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Director independence is a cornerstone of modern corporate governance. Regulators,
scholars, companies, and shareholders have all placed a strong emphasis on director
independence as a means to ensure that investors’ interests in their companies are well
served. But what makes a director independent? While regulators and stock exchanges
have tackled this elusive standard in different ways, the end goal is always the
same¥sensuring that the director is able to exercise truly independent judgment and
further the best interests of shareholders. Surprisingly, these regulatory bodies have failed
to consider the impact board tenure might have on director independence. This Article
seeks to fill this void, highlighting the potential effect director tenure has on director
independence. Providing novel empirical data that reveals a significant rise in director
tenure over the last decade, the Article then strives to place this trend in the larger context
of transformations in board structure.

Specifically, this Article suggests that the trend of increased director tenure reflects a
market attempt to push back against the regulatory emphasis on board independence that
has forced companies to remove many high ranked executives from the boardroom. This
reaction is manifest in the increased prevalence of the “new insider,” a hybrid board
member who complies with current independence requirements but at the same time,
through longer tenure and other attributes, possesses many of the traits that corporate
insiders previously brought to the board table. Coupling this market movement with its
potential impact on board independence, this Article then explores the benefits and risks
of this new insider model and proposes a potential regulatory solution that would address
director tenure without sacrificing the benefits that tenure can provide.
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INTRODUCTION

Over the last few decades the composition of U.S. public firms’ boards
of directors has transformed dramatically. Boardrooms predominantly
controlled by company employees, commonly referred to as “insiders,”
have been replaced with boardrooms that are considered to be
“independent.” In many of these boardrooms, the CEO is the lone true
insider in the room.’

1. See Jellrcy N. Gordon, The Rise of Independent Directors in the United States, 1950—2005: Of
Shareholder Value and Stock Market Prices, 59 Stan. L. Ri:v. 1465, 1472—73 (2007).

2. The usc of the term “independent” in this Article carrics two distinct and separalc mcanings.
On the one hand, current rules frame one meaning of independence?za term of art defined by what
regulators and stock exchanges have deemed (o constitute independence. On the other hand, this
Article also uses the term “independent” to stand for its intrinsic value%z whether a director is truly
independent from management in the common sense of the term. While these two meanings often
overlap, this Article’s main assertion is that the former meaning of the term “director independence,”
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This ongoing shift by public companies, from a board structure that
relies on a strong presence of directors who are considered insiders to a
board that is considered independent by regulatory standards, has
accelerated in the last decade.® Academic discourse, the trend toward the
shareholder franchise approach, and corporate scandals that brought
about regulatory reforms have all led to this push toward more
independent boards.” In turn, these changes have further fortified public
and market expectations regarding the independence of the board,
leading companies to surpass regulatory requirements in an effort to
meet these expectations. ’

Indeed, regulators, stock exchanges, academic discourse, and
corporate practices have all placed a heavy premium on the notion of
director independence.” What is often lacking in the discussion, however,
is an acknowledgment of the disparity between true director
independence’2 a notion that is meant to ensure the ability of the board
to effectively scrutinize management’s actions¥2and how current rules
and practices actually define independence.

Exemplifying this disparity is the failure to consider the impact of
director tenure on the independence of boards. Although legislation,
listing rules, and state law mandate director independence, none of these
rules take into account director tenure.” But, while the current definitions
of director independence ignore director tenure, investors are becoming
increasingly concerned with the potential negative impact that long
tenure of directors may have on their independence. In a recent survey,
Institutional Shareholder Services, Inc. (“ISS”) found that seventy-four
percent of investors were concerned with the negative impact that long
tenure may have on independent directors.” Similarly, several
institutional investors have recently amended their voting policies and
guidelines to address the issue of director tenure.”

mcaning the regulatory definition, [fails to truly ensure the latter¥athe truc independence of the
dircctors.

3. See SpiNCER STUART, BOARD INDLX SURVEY 15 (2014) (noting that in fifty-eight percent of S&P
500 companics the CEQ is the only company employce in the boardroom).

4. See discussion and sources cited infra Part I1.D.

5. See Gordon, supra nolc 1, at 1472—76.

6. See infra Part 1D (reviewing the voluntary shift in the composition of boards that went
beyond the regulatory requirements).

7. See discussion and sources cited infra Part 1.C (revicwing the regulatory emphasis on dircetor
independence).

8. See discussion and sources cited infra Part 11.

9. See INSITUTIONAL SHOLDER  Skrvs., Diricror Tenuvre (US  and  CanNapa)  (2014),
https://www.issgovernance.com/file/files/Directortenure-USandCanada.pdlf.

10. See Howard B. Dicker, Weil, Gotshal & Manges LLP, 2016 Proxy Season: Engagement,
Transparency, Proxy Access, Harv. L. Scu. F. oN Corr. GOVERNANCE & FIN. RiG. (Feb. 4, 2016),
https://corpgov.law.harvard.edu/2016/02/04/2016-proxy-scason-cngagement-lransparency-proxy-access/.
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This Article highlights the importance and impact board members’
tenure may have on their independence. The Article first delineates the
key channels through which long director tenure may impact director
independence and how this impact is overlooked in the current
regulatory and self-governing regimes.

The story does not end at arguing that long tenure may, in itself,
directly impact the efficacy of current standards for board independence.
This Article provides new empirical evidence reflecting a steady increase
in the average tenure of board members of public companies. This
documented increase in average tenure, juxtaposed against additional
changes to board structure’2 such as the increased hiring of directors with
strong “insider” background, including retired executives and insiders
from other corporations’zfurther underscores the importance of
addressing the issue of board tenure and its potential impact on director
independence.

In addition to arguing that rising board tenure in and of itself may
be a concerning development in the context of actual board
independence, this Article situates rising board tenure within the larger
context of the general transformation of the board as an institution and
the goals it seeks to achieve. As this Article contends, by gradually
removing insiders from the boardroom in favor of “independent”
directors, public companies have now replaced these “true insiders” with
directors who meet the regulatory definition of independence, but who
serve for longer periods of time and often have a strong preexisting
“insider” background elsewhere. This Article terms and refers to these
hybrid board members as the “new insiders.”

By allowing directors to accumulate specific business knowledge
and to develop social and professional investment in the firm, public
companies can now retain many of the benefits that inside directors
brought to the table, while still appeasing regulatory and public
requirements. At the same time, however, these long tenures and insider
backgrounds might also erode the true independence of the board that
the independence rules were intended to ensure.

This transformation in the composition of corporate boardrooms
and the need for truly independent directors in some key positions begs a
rethinking of current independence standards. As this Article suggests,
limiting the tenure of directors who are considered independent with
respect to specific positions on the board, while allowing them to remain
on the board in other capacities, could ensure that the rationale for
mandating the independence of directors is safeguarded while at the
same time allowing companies to preserve the value that longer tenured
directors can provide.

The organization of the remainder of this Article is as follows. Part I
provides normative and historical background on the role, function, and
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evolution of the board of directors in the United States and describes the
emphasis that board independence has received over the last decade.
Part II highlights the importance of tenure as a factor when assessing
true director independence and the failure of regulators, stock
exchanges, and investors to properly account for it when considering
independence requirements. Part III provides empirical evidence that
board tenure in public U.S. companies is on the rise and highlights other
changes in board structure that, as a whole, are indicative of an
overlooked, overarching trend among U.S. companies. Part IV addresses
the potential lack of ability, will, and effectiveness of the market to
address director tenureYzjustifying a potential need for regulatory
intervention. Part V suggests a possible explanation for this trend: the
move toward a new hybrid board member, the “new insider.” Finally,
part VI discusses the normative implications of the trend toward this new
insider model and the possible means to address the concerns it entails.
The Article concludes by tying together the importance of director
independence, the impact of director tenure on director independence,
and the need for a rethinking of the current independence standards to
appropriately address this issue.

I. T EvoLuTtioN oF BoARDS OF DIRECTORS OF U.S. PuBLic COMPANIES

A. CORPORATE GOVERNANCE AND THE BOARD OF DIRECTORS

The dispersed ownership structure of U.S. publicly held
corporations'’’ presents an acute agency cost between management and
shareholders.” Shareholders’ lack of incentive to supervise management
due to their dispersed ownership, coupled with free riding concerns,
effectively leads to a managerial controlled corporate structure. Having
no significant monitoring or removal concerns, managers can divert
corporate resources into their own hands, receive high compensation that
is not correlated with their performance,” and engage in inefficient
activities such as empire building."

11. ApoLr A. BirrLi, Jr. & GarRpDINER C. MiANs, THE MODERN CORPORATION AND PRIVATE
PROPERTY 6 (1934).

12. Agency cost can be defined as the “costs of structuring, monitoring, and bonding a set of
contracts among agents with conflicting interests.” See Eugene F. Fama & Michael C. Jensen,
Separation of Ownership and Control, 26 J.L. & ECON. 30T, 304 (1983).

13. See LuciAN Busciiuk & Jusst Frizp, PAy Wrrnioutr PerrorMance: T UNruLriLLip ProMist
oF EXECUTIVE COMPENSATION 6—7 (2004) (arguing that exccutives’ pay is not adequatcely corrclated with
their true performance, enabling them to benefit from industry success rather than their own work).

14. Empire building is the phenomenon of managers wishing to expand the corporate group
under their control by mergers and acquisitions (“M&A”) or other methods, even when it is not to the
benefit of shareholders. See David J. Denis et al., Agency Problems, Equity Ownership, and Corporate
Diversification, 52 J. FIN. 135, 136 (1997); Paul Gompers ct al., Corporate Governance and Equity
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Thus, the dispersed ownership structure of the widely held U.S.
corporation and the agency cost it creates has become a principal
concern of many academics, legislatures, and courts over the last several
decades.” During that time there have been several different approaches
developed to address these concerns. Some have relied upon free market
mechanisms such as the market for corporate control,” the capital
market for new shares” as well as for trading shares,” the market for
managers,” and the product market,” as outside mechanisms to minimize
this agency cost. Some have relied on debt as an effective constraint on
this agency concern by reducing the free cash flow a manager can play
with, and subordinating managers to debtors’ rights.” Some scholars
think that the increasing involvement of traditional institutional

Prices, 118 Q. J. EcoN. 107, 136-37 (2003); Sharon Hannes, Private Benefits of Control, Antitakeover
Defenses, and the Perils of Federal Intervention, 2 BERKELEY Bus. L.J. 263, 283 (2005).

15. See Ronald J. Gilson & Charles K. Whitehead, Essay, Deconstructing Equity: Public
Ownership, Agency Costs, and Complete Capital Markets, 108 Cor.um. L. REv. 231, 23234 (2008).
Gilson and Whitehead refer to the seminal paper by Michael Jensen and William Meckling as the
starting point of this ongoing academic debate. See, e.g., Michael C. Jensen & William H. Meckling,
Theory of the Firm: Managerial Behavior, Agency Costs and Ownership Structure, 3 J. FIN. ECoN. 305,
308 (1976).

16. See Henry G. Mannc, Mergers and the Market for Corporate Control, 73 J. Por. Econ. 110,
112 (1965); Frank H. Easterbrook & Daniel R. Fischel, The Proper Role of a Target’s Management in
Responding to a Tender Offer, 94 HArv. L. REv. 1161, 1164 (1981). Whilc the market [or corporate
control might have played an important role until the mid-cightics, it has weakened substantially after
Delaware courts allowed the combined use of poison pills and staggered boards and the ability of the
board to “just say no” (that is, to rcject offers of hostile bidders). It scems that incrcasing
shareholders’ involvement in the corporate life becomes even more of a crucial issue than it used to be
duc to the inclfectiveness of the hostile takcover market under the new antitakcover mechanisms. See
Lucian A. Bebchuk & Alma Cohen, The Costs of Entrenched Boards, 78 J. FIN. ECON. 409, 412 (2005);
Lucian Arye Bebchuk et al., The Powerful Antitakeover Force of Staggered Boards: Theory, Evidence,
and Policy, 54 STAN. L. REv. 887, 890 (2002).

17. See Lucian A. Bebchuk, Essay, The Myth of the Shareholder Franchise, 93 Va. L. Ruv. 675,
715 (2007).

18. See Kent Greenfield, The Place of Workers in Corporate Law, 39 B.C. L. Ruv. 283, 296-97
(1998). For a gencral review of the clficient capital market hypothesis, scc RONALD J. GILSON ET AL,
THE LAW AND FINANCE OF CORPORATE A CQUISITIONS 135-8T (2d cd. 1995). Profcssor Bebehuk criticizes
the validity of this argument. See Bebchuk, supra note 17, at 715-16.

19. See Michacl P. Dooley, Two Models of Corporate Governance, 47 Bus. Law. 461, 525 (1992);
Arthur R. Pinto, Corporate Governance: Monitoring the Board of Directors in American Corporations,
46 Am. J. Comr. L. (SUPPLEMENT) 317, 330 (1998).

20. See Daniel R. Fischel, The Corporate Governance Movement, 35 VAND. L. Ruv. 1259, 1262-64
(1982) (noting that inability to compete in the product market will lead corporations to be pushed out
ol their business altogether).

21. Michael C. Jensen, Agency Costs of Free Cash Flow, Corporate Finance, and Takeovers,
76 Am. Econ. REv. 323, 325-27 (1986). Jensen went a step further, asserting that the leveraged buyouts
of the eighties are the starting point of the eclipse of the public widely held corporation altogether. See
generally Michael C. Jensen, Eclipse of the Public Corporation, 67 Harv. Bus. REv. 61 (1989) (arguing
that in many industries publicly held corporations are being eclipsed by private corporations that rely
on debt through the leveraged buyout process, because this new structure reduces the agency conflict
between managers and sharcholders).
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investors™ in the capital markets could mitigate these agency costs.”
Then, when all of those institutions failed to do so, some thought that the
emergence of innovative financial institutions could bring about the
desired results.” Finally, some relied on improved financial incentives
given to upper management, in a fashion that would align their interests
with shareholders’ interests.”

With efforts spanning from improving market forces to direct
regulation, one of the first institutions asked to mitigate this agency issue
was the board of directors.” In the United States, with its widely held
public corporations, the board of directors serves a major role in the
governance of the modern corporation.” The board, in the context of
agency concerns, has been expected to represent shareholders’ interests’
vis-a-vis management, curtailing management’s ability to extract private
benefits or act in a suboptimal way with respect to shareholder interests.™
As this Article will describe in detail, in order to facilitate these
expectations the board itself has gone through dramatic changes, both in

22. In the Article, I distinguish between “traditional” institutional investors, such as pension
funds (public and corporate), mutual funds, insurance companies, and the new institutions: hedge
funds and private cquity firms.

23. See Bernard S. Black, Agents Watching Agents: The Promise of Institutional Investor Voice,
39 UCLA L. REv. 811, 8671 (1992); Ronald J. Gilson & Rcinier Kraakman, Reinventing the Outside
Director: An Agenda for Institutional Investors, 43 STAN. L. REv. 863, 867 (1991).

24. For a more comprehensive analysis, see Mark J. Roe, A Political Theory of American
Corporate Finance, 91 Cor.uM. L. Rev. 10, 10 (199T1) (arguing that the American public corporation is
as much a political adaptation as an economic or technological necessity); Edward B. Rock, The Logic
and (Uncertain) Significance of Institutional Shareholder Activism, 79 Geo. LJ. 445 (1991) (cxploring
the logic of collective action, shifting dynamics of institutional structure, and the divergence between
principals and agents to understand the changes in the distribution of shareholdings and increase in
sharcholder activism); Marcel Kahan & Edward B. Rock, Hedge Funds in Corporate Governance and
Corporate Control, 155 U. Pa. L. Ruv. 1021 (2007) (examining the nature of hedge fund activism, how
and why it dillers from institutional investors, and its implications for corporatlc governance and
regulatory reform).

25. See, e.g., BEBCHUK & FRIED, supra note 13; Lucian Arye Bebehuk ct al., Managerial Power and
Rent Extraction in the Design of Executive Compensation, 69 U. Cu1. L. REv. 751, 753 (2002)
(“Executive compensation has long attracted a great deal of attention from academics, the media,
Congress, and the public at large. . . . [The] risc in academic work on the subject . . . has outpaced cven
the growth rate of executive compensation.”); Xavier Gabaix & Augustin Landier, Why Has CEO Pay
Increased so Much?, 123 Q. J. EcoN. 49, 52 (2008); Steven N. Kaplan, Executive Compensation and
Corporate Governance in the U.S.: Perceptions, Facts and Challenges (Nat’l Bureau of Econ. Research,
Working Paper No. 18395, 2012).

26. See generally Gordon, supra note 1 (describing the role of boards of dircctors in mitigating
agency problems).

27. See STEPHEN M. BAINBRIDGE, THE NEW CORPORATE GOVERNANCE IN THEORY AND PRACTICE 155
(2008) (detailing the role of the board and its importance in the governance of the firm).

28. See Michelle M. Harner, Corporate Control and the Need for Meaningful Board Accountability,
94 MINN. L. REv. 541, 583-84 (2010) (focusing on boards’ broader duties in the context of a controlling
shareholder); Arthur B. Laby, The Fiduciary Obligation as the Adoption of Ends, 56 Burr. L. Riv. 99, 135
(2008) (describing directors’ fiduciary duty to adopt sharcholders’ ends).
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the functions it is expected to serve as well as in its structure and the
composition of its members.

B. THE BoArD’S DuaL ROLE AS MONITOR AND ADVISER, AND THE MOVE
TowARD INDEPENDENT BOARDS OF DIRECTORS

1. The Board of Director’s Role in the Governance of the
Corporation

The board of directors is one of the core organs of the modern
corporation.” As such, it has been entrusted with several important roles
in the governance of the corporation. First, while most of the operational
decisionmaking can be, and is, delegated to management, the board is
still required to be an active participant in some of the more important
managerial business decisions, such as mergers, stock issuance, and
change of company governance documents.” Second, the board is a
resource for management to utilize, providing insight and advice as well
as networking benefits, and facilitating the firm’s access to various
resources.” Third, the board is charged with a monitoring role, making
sure that shareholder interests are fully served, in an effort to constrain
the agency costs associated with a managerial centric corporation
model.” While each board serves all of these functions, the primary role
and purpose of the board in the governance of the corporation has
changed significantly over the years.

While in the early twentieth century the board’s main function and
expectation was to serve in an advisory role, providing insight and
guidance to management along with networking benefits, the last few
decades have seen the emergence of the “monitoring board structure.””
This board structure, in which the board’s primary role is monitoring
management, has become the predominant model for boards in the
United States.™ The tipping of the scales, moving from a predominantly
advisory role to a predominantly monitoring function, has also led to a
rethinking of the proper composition of the board.” Because the

29. Melvin Aron Eisenberg, Legal Models of Management Structure in the Modern Corporation:
Officers, Directors, and Accountants, 63 CALTF. L. REV. 375, 376 (1975).

30. See StrriiiN M. BAINBRIDGL, CORPORATLE GOVERNANCE ALTER T11E FINANCIAL CRISIS 45 (2012).

31. Id. at 86.

32. See BAINBRIDGL, supra note 27, at 155 (detailing the role of the board monitoring management).

33. See MuLvIN ARON EisuNsrrG, T Structurt or 1t CORPORATION: A LEGAL ANALYSIS 130—
41 (1976); see also BAINBRIDGE, supra notc 27, al 155 (detailing the emergence of the monitoring
structure over the last few decades).

34. See 1 PRINCIPLES OF CORPORATE GOVERNANCE: ANALYSIS AND RECOMMENDATIONS § 3.03(a) (AM.
Law Inst. 1984); Stephen M. Bainbridge, Independent Directors and the ALI Corporate Governance
Project, 61 GEo. WasH. L. REv. 1034, 1035 (1993) (reviewing these principles in detail); BAINBRIDGE, supra
note 27, at 161.

35. See, e.g., Sanjai Bhagat & Bernard Black, The Uncertain Relationship Between Board Composition
and Firm Performance, 54 Bus. LAW. 921, 92124 (1999).
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different functions of the board also require different attributes from its
members, a corresponding change in the composition of the board has
taken place.” The ability to provide networking opportunities, business
advice, and other insight is no longer the most valued set of skills.
Rather, the ability to%2or at the very least the perception of an ability
to¥zeffectively scrutinize management has become increasingly
important. As such, the presence of directors perceived by the
corporation and the public to be “independent” has become essential.”

2. The Impact of the Shareholder Franchise Approach

The shift in the perception and expectations of the board%z from an
advisory institution at the disposal of management, to a watchdog and
final decisionmaker” defending shareholders’ interests¥2has evolved
against a larger backdrop of a shift in corporate thinking, toward a
“shareholder franchise” approach” and a greater reliance on stock
markets to reflect accurate information. As part of the conceptual
movement of the narrative of U.S. corporate governance discourse to a
shareholder centric model, where the firm’s end is to maximize the
return to its shareholders, a natural step has been to contemplate means
of empowering shareholders vis-a-vis management. Under current law,
and because of the structure of shareholders’ equity interests,
shareholders face several obstacles.”” These obstacles often result in a
passive approach that leaves incumbent management free to maximize its
own interests. However, some shareholders try to challenge the ultimate
discretion held by the board of directors and management by actively
using their rights to create some form of checks and balances.

The shareholder franchise movement has embraced this notion,
calling for the breakdown of some of the barriers limiting shareholder
intervention in corporate governance. Among these barriers are the legal

36. Id. See Gordon, supra note 1 and accompanying text.

37. Indced, calls for board independence were cmbraced in the Amcrican Law Institute
Principles ol Corporate Governance. For example, requiring that independent dircctors comprise a
majority of the board and, that as a matter of good corporate practice, the independent directors
should not have outside employment or other commitments that would interfere with the performance
of their duties. As detailed by Eisenberg and Bainbridge, the monitoring model required directors to
take on an active role in the corporation, but onc that was to monitor the performance of the scnior
executives of the company. EISLNBLRG, supra note 33; BAINBRIDGL, supra note 32. For a description of
a competing approach, see Miriam Hechler Baer, Corporate Policing and Corporate Governance: What
Can We Learn from Hewleit-Packard’s Pretexting Scandal?, 77 U.CIN. L. REv. 523, 540 (2008)
(describing the cultural theory of corporate governance).

38. Scction 141(a) of the Delaware Corporate Code states that “[t]he business and affairs of cvery
corporation organized under this chapter shall be managed by or under the direction of a board of
dircctors . ...” DEL. CoDE ANN. tit. 8, § 141(a) (West 2016).

39. See Bebchuk, supra note 17.

40. In this regard, examples include: the proxy rules and reimbursement policies, the lack of binding
power of sharcholder resolutions, and costs related to nominating board candidates. See id. at 688.
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and proxy rules regarding board elections and shareholders’ resolutions,”
the staggered board and poison pill,” and other legal barriers limiting
shareholder involvement. The proponents of breaking down these
barriers, led by Professor Bebchuk,” assert that giving shareholders an
effective say in the governance of the corporation will limit managerial
slack and lead to more efficient corporations. Indeed, recent years have
seen some successes on behalf of such movements. The SEC has
implemented a reform to its proxy rules that eases the ability of
shareholders to voice their opinion,” while Congress has passed an
extensive bill that furthers the impact shareholders can have on the
governance of the corporation.”

The convergence of these movements, the view of the board as an
internal watchdog of management actions, and the larger shift in the
perception of the role of shareholders in corporate governance has led
public companies to gradually move from a board that was dominated by
insiders to a board that is mostly classified as “independent” according to
current regulatory standards. Indeed, while in the 1950s forty-nine

41. See id. at 688-94; see also Lucian Aryc Bebehuk, The Case for Shareholder Access to the Ballot,
59 Bus. Law. 43, 43-44 (2003); Melvin Aron Eisenberg, Access to the Corporate Proxy Machinery,
83 HAarv. L. REv. 1489, 1493-94 (1970); Brett H. McDonncll, Shareholder Bylaws, Shareholder
Nominations, and Poison Pills, 3 BERKELEY Bus. L.J. 205, 263 (2005); William K. Sjostrom, Jr. & Young
Sang Kim, Majority Voting for the Election of Directors, 40 ConN. L. Ruv. 459, 461-62 (2007).

42. The combination of the staggered board (that is, a charter provision that provides [or the
replacement of only a portion of the board, usually one third, in each annual shareholders” meeting)
and a poison pill (a mechanism that prevents a hostile buyer [rom taking control by giving cheap
purchase options to all shareholders other than the bidder, thus diluting his share in the corporation)
that can only be revoked by the board of directors leads a hostile bidder, even if he has the support of
sharcholders, to wait for two (o three ycars until he gains control of the board, a [act that in reality
prevents the hostile takeover (without the consent of the board) altogether.

43. Profcssor Bebehuk has published scveral papers advocating this change. See Bebehuk, supra
note 17; Lucian Arye Bebchuk, The Case for Increasing Shareholder Power, 118 Harv. L. Ruv. 833,
836 (2005); Lucian A. Bebehuk, Reply, Letting Shareholders Set the Rules, 119 Harv. L. REv. 1784,
1784-85 (2006); see also Bricl [or Harv. Law Sch. ct al. as Amici Curiac Supporting Appcllants, at 2-3,
Am. Fed'n of State, Cty., & Mun. Emps., Emps. Pension Plan v. Am. Int’l Grp., Inc., 462 F.3d 121 (2d
Cir. 2006) (No. 05-2825-cv); Michacl S. Kang, Shareholder Voting as Veto, 88 IND. L.J. 1299, 1300
(2013) (reviewing and defending some aspects of the calls for greater voting power for shareholders).

44. See Facilitating Sharcholder Dircctor Nominations, 75 Fed. Reg. 56,668 (Sept. 16, 2010) (to be
codified at 17 CF.R. pts. 200, 232, 240, 249); see also Press Release, Sec. & Exch. Comm’n, SEC Adopts New
Measures to Facilitate Director Nominations by Shareholders (Aug. 25, 2010), http://www.sec.gov/news/
press/2010/2010-155.htm; Bus. Roundtable v. SEC, 647 F.3d 1144, 1149 (D.C. Cir. 2011).

45. Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111203, 124 Stat. 1391
(codified at various sections of 12 U.S.C. (2010)). For a review of the main provisions of the Act, sce U.S.
Houst Comm. oN FIN. Servs. Dimocrats, Wall Street Reform and Consumer Protection Act: Summary,
http://democrats.financialservices.house.gov/issues/wall-street-reform-and-consumer-protection-act.htm  (last
visited Nov. 7, 2016); DAVID SKEFL, THE NEW FINANCIAT, DEATL: UNDERSTANDING THE DODD-FRANK ACT AND
Trs (UNINtENDED) CONSEQUENCES 1 (2011). For a critical review of the Act, see Stephen M. Bainbridge,
Dodd-Frank: Quack Federal Corporate Governance Round II, 95 MINN. L. REv. 1779, 1782-83 (2011).
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percent of board members were company insiders, by 2005 only
approximately twenty-five percent remained insiders.*

C. MANDATING “INDEPENDENT” DIRECTORS: SOX AND DopD FRANK’S
CONTRIBUTION TO THE SHIFT IN BOARD COMPOSITION AND ROLES

While the movement toward “independent” boards was mainly”
“market driven” until the early 2000s,” and to that point was not mandated
by the regulator or by self-regulating bodies, this shift was further driven
by the corporate scandals of the early 2000s. The backlash from the Enron
and WorldCom scandals led to the enactment of the Sarbanes-Oxley Act
of 2002 (“SOX”)* and subsequent stock exchange listing standards. The
2008 financial crisis led to similar reactive legislation in the form of the
Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-
Frank Act”).”” These legislative acts and listings standards have not only
transformed the voluntary shift in board composition into a mandatory
one, but have also laid increasing responsibilities at the board’s feet,
further cementing its primary role as a monitor and not as an adviser.”

1.  Mandating Independence Part I: The Sarbanes-Oxley Act

In the aftermath of the Enron scandal, the regulatory requirements
for public corporations were overhauled by comprehensive legislation,
SOX.” The empowerment of the board and the need to ensure its
effectiveness as a monitor were an important part of the reform.”

46. See Gordon, supra note 1, at 1473; see also Urska Velikonja, The Political Economy of Board
Independence, 92 N.C. L. Rev. 855, 865 (2014).

47. State law has developed to require the approval of self-dealing transactions by disinterested
directors, often independent directors. This requirement, along with the need for special independent
committees, pushed companics to include more independcent directors in their boardroom.

48. See Gordon, supra note 1, at 1473 (showing a decrease in the percentage of inside directors,
from forty-onc percent in 1950 (o twenly-one pereent in 1995, and to sixteen pereent in 2000, well
before the SOX requirements were put in place).

49. 15 U.S.C. § 72071 (2012).

50. See Dodd-Frank Wall Strect Reform and Consumer Protection Act, 124 Stat. 139T.

51. For example, SOX mandated the creation of an audit committee of the board that has greater
powers and many morc responsibilitics than ever belore, such as working with cxternal auditors of
internal controls. See Melissa Maleske, 8 Ways SOX Changed Corporate Governance, INsSipECOUNSEL
(Jan. 1, 2012), hitp://www.insidecounscl.com/2012/01/01/8-ways-sox-changed-corporate-governance?
sl%2o0return=1458238016& page=6&slreturn=1477269240.

52. See John C. Coates IV, The Goals and Promise of the Sarbanes—Oxley Act, 21 J. ECON. Pursp.
9T, 91-92 (2007); Larry E. Ribstcin, Market vs. Regulatory Responses to Corporate Fraud: A Critique
of the Sarbanes-Oxley Act of 2002, 28J. Core. L. 1, 11-18 (2002); Roberta Romano, Does the
Sarbanes-Oxley Act Have a Future?, 26 YATE J. oN REG. 229, 235 (2009); Roberta Romano, The
Sarbanes-Oxley Act and the Making of Quack Corporate Governance, 114 YALE L.J. 1521, 1523 (2005).

53. See Dana Brakman Reiser, Director Independence in the Independent Sector, 76 FORDHAM L.
REv. 795, 805-12 (2007); see Stephen M. Bainbridge, A Critique of the NYSE’s Director Independence
Listing Standards (UCLA Sch. of Law, Research Paper Series, Paper No. 02-15, 2002) (quoting Editorial,
The Capitalist Cavalry, WarL ST. J., June 7, 2002, at ATo (regarding the corporate governance proposals
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SOX directly regulated several aspects of the audit committee of the
board,” mandating independent audit committees that are comprised of
independent directors, and prohibiting members of such committees
from accepting any “consulting, advisory, or other compensatory fee”
from the company except for directors’ fees.”

In addition, all major exchanges, including the New York Stock
Exchange (“NYSE”) and NASDAQ, were required to amend their
listing requirements to mandate that a majority of the members of the
board of directors of listed companies be independent,” to expand the
duties and powers of the independent directors, in particular in the
context of the audit committee, and to reformulate their definition of
independence.”

Accordingly, in its post-SOX listing standards, the NYSE mandated
that all listed companies “must have a majority of independent directors™"
with a specific definition of independence, which will be discussed below.
In addition, listed companies are required to have an audit committee
comprised solely of independent directors.” The committee has to have at
least three members, all of whom are to be “financially literate” and at
least one of whom has to have expertise in accounting or financial
management.” Finally, the NYSE requires that, “[tjo empower non-
management directors to serve as a more effective check on management,
the non-management directors of each listed company must meet at
regularly scheduled executive sessions without management.”

Related, in July 2006, the SEC amended its disclosure rules to
require disclosure of the following: (1) whether each director and person

by the New York Stock Exchange, stating that they “anointed boards of directors, especially ‘independent
directors’ as the capitalist cavalry™)).

54. See 17 C.F.R. §§ 228, 229, 240, 249, 274 (2072); Anncmaric K. Keinath & Judith C. Walo,
Audit Committee Responsibilities: Focusing on Oversight, Open Communication, and Best Practices,
74 CPA J. 22 (2004); Gancsh M. Pandit ct al., Audit Committee Reports Before and After Sarbanes-
Oxley, 75 CPA J. 42 (2005).

55. See 17 C.F.R. § 240.10A-3. For a dctailed analysis of the stock cxchange rules prior to and
alter SOX, scc BAINBRIDGE, Supra note 27, at 161.

56. This is true unless a company is a “controlled company,” a limited partnership, is in bankruptcy
proceedings, or lists only preflerred or debt sceuritics. See SEC Approves NYSE and NASDAQ Proposals
Relating to Director Independence, FINDLAW, http://corporate.findlaw.com/finance/sec-approves-nyse-
and-nasdag-proposals-relating-to-dircctor.html (last visited Nov. 7, 20716).

57. See 17 C.F.R. §§ 228, 229, 240, 249, 274 (2012).

58. NY. Srock Exci., Listiznp CoMmpany ManuaL §303A.01 (amended 2009), http:/nysemanual.
nysc.com/LCMTools/PlatformViewer.asp?sclectednode=chp_1_4&manual=%2Flecm %2Fsections % 2Flem-
sections%2F.

59. Id. § 303A.07.

60. Id.

61. Id. § 303A.03 (explaining that while no mandatory number of mectings is required, in practice
such mectings take place regularly). See BAINBRIDGE, supra note 27, at 178 (referring to a 1996
Korn/Ferry survey that found that the boards of sixty-two percent of respondents met in executive
scssion at least once a year and that by 2005 that figure rose to ninety-four percent).
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nominated is independent of management; (2) any transactions,
arrangements, or other relationships considered by the board of directors
in determining if an individual satisfied the applicable independence
standards; and (3) the names of any members of the audit, nominating,
or compensation committees who are not independent.” The NASDAQ
standards are substantially similar.”

The post-SOX stock exchange listing standards also strived to
tighten the definition of director independence as compared to the
standard that existed under state law. State corporations law has
traditionally used a fairly vague standard to decide if a given director is
independent of management, inquiring whether “through personal or
other relationships the directors are beholden to [management].”" In
contrast, the new NYSE and NASDAQ listing requirements enacted
post-SOX adopt rules for deciding whether a director is adequately
independent to be counted toward the requisite majority, each of which
include both specific requirements™ as well as a determination by the
board that a nominee has no material direct or indirect relationship with
the listed company.”

Finally, while post-SOX all listed companies were required to have
an audit committee,” the NYSE also mandated the establishment of a
nominating and corporate governance committee™ and a compensation
committee.”

62. Press Release, Sec. & Exch. Comm’n, SEC Votes to Adopt Changes to Disclosure Requirements
Concerning  Exccutive Compensation and Rclated Matters (July 26, 2006), htips://www.scc.gov/
news/press/2006/20060-123.htm.

63. Howcver, NASDAQ cxpressly states an cxpectation that exccutive sessions of the outside
directors will be held at least twice a year. NASDAQ, Stock Markir Listing RuLrs §§ 5600-1, 2,
http://masdaq.cchwallstreet.com/NASDA QTools/Plattorm Viewer.asp?selectednode=chp_1_1_1_1&manual=
%2Fnasdaq%2Fmain %2Fnasdag-cquityrules%2F (last visited Nov. 7, 2016).

64. Epwarp P. WiLcu vt aL., FoLk oN 1 Diecawart GuNERAL CORPORATION Law § 141.2 (5th
cd. 2006) (citing the Delaware court decision In re Odyssey Partners, LP. v. Fleming Cos., 735 A.2d
386 (Del. Ch. 1999)).

65. Among the specilic requirements are that directors are not allowed (o be an employcc of the
listed company or an immcdiatc family member of an individual who has been an exceutive officer
within the last three years or is to receive more than $120,000 in direct compensation from the listed
company, other than in dircctor and committee fees. N.Y. Stock EXcH., supra notc 58, § 303A.02.

66. Id. § 303A.02(a)(i); NASDAQ, supra note 63, § 4200(a)(15).

67. Whilc state law allows the board to sct up committees, it docs not mandate [ormation of any
specific one. See, e.g., DrL. Copr ANN. tit. 8, § 141(c)(2) (West 2016).

68. See N.Y. Srock Excir., supra note 58, § 303A.04. The nominating committee is in charge of
nominating dircctor candidales and often sclects new CEOs and peer dircetors for the other board
committees. While some treat the formation of an independent nominating committee as a weakening
ol the¢ power management has over director clection, in reality, company management still holds
significant power over the board nomination process. See Bebchuk et al., supra note 25; Joseph V.
Carcello et al., CEO Involvement in Selecting Board Members, Audit Committee Effectiveness, and
Restatements, 28 CONTEMP. AccT. RES. 396, 401 (2011).

69. The compensation committee is tasked with setting the compensation of senior executives and
generally oversees the corporation’s compensation policies. Under NYSE Listing Rules, the
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2. Mandating Independence Part II: Dodd-Frank and the
Expansion of Director Independence

In the wake of the 2009 collapse of the financial industry, Congress
reacted with the Dodd-Frank Act. Some might call the Act a “catch-all”
legislative reform dealing with various, and seemingly unrelated, issues:
from the regulation of the financial industry and the shadow banking
system to derivative trading and whistle-blowing.”

Part of the reform addressed the issues of compensation committee
independence, its authority to retain and be directly responsible for the
consultants and advisers it retains, its analysis of the independence of
compensation consultants and advisers, and the disclosure of any
conflicts of interest concerning compensation consultants.”” Accordingly,
the stock exchanges have filed with the SEC suggested listing rules” that
comply with the new requirements without going beyond them.”

The SEC rules and the proposed listing requirements of the stock
exchanges require boards to take into consideration the following when
assessing the independence of compensation committee members: (1)
the source of compensation of the director, including any consulting,
advisory, or other compensatory fee paid by the issuer to the director;
and (2) whether the director is affiliated with the issuer, its subsidiaries,
or their affiliates.” These requirements are specific to the compensation

commiticc must be comprised solely of independent dircctors. N.Y. Stock ExcH., supra nolc 58,
§ 303A.05.

70. For a crilique of the Dodd-Frank Act, scc BAINBRIDGE, supra nolc 30. For a morc general
critique of legislation in the wake of a crisis, see RosLrrA RoMano, RuGULATING IN 1L DARK, in
REGUTATORY BREAKDOWN: THE Crists oF CONFIDENCE IN U.S. REGULATION (Cary Cogliancsce cd., 2012).

71. Section 952 of the Dodd-Frank Act and Rule 10C-1 of the Securities Exchange Act of 1934
direct the national securities exchanges to adopt new listing standards applicable to compensation
committees and compensation adviscrs. See 17 C.F.R. § 240.10C-1 (2012).

72. NASDAQ required executive compensation decisions to be determined either by (1) a
compensation commitice comprised of independent directors; or (2) independent directors constituting a
majority of the board’s independent directors. NASDAQ’s Proposed Standards provided that listed
companics be required 1o have a compensation committee comprised of two or more independent directors.
Summary of NASDAQ Corporate Governance Proposal: As of October 10, 2002, NASDAQ (Oct. 10, 2002),
http:/fwww.corporatecompliance.org/Portals/1/Users/169/29/60329/Nasdaq_Corporate_Governance_Proposa
Is.pdf.

73. 17 CFR. §240.10C-1 directs the SEC to require the National Securities Exchanges and
Associations to adopt listing rules that implement the requirements ol Rule 10C-1. On Scptember 25,
2012, NYSE and NASDAQ each filed proposed listing rules with the SEC, collectively referred to
throughout this commentary as the “Proposed Standards,” to implement the requirements of Rule
10C-1. In genceral, the Proposed Standards closcly track scction 952 and do not contain major changes
or heightened requirements to the SEC’s Rule 10C-1.

74. These two [actors arc specific to the compensation commitiee members and are in addition to
the so called “bright-line” independence tests currently required by the respective exchanges. NYSE’s
Standards require that the two above factors be “considered” with all other relevant factors in
determining “whether a director has a relationship to the listed company which is material to that
director’s ability to be independent from management in connection with the duties of a compensation
committec member.” NASDAQ’s Standards prohibit a compensation committee member from
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committee and are added to the general rules as to director
independence that were described previously.”

Indeed, through private ordering and legislative and listing rules,
director independence has become a cornerstone of modern corporate
governance of public firms.” This emphasis on independence is reflected
in not only the requirement of having a majority of independent
directors on the board as a whole and mandating independence of
specific committees of the board, but also in the more detailed, “bright-
line” component of the definition of director independence.”

D. VoLUNTARY CHANGES LEADING TO GREATER INDEPENDENCE
OF BOARD MEMBERS

As discussed above, the last decade has seen major transformations
in the structure of the board of directors. Aside from the mandatory and
listing rules requiring a minimum threshold presence of directors
considered to be independent, S&P 500 companies have voluntarily
contributed to this ongoing shift in board structure by taking further
steps to enhance the perceived independence of the board. These overall
trends are recited by practitioners and academics alike when discussing the
increased movement toward director independence and accountability to
shareholders.”

This voluntary shift toward “enhanced” board independence has
manifested itself in several structural changes to the public U.S. board.
First, while only a majority of the board is required to be independent in
order to comply with regulatory requirements, independent directors, as
currently defined, now make up eighty-four percent of all board

accepting directly or indirectly any consulting, advising, or compensatory fee from the issuer (subject
to certain limited exemptions). NASDAQ’s Standards [urther provide that the board must also consider
whether the director is affiliated with the company and “whether such affiliation would impair the director’s
judgment as a member of the compensation committee.” NASDAQ, supra notc 63.

75. See supra noles 146-169 and accompanying text.

76. See, e.g., Daniele Marchesani, The Concept of Autonomy and the Independent Director of Public
Corporations, 2 BERKELEY Bus. L.J. 315, 377 (2005); Arthur Levitt, Chairman, Sce. & Exch. Comm’n,
Remarks Before the Conference on the Rise and Effectiveness of New Corporate Governance Standards
(Dcc. 12, 2000), hitps://www.scc.gov/news/speech/speh449.htm.

77. See infra note 98 and accompanying text.

78. See, e.g., BAINBRIDGL, supra note 27; Gordon, supra note 1; Independence Requirements for Board
Members, MORRISON & FOERSTER (Apr. 6, 2004), hiip//www.molo.com/resources/publications/2004/04/
independence-requirements-for-board-members; Considering Director Independence, CoVINGION & BURLING
LLP (July 12, 2007), htps//www.cov.com/~/media/liles/corporate/publications/2007/07/823.pdl; Jay P.
Lefkowitz, Director Independence: Interplay Between Delaware Law and Exchange Rules, HArv. L. Sci. F.
ON Corr. GOVERNANCE & FIN. REG. (Oct. 7, 2013), httpsi/corpgov.law.harvard.cdu/2013/10/07/director-
independence-interplay-between-delaware-law-and-exchange-rules/; Theo Francis & Joann S. Lublin,
Boards Get More Independent, but Ties Endure, WaLL St. J. (Jan. 19, 2016, 3:16 PM), http://www.wsj.
com/articles/boards-get-more-independent-but-ties-endure-1453234607.
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membersYz the highest share ever.” This percentage reflects an ongoing
increase in the ratio of independent directors to non-independent
directors, from 3.6:1 a decade ago to 5.4:1 today. In addition, the number
of fully independent boards in the S&P 500, where the CEO is the only
non-independent director, have radically increased from twenty-two
percent in 2000 and thirty-nine percent in 2005 to nearly fifty-nine
percent of boards today.”

Second, in 2014 forty-seven percent of S&P 500 boards had separate
CEO and chair roles, up from twenty-three percent in 2000, and twenty-
eight percent of chairs were independent, versus just nine percent in
2005." Third, board members’ dependency on the confidence and
approval of shareholders™ has dramatically risen in the last decade due to
the increased rate of majority voting requirements and declassification of
boards: Currently eighty-four percent of the companies in the S&P 500
have a majority voting and majority resignation policy in place, up from
seventy-nine percent in 2011, sixty-five percent in 2009, and fifty-six
percent in 2008." The percentage of boards serving one-year terms has
also risen every year and currently stands at ninety-three percent, more
than double what it was a decade ago (forty percent).” Fourth, only
twenty-two percent of the directors who started their tenure in 2014 are
active CEOs, which is down from fifty-three percent a decade ago, a
trend that is also true with respect to other executives.” Fifth, director
compensation has been on the rise, enabling and incentivizing directors
to truly engage in their role.” Sixth, restrictions on other corporate
directorships are increasingly becoming the norm.” In light of the time and

79. Data used in this Part was collated from several reports. See, e.g., SPENCLER STUART, supra note 3, at g;
SIEARMAN & STLERLING LLP, 10111 ANNUAL Survey: CorrORATL GOVERNANCL OF 11l LAarGrsr US PusLic
CoMPANTES 5§ (2012); PWC, ANNUAT. CORPORATE DIRECTORS SURVEY: INSIGHTS FROM THE BOARDROOM (20712);
Rajeev Kumar, 2014 Corporate Governance Review, Harv. L. Scut. F. oN Core. GOVERNANCE & FIN. RiG.
(Oct. 30, 2014) https://corpgov.law.harvard.cdu/2014/10/30/2014-corporate-governance-review/; Korn FERRY
INSI., 33RD ANNUAL BOARD 01 DIRECTORS STUDY 30 (2008).

80. All sources cited supra notc 79.

81. Id.

82. The greater dependence of directors on the approval of shareholders is perceived as another sign
ol increased independence and responsiveness to sharcholders. See infra note 119 and accompanying (ext.

83. See supra note 79 and accompanying text.

84. Id. The Author has scrved as counsel at the Sharcholder Rights Project at Harvard Law
School, a clinical program that represented institutional investors in an effort to declassity boards.

85. Fewer active executives are coming onto boards as well. In 2012, the ratio of active to retired
ncew dircctors was 59:41, and in 2006, it was 66:34. See SPENCER STUART, supra notc 3.

86. See infra note 175 and accompanying text. However, as discussed later, while standing on its
own this may bec a posilive trend, in the context of increased tenure, higher compensation may
aggravate the concern for director independence. See infra note 174 and accompanying text.

87. Such limitations include a cap (which ranges from two to five other positions) on the number
of additional boards for all directors or only for directors employed by public companies, or a request
that directors notify the chairman in advance of accepting an invitation to join another company
board. See SPENCER STUART, supra note 3.



114 HASTINGS LAW JOURNAL [Vol. 68:97

commitment required for effective service, seventy-five percent of S&P
500 companies now limit other corporate directorships, versus twenty-
seven percent in 2006." Finally, the financial literacy of the board has
improved. In 2003, only twenty-one percent of boards reported having a
financial expert while today, every S&P 500 board reports having at least
one financial expert, and the percentage of chief financial officers,
treasurers, or other financial executives serving as audit committee chairs
increased from four percent in 2002 to thirty-seven percent in 2014.”

E. THE IMPLICATIONS

The transition that the board of directors has made in recent years,
from an advisory focused role to a monitoring oriented role, and from an
insiders’ board to an “independent” board raises two separate issues.
First, a question arises as to whether the right balance between the
advisory role and the monitoring role has been struck. Second, the
question arises as to whether current independence criteria actually serve
the monitoring role of the board well. As further developed in Parts II1
and IV, this Article suggests that the answer to both of these questions
might be less certain than commonly assumed.

II. THEORY VERSUS REALITY: How CURRENT RULES FAIL TO FULFILL THE
INTENT BEHIND THE INDEPENDENCE STANDARD

The regulatory emphasis on independence as a corporate governance
cornerstone raises a question as to the effectiveness of current regulation
and listing standards in achieving the goal of director independence. As
discussed in the following Parts, current definitions of director
independence suffer from numerous flaws that jeopardize the realization
of the legislative intent behind mandating director independence.

First, current definitions suffer from lack of uniformity and
consistency, as state law and listing rules differ as to the exact definition
of director independence, and both sets of rules leave too much
interpretive room to the board itself in determining its independence.
Second, current definitions of director independence ignore the impact
that long tenure potentially has on director independence’2 which is the
main argument developed in the Article.

A. ARE ALL INDEPENDENT DIRECTORS CREATED EQUAL? THE LACK OF
UNIFORMITY AND CONSISTENCY

As previously described, federal law and listings rules have
developed to require the presence of independent directors on several of

88. Id.
89. Id.
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the board committees as well as to require that a majority of directors on
the board be considered independent.” However, SOX and Dodd-Frank
were not the first to require board independence in certain contexts.
Rather, the term “independent directors” arose out of a larger backdrop
of existing state laws requiring director independence in numerous
situations, such as the approval of interested transactions and in
derivative suits and litigation committees.

For instance, Delaware law requiring independent directors’
approval of related party transactions in order to preserve the
applicability of the business judgment rule has treated the issue of
director independence as a factual issue to be determined on a case by
case basis. Specifically, Delaware law examines “whether the director’s
decision is based on the corporate merits of the subject before the board,
rather than extraneous considerations or influences,” or whether a
director is, for any substantial reason, incapable of making a decision
“with only the best interests of the corporation in mind.”” This in turn
could, and indeed has, led to different outcomes in particular cases
depending on procedural issues such as the burden of proof, the specifics
of the case, and the availability of admissible facts.” Most important,
Delaware law suggests that even when a director is independent as to
some issues, she might not be for others.”

90. See N.Y. Stock ExcH., supra notc 58, § 303A.

91. Beam ex rel. Martha Stewart Living Omnimedia, Inc. v. Stewart, 845 A.2d 1040, 1049 (Del.
2004); see Maureen S. Brundage & Oliver C. Brahmst, Director Independence: Alive and Well Under
Delaware Law, in G1.0oBAL. CORPORATE GOVERNANCE GUIDE 2004: BEST PRACTICE IN THE BOARDROOM
116-20 (2004); Usha Rodrigues, The Fetishization of Independence, 33 J. Core. L. 447, 469 (2008).

92. In re Oracle Corp. Derivative Litig., 824 A.2d 917, 938 (Dcl. Ch. 2003) (dclining
independence such that “a director’s decision is based on the corporate merits of the subject before
the board rather than cxtrancous considerations or influcnces.” (quoting Parfi Holding AB v. Mirror
Image Internet, Inc., 794 A.2d 1211, 1232 (Dcl. Ch. 2001))).

93. For instance, in the Oracle case it was determined that personal connections rose to the level
ol impeding independence, while in the Martha Stewart case the opposilc was held. See id. Similarly,
the In re MFW Shareholders Litigation court stated that:

Even in the context of personal, rather than [inancial, relationships, the materiality requircment
does not mean that the test cannot be met. For example, it is sometimes blithely written that
“mere allegations of personal friendship” do not cut it. More properly, this statement would read
“mere allegations of merc [ricndship” do not qualily. If the [ricndship was onc where the partics
had served as cach other’s maids of honor, had been cach other’s college roommatces, shared a
beach house with their families each summer for a decade, and are as thick as blood relations, that
context would be diflcrent from partics who occasionally had dinner over the years, go to some of
the same partics and gatherings annually, and call themsclves “[ricnds.”
In re MFW S’holders Litig., 67 A.3d 496, 509 n.37 (Del. Ch. 2013).

94. Undcr Dclaware law, there is a presumption that directors arc independent. See In re Aronson v.
Lewis, 473 A.2d 805, 815 (Del. 1984). To show that a director is not independent, a plaintiff “must show
that the directors are ‘beholden’ to the [controlling party] or so under [the controller’s| influence that [the
director’s| discretion would be sterilized.” See In re Rales v. Blasband, 634 A.2d 927, 936 (Dcl. 1993)
(citing Aronson, 473 A.2d at 815). Thus, Delaware law has treated the issue of independence as an ad hoc
factual issue, as opposed to the more specified requirements of the stock exchanges and federal law,
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Compared to the ad hoc nature of state law independence
standards, which require independence to be assessed on a case by case
basis, based on numerous factors, it is no surprise that the stock exchange
rules following SOX and Dodd-Frank are widely perceived as “bright-
line” rules.” They contain specific prerequisites for director independence,
explicitly prohibiting directors from being considered independent if they
were employees of the company, received compensation over a certain
threshold that is not a director fee, had ties to the company’s auditor, or
had business or compensation interlocks with the company above a certain
threshold.”

However, while these prerequisites are effective in eliminatin
doubt in specific, common instang|

. See note , Supra note

,supranote , § 303A.

See








































































