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|Analysis

Shareholder Derivative Litigation Concerning Exec. Comp.
Increasing; Corporations Should Review Policies and Disclosures

By LAURA G. THATCHER,
JOHN B. SHANNON,

KELLY C. WILCOVE,

KATIE A. TRITSCHLER, AND

AMBREEN A. DELAWALLA

ith the investment of billions of

taxpayer dollars in private insti-
tutions in the last year, executive
compensation is squarely in the pub-
lic eye. This scrutiny largely stems
from the widely-held perception that
compensation pay practices contrib-
uted to the financial crisis. Not sur-
prisingly, we have seen a flurry of de-
rivative litigation demands by share-
holders regarding executive
compensation practices. Publicly
traded companies should be aware of
this trend and consider taking this
opportunity to review their current
executive compensation policies and
disclosures.

Shareholder Derivative Litigation

Derivative litigation permits a
shareholder who seeks to challenge a
corporate practice to bring suit on be-
half of the corporation on the theory
that the practice is harmful to the cor-
poration. Typically, the plaintiff in a
derivative lawsuit will name as defen-
dants the officers and/or directors in-
volved in executing or supervising
the allegedly harmful practice. De-
rivative lawsuits are one of the few
tools by which a shareholder can at-
tempt to second guess management’s
and the board’s business judgment.

Most jurisdictions impose strin-
gent procedural requirements on a
shareholder’s ability to initiate de-
rivative lawsuits. Many states require

that, before filing suit, the share-
holder make a demand on the corpo-
ration’s board of directors to remedy
the allegedly harmful practice. The
“demand requirement” exists to pre-
serve the primacy of board decision-
making regarding corporate gover-
nance and legal claims belonging to
the corporation.

Most demand letters questioning
compensation practices seek both
financial relief for the corporation
and a change in the corporation’s

executive compensation practices.

There are certain procedural
courses of action to consider in re-
sponse to a derivative demand. One
option may be to summarily reject
the demand and defend the share-
holder lawsuit if and when it is filed.
Another option is to have a majority
of independent board members, or a
special independent committee of the
board, commence an investigation
into the allegations to determine
whether it would be in the best inter-
ests of the corporation to bring an ac-
tion on behalf of the corporation
against the alleged individual
offenders.

Generally, in such circumstances,
independent board members or spe-
cial independent committees are
vested with full authority to investi-
gate and act on behalf of the com-
pany, which allows the company to

Securities Litigation Group.

Laura G. Thatcher and John B. Shannon are partners, and Katie A.
Tritschler is an associate, with Alston & Bird LLP’s Employee Benefits
& Executive Compensation Group. Kelly C. Wilcove is a partner, and
Ambreen A. Delawalla is an associate, with Alston & Bird LLP’s

retain control over whether the puta-
tive shareholder’s derivative allega-
tions proceed. Courts in some juris-
dictions show deference to such com-
mittees’ findings.

If a decision is made that the law-
suit should not go forward, either in
whole or in part, the corporation may
have the burden of proving the inde-
pendence and good faith of the group
making the determination and the
reasonableness of the investigation.
If, on the other hand, the independent
directors decide that claims should be
pursued, the corporation can pursue
them directly or it can defer to the
shareholder to file suit.

Shareholder demand letters chal-
lenging executive compensation
practices have proliferated of late,
which indicates the intent of plain-
tiffs’ counsel to initiate derivative liti-
gation in the executive compensation
arena. Such demands have resulted
in several companies undertaking in-
vestigations of specified aspects of
their compensation programs.

Typical Demands

Most demand letters questioning
compensation practices seek both fi-
nancial relief for the corporation and
a change in the corporation’s execu-
tive compensation practices.

These letters commonly allege
‘“unjust enrichment” in the sense that
certain executives received excessive
incentive compensation, notwith-
standing the poor financial perfor-
mance of the company. Other com-
mon allegations accuse executives of
manipulating or concealing the com-
pany’s actual performance to maxi-
mize incentive compensation pay-
outs. Some allegations are based on
“waste of corporate assets” and
breach of fiduciary duties to the cor-
poration. The plaintiffs generally de-
mand that the individuals return the
purportedly unjust compensation and
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that the company take action against
the individuals.

In addition, the demands fre-
quently call for the board to overhaul
the company’s executive compensa-
tion program by including practices
that the shareholder believes more
accurately link pay to corporate and
individual performance. Some de-
mands seek a multi-year vesting re-
quirement, coupled with a “tail” de-
signed to account for the time hori-
zon of risks associated with the
performance.

For example, such an award would
be forfeited if the performance result-
ing in a payout is not sustained for a
designated period. Moreover, the let-
ters regularly demand that the corpo-
ration provide for an advisory or non-
binding “say-on-pay’’ annual referen-
dum that would provide the
corporation’s shareholders an oppor-
tunity to vote on the compensation
paid to executives. The demands also
frequently seek a commitment from
the corporation that no further
incentive-based compensation will be
disbursed until the allegations are
resolved.

Responding to a Demand Letter

The manner in which a board may
decide to respond to a shareholder
derivative demand can vary greatly
depending on, among other things,
applicable state law, the claims as-
serted, the status of the shareholder
making the demand, company-
specific considerations, such as ap-
proach to litigation and culture, and
various other unique facts and cir-
cumstances. Notwithstanding these
factors, there are certain steps and
practices a board should consider
upon receipt of a shareholder deriva-
tive demand, including;:

® convening, in person or other-
wise, to review the allegations and
determine whether to formally inves-
tigate the alleged misconduct and
claims;

® deciding whether to appoint an
independent special committee to
conduct the investigation, if an inves-
tigation is deemed appropriate;

® evaluating whether to engage in-
dependent outside counsel to assist
and advise the board or special com-
mittee in any investigation;

® preserving potentially relevant
data and information, including in
both electronic and hard-copy form;

® notifying the company’s D&O
insurance carriers of the demand and
potential claims; and

® adopting a consistent policy re-
garding corporate disclosure of the
demand.

In all cases, because the indepen-
dent board members have the
decision-making authority to deter-
mine whether to commence an action
on behalf of the corporation in the
first instance, directors should refrain
from passing judgment on the merits
of the allegations at the outset.

Best Practices

Staying abreast of evolving execu-
tive compensation ‘‘best practices” is
advisable for companies attempting
to deter lawsuits. On June 10, 2009,
the Secretary of the Treasury laid out
five broad-based ‘““principles” for all
U.S. public companies, which are ex-
pected to evolve over time with the
help of industry and expert advice.
These principles attempt to develop
standards that reward innovation and
prudent risk-taking without creating
misaligned incentives. A summary of
Secretary Timothy Geithner’s five
principles and explanatory remarks
is set out below.!

1. Compensation plans should prop-
erly measure and reward performance.
Incentive-based pay can be under-
mined if the performance bar is set
too low or if bonuses are paid even
when a firm’s performance is subpar
relative to its peers. To reward long-
term value creation, performance-
based pay should be conditioned on a
wide range of internal and external
metrics, not just stock price.

2. Compensation should be struc-
tured to account for the time horizon of
risks. Asking executives to hold their
equity for a longer period of time may
be an effective means of discouraging
executives from taking large risks to
obtain short term gains.

3. Compensation practices should be
aligned with sound risk management.
Compensation committees should
conduct and publish risk assessments
of pay packages to ensure that they
do not encourage imprudent risk-
taking. Firms should consider how to
provide risk managers with the tools
and authority to manage the relation-
ship between incentives and risk-
taking.

4. Companies should reexamine
whether golden parachutes and supple-

! The full text of the remarks can be

found at |http://www.ustreas.gov/press,

|re1eases/tg163.ht
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mental retirement packages align the
interests of executives and sharehold-
ers. Companies should review and
determine whether such arrange-
ments may have outlived their origi-
nal purpose and whether they en-
hance the long-term value of the
company.

5. Companies should promote trans-
parency and accountability in the pro-
cess of setting compensation. Compa-
nies should ensure that compensa-
tion committees are fully
independent and that disclosures are
more transparent in explaining com-
pensation packages. Companies
should disclose the total ‘“walkaway”’
pay due to executives, including sev-
erance, pension, and deferred
compensation.

Secretary  Geithner’s remarks
made clear that Treasury is not set-
ting forth precise prescriptions for
how companies should set compensa-
tion, which he said can often be coun-
terproductive. Instead, Treasury will
encourage experts in the field—
academicians, business leaders, and
shareholders—to conduct their own
reviews to identify best practices and
emerging positive and negative
trends and call attention to risks that
might otherwise go unseen.

In implementing the broad prin-
ciples outlined by Treasury in a com-
pensation program, the following
specific practices appear to be fa-
vored by many U.S. public companies
(some of which will be legally man-
dated by 2010):

® Inclusion of a non-binding an-
nual shareholder vote on the com-
pensation of executives, as described
in the company’s proxy statement un-
der Securities and Exchange Com-
mission disclosure rules, including
the compensation discussion and
analysis and related compensation
tables. This so called say-on-pay vote
is widely expected to be refined and
legally mandated by legislation in
2010, if not in time for the upcoming
proxy season.

® Implementation of a ‘“hold-until-
retirement” policy for shares under-
lying equity awards. Such a policy is
intended to align equity incentives
with the time horizon of risk.

® Use of identifiable performance
goals for incentive compensation pro-
grams and limitation of discretionary
bonus grants when performance
goals are not met.

m Use of multi-year vesting peri-
ods for at least a portion of incentive
awards.
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® Adoption of a compensation re-
covery, or “clawback,” policy for in-
centive compensation paid based on
inaccurate financial metrics.

® Placement of a cap on incentive
payouts, even if performance exceeds
the maximum level identified in the
incentive program.

Regardless of the compensation
program and practices adopted by a
particular company, the most impor-
tant considerations are: (1) a deliber-
ate and well-documented process in
structuring the company’s compensa-
tion program; and (2) clear and com-
plete disclosure of the compensation
program and decisions made in con-
nection therewith, primarily in the
annual proxy statement.

The type or amount of compensa-
tion appropriate for one company
might not be appropriate for another.
Compensation committees, therefore,
should focus on engaging in a delib-
erative process and providing thor-
ough disclosure to shareholders (in
particular, disclosure related to those
items that receive enhanced share-
holder and media scrutiny, such as
performance awards, perquisites, and

severance payments). A company’s
disclosure is a public record of its
compensation policies and processes.
Disclosure, therefore, should always
be thorough and accurate.

Compensation committees should
document meetings, including dis-
cussions regarding the compensation
program, and approve compensation
levels for executive officers at least
annually. Additionally, an indepen-
dent consultant can provide assis-
tance by, among other things:

B assessing the company’s com-
pensation philosophy and program in
light of market practices, evolving
best practices, and comparative peer
data;

®m working independently of man-
agement to develop analyses of and
recommendations for CEO pay;

B reviewing any significant execu-
tive employment or severance agree-
ments in advance of being presented
to the committee for approval;

B assisting with a company’s risk
analysis (as described below) and
identifying areas for improvement;
and

B reviewing the committee’s char-
ter and recommending potential
changes.

Finally, SEC rules, as currently
proposed, would require all U.S. pub-
lic companies to conduct an annual
risk assessment of the company’s pay
programs to determine whether and,
if so, how, they might have a material
effect on the company’s risk profile.
The working group, including the
compensation committee and the
company’s risk officers, should as-
sess items of the compensation pro-
gram, such as the selection of perfor-
mance metrics and the length and
balance of performance periods, to
determine whether they encourage
appropriate or unreasonable risks.

The risk assessment should be dis-
cussed in the annual proxy state-
ment. This discussion will demon-
strate to shareholders that the board
has ‘“‘done its homework” to assure
that the company’s incentive pro-
gram is reasonably aligned with the
company’s risk profile.
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