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The vast majority of US public companies
are organised as companies. Their corpo-
rate governance practices and directors’
duties are governed by:

• Statutory law of the state of incorpo-
ration. Most US public companies are
incorporated in the state of Delaware.
The majority of other states base their
legislation on Delaware law, or on the
Model Business Corporations Act
(MBCA).

• Federal statutory law, including:

- the federal securities laws, including
the Securities Act of 1933 (Securities
Act) and the Securities Exchange Act
of 1934 (Exchange Act); and

- regulations and other guidance prom-
ulgated by the Securities and Exchange
Commission (SEC). 

• Listing standards published by na-
tional registered securities exchanges,
most notably, the New York Stock Ex-
change Listed Company Manual
(NYSE Listing Manual) and the Na-
tional Association of Securities Deal-
ers Automatic Quotation System Mar-

Corporate governance and
directors’ duties 
An overview

Stephen Giove, Fabiana Sakai, Matthew Musselman and Dorman Tong 

of Shearman & Sterling LLP discuss directors’ duties and the corporate 

governance practices of US public companies. 

Illustration:  Getty Images



ketplace Rules (NASDAQ Marketplace
Rules).

• Common law rules.

• The company’s certificate of incorpo-
ration and by-laws as well as corporate
governance guidelines and the charters
of committees of the board of direc-
tors (board) (see box “Shareholder
groups”).

Against that background, this article
looks at: 

• Board composition and compensation.

• Management rules and authority.

• Directors’ duties and liabilities.

• Shareholder relations.

BOARD COMPOSITION AND 
COMPENSATION 
The company’s board is responsible for
appointing the company’s management.
The board typically delegates the day-to-
day operation of the business to a chief
executive officer (CEO) and other man-
agement employees.  The senior managers
of the company generally include the
CEO, the chief financial officer (CFO)
and the chief accounting officer (CAO),
among others.

Board structure
US companies almost invariably have a
unitary board structure (that is, one single
board comprising both executive and
non-executive directors and that is re-
sponsible for all aspects of the company’s
activities as opposed to a dual board sys-
tem that consists of a supervisory board
and an executive board of management).
Under most US state corporation statutes,
directors are elected for a term of one year
(§§ 211(b); 141(d), Delaware General Cor-
poration Law).

State laws commonly provide the option to
institute a staggered or classified board,
under which directors are divided into sep-

arate classes (typically three classes), with
one class being elected annually to serve a
three-year term. However, classified
boards have declined in popularity over the
past few years due to shareholder activism,
with only 27 of the top 100 US companies
having staggered or classified boards in
2008, as compared with over one-half in
2004 (see box “Top 100 US companies”).

Directors are generally either employees
who are members of the senior manage-
ment of the company or independent
non-employees.  However, some boards
have non-executive directors who are not
strictly independent (such as former sen-
ior executives of the company). 

There are no state or federal law require-
ments to have a specific board composi-
tion, however the NYSE and NASDAQ re-
quire the board to consist of a majority of
independent directors, subject to certain
limited exceptions (see box “Independent
directors”).  

CEO and chairman. There are no restric-
tions on combining the roles of CEO and
chairman, and it is not unusual for one in-
dividual to serve as both, especially in
larger companies. However, shareholder
activists often tend to support the separa-
tion of these roles as a corporate gover-
nance best practice, and separation has
become more frequent in recent years,
particularly in smaller companies. 

In 2008, the roles of chairman and CEO
were separated at 28 of the top 100 US
companies, a significant increase from 14
in 2003.  However, only eight of those 28
companies have adopted an explicit policy
of splitting the two roles.  In addition, 21
of the top 100 US companies specifically
state that the offices of CEO and chairman
of the board should not be separated.  

Board size. Most states do not require a
minimum number of directors and leave
the size of the board to be set by the com-
pany’s certificate of incorporation or by-
laws.  The company’s certificate of incor-
poration usually sets the minimum and
maximum number of directors that can
constitute the board and provides that the
exact number be set in the by-laws or by a
board resolution.

Age limits. There is no age limit imposed
on directors, unless it is provided by the
company’s certificate of incorporation,
by-laws or corporate governance guide-
lines. However, 85% of the top 100 US
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Institutional investors and other share-
holder groups have become influential
in monitoring and enforcing their views
of best practices in corporate gover-
nance.  

Many large investors have established
corporate governance guidelines that
they want companies in which they in-
vest to follow. Several of these in-
vestors, such as California Public Em-
ployees Retirement System and the
Teachers Insurance and Annuity Asso-
ciation College Retirement Equities
Fund, have published these guidelines
on their websites. 

In addition, there are institutional advi-
sory firms, such as Institutional Share-
holder Services and Glass, Lewis & Co,
LLC, which recommend how share-
holders should vote on matters pro-
posed to shareholders in company’s
proxy statements.  

Traditional shareholder activists, such
as large pension funds, continue to be a
powerful influence in shaping the cli-
mate of corporate governance and are
often successful in encouraging com-
panies to adopt their desired practices.
Such institutional investors often sub-
mit shareholder proposals in corporate
governance policies.

Finally, institutional shareholders and
hedge funds are increasingly engaging
companies in discussions of their per-
spectives on matters affecting the
company, such as capital structure,
use of capital, strategic investments
and acquisitions. 

Shareholder groups



companies have a mandatory retirement
age (usually 72) for their non-employees
directors.  Common practice is for direc-
tors who are executives to retire from the
board when they retire from employment
with the company.

Nationality restrictions. Generally, there
are no nationality restrictions on direc-
tors, although nationality may be relevant
in some regulated industries. In addition,
a director need not be a resident of the
state in which the company is incorpo-
rated.

Nomination, election and removal of 
directors 
Directors are generally nominated by the
board, but shareholders can also suggest
nominees for director in certain circum-
stances. Directors are elected by share-
holders at the annual shareholder’s meet-
ing. 

NYSE-listed companies are required to
have a formal nominating or governance
committee, which identifies individuals
qualified to become board members and
recommends their nomination to the
board (303A.04(b)(1), NYSE Listing
Manual).  The committee must comprise
independent directors only, unless the
company in question is taking advantage
of an exception to the rules available to
controlled companies (that is, a company
of which more than 50% of the voting
power is held by an individual, a group or
another company). 

NASDAQ nominating has a similar re-
quirement that nominations be made by
independent directors, but does not re-
quire a formal nominating committee.  

Election (or proxy) contests. Shareholders
can suggest nominees for director (share-
holder nominees) by following the submis-
sion procedures set out in the company’s
proxy statement (that is, the information
statement that the company provides to its
shareholders before the annual sharehold-
ers’ meeting as required by the Exchange
Act) (Rule 14a-8, Exchange Act).

Activist shareholders can submit their
own shareholder nominees to a share-
holder vote in opposition to directors
nominated by the board in what is re-
ferred to as an election (or proxy) contest.
Currently, shareholders are allowed to
conduct an election contest under the fed-
eral securities law proxy rules and can rec-
ommend to other shareholders one or
more director candidates.  

However, this process is cumbersome and
costly as the nominating shareholders
must provide proxy materials to other
shareholders at their own expense.  There
has been much debate over the past several
years as to the circumstances, if any, under
which shareholders would be permitted
to nominate directors using the com-
pany’s proxy materials.

The SEC is proposing an amendment to
Rule 14a-8 of the Exchange Act that
would enable shareholders to include in
company proxy materials their proposals
for by-law amendments regarding the
procedures for nominating candidates to
the board.  The revisions to the rule would
permit a shareholder who makes full dis-
closure in connection with a by-law pro-
posal for director nomination procedures
(for instance, a shareholder proposal
seeking to amend the company’s by-laws
to establish a procedure under which the
company would be required, in specified
circumstances, to include shareholder
nominees in the company’s proxy materi-
als) to have that proposal included in the
company’s proxy materials (Release No.
34-56160).  

The SEC recently reaffirmed its long-
standing interpretation that permits the
exclusion from the company’s proxy ma-
terials of a shareholder proposal that
would result in an immediate election
contest (that is, by making or opposing a
director nomination for a particular
meeting) or would set up a process for
shareholders to conduct an election con-
test in the future by requiring the com-
pany to include shareholder nominees in
the company’s proxy materials for subse-
quent meetings (Release No. 34-56914).

In addition, the SEC adopted amend-
ments to the proxy rules to facilitate on-
line electronic shareholder discussion fo-
rums by clarifying that participation in an
electronic shareholder forum is exempt
from most of the proxy rules if all of the
conditions to the exemption are satisfied.
The amendments also state that a share-
holder, company or third party acting on
behalf of a shareholder or company that
establishes, maintains or operates an elec-
tronic shareholder forum will not be li-
able under the federal securities laws for
any statement or information provided by
another person participating in the forum
(Release No. 34-57172).

Voting. Directors are elected by share-
holders at the annual shareholders’ meet-
ing.  State corporate laws generally pro-
vide that directors are elected by a plural-
ity vote, in which a director nominee who
receives the highest number of votes cast
for an open director’s seat is elected to that
position.  Shareholders in an election un-
der a plurality voting standard have two
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Top 100 US companies

References to the top 100 US companies are to the companies surveyed in Shearman &
Sterling LLP’s 2008 Trends in Corporate Governance of the Largest US Public Compa-
nies survey, available at www.shearman.com/corp_gov_publications.

With a few exceptions, the top 100 US companies consist of the 100 largest US public
companies (as ranked in Fortune magazine’s Fortune 500 list, by revenue, for the most
recently ended fiscal year as published in 2008) that have equity securities listed on the
New York Stock Exchange or NASDAQ.



voting choices for the election of directors:
“for” or “withhold”.  Under the plurality
voting standard, the only votes that count
are “for” votes and “withhold” votes have
no effect.  This means that a director could
be elected by a single “for” vote.  

However, there has been a significant
movement towards adoption of a major-
ity voting standard for election of direc-
tors in the past several years.  Under a ma-
jority voting standard, directors must be
approved by more than 50% of the votes

cast or by 50% of the total potential votes,
whether or not actually voted, depending
on what the company’s corporate docu-
ments provide for.  This means that a di-
rector will be elected only if he receives
more than 50% of the votes cast.  If a can-
didate receives less than 50% of the votes
cast, no one is elected and a fresh election
must be held.

Of the top 100 US companies, 71 now re-
quire directors to be elected by a majority
of the votes cast (a big rise since 2006,

when only 11 had adopted a majority vot-
ing standard). Of those 71 top 100 US
companies, the vast majority require in-
cumbent directors to submit their resigna-
tion from the board following their failure
to receive a majority of the votes cast in
favour of their election. 

In addition, 15 of the remaining 29 top
100 US companies that continue to elect
directors by a plurality of the votes cast
have adopted a policy that nominees re-
ceiving more withheld votes than votes in
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The New York Stock Exchange (NYSE) requires that the board con-
sist of a majority of independent directors, subject to certain limited
exceptions.

A director is not independent if any of the following apply  (303A.02;
NYSE Listing Manual):

• The director has a material relationship with the listed company
(either directly or as a partner, shareholder, or officer of an organi-
sation that has a relationship with the company). 

• The director is, or has been within the last three years, an em-
ployee of the listed company, or an immediate family member is,
or has been within the last three years, an executive officer of the
listed company.

• The director or an immediate family member received during any
12-month period within the last three years, more than
$100,000 in direct remuneration from the listed company (with
limited exceptions).

• The director or an immediate family member has a material con-
nection with the company’s internal or external auditor.

• The director or an immediate family member is, or has been
within the last three years, employed as an executive officer of
another company where any of the listed company’s present ex-
ecutive officers at the same time serves or served on that com-
pany’s compensation committee.

• The director is a current employee, or an immediate family
member is a current executive officer, of a company that has
made payments to, or received payments from, the listed com-
pany for property or services in an amount which, in any of the
last three fiscal years, is more than the greater of $1 million, or
2% of the other company’s consolidated gross revenues.

NASDAQ has similar requirements, however, a director can be in-
dependent under the NASDAQ Marketplace Rules even if a rela-
tionship between the director and the company exists, as long as
it would not interfere with the exercise of the director’s independ-
ent judgment (4200(a)(15); IM-4200, NASDAQ Marketplace
Rules). 

There are no requirements to have a specific number of independ-
ent directors under state or federal securities laws. However, US
public companies are required to disclose the names of directors
who are independent.

52 of the top 100 US companies have adopted policies requiring
more than a simple majority of independent directors.  In 2008,
independent directors constituted 75% or more of the boards of
89 of the top 100 US companies.  The CEO was the only non-inde-
pendent director at 44 of the top 100 US companies and CFOs
and COOs were members of the board at seven and nine, respec-
tively, of the top 100 US companies.

Identification.  The NYSE requires companies to identify their in-
dependent directors and to disclose the basis for that determina-
tion (303A.02(a), NYSE Listing Manual). NASDAQ also requires
identification of independent directors, but does not provide for
disclosure of the basis of that determination (4350, NASDAQ
Marketplace Rules). 

Executive sessions. Both the NYSE and NASDAQ require that in-
dependent directors have regularly scheduled meetings (execu-
tive sessions) at which only independent directors are present. 

Some companies set a minimum number of executive sessions.
Of the top 100 US companies, 25 include an executive session of
independent directors as part of every regularly scheduled board
meeting.

Independent directors



favour of their election must submit or
tender their resignation from the board.

Broker non-votes.Brokers who hold shares
of their customers registered in the bro-
kers’ name on behalf of the beneficial
owner, hold shares in “street name”.  Bro-
kers who hold shares in street name and
who do not receive voting instructions
from the shares’ beneficial owners at least
ten days before a scheduled shareholders’
meeting can vote such shares in routine
matters (Rule 452, NYSE Listing Manual).
Controversially, routine matters currently
include uncontested director elections. 

In practice, because brokers often use
such discretionary voting power to vote in
favour of management proposals, this
rule can have the effect of providing addi-
tional support for management propos-
als, including uncontested director elec-
tions.  Depending on the number of share-
holders who fail to provide their brokers
with instructions on how to vote their
shares, broker votes can have a deciding
effect on certain proposals.  In fact, some
nominees at companies that have adopted
a majority voting standard would be un-
able to obtain the required majority of
votes without the broker votes. 

In 2006, the NYSE proposed an amend-
ment that would limit brokers’ authority
to vote shares for which they had not re-
ceived any voting instructions by ex-
pressly excluding director elections from
matters deemed to be “routine” for pur-
poses of discretionary broker voting.  The
SEC, however, has not yet acted on the
NYSE’s proposal.

Term limits. Term limits for elected direc-
tors are relatively uncommon, although
Delaware’s General Corporation Law al-
lows the certificate of incorporation or
by-laws to prescribe various qualifica-
tions for directors, including the term of
appointment. 

While 70 of the top 100 US companies dis-
cuss the topic of term limits for directors
in their proxy statements, only four have

adopted mandatory term limits. The most
common rationale provided by companies
for not adopting mandatory term limits is
the value of the insight offered by directors
who have extensive board service.

Removal. State law and the company’s cer-
tificate of incorporation and by-laws set
out the methods for removal of directors
from the board.  Generally, directors can be
removed by the company’s shareholders or
by judicial proceedings. Most modern
statutes provide that shareholders can, by a
sufficient vote, remove any director or the
entire board with or without cause, al-
though removal of directors where the
board is staggered may be subject to differ-
ent rules. Modern statutes also generally
provide that a court can order a director to
be removed, but only for cause.  For in-
stance, a court can order a director re-
moved as the result of a proceeding com-
menced either by the company or by a 10%
shareholder, if the court finds both that: 

• The director engaged in fraudulent or
dishonest conduct, or gross abuse of
authority or discretion.

• Removal is in the best interest of the
corporation (§ 8.09, MBCA).  

Vacancies can generally be filled by a ma-
jority of the directors then in office, even
if there are fewer directors than the quo-
rum.  A company’s certificate of incorpo-
ration and by-laws may also permit share-
holders to fill vacancies.

Directors’ compensation
Generally, unless otherwise restricted by
the company’s certificate of incorpora-
tion or by-laws, the board can set the direc-
tors’ compensation, subject to its direc-
tors’ common law fiduciary duties (see
“Duties and liabilities” below). Listed
companies must have a compensation
committee composed entirely of inde-
pendent directors.  The compensation
committee must have a written charter
that addresses the committee’s purpose
and obligations, as well as the annual per-
formance evaluation of the committee.

Compensation may include cash, the com-
pany’s shares or options on the shares. 

The NYSE and NASDAQ both require
shareholder approval of equity compen-
sation plans covering directors (303A.08,
NYSE Listing Manual; 4350(i)(1)(A),
NASDAQ Marketplace Rules).  No ap-
proval is required for cash compensation
paid to directors.

In recent years, shareholder activists have
pressed companies to adopt certain com-
pensation-related measures, including:

• A policy allowing shareholders to an-
nually pass a non-binding advisory res-
olution that ratifies the compensation
for certain named executive officers
disclosed in the proxy statement.

• A limit on total compensation for the
CEO and other named executive offi-
cers.

• A pay-for-performance policy under
which all or a significant portion of fu-
ture equity and incentive awards
granted to employees be performance-
based. 

• The limitation of certain benefits, tax
gross-ups and acceleration of equity
awards on a termination of employ-
ment or change in control.  

Disclosure. Directors of public compa-
nies are required to disclose their compen-
sation in a proxy statement or annual re-
port filed by the company with the SEC
(Releases No. 33-8732A; 34-54302A; Item
402, Regulation S-K). 

In addition, a company must include a
“Compensation Discussion and Analy-
sis” (that is, a statement from the com-
pany and its management on its policies
and decisions on executive compensa-
tion) in its documents that are periodi-
cally publicly filed with the SEC.

Directors are not required by law to own
shares in the company of which they are a
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director.  However, the company’s certifi-
cate of incorporation, by-laws or adopted
policies may require the director to own a
minimum number of shares.  Share and
stock option ownership by directors is of-
ten encouraged to align the directors’ own
interests with those of the company’s
other shareholders.

If a director owns publicly-traded shares
in a company of which he is director, he
must (§ 16, Exchange Act): 

• Disclose to the public his holdings of
equity securities, the trading of those
shares and the receipt of stock options.

• Not deal in those shares in certain cir-
cumstances.  

MANAGEMENT RULES AND
AUTHORITY
A company’s certificate of incorporation
and by-laws typically regulate internal
management of the company and, where
these documents are silent, state law pro-
vides default rules.  

Under Delaware law, unless the certificate
of incorporation and by-laws provide
otherwise, a majority of the total number
of directors constitutes a quorum, and a
vote of the majority of the directors pres-
ent at a meeting at which a quorum is
present is required to take any valid ac-
tions.  The directors can also take valid
actions without a meeting (that is, by
written consent), unless the certificate of
incorporation or by-laws provide other-
wise.

Directors’ powers
State law and the company’s certificate of
incorporation typically provide that the
board can exercise all of the company’s
powers, but the board’s powers can be re-
stricted by the company’s certificate of in-
corporation or by-laws and may be sub-
ject to state law limitations.  In addition,
certain actions and transactions require
shareholder approval, such as mergers
and amendments to the certificate of in-
corporation. 

State law and a company’s certificate of
incorporation normally expressly provide
that the board can delegate any of its pow-
ers to an individual director or to a com-
mittee of directors.  However, state law of-
ten restricts the scope of the activities that
can be conducted by a committee of less
than the entire board. 

Committees. Under Delaware law, a duly
appointed committee has all the powers
delegated to it by the full board (or pro-
vided for in the certificate of incorporation
or by-laws) other than the power to (§ 141,
Delaware General Corporation Law): 

• Amend the company’s certificate of in-
corporation or by-laws.

• Adopt certain agreements of merger or
consolidation.

• Recommend to shareholders the sale,
lease or transfer of all or substantially
all of the company’s property and as-
sets, or the dissolution of the company
or a revocation of a dissolution.

• Declare a dividend or authorise the is-
suance of stock, unless otherwise per-
mitted by the company’s certificate of
incorporation, by-laws or resolution.

No particular committee structure is des-
ignated by state law, however, federal secu-
rities laws require public companies to have
an audit committee composed entirely 
of independent directors (§ 10A(m)(3), 
Exchange Act). 

The audit committee is responsible for the
appointment, compensation and over-
sight of the independent public account-
ing firm employed to audit the company’s
financial statements. 

The NYSE and NASDAQ also require
that listed companies have an audit com-
mittee (303A.06, NYSE Listing Manual;
4350(d), NASDAQ Marketplace Rules).  

In addition to an audit committee, the
NYSE requires its listed companies to

have a nominating or corporate gover-
nance committee and a compensation
committee (303A.04; 303A.05, NYSE
Listing Manual).  

NASDAQ does not require such com-
mittees, but does require that compen-
sation and nominating actions be made
solely by the independent members of
the board.  In practice, most companies
that have their securities listed on NAS-
DAQ have such committees. Subject to
certain exceptions, all of these commit-
tees must consist of independent direc-
tors only. 

DUTIES AND LIABILITIES 
Directors owe the company and its share-
holders the following duties:

• Duty of care. This generally requires
that a director pay attention, ask ques-
tions and act diligently in order to be-
come and remain fully informed and to
bring relevant information to the at-
tention of other directors.

• Duty of loyalty. This generally requires
that a director make decisions based on
the company’s best interest, and not on
any personal interest.

In determining whether a director has sat-
isfied his fiduciary duties, the courts gen-
erally apply the “business judgment rule”
under which a board’s decision is pro-
tected unless it is shown that the directors
breached their duty of care or duty of loy-
alty.

Negligence on the part of a director does
not result in personal liability unless the
director failed to act in good faith.

Directors’ decisions may be more strictly
scrutinised with respect to certain trans-
actions, including the sale or change of
control of the company or in conflict of
interest situations.

Non-executive directors are generally
subject to the same duties and liabilities as
executive directors.
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Directors can be held personally liable un-
der certain circumstances, including:

• Theft and fraud. A director can be
criminally liable under both federal
and state laws for theft and fraud.  Di-
rectors can also be held liable under
other federal statutory schemes.

• Breach of securities law. Directors of
public companies can be held both
civilly and criminally liable for viola-
tion of state and federal securities laws
in a number of circumstances.  For ex-
ample, directors cannot trade in a com-
pany’s securities when in possession of
material, non-public information (Rule
10b-5, Exchange Act).  Federal securi-
ties law also imposes liability on direc-
tors for intentional or reckless misrep-
resentations or material omissions
made in securities offering documents
or proxy statements (see box “Direc-
tors’ liability for public statements”). 

• Insolvency. In recent years many
courts and commentators have consid-
ered whether the directors of a com-
pany that is insolvent, or may possibly
become insolvent, owe fiduciary duties
to the company’s creditors. 

The Delaware Supreme Court recently
held that where a company is in the
“zone of insolvency” or clearly insol-
vent, the directors have a fiduciary duty
to exercise their business judgment in
the best interests of the company, and
creditors cannot bring direct claims
against the directors for breach of fidu-
ciary duty (North American Catholic
Education Programming, Inc v Ghee-
walla, 930 A.2d (Del 18 May, 2007)). 

Creditors of an insolvent Delaware
company have standing to maintain de-
rivative claims against directors on be-
half of the company for breaches of fi-
duciary duties but have no right to as-
sert direct claims for breach of fiduciary
duty against corporate directors.  Cred-
itors can also bring direct non-fiduciary
claims under contract, tort, fraudulent

conveyance and bankruptcy theories
and to enforce any security interests col-
lateralising their claims.

• Corrupt payments.  Directors can be
criminally and civilly liable for know-
ing violation of the Foreign Corrupt
Practices Act of 1977, which targets
corrupt payments made to foreign offi-
cials and prohibits a company from in-
demnifying its directors and officers for
fines (see Article, “The Foreign Cor-
rupt Practices Act: US legislation with
global implications”, page 167).

Limitations on liability
Most states allow a company to limit di-
rectors’ personal liability to the company
or its shareholders for breach of their fi-
duciary duties subject to certain restric-
tions.  For example, Delaware law pro-
vides that directors’ liability cannot be
eliminated or limited for:

• Any breach of the director’s duty of
loyalty.

• Acts or omissions not in good faith or
involving intentional misconduct.

• Wilful or negligent conduct in paying
dividends.

• Any transaction from which the direc-
tor derives an improper personal bene-
fit.

Companies often adopt provisions in
their certificates of incorporation elimi-
nating directors’ liability to the fullest ex-
tent permitted by law. 

Public companies typically obtain insur-
ance on behalf directors to cover any er-
ror, misstatement, misleading statement,
act, omission, neglect or breach of duty.

One of the most serious concerns for offi-
cers and directors are the legal fees associ-
ated with frivolous claims, and such in-
surance typically covers the legal fees
from a criminal proceeding or any formal
civil administrative or regulatory pro-
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Directors’ liability for public statements

Any director who makes or causes the making of any false or misleading statement in a

document filed with the SEC can be held personally liable for the misstatement, includ-

ing those made in connection with the company’s accounts (§§ 11 and 12, Securities

Act; Rule 14c-6, Exchange Act). 

In the context of securities offerings, every director of the company at the time of filing

the registration statement can be held personally liable for any untrue statement of a ma-

terial fact or omission of a material fact required to be stated in the registration state-

ment  or necessary to make the statements in the registration statement not misleading

(§ 11, Securities Act). 

Similarly, every director of the company can be held personally liable for use of a

prospectus which includes any untrue statement of a material fact or omits to state a ma-

terial fact required to be stated in the prospectus or necessary to make the statements in

the prospectus not misleading (§ 12, Securities Act).

A director can avoid liability by proving that he had acted in good faith and without

knowledge. 

Under the Sarbanes-Oxley Act of 2002, directors can also face criminal liability for fraud-

ulently influencing, coercing or misleading an accounting firm during an audit, with the

intention of rendering the audit report misleading (Rule 13b-2-2(b)(1), Exchange Act).



ceeding.  However, insurance cannot pro-
tect directors against liability based on the
director’s fraud, dishonesty or violations
of criminal law.

Indemnification 
State law also provides that a company in-
demnify the directors in certain circum-
stances.  Under Delaware law, any person
made a party to proceedings for being the
company’s director is entitled to indemni-
fication by the company against losses the
director incurs by virtue of his corporation
duties, provided that the director both:

• Acted in good faith.

• Reasonably believed that he acted in
the company’s best interests. 

Indemnification is mandatory if the direc-
tor is successful in the proceedings.  In-
demnification statutes often have restric-
tions (for example, a company cannot
normally indemnify a director against lia-
bilities owed to the company). Many com-
panies also provide contractual indemni-
ties to their directors, in addition to the in-
demnification provided by state law.

Transactions and conflicts
The duty of loyalty requires a director to
act in the best interests of the company
and not for personal profit or gain or for
other advantages which do not benefit the
company. 

A director can be held liable to the company
if he allows an actual or potential conflict
between his personal interests and the best
interests of the company to obscure his
ability to make decisions objectively.

Under the corporate opportunity doc-
trine, where a business opportunity be-
comes known to a director due to his posi-
tion with the company, the director owes a
duty to the company not to use that oppor-
tunity or knowledge for his own benefit. 

Transactions between a director and the
company are voidable under common law,
but many states have safe harbor statutes

(for example, § 144(a) of the Delaware
General Corporation Law) that generally
provide that a transaction is not voidable
if either of the following apply:

• It is approved by either disinterested di-
rectors or shareholders.

• The transaction is fair to the company. 

Accordingly, it is best to have such trans-
actions approved in advance by the disin-
terested directors or the shareholders.

In addition, there are restrictions on cer-
tain transactions between a company and
its directors.  For example, directors are
prohibited from receiving personal loans
or extensions of credit from the company,
with limited exceptions (§ 402, Sarbanes-
Oxley Act of 2002 (Sarbanes-Oxley)).

Under the NYSE Listing Manual, a director
does not qualify as independent unless the
board affirmatively determines that the di-
rector has no material relationship with the
company (either directly or as a partner,
shareholder or officer of an organisation
that has a relationship with the company)
(303A.02(a), NYSE Listing Manual).

Dealings in securities.  Generally, there are
no restrictions on the purchase or sale of a
company’s securities by a director, other
than:

• Restrictions in relation to insider trad-
ing.  A director cannot trade in com-
pany shares if he possesses material
non-public information about the
company.  In addition, companies usu-
ally have policies which regulate trad-
ing by officers and directors. 

• Restrictions on trading during certain
black-out periods tied to the com-
pany’s pension fund.

• Restrictions on public resale of re-
stricted and control securities (Rule
144, Securities Act).  Such resale is per-
mitted only if certain conditions are
met, including in certain circumstances: 

- a holding period requirement;

- a current public information require-
ment;

- a volume limitation;

- a manner of sale condition;

- a brokers transaction requirement; and

- the notice of proposed sale filed with
the SEC on Form 144.

Disclosures.  Directors must disclose their
holdings of shares and share options to
the public, along with any transactions
that result in a change in their holdings (§
16, Exchange Act). In addition, when a di-
rector acquires more than 5% of the com-
pany’s shares, certain additional disclo-
sures must be made (§§ 13(d) and (g), Ex-
change Act).

Federal securities laws require disclosure
concerning transactions with the com-
pany.  Companies must disclose material
transactions that exceed $120,000 and in
which certain related parties had a direct
or indirect material interest (Item 404,
Regulation S-K).  Such related parties in-
clude the following:

• Officers.

• Directors. 

• Director nominees.

• Beneficial owners of 5% or more of the
company’s common stock.

• Immediate family members of any of
the above.

In addition, companies must disclose the
policies and procedures used in reviewing
and approving such related party transac-
tions.  In 2008, 70 of the top 100 US com-
panies disclosed transactions in which the
company was a participant and in which a
related person had a direct or indirect ma-
terial interest. 
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SHAREHOLDER RELATIONS
State law generally requires companies to
hold an annual shareholders’ meeting.
Under Delaware law for example, unless
directors are elected by written consent 
in lieu of an annual meeting, an annual
shareholders’ meeting must be held 
for the election of directors (§ 211(b),
Delaware General Corporation Law). 

Meetings are generally held in a manner
provided for in the certificate of incorpo-
ration or by-laws, and if not so desig-
nated, as determined by the board.  Most
companies’ certificates of incorporation
do not set out specific issues that must be
dealt with at a meeting, with the excep-
tion that all companies require directors
to be elected at the annual meeting. 

Companies are required to provide infor-
mation to shareholders before the annual
shareholders’ meeting in the form of a
proxy statement (Rule 14a-3, Exchange
Act).

Proxy statements typically solicit share-
holder votes on the election of directors,
ratification of the company’s independ-
ent accountants, and often, on the ap-
proval of stock option plans related to ex-
ecutive compensation.  A proxy statement
may also include shareholder proposals
put forth by shareholder activists.

Generally, state law provides that share-
holders can call special meetings if the
company’s organisational documents al-
low them to do so. With proper notice,
shareholders can generally make propos-
als at annual and special shareholders’
meetings, but the company is not required
to accept certain proposals. 

Minority shareholder action
If a minority shareholder believes the
company is being mismanaged it can:

• Bring a claim, either on behalf of the
company (referred to as a derivative ac-
tion) or as a shareholder class action,
against the company’s directors for
breach of fiduciary duty.

• Call a special meeting of shareholders
if the company’s certificate of incor-
poration allows.

• Submit shareholder resolutions to the
board.

• Engage the company in a proxy contest
in an attempt to replace the board and
the company’s management (see
“Election (or proxy) contests” above).

• Use any other grievance methods pro-
vided for in the company’s certificate
of incorporation or any shareholders’
agreement.

Company reporting
Companies subject to the Exchange Act
reporting obligations must file:

• Annual reports on Form 10-K after the
end of the fiscal year covered by the re-
port. The filing deadline is 60, 75 or 90
days after the end of the fiscal year, de-
pending on the nature of the company.

• Quarterly reports on Form 10-Q after
the end of the quarter covered by the
report. The filing deadline is 40 or 45
days after the end of the quarter, de-
pending on the nature of the company.  

• Current reports on Form 8-K after four
days of the occurrence of certain events
related to the company’s business and
operations, financial information, se-
curities and trading markets, account-
ants and financial statements, corpo-
rate governance and management and
asset-backed securities.

Companies that are foreign private issuers
and are subject to the Exchange Act re-
porting obligations must file:

• An annual report on Form 20-F within
six months after the end of the fiscal
year covered by the report.

• Periodic reports on Form 6-K relating
to certain information that is material
to the foreign private issuer promptly

after such information is made or re-
quired to be made public pursuant to
local laws, is filed or required to be
filed with a stock exchange on which
its securities are traded and which was
made public by that exchange, or is dis-
tributed or is required to be distributed
to its security holders.

Internal controls, accounts and audit.
The rules adopted by the SEC under Sec-
tion 404 of Sarbanes-Oxley impose for-
mal requirements relating to the com-
pany’s internal control over financial re-
porting (which is a part of the company’s
internal controls). For every public com-
pany, the annual report required to be
filed with the SEC must contain an inter-
nal control report:

• Stating the responsibility of manage-
ment for establishing and maintaining
an adequate internal control structure
and procedures for financial reporting.

• Identifying the framework used by
management to evaluate the effective-
ness of the company’s internal control
over financial reporting.

• Containing an assessment, as of the end
of the most recent fiscal year of the
company, of the effectiveness of the in-
ternal control structure and procedures
of the company for financial reporting. 

In addition, the company’s independent
auditor is required to issue an attestation
report on the company’s internal control
over financial reporting. 

The SEC regulations also require quar-
terly reports to discuss changes in internal
controls over financial reporting.  In addi-
tion, the CEO and CFO must annually
and quarterly provide certifications
which relate, in part, to internal controls
over financial reporting.  

Independent auditor. The annual finan-
cial statements of companies must be au-
dited by a registered independent an ac-
counting firm. Interim financial state-
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ments are not required to be audited but
are required to be formally reviewed un-
der applicable accounting literature. 

The auditors must be independent under
the federal securities laws and the rules of
the Public Company Accounting Over-
sight Board (PCAOB).  Auditors of public
companies must also be registered with
the PCAOB. Certain relationships can
disqualify an auditor from being inde-
pendent.  

For example, it is unlawful for a registered
public accounting firm to perform an au-
dit if a CEO, controller, CFO, CAO, or
any person serving in an equivalent posi-
tion for the company, was employed by
that registered public accounting firm and
participated in any capacity in the audit of
the company during the one-year period
before the initiation of the audit. 

The company’s audit committee is respon-
sible for hiring an independent registered
public accounting firm as its auditor, if the
company is public.  The auditor must then
be approved by the entire board and the re-
tention of the firm is often put before the
shareholders for ratification.  The account-
ing firm must rotate the lead accounting
firm partner responsible for coordinating
and reviewing the company’s audit every
five years (§  203, Sarbanes-Oxley).

There are also restrictions on services that
auditors can perform for the companies
for which they audit accounts (§ 10A(g),
Exchange Act).  The following are prohib-
ited non-audit services: 

• Bookkeeping or other services related
to the accounting records or financial
statements.

• Financial information systems design
and implementation.

• Appraisal or valuation services, fair-
ness opinions or contribution-in-kind
reports.

• Actuarial services.

• Internal audit outsourcing services.

• Management functions or human re-
sources.

• Broker, dealer, investment adviser or
investment banking services.

• Legal services and expert services un-
related to the audit.

• Tax services during the audit engage-
ment period to a person (or an immedi-
ate family member) in a financial re-
porting oversight role at an audit client
generally.

• Any other service that the PCAOB de-
termines, by rule, is impermissible.

All other non-audit activities must be ap-
proved in advance by the company’s audit
committee. 

Auditor liability. Auditors are potentially
liable to the company, shareholders and
third parties if the audited accounts are
inaccurate.

Generally auditors cannot limit their lia-
bility to their audit clients because such
limitations are viewed as impeding their
independence.  It may, however, be possi-
ble for auditors to limit, in their engage-
ment letter, the punitive damages an audit
client can claim. 

Auditors can be liable for negligent mis-
representation to third parties who are
known to the auditors and for whose
benefit the auditor provided the audit re-
port. 

An auditor can be liable to shareholders
for: 

• Statements made in the audit/internal
control opinion (§ 10A(d), Exchange
Act).

• In the context of a securities offering
by a company based on the financial
statements and attestation to the com-
pany’s internal controls included in 
the company’s registration statement
(§  11(a), Securities Act).

Whistleblowing. Audit committees must
establish procedures to enable employees
to confidentially and anonymously sub-
mit concerns they might have in relation
to the company’s accounting, internal
controls or auditing matters (§ 10A(m)(4),
Exchange Act).  Companies are subject to
potential civil, and in some cases criminal,
liability if they can be shown to have taken
retaliatory action against an employee
whistleblower. 

Corporate social responsibility
Companies often highlight their achieve-
ments related to social and ethical respon-
sibilities in their annual report.  These dis-
closures are driven more by best practice
rather than legal requirements.  There are
more extensive disclosure requirements
relating to environmental matters. A com-
pany must also disclose certain share-
holder proposals, legal proceedings and
other material corporate matters, which
can include items relating to social re-
sponsibility.  

In recent years, shareholders, govern-
ments and non-governmental organisa-
tions have applied increasing pressure on
companies to devote more of their re-
sources to issues related to corporate so-
cial responsibility. In response to this pres-
sure, 33 of the top 100 US companies have
established a public policy committee.
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