty, and care when the court
determines whether the lawsuit is in the best @stisr of the compariy® U.S.
critics who think that shareholder derivative l#imn already interferes with
corporate management are likely to find Australg&tute even more problematic
in this regard. Australia’s corporate governanatuses are also unique in that a
government agency is given the authority to enfaticectors’ fiduciary dutie&>*
Critics of U.S. shareholder derivative litigatioreaunlikely to embrace a similar
proposal in the United States, unless perhaps dlvergment agency supplanted
shareholders’ right to bring derivative litigaticalthough they would likely find a
government regulator problematic as well. If bsiiareholders and a government
regulator could bring lawsuits alleging directorgdxhed their fiduciary duties,
U.S. corporations would have reason to fear thettaaeholder derivative lawsuit
would be filed after each action initiated by tlegulator based on the example of
U.S. securities law. Soon after the SEC begin®retto enforce U.S. securities
laws and regulations, shareholder derivative latgshiat challenge essentially the
same conduct are often filé. In any event, a unified federal regulator of all
U.S. corporations is unlikely because corporatioage historically been created
and governed by state I&#%. However, this history perhaps could be overcame i
the case of publicly listed corporations, which already governed extensively by
federal securities law§?

Ultimately, the frequency and success of sharehaldgvative actions is
impacted by a number of factors that may vary amammtries. For instance, the
views of the judiciary and plaintiffs’ attorneys shareholder derivative actions
may affect the number and type of actions thafie@. Similarly, the availability
of contingency fee agreements will impact thoseass Shareholders’ opinions
about their role in corporate governance or ahitigation generally may increase
or decrease the number of derivative actions filethis article’s comparative

450.Corporations Act 200{Cth) s 237(3)(c) (Austl.).

451.Seevon Nessensupranote 348, at 249; Welskupranote 355, at 922, 932.

452.SeeHurt, supranote 46, at 365-6&ee alsd’roxy Statements and Proxies Under
the Securities Exchange Act of 1934, Securitiesngsl 2006, 1567 PLI/Corp 99, at
150 (2006) (noting that shareholder derivative latgs“ha[ve] naturally followed” SEC
enforcement actions “against such industry leadsr§yson Foods, Inc., The Walt Disney
Company, and General Electric Company”); MichaelDrpey et al.Defending Securities
Claims in ALI-ABA COURSESTUDY — SECURITIESLITIGATION: PLANNING AND STRATEGIES
691 (2008) (stating that “derivative actions uspadtill follow SEC enforcement and
private securities class actions” within discussibthe interplay of securities class actions,
derivative actions, SEC investigations, and crirniitigation).

453. Santa Fe Indus., Inc. v. Green, 430 U.S. 489, (1977); BINBRIDGE, supra
note 16, at 5.

454.SeeRobert B. Thompson & Hillary A. SaleSecurities Fraud as Corporate
Governance: Reflections Upon Federalj$t VaND. L. Rev. 859, 860 (2003) (noting that
federal securities laws impose more stringent regueénts on public companies than state
laws).
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analysis suggests that shareholder derivativeatitg is not dying anytime soon.
It also demonstrates that the statutory and judiciarpretations of such litigation
in the United States can influence other countrlesgislatures, courts, and critics
in the United States would be wise to learn frorheotcountries’ statutory
enactments and judicial interpretations regardimyeholder derivative litigation.

VII. CONCLUSION

The recent statutory enactments in the United KamgdCanada, and
Australia resemble certain aspects of U.S. shadehoberivative law, and
therefore suggest that such actions will have oairg viability in the United
States despite being intensely criticized by U&hokars. These statutes also
suggest that shareholder derivative litigation fh&some a means by which
countries seek to attract investors, whether thmoagperception of improved
corporate governance by authorizing such actionthrmugh simple imitation of
the availability of such actions in the United 8tat However, investors familiar
with U.S. shareholder derivative litigation shoulot assume that these countries’
statutory enactments are replicating U.S.-stylavdgve litigation. Nor should
investors assume that the expanded authorizationsuwh litigation will
necessarily improve corporate governance.

As shareholder derivative litigation spreads arotivedglobe, U.S. critics
urging its abolition have been largely ignored. t,Ytee United States appears to
have partially influenced the shareholder derivastatutes enacted by the United
Kingdom, Canada, and Australia, and may well haeenbthe competitive
motivation for the adoption of such statutes. RBathan calling for the abolition
of shareholder derivative litigation, U.S. criticsust focus on reforming the
perceived deficiencies of such litigation. By fetyg on improvements, the
United States can influence other countries as desglop and revise shareholder
derivative procedures and standards. In turn, rottmntries’ statutory and
judicial developments may offer improvements foiSUshareholder derivative
litigation. With the global expansion of shareteidierivative litigation, U.S.
critics must broaden their focus beyond the Uniialtes’ experience with such
actions.
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