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Directors face increased scrutiny, need to stay well informed

Boards of directors have
been under increased scruti-
ny as shareholders, creditors
and the public demand great-
er accountabil-
ity. The share-
holders in high

profile court

cases involving

public compa-

i nies — such as
Enron, World-

InSIder com, and Walt
view Disney — as well
B Bemard J. @S local venture-
Vogel Il backed private

firms, have sued

the directors.
The threat of personal liabil-
ity has made it more diffi-
cult for companies to attract
and retain the board talent
they require to help grow and
manage the business.

When directors take the
helm, they assume legal
and fiduciary responsibility,
which prohibits them from
serving their own interests
at the expense of the corpo-
ration, and requires them to
use good business judgment.
This means that directors
are required to be competent,
diligent and act in good faith
when they make business de-
cisions. The director’s fidu-
ciary duty of care and loyalty
is owed to the company and
its shareholders, and some-
times its creditors, tax au-
thorities and employees.

Walt Disney CEO Michael
Eisner negotiated an employ-
ment agreement for his suc-
cessor, Michael Orvitz, with-
out the Board of Directors’

review or discussion. Because
of the board’s over reliance
on Mr. Eisner’s recommenda-
tion, the directors failed to
devote adequate attention to
the terms of Mr. Orvitz’s em-
ployment. As a result of the
Disney Board’s dysfunction-
ality, Mr. Orvitz walked away
with $38 million payment
and millions in stock options
when he was terminated only
14 months later.

Shareholders brought a
lawsuit against the Disney
board, claiming the direc-
tors breached their fiduciary
duty.

The board should be a re-
source to the company, not a
group beholden to the CEO.
Directors can make better
decisions for companies by
investigating, learning and
voicing dissent. In order for
the board to be a resource
and a value to the company,
management should timely
deliver board packages in ad-
vance of meetings to allow
the directors time to analyze
the issues and, if necessary,
do their own research.

In the landmark settlements
of Worldcom and Enron, the
directors were personally li-
able for millions of dollars.
Worldcom involved the larg-
est accounting restatement
in history when it admitted
that fiscal 2001 pretax income
was overstated by $74 billion.
Worldcom directors were
personally liable for $25 mil-
lion, even though their an-
nual compensation was just
$35,000. Enron directors had

to personally pay $13 million
to settle the securities class
action suit after its account-
ing restatement and bank-
ruptcy.

In alocal Silicon Valley case,
Epinions’ founders and em-
ployee shareholders filed suit
and won a settlement against
the CEO and its venture capi-
talist directors from Bench-
mark, August Capital and BV
Capital for misleading them.
The charges included aiding
and abetting, breaches of fi-
duciary duty, fraud, conspira-
cy and unfair business acts.

When Epinions entered a
merger agreement with Deal-
Time, the board allegedly
neglected to inform its com-
mon shareholders about a
lucrative Google guaranteed
Internet distribution deal.
The Board of Directors de-
termined only the preferred
stock had value at the time of
the merger, and all common
shares were deemed worth-
less. When DealTime changed
its name to Shopping.com
and went public, the Epin-
ions CEO made over $20 mil-
lion and the VCs realized over
$250 million.

Liability is based on the in-
dividual, not necessarily the
board as a whole. A director
should insist on documenta-
tion to support the board’s
deliberating process, and to
register and document his
or her dissent. They should
do their homework to miti-
gate their exposure and be
thorough and attentive. Since
corporate counsel reports to,

Here are some critical protective steps that mem-
bers of corporate hoards should take:

* Investigate the company governance policies
« Require timely delivery of board packages

* Be active, thorough and attentive

* Register and document dissention

« Retain outside experts

« Insist of best-in-class governance practices
* Attend continuing educations for directors

* Document deliberation process

* Procure adequate D&0 insurance

and is often aligned with, the
CEO, boards should at times
consider retaining their own
outside and separate coun-
sel to review minutes and ad-
vise the directors. Directors
should consider attending
corporate governance class-
es, and insist on the procure-
ment of adequate directors
and officers insurance.

Directors need to be aware
of the recent lawsuits and
trends, and know that their
actions will be scrutinized.
If they are diligent, directors
can successfully mitigate li-
ability and reduce their ex-
posure. If directors are loyal,
careful, well informed and
make decisions based on ad-
vise from legal counsel, in-
vestment bankers and other
experts, they can be protected
from liability. The laws were
not written to inhibit deci-
sion-making, but to ensure
that a prudent decision-mak-
ing process is used.

BERNARD J. VOGEL Ill is shareholder/CFO of
Silicon Valley Law Group (www.svig.com) in San
Jose. His practice emphasizes venture capital
financing, complex corporate transactions, merg-
ers and acquisitions, partnerships, limited liability
companies and tax planning.
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