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The patriarch of an established successful family-owned business died and went to
Heaven. At the gates to heaven, the patriarch asked God when there would be a family-owned
business that was governed efficiently and in compliance with the rules on corporate governance.
God thought for a moment and then replied, "not in my lifetime".

While an exaggeration, this story is intended to illustrate the fact that family-owned
businesses are unique in many respects, perhaps the least of which is how they are governed.
Tolstoy observed that all happy families are like one another and each unhappy family is
unhappy in its own way. The same observation applies to the governance of family-owned
businesses. This article delineates certain guiding principles to enable family-owned businesses
to be governed in a like manner and be more like Tolstoy's happy family.

This subject deserves a treatise. In the confines of a few short pages, however, we will
attempt to provide the reader with a broad overview of the many shoals and crevices through
which a successful family-owned business must be navigated. We are focusing our attention on
corporations, since many businesses take this form. Many of the principles set forth in this article
should also apply to businesses operating in non-corporate form.

While the rules discussed below apply to the governance of all corporations, the
uniqueness and complexities of family-owned businesses require greater focus and attention to
this regulatory scheme. These rules may be fairly easy to state. Their application, however, is
more of an art and not a science.

1. Background: Why Family-Owned Businesses? The family-owned business is
the backbone of the U.S. economy. According to The Firm Family Institute, over 90% of all
business enterprises in the U.S. are family-owned and 60% of all employees are in family-owned
businesses. Family-owned businesses accounted for over 50% of our country's gross domestic
product in 2000. Therefore, the proper governance of a family-owned business will lead to more
successful businesses and a better and healthier economy.

Family-owned businesses will be discussed uniformly in this article. However, in reality,
family-owned businesses defy easy categorization. However, family-owned businesses may
generally take one of the following basic arrangements and most of the rules on corporate
governance apply with equal force to each of these forms.

Single family, one generation

Single family, multiple generations
Multiple families, one generation
Multiple families, multiple generations
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All generations active in the business

Some active/some passive

None active

Single Family/Managed by Non-Family-owned Members
Multiple Families/Managed by Non-Family-owned Members
Publicly-Traded Company owned in part by Founding Family
Investments, controlling or otherwise, in several public companies

Statistically, only 30% of family-owned businesses survive one generation and pass the
torch to succeeding generations. This phenomenon can be explained in part by observing that
many businesses fail, whether or not they are family-owned businesses. The ability to adapt with
the times, product and service obsolescence cycles, capital needs, management and succession
uncertainties, ferocious competition, regression to the mean regarding luck, the innovator's
dilemma, and the ability to cope with change doom all but the most resilient and fortunate
institutions. Business failures are not confined to family-owned businesses. Only 2 of the Dow
30 still survived after the Dow Index's first one hundred years yet our country's economy has
flourished. Schumpeter's "creative destruction" of capitalism marches onward.

These genetic time bombs which are inherent in every business are particularly acute in
family-owned businesses for a variety of reasons. First, family-owned businesses may not always
try to maximize all shareholders' welfare. Decisions may be made for purely non-business
reasons. The controlling shareholders may desire to entrench and perpetuate management (e.g.
giving jobs to all children of the patriarch whether or not they are deserving or not selling the
business even when the time may be right) at the expense of doing what makes good business
sense. Family financial needs and the desire to improve or maintain its lifestyle may compel a
family to make decisions which are not in the best interest of the business. Keeping an
unproductive family member on the payroll, entering into a lease for a building owned by a
family member, buying supplies from a family member at uncompetitive prices are just some
examples.

Second, decision making in family-owned businesses may not be as careful and well
organized as that in public companies. Those providing input may have many disparate goals and
different influences on the decision makers. Input may be multi-dimensional from a variety of
sources, and not always fully informed. Family members may participate and give input in
decisions formally (as directors) or informally (as spouses, siblings) or otherwise. Some family
members may be trained in the art and sophistication of professional management and business
and other may not be as experienced. Further, many decisions in a family-owned business may
be based not on the merits of the business issue but rather on the relationship of the parties. The
brothers may always vote against the brother-in-law no matter how meritorious the latter's point
of view. Dad may always get undue deference. Hostilities, tensions and anxieties percolating and
festering since childhood may be acted out at the boardroom of a family-owned business. The
boardroom almost becomes a forum for acting out deep rooted or simmering family conflicts.

Third, disgruntled shareholders of a public company can "vote with their feet" and sell
their stock or launch proxy or other contests for control of the business. Given that ownership of
family-owned businesses tend to be concentrated and privately held, unhappy family members



may have no escape to sell their stock at a fair price or avenue to let their frustrations be heard
and acted upon. Undue pressure may be placed on operating members to sell or refinance the
business just to raise cash to satisfy the lifestyle or other priority needs of other family
shareholders. Conversely, undue pressure may be placed upon family members who wish to sell
their shares. In some cases, the family-owned business borrows money to purchase the shares of
a disgruntled family member, or the junior generation buys out the senior generation with a note.
In such cases, the family-owned business possibly endangers its continuing financial viability to
accommodate the ownership goals of some of its members.

Fourth, succession planning in a family-owned business is not always careful and based
on merit. Many family-owned businesses may be characterized by the enlightened genius
founder and the next generation comprised of some competent managers and some incompetent
"ne'er do wells". The next generation may not have the founder's drive, intensity or vision.
Alternatively, some members of the next generation may be motivated by fear of failure or
burning desire to prove themselves. The founder may spend little or no time planning for her
inevitable retirement due to her unwillingness to confront it, lack of confidence in her successors,
or distaste at having to alienate one family-owned member at the expense of another. The
transition may come sooner than expected in which case the family-owned business is left
scrambling for a successor when the lines of succession are not clearly marked. Conversely, the
founder patriarch may have outlived his productivity and vision and stifled the business' growth
to the detriment of the business.

Finally, due to their frequently conflicting goals and objectives, as well as encumbered
decision making process, family-owned businesses do not tend to be governed as efficiently as
non-family-owned businesses. (This does not mean to suggest that all non-family-owned
businesses are the paragon of virtue and efficient government.) The family-owned business is not
always run as a meritocracy. The "best and the brightest" are not always asked to serve as leaders
of the business. Many times, unqualified albeit well-intentioned family members participate in
positions far exceeding their skill set and experience level. Sometimes, primogeniture prevails
over competence or even desire.

The balance of this article discusses basic principles of corporate governance and
suggests ways that they may be applied better to family-owned businesses.

2. Why Care About Corporate Governance?

To paraphrase Mark Twain, many people talk about corporate governance, but not a lot is
done about it. Arguably, considerable shareholder activism and scholarly discourse has
heightened sensitivity to and reformed many aspects of corporate governance in publicly-traded
corporations in the last ten to twenty years. However, many of the reforms in the public
corporation context have either not filtered through to family-owned businesses or family-owned
businesses have not yet recognized their value. "Best practices" of corporate governance achieve
several fundamental goals.

e Fundamental Fairness. Many of the rules we discuss below intend to treat all
owners fairly and equally. Consistent with the governance principles of our




society, an open, known and due process philosophically maximizes the
welfare of any organization, whether government or business. This principle is
especially important in a family-owned business. While a disgruntled public
shareholder may be able to "vote with his feet" and simply sell shares in the
public company if dissatisfied with its treatment, the shareholder in a private
business rarely has this flexibility.

* Most Efficient Allocation of Resources. While the purpose of the corporation
is to serve and maximize the interests of its shareholders, society imposes
some minimal level of standards of organization and behavior. These
minimum standards attempt to insure that society, which is the sum total of all
of its component parts including corporations, will continue to progress and
benefit.

e (Certainty of Result to Reduce Administrative Cost and Expense. To the
extent that certain minimal standards of corporate governance affect behavior
of management and serve as a blueprint for governance, greater certainty will
result from this guidance. The greater certainty will reduce acrimony between
the parties, keep the best interests of the corporation and its shareholders
paramount over personal interests and save time and diversion of energy from
challenges which would result from the lack of clear rules.

3. Over-Arching Principles of Corporate Governance.

The overriding goal of corporate governance is to promote the best interests of the
corporation and its shareholders. These principles apply to both the publicly-traded and closely-
held corporation. While, as a practical matter, one or a small handful of shareholders may govern
some family-owned businesses, as a legal matter, in most cases it is the directors, not the
shareholders, of all corporations who are charged with managing its affairs and operations. The
directors, in turn, choose officers to execute the directives of the board and to administer the day
to day operations of the business.

The duties of a director and officer are fiduciary in nature, given his' position of trust and
responsibility. As will be discussed in section 6, most states also impose fiduciary duties on
majority and controlling shareholders and a few states, such as Illinois, impose fiduciary duties
on all shareholders of a privately-held corporation. Since the directors are primarily responsible
for the governance of a corporation, the prime focus of this article will be on their fiduciary
duties and overall conduct.

In a family-owned business context, directors are not always chosen for their business
acumen and insights. Moreover, in family-owned businesses, the board is sometimes dominated
by a director who wields considerable power in non-business milieu. The discharge of fiduciary
duties is particularly difficult in these situations.

! For purposes of this article, we will use the masculine pronoun generically instead of repeatedly saying "his or

her".



What should a director do to fulfil these broad and vague concepts of "fiduciary duty"?
How can a director ask the strong-willed founder (who is also his mother) for more information
on a transaction so he can discharge his fiduciary duty more properly? How can a director risk
upsetting his wife by challenging the views of his brother-in-law? How can a director interfere
with his uncle diverting funds from the business to pay for an apartment in the city? Adherence
to these below-stated duties will give a principled rationale for taking these uncomfortable
stands.

a. Duty of Oversight. The Model Business Corporation Act (the "Model
Act") states that "all corporate powers shall be exercised by or under the authority of, and the
business and affairs of the corporation managed under the direction of, its board of directors..."

The oversight duty is central to everything that a director does. This oversight
responsibility includes approving fundamental operating and financial plans; hiring, firing,
replacing, providing for succession of and evaluating the performance of management and key
personnel including directors; adopting policies of corporate conduct and compliance with laws;
considering organic changes such as acquisitions, joint ventures, sales and mergers, and approval
of significant contracts and transactions.

Oversight duties in a family-owned business are particularly challenging. Many
"directors" meetings are held around the kitchen table and additional input is sometimes received
from relatives, friends or others who are not directors. Additionally, many disparate issues are
frequently addressed, such as employing relatives, acquiring or retaining a disparate or
unprofitable line of business merely to assist a family-owned member in feeling productive, and
compensating relatives in accordance with their needs and not necessarily their contributions.

To carry out this duty of oversight properly, the directors need to exercise the other
fiduciary duties of loyalty and care described below.

While state statutes delegate oversight powers to the board of directors (the "board" or
"Board"), most states permit the functions of the board to be performed by the shareholders or
other delegates subject to certain statutory requirements. In Delaware, for example, the
corporation's certificate of incorporation may provide that the shareholders, rather than the
directors, may manage the corporation. In this "close corporation", the stockholders will serve as
directors and exercise the fiduciary duties of directors. Many family-owned businesses will
either elect to be treated as a close corporation or conduct their affairs as if they had made that
election.

b. Duty of Loyalty. This duty requires directors to exalt the corporation's
best interests over their own personal or family-owned goals and desires. "Self-dealing" and
other similar acts are prohibited. This duty manifests itself in two basic forms.

o Conlflicts of Interest. When a director or family member or
affiliates of a director has a financial or personal interest in a contract
or other transaction in which the corporation is to be a party (such as
lease of office space or a sale of a machine to the corporation), such




facts must be fully disclosed to and approved by all disinterested
directors. The approval by all "disinterested" directors may obviously
be impossible in a family-owned business context.

What makes a director "interested"? Mere payment of fees or other
receipt of compensation will not necessarily taint the director and
make him interested. Typically the director is interested if he stands on
both sides of the transaction or stands to financially benefit directly
from the transaction. In other words, a disinterested director is one
who bases his decision on the merits rather than being governed by
extraneous influences or considerations, such as financial and personal
gain.

Some large corporations have attempted to define the term
"disinterested director". General Motors, for example, requires a
majority of its board be composed of disinterested directors. General
Motors defines disinterested directors as individuals who have not
been employed by the corporation for at least five years, are not
"significant" advisors or consultants, are not affiliated with significant
suppliers or customers, are not closely related to insiders of the
company, are not affiliated with a tax-exempt entity that receives
significant contributions from the company, and do not have
significant personal services contracts with the corporation.

Even if a corporation is asked to approve a transaction where a director
may be interested, most states have "safe harbors" to approve a
transaction where a director is indeed interested or not disinterested.
Delaware, for example, will uphold a transaction which is shown by
the proponents of the interested transaction to be both fair and
approved by the informed and disinterested directors. Fairness of the
transaction is obviously subjective. It will vary based on an inquiry
regarding comparable arms-length transactions, how the transaction
was initiated and then disclosed and other relevant factors. Delaware
has condoned the use of independent committees of directors to
evaluate and approve interested transactions.

The heightened responsibility of an interested director is typically not
present in a family-owned business. Often, one director or shareholder
of a family-owned business may lease a building or equipment or
license intellectual property to the corporation. The rental rate may be
above or below market based on the goals and objectives of the
individuals. For example, for estate planning reasons, the senior
generation may try to transfer ownership of the corporation to the
junior generation while retaining a steady stream of income for
themselves. These transactions are often scrutinized to make sure they
satisfy the Internal Revenue Code's requirements for "reasonableness".



The transactions are seldom evaluated based on possible repercussions
affecting any minority shareholders who are non-family-owned
members. Either the acquiescence of the non-family-owned member is
presumed or sufficient sensitivity is not shown.

o Corporate Opportunity. A director must be sensitive to
exploiting or diverting business opportunities to himself and away
from the corporation. For example, if a director of a family-owned
business learns of the availability of a parcel of land which would
be an ideal site for the corporation's expansion, the director may
have to offer the opportunity first to the corporation or at least
disclose to the corporation the existence of the opportunity. The
director's obligations will vary with the facts and circumstances.
For example, did the director learn of the opportunity in his
capacity as a director while specifically looking for the site or did
he learn of the availability through some other means or other
capacity? How interested in the site is the corporation likely to be?
How significant is it to the corporation's overall operations? Does
the site really relate to the corporation's business or is the idea of
expansion really just a "pipe dream" or far off in the future? Does
the corporation have the resources to pursue the transaction? If the
corporation is not likely to be able to pursue the transaction, even
if it wanted to, then a director may well be advised to make a full
disclosure even if he is not required to do so.

c. Duty of Care. The Model Act requires a director to discharge his
duties (I) in good faith (i.e. acting honestly and lawfully), (I) with the care of an ordinarily
prudent person in a like position would exercise under similar circumstances and (II) in a
manner he reasonably believes to be in the best interests of the corporation. This last part
establishes the notion that the test is based on objective, not subjective, standards. Following are
some suggestions to enable directors to exercise this duty of care. These are perhaps easy to state
but not as easy to carry out, especially given time and family-owned pressures.

° Take Your Time. There may be circumstances where an
immediate action is required. For example, a transaction may
be available for only a limited time due to the multitude of
competing bidders. However, in most cases, prudent practices
follow Colin Powell's 50-80 rule: obtain at least 50% of the
material facts but, to avoid "paralysis by analysis", make a
decision prior to having 80% of the facts. Directors should
read, ask questions and interview appropriate corporate
personnel to get the requisite facts. Then deliberate over at
least one board meeting.

° Prepare. Courts severely criticize directors who have not
acquainted themselves with the relevant information.



Management should provide adequate information to directors
in a timely fashion to enable the directors to prepare for the
board meeting and make an informed judgment. If the
information is not timely or adequately provided, directors
should ask to delay the consideration of the matter until the
requisite information is supplied.

° Ask Questions. Courts encourage, and sanction the
conduct of, activist directors. Questions elicit facts, keep
people honest and demonstrate that the director is not a mere
rubber stamp.

o Make a Record. Minutes and other records of directors
meetings and deliberations are critical to documenting the
thorough and reasoned conduct of directors' actions. A
contemporaneously prepared record is persuasive evidence of
the boards' deliberations. Many family-owned businesses do
not maintain corporate records with the same rigor and
discipline as publicly-held businesses where decisions may be
more likely to be scrutinized. Board meetings in family-owned
businesses also tend to be more informally conducted, with
little or no notice. Many may take place in hardly exotic
locations like the kitchen table or car.

° Review all Materials. Courts may exonerate directors who
ask to receive and then review all materials. Boards should
avoid acting on matters before this careful review.

° Attend Meetings. Woody Allen once said that 90% of life
was just showing up. So too, directors should attend all or a
substantial number of meetings and participate to the extent
they have something meaningful to add.

While directors may insulate themselves from scrutiny if they follow the suggestions set
forth above, directors should not, and cannot, be expected to know everything. Directors are
entitled to, and should when appropriate, rely on reports, opinions, information and statements
(including financial statements) prepared by those who are better informed. Of course, directors
are entitled to reasonably rely on the opinions and judgments of experts such as corporate
officers who are competent in the matters at issue, the corporation's legal counsel and
accountants and duly authorized committees of the board. In considering whether to rely on such
persons, the directors need to ask themselves whether the person or report on which they are
relying appears to be knowledgeable, well researched and well reasoned, thoughtful and
deliberate in the preparation and analysis, and whether the methodology used is reasonable and
generally accepted?



d. To Whom are These Duties Owed? The paramount goal of the
directors and officers, and all others owing a fiduciary duty to the corporation, is to further the
interests of the overall corporation and its shareholders. Some states, such as Pennsylvania and
Ohio, permit the directors to consider the interests of and the effects of a merger or sale of the
corporation upon other "constituencies such as the employees, customers and suppliers of the
corporation and its subsidiaries and upon communities" in which the corporation and its
subsidiaries are located or do business. Directors of an insolvent corporation should consider
other constituencies as well, as will be discussed below. However, the laws of most states allow
and require directors to retain the single-minded focus of furthering shareholder and corporate
1nterests.

4. Application of Corporate Governance Principles in Specific Circumstances.

The principles discussed in the previous section serve as over-arching guides for the
conduct and decision making of a director and officer and majority (and perhaps
minority)shareholders in privately-held corporations. These overriding fiduciary duties of loyalty
and care pervade every decision and should loom omnipresent to guide a director and officer. A
myriad of fact situations arise in which these general principles need to be applied.

a. General Management Decisions. Courts have created a business
judgment rule whereby the court will presume that a decision of the board was made in
compliance with all laws and fiduciary duties. Absent a showing by a plaintiff shareholder that
the board breached any of these duties, or otherwise committed some act of fraud or outrageous
conduct, courts will generally decline to second guess or intervene in corporate decision making
or substitute its business judgment in place of that of the board. Many of the policies and goals of
corporate governance discussed in the first section of this article would be hamstrung, if not
severely frustrated, if every action or inaction of a board was challenged by second-guessing
courts and shareholders.

Therefore, as long as the board exercises the duties described in the preceding section of
this article, and as long as the subject matter acted upon by the board does not fall within the fact
patterns set forth below, the courts will defer to the judgment of the board and dismiss any
lawsuit challenging the wisdom of the decision. A court will not play "Monday morning
quarterback" as long as the board acted carefully with loyalty to the corporation, and as long as
the decisions do not involve the subject matter set forth below. Courts temper any inclination to
interfere even if the action of the board turned out to be unwise or unsuccessful. Therefore, great
deference will be given to most decisions of the board and challengers will confront a real uphill
struggle to overturn any decisions of those in power.

If a court finds that the fiduciary duties of a director or several directors (even less than a
majority) may have tainted the corporation's decision, the burden of proof will then shift to the
board to prove that the transaction was inherently fair to the corporation and in some
circumstances the shareholders collectively, that the directors acted in the good faith belief that
the transaction would benefit the corporation or maximize the collective value of the equities
held by the shareholders, and that the directors were not interested and did in fact act with due
care.



b. Mergers, Sales or other Changes in Control. The rules of director
conduct and scrutiny change in exceptional circumstances such as a proposed takeover or sale of
the corporation, or a proxy solicitation contest. The "omnipresent specter” of director
entrenchment at the expense of the best interests of the shareholders heightens the suspicion and
scrutiny of courts in these circumstances. Many of these rules and principles have been
determined in the wake of several hostile takeover attempts during the past two decades.
However, and perhaps surprisingly or counter-intuitively, many of these rules also apply in the
privately-held family-owned business context.

In many cases, a hostile takeover of a family-owned business and the consequent
application of the below discussed rules is simply not possible due to the commonality of
shareholders and directors. They may also not apply since the corporation may be a close
corporation and therefore controlled by the shareholders without any board of directors. Many
times majority shareholders will also be approached directly to sell their shares or, if there is a
recalcitrant board which refuses to authorize a merger or sale of the corporation's assets, they
can simply remove the board by exercising their shareholder rights.

However, in many cases, the composition of the corporation's directors and shareholders
may differ and that is where potential conflict could arise. For example, mother founded the
family-owned business and transferred all of the stock to her children for estate planning reasons.
She, however, remains the sole director of the corporation. If she is approached as a director to
merge or sell the assets of the corporation, her interests as a director may diverge from the
interests of her children as shareholders. Employees of the family-owned business could own a
minority of the shares as well and have views as shareholders distinctly different than the views
of the controlling shareholders which they exercise as directors. We do not have to be regular
viewers of the television programs Dynasty or Dallas to imagine the myriad of fact patterns and
depth of contentiousness between relations in these situations. While relations among family-
owned members may always be challenging, they become outright incendiary when huge sums
of money are involved.

In a takeover contest, the board can do one of five things: (i) do nothing by simply saying
"no", (i1) in addition to just saying "no", adopt one or more anti-takeover devices to thwart the
bidder, (iii) find another buyer, (iv) negotiate with the bidder and try to extract a higher price or
(v) enter into a "strategic" merger.

° Just Say No. With deference to Nancy Reagan's defense against
drugs, courts have allowed boards to simply reject any takeover
proposal. The board has no duty to sell the company regardless of how
attractive an offer may sound as long as the board has exercised its
fiduciary duties, carefully evaluated the merits of the proposal and
concluded, in its business judgment, that the long term best interests of
the corporation (and implicitly all of its shareholders) will be
maximized by rejecting the bid. In a family-owned business setting,
therefore, the non-family-owned member executives who are desirous
of causing the company to be sold, and who find a buyer who proposes
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a wonderful offer, will not likely have any recourse against the board
and majority shareholders who simply reject the bid out of hand.

Take Action to Obstruct the Takeover. Primarily applicable in the
public corporation arena, the board has any number of avenues
available to it to protect the corporation from the takeover or make it
less appealing to the suitor. It can adopt poison pills (such as requiring
supermajority approval by directors and shareholders, or issuing new
preferred stock or special dividends to existing shareholders if a new
shareholder not approved by the board amasses a certain threshold of
shares), payment of bonuses, establishing "golden parachute"
programs, split offs or sales of major or attractive divisions, purchases
of other businesses, or leveraging of the corporation. Many states,
notably Wisconsin, have enacted laws permitting its domestic
corporations to adopt many of these protections.

Courts will carefully scrutinize these actions to prevent and assure that
the board is not simply entrenching itself in power to the detriment of
the mass body of shareholders. Delaware has a well established body
of case law stemming from the takeovers of the mid to late 1980s. This
body of law, which has been followed in many states (including
corporate "havens" such as Nevada and Alaska), places the burden of
proof on the directors to show that any action which the board has
taken to thwart a takeover attempt is (a) a reasonable response to a
perceived "danger to corporate policy and effectiveness" and (b)
reasonably related to the threat posed.

To oversimplify a dense body of case law, factors to consider in
evaluating whether the bid posed a danger to corporate policy and
effectiveness include the adequacy or inadequacy of the bid and its
financing, the nature and timing of the offer, whether the bid complies
with law and possibly creates regulatory or antitrust obstacles, the risk
of the bid not being consummated, the character of the bidder, and the
prospect that the financing will actually go through. Some states also
allow consideration of the impact of the bid on other constituencies
such as the community, employees and suppliers.

If the board concludes after exercising its duty of care that the bid
would pose a danger to the corporation, then the board has an absolute
duty to oppose it. The only question at that point is whether the board's
response is proportionate in relation to the posed threat. Some of the
responses outlined above have been upheld, and some rejected, based
on the unique facts of each case. While it is difficult to fashion any
immutable guiding principles to the board, the construct of the
response should be carefully evaluated and documented and sprinkled
with a good dose of common sense. Overkill and draconian measures
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will likely lead to a court striking down all or part of the measures or
granting awards to aggrieved shareholders of potentially significant
monetary penalties.

These issues are not as prevalent in a family-owned business
context for several reasons. While the boards of both family-owned
businesses and public corporations may adopt the "just say no" policy
described above, the viability of that policy is greater in a family-
owned business since the shares are illiquid and often subject to
contractual and other restrictions on transfer.

¢ Find Another Buyer to Maximize Sale Value. Delaware law does
not engraft any "single blueprint that a board must follow to fulfill
its duties" once it has decided to sell the company or once the sale
of the company is inevitable. Its sole mantra at that point is to
maximize shareholder value. Typically, it accomplishes this goal
by one of two means: (a) conduct of an auction to maximize the
value of the company or (b) negotiate privately with one or more
bidders.

The structure, timing and conduct of the auction is beyond the
scope of this article. Auctions are conducted in one of two basic
forms: a controlled auction (where the board solicits bids from
only a limited universe of qualified potential buyers in order to
better manage the process, minimize the perception that the
company is being liquidated in some "fire sale", and reduce
publicity ) or a full-blown auction inviting bids from all interested
parties. The procedures must be designed to assure that all parties
have (a) access to information, (b) sufficient time to evaluate the
information and make a meaningful bid, and (c) the benefit of
other procedures to assure a fair and level playing field among
bidders. In any case, the board must discharge its fiduciary duties
of due care and loyalty simply to maximize the value of the sale
proceeds to the shareholders. Even in this context, however, courts
will tend to defer to the sound business judgment of the board. For
example, a board is well within its rights to adopt a "cash is king"
philosophy favoring cash-based offers over even higher offers
predicated on risky or over-priced stock, notes or other forms of
non-cash consideration.

Negotiated Sale. If the board has decided to sell the corporation,
and the board decides to sell pursuant to a negotiated sale, the directors
may face additional scrutiny regarding how they determined that the
price was fair and that they indeed discharged their sole duty to
maximize shareholder value. The directors will need to insulate
themselves from challenge that an investment banker's fairness
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opinion was a poor substitute for an auction which allows the
marketplace to better determine the corporation's value.

One approach to insulate the board from such scrutiny is the "market
check". This mechanism allows the board, after a definitive transaction
is signed, to canvass the marketplace to see if a higher price on
essentially identical terms exists for the company. A properly
constructed market check mechanism effectively establishes a floor
price for the company (i.e. the signed contract for sale), and allows the
seller to contact other potential buyers and disclose confidential
information and solicit and entertain bids.

A buyer who has negotiated and signed a binding agreement obviously
is not thrilled with such a provision and will attempt to limit the time
and scope of the market check, and only permit the board to react to
offers as opposed to solicit them. The buyer will also seek "break-up"
or "topping" fees and reimbursement of its expenses including legal
fees in the event that a second bidder is accepted. The buyer may also
ask for an opportunity to match that bid or have that bid be a certain
percentage higher than the buyer's bid. Courts have upheld reasonable
break-up fees (typically in the range of 2 to 3% of the transaction
value) and the sale to the original buyer of a desired piece of the
seller's business such as real property or a division.

o Strategic Merger. Through a series of cases, Delaware and many
other states have concluded that the business judgment rule is the
proper standard to analyze transactions where control of the
corporation is not relinquished. Thus, in the case of a merger of equals
(such as was claimed to be occurring in the Daimler-Benz and
Chrysler "merger of equals" and what may actually be occurring in the
Time-Warner and AOL's nuptials), where no control is relinquished
upon consummation of the merger since the shareholders of each
corporation had the right to choose an equal number to the board, there
was no "extraordinary event" such as a sale, and the application of the
business judgment rules instead of the rules of higher scrutiny
discussed above, was proper.

c. Insolvency or Other Financial Distress. In a solvent corporation,
directors owe their fiduciary duties exclusively to the corporation and its shareholders since the
shareholders own all the assets of the company if it were sold and then all liabilities were paid. In
an insolvent corporation, however, the creditors of the company may have a claim on the assets
since the net worth of the enterprise may be less than its assets. Courts, therefore, have imposed
higher and different duties on directors of financially troubled corporations. A salient question
involves how and when a director knows the corporation is in financial distress and then where
on the continuum of distress, from nearly to clearly insolvent, is the corporation.
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"Nearly Insolvent" Corporations. These are entities which may
be teetering on the brink of financial ruin but are still solvent.
While this determination is an art and not a science, and based
on experience not hope, directors have very nuanced and subtly
different duties in this case. Unfortunately, little or no guidance
exists to instruct a board how to take into account the interests
of creditors, suppliers and other non-shareholder interests. No
clear blueprints offer ways for the board to balance competing
interests for the dwindling funds. The board should, at a
minimum, exercise its duty of care to assure that all funds of
the company are being properly used and channeled toward
proper corporate purposes. The board should also engage
experts to provide balanced objective information regarding the
entity's financial condition, prospects for salvation and ways to
salvage the business. The reliance on experts, including the
internal financial personnel, will go a long way to protecting
directors from claims that they should have known the
corporation was even worse off financially than they thought it
was.

Clearly Insolvent Corporation. While not every state law is in
agreement, the clear majority of states alter the duties of a
director when the corporation has crossed the mythical line
from nearly insolvent to clearly insolvent. Many states have
created a "trust fund" doctrine. This doctrine requires directors
of insolvent corporations to radically metamorphose, and shift
their focus from furthering and protecting the rights of
shareholders to furthering and protecting the rights of creditors.
This transformation could be daunting. Whereas most boards
encourage and expect the corporation to take risks and be
entrepreneurial, boards of insolvent corporations have to
behave far more conservatively. Courts are still split, however,
over whether the board has to entirely change the focus of the
corporation to that of a liquidating trustee. New York law takes
this view, yet Delaware suggests that directors of an insolvent
corporation will still be entitled to some degree of business
judgment rule insulation even if they do not act as strict
trustees, unless, of course, the corporation is actually in
liquidation.

Bankruptcy. Under the federal bankruptcy code, the directors
of a corporation in a Chapter 11 reorganization become trustees
of the bankrupt estate. In such capacity, the directors are
required to safeguard and recover assets of the estate, operate
the business of the debtor corporation and formulate a plan of
reorganization. Directors become fiduciaries for all parties to
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the reorganization, including both creditors and shareholders.
Courts are split, however, whether directors at this stage are
entitled to the protection of the business judgment rule or may
be liable for their mere negligence. This ambiguity should
encourage directors to seek court approval of any controversial
decision.

d. Government Investigations or Other Potential Wrongdoing. In the
Frank Capra film It's a Wonderful Life, Uncle Billy was under investigation by federal bank
examiners for gross mismanagement of the family-owned savings and loan business. While all
ended well in that classic film, the role of George Bailey and the other bank directors in ferreting
out and reigning in the fraud was hardly an Oscar winning performance.

Directors and officers (and shareholders in the case of family-owned businesses) have a
heightened duty to weed out employee misconduct and establish an environment promoting and
facilitating compliance with laws. Potential liability to these fiduciaries for the misconduct and
other illegal acts of others can be staggering. First, directors and officers may be liable for the
recurring similar illegal acts or other misconduct of those employees. Additionally, such
fiduciaries may be liable for failing to halt and cure any such recurrences. The Securities and
Exchange Commission has publicly criticized directors and officers for failing to take such
measures.

Second, Delaware courts have held that a component of a director's duty of care includes
a good faith attempt to assure that corporate reporting and information systems exist and such
systems are reasonably designed to provide senior management with timely and quality
information on which to make reasonably informed business decisions.

Third, recent federal legislation requires a corporation's independent auditors to look for
and assess management's response to indications of potential illegality. This statute creates a
classic "chicken and egg" conundrum since if the corporation does not have a history of
responding, it is difficult for the auditors to respond. The auditor's inability to respond may
create an inference, albeit unjustified, that the corporation does not have proper response
measures in place.

Fourth, the Corporate Sentencing Guidelines impose severe penalties on and possible
criminal liability for corporations that fail to take voluntary action to redress employee
misconduct. Prosecutors, moreover, typically give leniency or special consideration to
corporations which take effective action in the face of suspected wrongdoing by personnel.

While director and officer liability and obligations may be well established, little
guidance exists, however, to advise fiduciaries how to carry out these high minded statements.
One article” offers many constructive suggestions to prevent or reduce the chances of such
liability.

2 "Talking the Talk and Walking the Walk: Director Duties to Uncover and Respond to Management Misconduct",
Pitt, Groskaufmanis and Tsaganos, Corporate Counsel Quarterly
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e Foster a Tone of Respect for the Law. The fish stinks from the
head down. Top management should show a respect of the law and
proper conduct. A code of conduct and swift and decisive action
for violations thereof are essential. The board should require that
all persons under investigation properly cooperate with all internal
(not necessarily external) investigations. Training and other
compliance programs are also critical. Once a corporation learns of
significant wrongdoing by an employee, it should review and
improve its compliance program to assure that it functions

properly.

e (reate a Mechanism to Assure Directors Quickly L.earn of and
React to Allegations of Substantial Illegality. The Board should
consider setting up a special committee of the Board whose
function is to evaluate serious allegations of impropriety.
Obviously, not every claim of misconduct or illegality needs to rise
to the board's level in the first instance. While a matter is being
investigated, the board should consider whether to suspend or
restrict the activities of those under investigation. It should also
consider whether disclosures need to be made to shareholders,
independent auditors and government officials since the federal
securities laws, investor relations and re