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Not honesty alone, but the punctilio of an honor of the most sensitive is then the
standard of behavior. As to this there has developed a tradition that is
unbending and inveterate. Uncompromising rigidity has been the attitude of
courts of equity when petitioned . ... Only thus has the level of conduct of
fiduciaries been kept at a level higher than that trodden by the crowd.!
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I. INTRODUCTION

Whether corporate decisions are unbiased, informed, established in good faith, made
in the best interest of shareholders, and hence presumptively valid, has spawned a
recurring, contentious, and at times luminous debate among commentators and dyspepsia
among judges from Delaware to Colorado and from New York to Tennessee. This matter
becomes particularly poignant when shareholders file or threaten to file derivative
actions, and when the corporation strives to control the litigation process by rejecting
their demands through the determinations of pre-emptive board or special committee
decisions. Derivative proceedings are generally commenced by minority shareholders to
redress alleged injuries for breach of fiduciary duty. Shareholder derivative suits may
provide both direct and indirect benefits.2 Such suits may be a mechanism that helps
provide proper monitoring of fiduciaries by shareholders. They may also be vehicles for
mischief commenced largely for the benefit of entrepreneurial attorneys> that, under the
current regulatory framework, poorly align the interests of attorney and client.* More
importantly, it is equally imaginable that the interest of the corporation’s shareholders
and corporate litigation decisionmakers may also be poorly aligned. This may lead to
directors not pursuing an appropriate and justifiable action, which achieves “norm
management.” Furthermore, it is possible that the convergence of this dual misalignment
of interest coupled with insufficient judicial scrutiny may result in the settlement of
meritorious claims on terms that fail to vindicate legitimate shareholder interest in the
proper monitoring of their agents and fail to deter future egregious misbehavior
committed by management. Taken together, this result may enlarge agency® costs

2. Roberta Romano, The Shareholder Suit: Litigation Without Foundation?, 7 J.L. ECON. & ORG. 55, 56
(1991).

3. Perhaps “the single most salient characteristic of class and derivative litigation is the existence of
‘entreprencurial’ plaintiffs” attomeys.” Jonathan R. Macey & Geoffrey P. Miller, The Plaintiffs* Attorney’s Role
in Class Action and Derivative Litigation: Economic Analysis and Recommendations for Reform, 58 U. CHI. L.
REV. 1, 7-8 (1991).

4. See id. at 3 (stating that existing regulations often impair the interests of the clients they are designed
to protect).

5. James D. Cox, The Eighth Abraham Pomeraniz Lecture: The Social Meaning of Shareholder Suits, 65
BROOKLYN L. REv. 3, 7 (1999) (“The existence of shareholder suits, and their procedural requirements, are
highly visible components of norm management for corporate law.”).

6.

An agency relationship can be seen as a contract under which one or more persons (the
principal(s)) engage another person (the agent) to perform some service on their behalf which
involves delegating some decisionmaking authority to the agent. If both parties to the
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associated with the proper operation of the corporation while vitiating the social meaning
of such suits.” On the other hand, the notion of social meaning,3 like the concept of social
reality,? may be hauntingly attractive, yet potentially ineffable.

While the current regulatory framework contains a number of safeguards against
frivolous litigation!® by entrepreneurial attorneys and flagrant abuse of control by
directors, the framework has nonetheless been deemed insufficient by opponents when it
comes to precluding the filing of questionable cases, and as too constrained by those who
wish to encourage and expand liability rules as a corporate governance mechanism,
Current safeguards include the right of the shareholder to initiate litigation!! (but not
necessarily to control it),!2 the requirement of demand,!3 and the creation of shareholder
litigation committees by the corporation, judicial review, and concurrence in any
settlement.!¥ This contentious and indeterminate!> framework continues to raise

relationship are utility maximizers, there is good reason to believe that the agent will not always
act in the best interest of the principal. The principal can limit divergences from his interest by
establishing appropriate incentives for the agent and by incurring monitoring costs designed to
limit the aberrant activities of the agent. In addition in some situations it will pay the agent to
expend resources (bonding costs) to guarantee that he will not take certain actions which would
harm the principal or to ensure that the principal will be compensated if he does take such
actions.

Michael C. Jensen & William H. Meckling, Theory of the Firm: Managerial Behavior, Agency Costs and
Ownership Structure, 3 J. FIN. ECON. 305-60 (1976).

7. See generally Cox, supra note 5, at 3-6 (explaining that the social meaning of such suits can be seen as
a function of the expressive value enjoyed by all shareholder suits—its value consists not only of its ability to
extract sanctions and to provide redress but also because it deters misconduct by others).

8. For a brief introduction to social norms and social meaning, see BRIAN BIX, JURISPRUDENCE: THEORY
AND CONTEXT 196 (1999).

9. As used here, the concept of social reality refers to the possibility that there can be a coherent
conception of what constitutes true, important, real, and universal explanations of human nature. On the other
hand, if claims to truth “cannot be out there—cannot exist independently of the human mind”—then human
nature and hence social reality cannot be universal, but merely elusive. RICHARD RORTY, CONTINGENCY,
IRONY, AND SOLIDARITY 17-29 (1989).

10.

The need for protection may arise because if “the suit on behalf of the corporation is successful,
the corporation is required to pay the plaintiff shareholder’s legal expenses, because the
shareholder has benefited the other shareholders as a group. This legal rule seemingly solves the
‘free rider’ problem that would otherwise exist . . . if the individual shareholder who benefited
the other shareholders had to bear all the costs of the action.”

WILLIAM A. KLEIN & JOHN C. COFFEE, JR., BUSINESS ORGANIZATION AND FINANCE 195-96 (1996). Thus, the
cost of monitoring management is equitably apportioned among all the stockholders. /d. Notably, if all the
benefits of the litigation flow primarily to the plaintiff’s attorney, then income is redistributed from the
shareholders to lawyers.

11. See Sohland v. Baker, 141 A. 277, 282 (Del. 1927) (holding that the right of stockholders to litigate
corporate rights is to prevent injustice); see also Zapata Corp. v. Maldonado, 430 A.2d 779, 782-783 (Del.
1980).

12. Zapata, 430 A .2d at 783.

13. The demand requirement can be seen as part of a framework in which the normal case demand is
compelled but which also includes the possibility that the plaintiff may claim that demand was either
wrongfully refused or excused. Grimes v. Donald, 673 A.2d 1207, 1215-20 (Del. 1996).

14. In addition, some jurisdictions also require the plaintiff to post a bond as security for expenses
incurred. See, e.g., Cohen v. Beneficial Indus. Loan Corp., 337 U.S. 541 (1949).
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questions about: (A) the inability of plaintiff shareholders to monitor their attorney,
which erodes the asserted value of the litigation paired with perhaps perverse incentives
derived from indemnification rules, insurance exclusions, and the absence of internalized
litigation cost in settlement;!® (B) the difficulty of ascertaining whether decisions taken
by corporate boards and special committees are in the best interest of the corporation,
including the meaning of the often elusive term “good faith;” (C) the procedural rights
that a plaintiff possesses or should possess in both a pretrial and special litigation
committee context;!? and (D) the appropriate standard of judicial review of corporate
decisions to either discontinue derivative suits or refuse to commence them.

Significantly, the scope of judicial review is complicated by virtue of the fact that
“few intracorporate transactions are not susceptible to differences of opinion” and by
virtue of the fallibility of the courts.!® Thus, the business judgment doctrine “presumes
reasonable diligence and good faith”1? and rests on the “prudent recognition that courts
are ill-equipped and infrequently called on to evaluate what are and must be essentially
business judgments.”?0 Perforce, the “responsibilities vested in corporate directors . . .
proceed on the assumption that inescapably there can be no available objective standard
by which the correctness of every corporate decision may be measured, by the courts.”?!
Still, a debate persists as to whether courts should engage in both a procedural (largely
deferential) or a substantive (largely an examination of the merits, the rationality, or the
cost-benefits) of the committee or board’s attempt to control the litigation. Indeed, this
Article will focus much of its attention upon a recent Massachusetts Appeals Court case
that amplifies this debate despite its more recent reversal by the Supreme Judicial Court
of Massachusetts.22

A. Background

Several rather old British cases maintain that “the right to initiate proceedings in the
name of the company belongs to the board of directors and the shareholders . . . do not
have the right to control the board in the exercise of that power, save by removing
them.”23 The comnerstone American case, McKee v. Rogers,2* stands for the general
proposition that “a stockholder cannot be permitted . . . to invade the discretionary field
committed to the judgment of the directors and sue in the corporation’s behalf when the

15. “The primary cost of indeterminacy in corporate law is that it undermines the efficacy of the law in
directing managerial behavior.” Ehud Kamar, Costs of Departures from Formalism: Shareholder Litigation
Under Indeterminate Corporate Law, 66 U. CHI. L. REV. 887, 892 (1999).

16. Romano, supra note 2, at 57.

17. For a discussion of special litigation committees, see Charles W. Murdock, Corporate Governance—
The Role of Special Litigation Committees, 68 WASH. L. REV. 79 (1993).

18. Jd. at83n.13.

19. Romano, supra note 2, at 56.

20. Murdock, supra note 17, at 91.

21. 1d

22. Harhen v. Brown, 710 N.E.2d 224 (Mass. App. Ct. 1999), rev’d, Harhen v. Brown, 730 N.E.2d 859
(Mass. 2000).

23. ROBIN HOLLINGTON, MINORITY SHAREHOLDERS’ RIGHTS 11 (1994) (intemnal citations omitted).

24. McKee v. Rogers, 156 A. 191 (Del. Ch. 1931).
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managing body refuses.”25 Nonetheless, sharcholder derivative actions have been
recognized in at least some American jurisdictions since the early part of the nineteenth
century.26 This is a striking exception to the majority rule principle of corporate law.2” In
addition to claiming compensation for breaches of fiduciary duties owed by officers or
directors, derivative suits may potentially deter against future breaches. Significantly,
both the imposition of private sanctions?® and the social opprobrium attached to
defendants of such suits?® may act as deterrents.

Soon after recognizing the validity of such suits, “courts ruled that the successful
plaintiff was entitled to recover attorneys fees from the corporation on whose behalf the
shareholder brought the suit.”30 Accordingly, derivative actions challenge majority rule
and raise collective action problems,3! as the benefits of such suits do not necessarily
flow to all shareholders and in some cases to any shareholders.32

25. Id. at 193; see also Zapata v. Maldonado, 430 A.2d 779 (Del. 1980) (recognizing the board’s power to
control litigation even where a majority of the board is tainted with “self-interest”); Auerbach v. Benneit, 393
N.E.2d 994, 1000 (N.Y. 1979) (holding that derivative claims belong to the corporation itself and the decision
to prosecute and control such cases lies within the judgment of the corporation’s board of directors). More
recently, courts have again held that the unconstrained use of shareholder suits could “undermine the basic
principle of corporate govemance that the decisions of a corporation—including the decision to initiate
litigation—should be made by the board of directors or the majority of shareholders.” Daily Income Fund, Inc.
v. Fox, 464 U.S. 523, 530 (1984).

26. Mark J. Loewenstein, Shareholder Derivative Litigation and Corporate Governance, 24 DEL. J. CORP.
L. 1, 1(1999).

27. Daniel R. Fischel & Michael Bradley, The Role of Liability Rules and the Derivative Suit in Corporate
Law: A Theoretical and Empirical Analysis, TI CORNELL L. REv. 261, 271 (1986). Sharcholders with tiny
investments and plaintiffs’ attomeys have little incentive to consider the effect of the action on other
shareholders, the supposed beneficiaries, who ultimately bear the costs. Such cases may be pursued regardless
of their effect on the value of the firm. Jd. at 271-72.

28. To be sure, compensation may act as a deterrent. For an approach that seeks to distinguish between
compensatory sanctions and their deterrence objectives, on the one hand, and enhanced sanction designed to
deter, on the other hand, see Robert D. Cooter, Punitive Damages, Social Norms, and Economic Analysis, 60
LAw & CONTEMP. PROBS. 73 (1997).

29. Cox, supranote 5, at 5.

30. Loewenstein, supra note 26, at 1-2. Early cases required the creation of a common fund or pool of
money from which attorney fees would be paid. /d. at 2. Recently, the courts have jettisoned this requirement.
In the absence of a common fund, the courts have been willing to award attorneys’ fees to the plaintiff if the
derivative litigation resulted in a “substantial or common benefit” to the corporation, whether by judgment or
settlement. /d. at 2. The “rationale for creating an exception to the normal American Rule that parties to
litigation bear their own attormneys” fees was that in successful derivative litigation a whole class of people—the
shareholders of the corporation—benefits from the successful litigation and, on general equity principles,
should be called upon to bear a portion of the expense.” /d. at 2 n.2 (citing Mills v. Elec. Auto-Lite Co., 396
U.S. 375, 392 (1970)).

31.

Shareholder derivative actions are not premised on collective action problems in the litigation.
On the contrary, they presuppose the existence of a corporate form that is already organized to
overcome such collective action problems. The corporation has standing and is fully competent
to bring legal actions to redress injuries to its rights. The problem, rather, is with collective action
within the corporate form itself. As scholars since Berle and Means have observed, corporate
mangers typically have only a small ownership stake in the firms they manage. Thus, their
interests deviate from those of shareholders: they may prefer to consume excessive perquisites or
practice their golf whereas shareholders would want them to work diligenily at maximizing
profits.
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While the Superior Court dismissed the action on grounds that the complaint lacked the
required specificity on the issue of bias and lack of independence of the board appointed
special committee,324 the most important corporate>2> defense is grounded in the alleged
presumptive force of the business judgment rule.326 Third, the plaintiff presented the
defendant with a cosmetic settlement offer which the defendant said that it was prepared
to accept. However, the defendant stated it was not ready to act upon plaintiff’s proposals
for amendments to Hancock’s bylaws.

A. Alleged Company Violations

Sawyer, a licensed attorney responsible for maintaining Hancock’s good relations
with members of the Massachusetts Legislature, engaged in a full panoply of
entertainment activities subject to the approval of Hathaway, the head of the government
relations department.327 Hathaway reported directly to the president of Hancock.328
Hancock’s management committee, which consisted of Brown, Morton, D’Alessandro,
and Hathaway, was responsible for overseeing all aspects of Hancock’s operations,
including government relations.329 They were kept informed of Sawyer’s activities and,
according to plaintiff’s allegations, knew or should have known of Sawyer’s illegal
activities.330 In fact, one member of the management committee reviewed Sawyer’s

324, Id.
325. Strictly speaking, Hancock is a mutual company.
326. The Hancock defendants (Brown, Morton, and D’ Alessandro) moved to dismiss the complaint because

(i} the complaint faiifed] to allege particularized facts sufficient to overcome the strong
presumption of the business judgment rule, and (ii) the complaint fail[ed] to state any claim upon
which relief may be granted. Hathaway moved to dismiss on the grounds that the complaint
[was] time -barred and fail[ed] to state a claim upon which relief [could] be granted.

Id. at 226 (internal citations omitted).

Sawyer moved to dismiss pursuant to Massachusetts Rule of Civil Procedure 12. Id. Sawyer argued
that a demand on all other policyholders is required before this action could proceed. Harhen, 710 N.E.2d at
228-30. Hancock has approximately seven million poticyholders in all fifty states. /d. at 227.

The presumptive effect of the business judgment rule was found persuasive by the Supreme Judicial
Court of Massachusetts. Among other things, this court states that (1) if the plaintiff chooses to make demand,
the board may determine that no action is appropriate at that time; (2) in a demand refused case, because it is
presumed that a disinterested board of directors acts in good faith towards all the corporation’s members, a
disinterested board that has refused a plaintiff's pre-suit demand is entitled to the protection of the business
judgment rule; (3) given the absence of bad faith here and given the presence of disinterested directors and the
reasonableness of its investigation; and (4) the plaintiff’s action was properly dismissed. Harhen, 730 N.E.2d at
865-68 (Mass. 2000).

327. Harhen, 710 N.E.2d at 228-30.

328. The position of the president of Hancock was filled at various times by the named defendants: Brown,
D’Alessandro, and Morton. /d. at 227-28.

329. Id. at226-28

330. Sawyer violated Hancock’s gift policy. The policy forbid making gifts in excess of $50 on any single
occasion gifts with an aggregate value of $100 in any calendar year to persons with whom the company has or
is likely to have any business dealings. /d. at 228. For instance, Hancock maintained corporate boxes at Boston
Garden, Foxboro Stadium, and Fenway Park. /d. Tickets were made available to persons selected by board
members, senior management, and Hathaway and Sawyer. Harhen, 710 N.E.2d at 228. Records show numerous
charges by Sawyer and the government relations department revealing alleged per se violations of the lobbying
law. Id. at 228-29. Further, in 1982, Sawyer was granted permission to take the then chairman of the
Legislature’s Joint Insurance Committee and his wife to the Superbow! at a cost far in excess of the legal limit.
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records “which included the identity of each legislator entertained on each of many
occasions and approved payment of these expenses.”33! The plaintiff further alleged that
the individual defendant directors, as members of the management committee, neglected
to take any action to assure Sawyer’s compliance with the law.332 Furthermore, the firm’s
management committee authorized the use of Hancock’s funds in connection with
Sawyer’s illegal lobbying activities333—all in violation of Hancock’s own policy.
Additionally, the plaintiff alleged that “no steps were taken by the management
committee or the board to ensure that box seats, tickets, meals and other gifts of various
sorts were not in violation of Massachusetts laws,”334 and that the corporate defendants
as directors and senior officers controlled the decisions of the board not to seek
reimbursement from the culpable parties of costs and expenses incurred by the
company.33>

In fact, in 1994, as a result of federal and state proceedings against Hancock, the
company admitted violating the law.33¢ The company violated Massachusetts law by
giving gratuities valued at more than $50 on more than three hundred occasions to
Massachusetts legislators as part of an alleged scheme to defraud the public of its right to
honest service from public officials.337 It paid a fine in the amount of $900,000 to the
federal government in settlement of a civil complaint.33® At the same time, pursuant to
proceedings brought by the State Ethics Commission (the Commission), Hancock entered
into an eighteen-page disposition agreement, in which Hancock admitted that it had given
gratuities in excess of $50 to Massachusetts legislators on numerous occasions, and that
Hancock’s legal department had repeatedly warned the government relations department
of statutory limits on gifts.33? Hence, from these admissions, knowledge or constructive
knowledge of the violations must be conclusively presumed. The Commission imposed a
civil fine of $110,000 and required semiannual written reports of all expenditures made
by Hancock directly or indirectly involving any Massachusetts state, county, or municipal
employee.340 Hancock waived all rights to contest the findings of fact, conclusions of

1d. While Sawyer was convicted, he was granted a Writ of Error, Coram Nobis, and his conviction of November
27, 1996 was vacated and his record was expunged. U.S. v. Sawyer, 74 F. Supp. 2d 88 (D. Mass. 1999).

331. Harhen, 710 N.E.2d at 228.

332. Id at231.

333. Id. at227-28.

334. Id. at 229.

335. Id. at230.

336. Harhen, 710 N.E.2d at 229.

337. Id.

338.

The settlement agreement between Hancock and the United States Attomey’s Office stated that
“Hancock publicly acknowledged that certain lobbying activities by members of the Government
Relations Department violated Massachusetts law . . . [and] Hancock agreed to reorganize its
govermnment relations department . . . [and] agreed to implement new auditing procedures for its
government relations department.”

Id.
339. Id
340. Id. at230.
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law, and terms and conditions contained in the agreement in “any related administrative
or judicial proceeding to which the Commission is or may be a party.”34!

In addition to the $1,010,000 in fines paid by Hancock to federal and state
authorities, the complaint alleged that Hancock paid $1.2 million in legal fees
indemnifying Sawyer for his expenses in defending federal criminal charges arising out
of the same lobbying violations that Hancock admitted to in its disposition agreement.342
In total, the plaintiff asserted that the entire “direct costs incurred by Hancock in this
matter exceeded $4 million.”343 Importantly, it was maintained that members of the
management committee controlled the company’s decision “not to seck reimbursement
from the culpable parties of costs and expenses incurred by Hancock” because
“investigations of illegal conduct could ultimately lead to findings of their own
culpability.”344 They were therefore placed “in a position of a conflict of interest.”343
Thus, while Sawyer’s initial misconduct implicates the duty of care on the part of his
supervisors, the decision to decline to seek reimbursement from Sawyer and all the
culpable parties of the costs and expenses incurred by Hancock implicates a breach of the
duty of loyalty. The third tier of alleged wrongdoing arises from Hancock’s refusal to
accept a request from a policyholder to seek reimbursement from the alieged culpable
officers and employees.

B. Demand Refusal by Hancock

While the trial court’s and the court of appeal’s holdings are largely focused on
whether the board can control the litigation through a special committee, this case can
also be dissected as a demand refusal case. The screening function provided by strict
adherence to the demand requirement at issue along with the ability of the firm to control
the litigation through special committee determinations. This bears on both the pretrial
demand requirement and on the ability of the firm to control the litigation (assuming the
firm has neglected to refuse plaintiff’s demand that it sue its fiduciaries). Hence it is only
with difficulty that the response to a pre-suit demand can be kept distinct from the
functions of a special committee after the litigation is filed.

Recall that Houle involved a demand excused case where the plaintiff successfully
averred that it would be futile to make a demand given that a majority of the board were
defendants.346 Massachusetts Rule 23.1 “includes a pre-suit demand requirement that,
unlike courts in Delaware is strongly enforced.”347 In Harhen, unlike Houle, less than a
majority (three of twenty directors) of the Hancock board at the time of the plaintiff’s

341. Harhen, 710 N.E.2d at 230.

342. Id. at 230.

343, I

344. Id. Apparently, the Supreme Judicial Court of Massachusetts, in rejecting the plaintiff’s complaint,
fails to directly deal with this allegation. The Court was persuaded that the plaintiff must affirmatively
demonstrate that either a majority of the board or a majority of the special litigation comrmittee must have
engaged in an interested transaction as defined by the ALI, PRINCIPLES OF CORPORATE GOVERNANCE:
ANALYSIS AND RECOMMENDATIONS §§ 1.15, 1.23 (1994). Harhen, 730 N.E.2d at 866-68.

345. Harhen, 710 N.E.2d at 230. Again, the Supreme Judicial Court apparently finds no such conflict of
interest. Harhen, 730 N.E.2d at 866-68.

346. Houle, 556 N.E.2d at 53.

347. Harhen v. Brown, No. 97-1522, 1997 Mass. Super. LEXIS 145, at *8-*0 (Aug. 18, 1997).
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demand were named as defendants plus two former executive employees.38 The absence
of evidence that either a majority of the board or the special litigation committee were
subject to a direct conflict of interest fails to prevent this court from questioning the
independence of the litigation control decision.

In April 1999, “the plaintiff delivered a twelve-page letter to the board of directors”
which carefully recapitulated the events at issue.?*? The letter alleged the responsibility
of the directors and senior management for those events and “concluded with thirteen
demands, including the demand that Hancock seek reimbursement from the responsible
officers and directors for all costs and expenses arising out the unlawful activities of the
employees of the government relations department of Hancock.”350 The board delegated
the letter to a special committee consisting of two directors for “such action as the
committee deems appropriate.”33! Conceptually, a “demand requirement gives the board
the opportunity to do one of several things: (1) take corrective actions, or enter into a
settlement with the defendant, thereby avoiding the need for the lawsuit; (2) bring the
requested action; (3) permit the plaintiff to proceed in its place; or (4) reject the requested
action as not in the corporation’s best interest.”3%2 However, the committee responded in
superficial fashion by stating, “we have carefully reviewed the actions of the Company,
its Board of Directors and Officers in the handling of the Sawyer matter, and find that the
investigation of the matter and the action taken in response were entirely appropriate.”53
No additional information was provided, thus raising the issue as to whether its response
was both wrongful and unavailing, despite Hancock’s claim that “its unbiased business
decision [was] conclusive.”33* A few weeks later, plaintiff’s counsel met with two senior
Hancock employees, who indicated that they were prepared to receive the plaintiff’s
proposals for amendments to the Hancock bylaws but “they flatly and repeatedly refused
to discuss or answer any questions or provide any information whatsoever on the
matters” that were described in the demand letter.35> Hancock argued that demand was
rejected; “the business judgment rule supplies a presumption that corporate decisions [to
either reject demand or to discontinue the litigation] are unbiased, informed and made in
good faith,” and in the absence of an affirmative showing that a majority of the board or

348. Harhen, T10 N.E.2d at 227.

349. Id. at 231. The absence of such evidence eventually proved fatal. See Harhen, 730 N.E.24 at 866-68.

350. Harhen, 710 N.E.2d at 231.

351. M. (intemal citations omitted). This approach avoids the apparent error of the defendant corporation in
Greenfield v. Hamilton, 760 P.2d 664 (Colo. Ct. App. 1988). There, the special committee was simply charged
with providing a recommendation to the board of directors where a majority was named as defendants in the
derivative suit. /d. at 668. Where putative wrongdoers retain the ultimate decision, the Colorado Court of
Appeals was disinclined to even consider granting deference. /d.

352. KLEIN & COFFEE, supra note 10, at 197. For an empirical assessment of the responses of boards of
directors, see James D. Cox, Searching for the Corporation’s Voice in Derivative Suit Litigation: A Critique of
Zapata and the ALI Project, 1982 DUKE L.J. 959. “Plaintiffs seldom make demand, preferring instead to argue
that demand was excused.” KLEIN & COFFEE, supra note 10, at 198. One reason for this, under Delaware law, is
that “the making of demand concedes that a business judgment test applies to the board’s decision to reject
demand,” which may presumptively preclude spirited judicial review. Id.; see also Levine v. Smith, 591 A.2d
194 (Del. 1991) (explaining that a plaintiff is not allowed discovery in demand-refused cases under Delaware
law).

353. Harhen, 710 N.E.2d at 231 (intemnal citations omitted).

354. Id. at 232 (alteration in original}.

355. Id.at231.
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committee is subject to a conflict of interest, the business decision to decline to bring suit
is protected by the business judgment rule.356

The court of appeals disagreed. It concluded “that the pleading requirements of the
Massachusetts Rule of Civil Procedure 23.1, which requires that the complaint must
allege with particularity the efforts made by the plaintiff to obtain the action she desires
from the directors were satisfied.”357 Moreover, since “the special committee responded
to ... and rejected [plaintiff’s] demands without explanation approximately six months
before [the plaintiff filed her action,] . . . the rejection of the demand letter [by the special
committee] was not the equivalent of a board decision to terminate the derivative
action.”358 Thus, the court implied that the alleged decision to reject demand, if that is
what was intended, did not occur by virtue of the special committee’s refusal to discuss
the plaintiff’s demands—instead there is simply a putative rejection of stockholder
demand which preceded the derivative action. In reality, this court seems to hold that
there was both an attempted litigation control decision via a special committee and an
attempted rejection of plaintif’'s demand. Both attempts fail. Whatever the appellate
decision means, its attempt to separate the initial demand response from the subsequent
litigation control decision illustrates that they are not necessarily distinguishable. In fact,
litigation control, whether it occurs before the suit is brought as part of the screening
process or after, can be seen as part of a category of responses toward which skepticism
is arguably appropriate.

But assuming that there is simply an attempted rejection of demand by the special
committee or the board, this court insists that screening decisions must be grounded in
action by “independent directors ‘capable . . . of objective judgment’™3%? coupled with
“‘specific reasons’ for doing s0.”360 If both of these elements exist, then the plaintiff
must plead with particularity facts which demonstrate that the statements in the
corporation’s reply to the complaint are not correct or that “disinterested directors could
not reasonably have determined that rejection of the demand was in the best interests of
the corporation.”36! Because the plaintiff, Loretta Harhen, did not receive any

356. Id. (internal citations omitted).

357. Id. at231.

358. Harhen, 710 N.E.2d at 232. The court in essence asserts that the special committee decision
constitutes an attempted rejection of the demand to sue but its decision does not necessarily control the
litigation.

359. Id. at 234 (quoting ALI PRINCIPLES (1992), supra note 41, § 7.04) (emphasis added).

360. Id. (citing ALI PRINCIPLES (1992), supra note 41, § 7.04).

361. Id. First, while the “special committee responded to the plaintiff’s demands on September 13, 1996,
and rejected those demands substantially without explanation approximately six months before this action was
filed . . . the rejection of the demand letter was not the equivalent of a board decision to terminate this derivative
action.” /d. at 232. Second, assuming that the committee’s September 13, 1996 reply to the plaintiff’s demand
letter was equivalent to action by the board, Hancock’s defense remains deficient.

The plaintiffs twelve-page demand letter alleges . .. (i) years of knowing, deliberate, illegal
lobbying activity of Hancock’s government relations department headed by Sawyer; (ii) the
complicity of Hathaway, an officer of Hancock and member of the management committee, in
approving the expenses of Sawyer while knowing that the expenditures were for an unlawful
purpose; and (iii) that Brown, Morton and D’Alessandro, as directors, senior officers, and
members of the management committee, either knew, or should have known, of Sawyer’s illegal
lobbying expenditures and activities, and (iv) the damage to Hancock in fines paid and
reimbursement of Sawyer’s legal fees.
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information to determine whether her demand was wrongfully refused, the special
committee’s response to the plaintiff’s demand either remains ineffectual or fails to reject
the suit.362 Furthermore, since. the plaintiff alleges a conflict of interest among culpable
parties, the business judgment rule does not apply.363

Deprived of the presumptive effect of the business judgment rule in the context of
the firm’s response to the plaintiff’s demands and “[bJased on the allegations of the
complaint, reinforced and supplemented by the admissions and findings of fact in the
settlement agreement and the disposition agreement,” the Massachusetts Appeals Court
had little difficulty concluding that the plaintiff’s complaint, if true, sufficiently alleged
and established the following:

that defendant Sawyer engaged in illegal lobbying activities ... ; that the
defendant Hathaway assisted and approved Sawyer’s illegal activities; that the
Hancock [directors and senior officers] (i) violated their duty of care in
failing . . . properly to direct and manage the affairs of Hancock so that the
illegal activities of Sawyer and the government relations department . . . would
not have occurred or persisted and (ii) violated their duty of loyalty to Hancock
by reason of the decisions of the [management committee] not to seek
reimbursement from the culpable parties because of their own conflict of
interest,364 . . . and by seeing to it that the fines paid to Federal and State
authorities were from corporate assets, thereby wasting those assets.36

Next, the Appeals Court is required to decide whether the business judgment rule
presumptions apply to the attempt to control the litigation after the suit is filed.

Harhen, 710 N.E.2d at 233. In response to this letter, the Hancock special committee, and hence the board,
dismissed the letter without any indication that it was to be taken seriously. /d. at 232-33.

362. Id. at 234. “A stockholder who makes a serious demand and receives only a peremptory refusal has the
right to . . . obtain the relevant corporate records . . . to determine whether or not there is a basis to assert that
demand was wrongfully refused.” Grimes v. Donald, 673 A.2d 1207, 1218 (Del. Super. Ct. 1996). Without
relevant corporate records, and without attempting to address plaintiff’s demands, Hancock failed to reject the
demand as the uncontroverted facts eviscerate its position.

[Gliven Hancock’s admission in the settlement agreement with Federal authorities that ‘certain
lobbying activities by members of [Hancock’s] Government Relations Department violated
Massachusetts law,’ and the payment of fines in excess of one million dollars, there was a need
to explore the events that culminated in the Federal and State proceedings, and to identify those
directors, officers, or employees, if any, responsible for permitting Sawyer’s illegal activities to
continue openly for years, and, if identified, to decide what should be done (or not done), and
why. None of that information was forthcoming,

Harhen, 710 N.E.2d at 233-34. But see Harhen, 730 N.E.2d at 867 (stating that lengthy explanations of a
demand refusal are not required).

363. Harhen, 710 N.E.2d at 231.

364. The business judgment rule fails to protect violations of the duty of loyalty, for example, where a
conflict of interest exists. See Starr v. Fordham, 648 N.E.2d 1261, 1266 (Mass. App. Ct. 1995).

365. Harhen, 710 N.E.2d at 231.
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C. Appellate Analysis of Hancock’s Attempt to Control the Litigation

Citing the Supreme Court of Delaware, the Massachusetts Appeals Court asserts that
it is important to recognize “the ‘discrete and quite different processes’366 involved in a
special board committee formed to respond to stockholder demands and a special board
committee formed to respond to a derivative action.”367 While this proposition remains
dubious, the court’s overall analysis of Hancock’s attempt to control the litigation is
largely sound. The Harhen court notes there is no evidence that the board of directors or
a special committee ever voted to terminate the derivative action. Logically, such a vote
“could only occur after the commencement of the derivative action on March 21,
1997.7368 “Since there is nothing in the complaint regarding a ‘business decision’ by the
board or committee to terminate this action, the business judgment rule offers no
protection at this stage of the proceedings.”*® In order for Hancock’s directors and
senior management to be shielded by the business judgment rule, “a decision must have
consciously been made and judgment must . . . have been exercised.”370 That perspective
is congruent with the ALI’s most recent formulation that the business judgment rule does
not apply to nondecisional conduct or to decisions that involve knowing and culpable
illegality.37! “There is no merit, then, to the argument that the board’s decision is
conclusive on the motion to dismiss” the plaintiff’s action.372 Further, the special
committee was not created to “address pending litigation.”373

More importantly, even if the demand requirement analysis can be seen as
independent from a post-demand attempt to control the litigation, Hancock’s argument
also fails. In a decision which vindicates Miller v. Register,374 and directly relies on
Houle v. Low,375 the Massachusetts Appeals Court concludes that termination of the
action can be ruled out even if “(i) there was a majority of the board or committee that
voted in favor of the termination, (ii) that majority was independent and disinterested,
and (iii) the Hancock defendants did not assist or participate either in the debate or the
vote to terminate this action.”376

The burden of proof as to (i) whether the committee was independent and unbiased,
and if so (ii) whether the committee, after thorough investigation, came to the conclusion
that the corporation’s best interest called for the termination of the derivative action and
this conclusion ‘was a reasonable and principled decision,””377 remains on the
corporation. Moreover, the Harhen court insists that a principled decision includes a good

366. See Grimes, 673 A.2d at 1216 n.13, 1218 (noting that it is “important that the demand process be
meaningful’’).

367. Harhen, 710 N.E.2d at 232.

368. Id.

369. Jd. (citing AL1 PRINCIPLES (1992), supra note 41, § 4.01 cmt ¢ (stating that the business judgment rule
“affords protection only to ‘business judgment’”)).

370. ALI PRINCIPLES (1992), supra note 41, § 4.01(c) cmt. c.

371. Id. §7.04 cmt. d(4).

372. Harhen, 710 N.E.2d at 233.

373. Id at233n.l1l.

374. 336 N.W.2d 709 (lowa 1983) (the court remains skeptical of the ability of the board to evaluate its
members).

375. 556 N.E.2d 51 (Mass. App. Ct. 1990); see Harhen, 710 N.E.2d at 234.

376. Harhen, 710 N.E.2d at 234.

377. Id. (quoting Houle, 556 N.E.2d at 60).
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faith component which is a settled element of the business judgment rule.378 Echoing
Zapata, and stating obvious concern for the possibility of structural bias, the court
accepts that it has an obligation to deal “fairly and competently with those seeking relief”
and it will not do to permit the foreclosure of relief merely at the ungrounded request of
“those who are, or may be, in league with the wrongdoers. . . .”379 Courts, therefore, have
been called upon to resolve conflicting concerns involving the right of the corporation to
control the litigation and the possibility that by doing so, the litigation might be
extirpated—absorbed by the odor of management self-interest, and poignantly assisted by
structural bias among the putative decisionmakers. While corporate representatives retain
the power to terminate derivative litigation as a matter of sound business judgment,380
exercise of the power is subject to certain conditions. Houle requires that court inspection
of a decision to terminate derivative litigation allegedly justified by convincing business
judgment, to insist that (1) each individual serving on the board or committee must be
unbiased and independent, that is, free from any structural or inherent bias; (2) the
decisionmaker must conduct a thorough and careful analysis regarding the plaintiff’s suit
for demand and express its conclusions in a reasonable and principled decision; and (3)
the trial judge must in her review of the decision determine whether on the basis of the
evidence presented, the committee reached a reasonable and principled decision. The
court must create a “balanced environment” which deters baseless suits (entrepreneurial
attorney mischief) on the one hand, and on the other hand permits suit by stockholders
who are able to articulate particularized facts warranting relief (ensuring that
management interest is sufficiently aligned with those of the shareholders by encouraging
meritorious suits).38! The business judgment rule cannot be invoked to obstruct the
court’s balanced yet tangible inspection. In addition, the special committee or the board is
required to conduct a review that demonstrates substantive, not merely subjective, good
faith. This decision must be seen as a rejection of Aronson v. Lewis,382 which means that
Massachusetts rejects the presumption that corporate decisions are unbiased, informed,
and made in good faith.383 This conclusion can also be seen as congruent with Maher v.

378. On the other hand, the Supreme Judicial Court of Massachusetts argues that the heightened standard of
review derived from Houle v. Low does “not alter the application of the business judgment rule to cases in
which the plaintiff makes demand on a board composed of a majority of disinterested directors” and then the
plaintiff “claims that demand was wrongfully refused.” Harhen, 730 N.E.2d at 867.

379. Harhen, 710 N.E.2d at 234. On the other hand, the court admits that “whether a corporation should
pursue a given lawsuit involves factors other than the merits of the claim, [i]t is often a question of business
policy,” and it will not always be in the best interest of the corporation to insist on its rights. /d. Perforce, the
court accepts the notion that it might be possible for the parties to adjust their performance over time without
the assistance of litigation. Furthermore, there may be a range of director or senior officer decision-making
which may fall short of full performance of the duty of care, but may nevertheless be seen by an independent
observer as a decision which the director or senior officer in good faith reasonably believed was in the best
interest of the corporation. /d. at 235 (citing Houle, 556 N.E.2d at 58).

380. Id. at 235 (citing Houle, 556 N.E.2d at 59 n.10).

381. Id. at 236 (citing Grimes v. Donald, 673 A.2d 1207, 1217 (Del. 1996)).

382. 473 A.2d 805 (Del. 1984) (corporate decision to reject demand presumed to be objectively unbiased
and in good faith despite evidence which shows that defendant director controlled the company); see ailso
KLEIN & COFFEE, supra note 10, at 198.

383. Id at812.
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Zapata’s ultimate rejection of boiler-plated corporate reasoning unsupported by the
facts.384

In applying this rule to the facts, the Harhen court effortlessly established that
whatever the basis of the special prelitigation committee conclusion, its decision was not
free from attack. On the contrary, “Because neither the board nor the special committee
has articulated a reasonable and principled decision regarding this litigation, there is no
occasion to invoke the business judgment rule to protect either the board or the
committee.”385 Second, since the Hancock defendants were entangled with the illegal
lobbying efforts of Sawyer, the court had occasion to reemphasize its conclusions about
the necessity of “substantive good faith” as a predicate for business judgment. While
typical courts may view a challenge to the good faith component of the corporate
litigation control decisions as the plaintiff’s dying hope,386 this court suggests that good
faith may be difficult to sustain where a conflict of interest that gives rise to structural
bias exists. Furthermore “an essential element of the business judgment rule is that a
director or officer making the business decision ‘rationally believes that the business
judgment is in the best interests of the corporation.””387 Accordingly, the Hancock
defendants and Hathaway were so purposefully and knowingly involved with Sawyer so
that they could not have rationally believed that Sawyer’s illegal acts were in the best
interest of the corporation, shielding their decision through the business judgment rule in
the form of a special committee decision became implausible. Effectively, the special
committee of the board became infected with structural bias in favor of the defendant
members of the management committee. Bias led them to accept the contention that
despite Hancock’s knowing involvement with Sawyer’s illegal conduct, such misconduct
was still in the best interest of the firm. Bias eviscerates good faith, which is an
obligatory predicate to the defendant’s claim that the alleged misconduct was in the best
interest of Hancock.388 The special committee’s determination is not entitled to be
sheltered. The court avers that the “Massachusetts business judgment rule applicable to
individual business decisions of directors and officers, like the business judgment rule
described in Principles of Corporate Governance [section] 4.01(c), . . . is rooted in the
idea that ‘action [by directors] taken in good faith, even though wanting in sound
judgment does not involve them in personal liability.””38% The court demands a
substantively rational decision before the good faith necessary to produce tenable
business judgment can be found. A decision taken that is objectively irrational and so
removed from reality cannot be sustained on the “‘basis that it was made in subjective
good faith.””390 “Absent some basis in reason, action could hardly be in good faith even
apart from ulterior motive.”39! Absence of subjective “bad motives” is insufficient to

384. See Maher v. Zapata Corp., 490 F. Supp. 348, 350-51 (S.D. Tex. 1980); Murdock, supra note 17, at 97
n.99 and accompanying text.

385. Harhen, 710 N.E.2d at 810.

386. Murdock, supranote 17,at 111.

387. Harhen, 710 N.E.2d at 236 (quoting ALI PRINCIPLES (1992), supra note 41, § 4.01(C)(3) (1992)).

388. Id at236.

389. Id. at 236 (intemnal footnote omitted) (quoting Sagalyn v. Meekins, Packard & Wheat, Inc., 193 N.E.
769, 771 (Mass. 1935)).

390. Id. at 236 (quoting ALI PRINCIPLES (1992), supra note 41, § 4.01)).

391. Id. at 236 (quoting Sam Wong & Son v. N.Y. Mercantile Exch., 735 F.2d 653, 678 n.32 (2d Cir.
1984)).

HeinOnline -- 26 J. Corp. L. 339 2000-2001



340 The Journal of Corporation Law [Winter

sustain a claim of good faith.392 Accordingly, decisions that are not based on the rational
belief that the resolution is in the best interest of the corporation will not be allowed into
the safe harbor of presumptive validity called business judgment. The burden of proving
the absence of bias and that the decision meets the reasonable and principled standard
remains on the corporation, especially where the facts raise an issue of personal
advantage or where there is a conflict of interest.393

Here, the presumptive application of the business judgment rule is unavailable. First,
there is a possible breach of the duty of loyalty, and the very presence of self-interest
precludes the presumptive application of business judgment. Business judgment also
requires some basis in reason for the decision taken. That is absent in this case. Given
that the defendants engaged in a knowing and culpable violation of the law, it is
extremely doubtful that the special committee decision can be sustainable, unless one can
plausibly argue that wilful violations of law are in the company’s best interest. Board or
committee decisions infected by possible bias or grounded in the absence of reason which
eviscerate good faith must be subject to skepticism. Such skepticism attempts to balance
the divergence in interests between plaintiffs and attorneys with an equal skepticism for
the divergence of interests between management and shareholders.394

D. Exculpation, Indemnification, and Settlement

Hancock argues that the indemnification of Hathaway and Sawyer is required by its
bylaws, which compels compensation of directors and officers for expenses incurred in
defending any civil or criminal action.%3 In reality, there is a question as to whether there
is any obligation to indemnify Sawyer since he is neither a director nor officer as required
by the relevant bylaws.396 More apparent, given his guilty plea, it is doubtful that he can
claim that he “acted ‘in good faith in the reasonable belief that his actions were in the
best interest of Hancock’”397 as mandated by the indemnification provisions. In addition,
Massachusetts law requires that before exculpatory clauses can be adopted to authorize
indemnification, there must be a favorable vote by the members of the mutual
company.3%8 That is lacking here.3%® Assuming arguendo the validity of Hancock’s
exculpatory provisions, Massachusetts law disallows the elimination or limitation of
personal liability of directors for breach of fiduciary duties, “for breach of duty of
loyalty ... and acts or omissions not in good faith or which involve intentional
misconduct or a knowing violation of law.”400 Because Brown, Morton, D’Alessandro,

392. Id. at 236.

393. Harlen, 710 N.E.2d at 237 n.18 (citing Sagalyn, 193 N.E. at 771).

394. On the other hand, where the underlying wrong involved a typical breach of the duty of care, the court
reverses the burden and required the plaintiff to establish a violation of the law and then establish that the
corporate defendant failed to comply with section 4.01(c) of the ALI Principles, including the requirement of
good faith. See ALI PRINCIPLES (1992), supra note 41, § 4.01(c). Assuming that this case could be plausibly
characterized as a breach of the duty of care, it would nonetheless be atypical since there was arguably a
knowing and culpable breach of the requisite standard of care. See infra text accompanying notes 411-412.

395. Harhen, 710 N.E.2d at 237.

396. Id. at237n.22.

397. Id. (internal citations omitted).

398, M

399. Id. at238.

400. Harhen, 710 N.E.2d at 237.
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and Hathaway are all senior officers as well as directors, and since the claims arise out of
performance failures as officers and members of the management committee, the
exculpatory clause is not available to them.#0! One can conclude that indemnification and
exculpation should not remain available for all of the alleged wrongdoers in Harhen for a
variety of reasons.

V. TOWARD A CRITICAL ANALYSIS OF HARHEN V. BROWN

While the case has not yet completed the litigation gauntlet, the implications of the
decision bear analysis by courts and commentators who seek to appropriately balance the
divergence in interests between management and shareholders on the one hand, and
attorneys and plaintiffs on the other. While it is imperative to establish the nature of the
underlying wrong when assessing the amount of judicial deference allowable for
corporate decisionmaking, Harhen provides at least two possibilities—finding of a
breach of care or a breach of loyalty. First, if the nature of the underlying wrong includes
all the activities culminating in the refusal to seek reimbursement from active participants
in the misbehavior, then self-interest becomes evident. While only a fraction of the board
is implicated in the misconduct, the scent of structural bias is apparent. The chairman of
the board of directors, the president, and former and current members of the management
committee are all tangibly implicated. Social-psychological mechanisms may generate
bias in directors’ assessment of the shareholder’s derivative action.*02 Such mechanisms
include: (1) “the independent directors’ prior associations with the defendants and their
common cultural and social heritages;” (2) “biases established by appointment of
members to the board or special litigation committee;” and (3) “control of pecuniary or
non-pecuniary rewards made available to the independent directors by the defendant
members of the board of directors.”03 Additionally, a derivative action may invoke a
response of group loyalty that compels an independent and even “maverick” director to
close ranks and protect her colleagues?0 as she subconsciously?%> murmurs “there but
for the grace of God go 1.7406

Given that the underlying claim (the failure to compel reimbursement) implicates a
breach of the duty of loyalty, and in light of the apparent possibility of structural bias and
despite the absence of evidence implicating a majority of the board of directors, the court
justifiably declines to conclude that asserted business judgment warrants deference.
While Houle v. Low concedes “the power of a corporate representative to terminate
derivative litigation as a matter of sound business judgment,”#07 it also requires that each
individual serving on the committee designated to render the decision be free from both
inherent or structural bias.*%8 The principal function of the board of directors is the
“selection of the chief executive officer and concurrence with the CEO’s selection of the

401. Id. at238.

402. Cox & Munsinger, supra note 224, at 84-85.

403. Id.

404. John C. Coffee, Jr. & Donald E. Schwartz, The Survival of the Derivative Suit: An Evaluation and a
Proposal for Legislative Reform, 81 COLUM. L. REV. 261, 283 (1981).

405. Zapata v. Maldonado, 430 A.2d 779, 787 (Del. 1980).

406. Id.

407. Harhen, 710 N.E.2d at 235.

408. Id.
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company’s top management team.”40° But given that defendant Brown is both the
chairman of the board and chief executive officer of Hancock, and since defendants
Morton and D’Alessandro are directors and senior officers, it is possible that an
ostensibly independent committee will maintain ties with the defendants and raises the
likelihood that structural bias is present in this case. While it may be “proper for courts to
accord some deference to independent directors who evaluated the business judgments
which are challenged in [typical] duty of care cases . .. courts, and not directors, have
experience in assessing the type of wrongdoing which is challenged in duty of loyalty
cases.”#10 Thus, the Harhen court’s unwillingness to defer to the business judgment of
the special committee evinces a transparent concern for the possibility that structural bias
may corrupt the entire litigation process—it also vindicates five-hundred years of legal
development which sustains judicial concern for self-dealing. Public values attached to
this derivative suit are accordingly vindicated, as potential breaches of loyalty command
greater scrutiny and a larger investment of judicial (public) resources.

Second, if the nature of the underlying wrong is conceived of simply as a fajlure to
comply with both state and federal gift rules coupled with a failure to sufficiently
supervise active offenders, it is doubtful that the alleged misconduct falls within any
breach of loyalty category. Sawyer, with the concurrence of the management committee,
was attempting to maximize his firm’s influence with the state legislature by giving gifts
which exceeded the pertinent limits. One could possibly argue that Sawyer’s misconduct
was in the best interest of the firm, although the firm effectively concedes otherwise in
separate state and federal litigation. Consistent with the view that the underlying breach
involves a breach of the duty of care, one might argue that corporate litigation control
decisions should be greeted with greater judicial deference. On the other hand, the ALI
advocates greater judicial deference to corporate justifications regarding a breach of the
duty of care only where the conduct of the defendant did not involve a knowing and
culpable violation of the law.4!! Because Hancock’s own legal department and the firm’s
admuissions to both state and federal authorities imply a knowing and culpable violation
of the law, even if this case can be characterized as a breach of care case, judicial
deference is not warranted. If the court had treated this case as a typical breach of care
case, then the result might have been different. For instance, if the first tier wrongdoing
was conceived merely as implicating the duty of care, and if the plaintiff was required to
demonstrate a “net loss” when a knowing violation of a civil statute underlies her claim,
she might have lost. If, despite the fact that directors or officers knowingly engaged in an
illegal act which deprives them of the presumption of propriety that normally
accompanies the disinterested decisions of managers, they could nonetheless assert in
their defense that in the absence of evidence that the corporation suffered a net loss
through their illegal conduct, then the suit must be dismissed.

Typically, in order to prevail, the plaintiff in such cases has the burden of
establishing that “the harm suffered by the corporation as a consequence of the
misconduct exceeded the benefits.”¥12 While Loretta Harhen can adduce compelling

409. Harhen, 710 N.E.2d at 230 n.7 (quoting The Business Roundtable Corporate Governance and
American Competitiveness, 46 BUS. LAW 241, 246 (1990)).

410. Murdock, supra note 17, at 86.

411. ALI PRINCIPLES (1992), supra note 41, § 7.10(a)(2); see also id. cmt. (e).

412. Cox, supranote 5, at 9.
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evidence that the firm incurred a tangible loss (fines and other expenses), she cannot
necessarily establish that the costs incurred by the firm because of the failure to
adequately supervise Sawyer constitutes misconduct that exceeded its benefits. By
effectively implicating a breach of duty of loyalty in the wrongdoing via indemnification,
by allowing the plaintiff to continue the litigation, and by declining to require Ms. Harhen
to effectively show that the costs of the misconduct exceed its benefits, the court
vindicates deterrence norms. This arguably increases the public condemnation
attributable to the wrongdoing. Moreover, by rejecting Hancock’s contention that Loretta
Harhen must necessarily allege particularized facts sufficient to overcome the alleged
presumptive effect of the business judgment rule, and by requiring the defendants to
present evidence which supports a reasonable and principled decision where there is
evidence of structural bias, the Massachusetts Appeals Court places both the burden of
going forward with evidence and the burden of proof on the corporation.
On the other hand, the court declares that

if independent directors “capable . . . of objective judgment” reject the demands
and provide “specific reasons” for doing so, then the complaint may be
dismissed without further proceedings unless the complaint pleads, with
particularity, facts that “raise a significant prospect” that the statements in the
reply are not correct, are legally insufficient or that “disinterested directors
could not reasonably have determined that rejection of the demand was in the
best interests of the corporation.™!3

Because potential structural bias is present, the defendants are required to come forward
with evidence and proof in order to defeat the complaint. This technique seems consistent
with the burden of proof component of the substantive standard approach when a breach
of loyalty is implicated.4!4 Thus, this judgment is congruent with the view that the
burden should remain on the party with the greatest access to information. Even if
conclusive disinterest could be found, the Massachusetts Appeals Court places the burden
of proving good faith as part of a reasonable and principled corporate decision and also
proving an absence of bias on the corporation.4!> In other words, a searching inquiry of
the directors’ reasons for rejecting demand is required. This method not only enhances
the public reputation of the demand requirement as a credible screening device, it
enhances the social meaning of derivative litigation by ensuring that only credible
demand refusals are ratified by the court. Perforce, cases that can withstand the demand
requirement enhance the public condemnation that justifiably accrues to the defendants.
Further, by rejecting the presumptive effect of the business judgment rule in the
context of the demand requirement, this case arguably subjects the alleged misconduct
engaged in by fiduciaries to public condemnation and thus embraces deterrence norms,
even though one could argue that this case might reasonably be characterized in other

413. Harhen, 710 N.E.2d at 234 (quoting ALI PRINCIPLES (1992), supra note 41, § 7.04 (1992)).

414. See supra Part II.

415. Harhen, 710 N.E.2d at 236 n.17. Later, the court states that “when the facts raise an issue of ‘personal
advantage’ . . . or a ‘conflict of interest,” the burden is on the director to prove good faith.” /d. at 811 (internal
citations omitted).
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jurisdictions as a demand required case.#16 In fact, one can argue that it is precisely the
rejection of this presumption that constitutes Harhen’s contribution to public
condemnation and its vindication of social meaning. While the Harhen trial court agrees
with Houle v. Low’s mandate

to conduct a preliminary hearing to study the make-up of the committee and
what it may have reviewed, [the Harlen trial court argues it should] only to
apply when the allegations in the complaint demonstrate with specificity that
the committee lacked independence, or was biased and that its review was
inappropriately sparse. A Court must begin with the presumption of propriety
in the board’s action in the absence of clear allegations to the contrary.4!7

The Massachusetts Appeals Court declines this conclusion and refuses to defer to
board decisionmaking when potential structural bias exists. This sends a message to
fiduciaries who are currently undecided about their future course of conduct that
misconduct may be subject to sanction even where a majerity of the board or the special
litigation committee, free from direct allegations of bias, approve the challenged
transaction. Also, by refusing to accept uncritically the assertion that special committees
are intrinsically independent, and by requiring an informed business judgment, which
includes an implicit examination of the costs of the litigation in relation to its benefits, the
court helpfully confirms the expansion of the content of the business judgment rule. The
court additionally guarantees that the good faith component of the business judgment rule
will be subject to substantive, as opposed to peremptory, analysis. In fact, one can argue
that it is precisely the rejection of the presumptive application of the business judgment
rule and the indispensability of substantive good faith that constitute the court’s most
important contribution to the value of public condemnation and general deterrence.
Moreover, this approach may enhance the vindication of compensatory norms, as
plaintiffs’ attorneys will have sufficient incentives to bring meritorious actions grounded
in the knowledge that meritorious claims will not necessarily be placed in the control of
the corporation, and frivolous actions will not necessarily result in fees that exceed the
benefits to shareholders and the corporation.

Given the possibility that many corporate managers operate with at least some
confidence that insurance coverage, indemnity provisions, or vicarious liability rules
protect wrongdoers from bearing the costs which are imposed on the shareholders, courts
committed to vindicating the social meaning of shareholder derivative suits should insist
that those who engage in misconduct actually pay the fines or penalties.*!® This helps
ensure that those who are most responsible for violating fiduciary standards compensate
those they have harmed from their own funds, thereby sending the correct public message

416. Where less than a majority of the directors are directly implicated in the challenged transaction, many
jurisdictions (notably Delaware) require the plaintiff to place a demand on the board. KLEIN & COFFEE, supra
note 10, at 198. Because less than a majority of the Hancock board is directly implicated, it is very likely that a
Delaware court would require the plaintiff to cede control of this case to the firm. See supra note 41 and
accompanying text.

417. Harhen v. Brown, 1997 Mass. Super. LEXIS 145, at *7-*8 (Aug. 18, 1997).

418. In reality, “in most states, payments in settlement or judgment of a derivative suit cannot be
reimbursed, and indemnification is instead limited to legal expenses. However, all states permit corporations to
purchase D & O (directors and officers) liability insurance for their executives, and policies can cover losses
that cannot be indemnified.” Romano, supra note 2, at 57.
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to other potential wrongdoers. Here, by suggesting that the board’s failure to require
active wrongdoers to reimburse the firm constitutes a recoverable derivative claim, the
Massachusetts Appeals Court sends a message that noncompliance with statutory rules
goveming gifts to public officials violates public norms. Robust enforcement of the
corporation’s right of reimbursement in this case, like the enforcement of standard
insurance exclusions and the good faith requirement of state indemnification statutes in
the case of settlement, help invest judicial decisions with meaning and signify to the
shareholder community that judges, as public officials who are representatives of the
community, care about fiduciary duty violations. If those who actively engage in
misconduct are required to reimburse their firms, the outcome may deter future
wrongdoers, as well as ensure that compensatory norms are maintained. Plaintiffs can
then look to both the corporation and to active wrongdoers for compensation, thus
increasing the likelihood that the expected value of the lawsuit exceeds its costs. Because
there is little “utility for shareholders in suing corporate fiduciaries for damages when
fiduciaries pay most of these damages using funds provided by shareholders, 419
allowing officer liability insurance, like officer indemnification, may seem both circular
and futile. This may send the wrong social message to other potential wrongdoers.420
Requiring wrongdoers to indemnify the company will increase the possibility that the
costs of litigation will be internalized, unlike many cases which end in settlement based
on typical D & O insurance policies.#?! It will also encourage companies confronted by
fiduciary misbehavior in the future to decline to indemnify wrongdoers unless it can be
affirmatively shown that their misconduct was in the best interest of the firm.

One commentator suggests the optimality of insurance, indemnification, and
reimbursement rules which enable the active wrongdoer to possibly escape repaying her
employer.422 It can be argued, however, that policy approaches which require repayment
send a powerful message to plaintiffs’ attorneys, the shareholder community, and officers
and directors that the objectives of the suit as a corporate governance mechanism will not
be compromised by uncritical courts. This ensures that derivative suits maintain their
compensatory function and also provide general and specific deterrence to those who are
currently undecided about their future course of conduct. This conclusion is warranted,
since Hancock’s public acknowledgment that the lobbying activities of its government
relations department violated Massachusetts law amounts to an admission that it failed to
adhere to public norms.

Considering that “the defendants’ involvement with Sawyer, if any, was so
purposeful and knowing that the defendants could not rationally have believed that that

419. Kamar, supra note 15, at 887-88. Kamar argues to the contrary that insurance and indemnification in
the context of shareholder litigation are defensible. See generally id.

420. This situation would provide less of a puzzle if the costs of insurance or indemnification were
deducted from the pay of directors or officers. Mahoney, supra note 172, at 923. Notably, even if insurance
remains unavailable, the presence of vicarious liability likely means “the active wrongdoers rarely contribute
toward the suit’s settlement.” Cox, supra note 5, at 25.

421. See supra note 412. On the other hand, some D & O insurance policies and state indemnification
statutes exclude awards arising from an officer’s or director’s knowing, willful, or lack of good faith
misbehavior. Cox, supra note 5, at 25.

422, See Kamar, supra note 15, at 913-14 (contending that liability insurance and indemnification as
practiced today is not necessarily efficient).
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involvement, and Sawyer’s illegal activities, were in the best interests of Hancock,423
the claim of good faith is merely an assertion of subjective good faith. Subjective good
faith is indefensible where it is objectively irrational and so removed from the realm of
reason.*24 Even Zapata states:

[Where] the Court determines either that the committee is not independent or
has not shown reasonable bases for its conclusions, or if the Court is not
satisfied for other reasons relating to the process, including but not limited to
the good faith of the committee, the Court shall deny the corporation’s motion
[to terminate the litigation] 423

“Absent some basis in reason, action could hardly be in good faith”426 and as a result, the
special committee in Harhen has tendered an unjustifiable conclusion. When, as here,
“the facts raise an issue of ‘personal advantage’ or a conflict of interest, the burden is on
the director to prove good faith.”427 That burden has not been met.

On the other hand, the Massachusetts Appeals Court’s conclusions must be subject
to two caveats. First, it encourages but fails to explicitly emphasize a cost-benefit
calculus as commended by the substantive standard method. If a special committee or a
board can demonstrate objective good faith in the absence of an assessment of the
benefits and costs of the litigation, then the Harhen court’s analysis seems deficient. Let
us assume, for instance, that there is a ten percent chance that the plaintiff will prevail on
the merits of her claim and that the costs of the litigation to the corporation will be less
than $400,000, After calculating the expected value, this litigation appears to be cost
justified because the amount of fines and expenses that John Hancock has incurred
exceeds $4 million.*28 Accordingly, one could argue that compensatory norms are not
fully implicated by the court’s analysis, as the court does not explicitly require that the
firm’s decisionmaker consider whether the direct benefits of the litigation exceed its
costs. That conclusion should be taken with some caution. Hancock’s decision not to
pursue this action must be examined in light of several pre-existing admissions of
liability and the pressure of federal and state proceedings. One can clearly argue that
substantive good faith enforced in this context will skew the court’s analysis in favor of
prosecution of the wrongdoer. That would ensure that compensatory norms are
vindicated, at least in this case. Second, while the effect of its decision complements the
social meaning of shareholder suits, the court does not explicitly focus on the value of
deterrence attached to public values. Yet, it must be conceded—if this decision had been
sustained—that the Massachusetts Appeal’s Court holding would provide a deterrent
effect to those who might be undecided about their future conduct, as meritorious suits
would likely survive the Massachusetts Appeals Court’s nondeferential review.

423. Harhen, 710 N.E.2d at 236.

424. Id. at 811 (citing ALI PRINCIPLES (1992), supra note 41, § 4.01(C)).

425. Zapata v. Maldonado, 430 A.2d 779, 789 (Del. 1980).

426. Harhen, 710 N.E.2d at 236 (citing Sam Wong & Son v. N.Y. Mercantile. Exch., 735 F.2d 653, 678
n.32 (2d Cir. 1984)).

427. Harkhen, 710 N.E.2d at 237 n.18 (internal citations omitted). :

428. The appropriate measure of costs to the corporation exclude plaintiffs’ attorney’s fees, because under
Macey and Miller’s analysis “no fees will be owed if the case fails.” Macey & Miller, supra note 3, at 40.
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Despite these caveats, (1) by placing the burden on the directors to prove good faith;
(2) by disallowing the presumption of propriety where there is plausible but not
necessarily proven evidence of structural bias; (3) by ensuring that deterrence norms are,
at least, in effect valued, by creating a scaffold in which compensatory norms can be
maintained; (4) by ensuring greater judicial review and skepticism where the first-tier
wrongdoing implicates the duty of loyalty; and (5) by precluding either management or
plaintiffs’ attorneys from necessarily controlling the litigation, the Massachusetts Appeals
Court contributes to the vindication of shareholder derivative litigation as a corporate
govemance mechanism. By obstructing certain behavior, society can positively reinforce
a favored social meaning.2° By obstructing irrational and potentially biased attempts to
control the fate of shareholder litigation, judges reinforce derivative suits as a device that
is suffused with social meaning. Deference to the litigants’ position contributes to
derivative suits being seen as merely having a private role.43? The absence of deference
to either litigant contributes to such suits having both a private and public role as the
court breathes life into the moralizing language attached to fiduciary duty breaches. It
will be up to directors, special committees, and the corporation to overcome judicial
skepticism by an affirmative showing that the decision to discontinue the litigation was in
good faith, that is, there was an informed judgment. On the other hand, this court seems
to avoid the potential pitfalls accompanying the judgment of the Supreme Court of North
Carolina requiring the trial court to utilize its commercial and business judgment in
deciding the best interest of the corporation. Avoidance occurs because the Harhen
appeals court contemplates a rigorous appraisal of the board’s conclusion that
discontinuance is in the best interest of the firm. This approach prevents the emasculation
of the board’s judgment, which occurs when an inexperienced trial court is required to
weigh commercial, public relations, and promotional and physical facts in deciding
whether the litigation should continue. It also eludes the pitfalls attached to
entrepreneurial attorney control.

The persuasive appeal of the Harhen holding lies in the fact that lawsuits are only
allowed to proceed where there is an informed judgment unaffected by structural bias.
This decision vindicates the structural bias concerns of the Miller v. Register®3} court, yet
enables Massachusetts directors (even though directly implicated) to participate in the
litigation control process by selecting a committee to consider demand or to discontinue
the litigation. At least theoretically, Massachusetts’ firms, unlike Iowa’s, can still control
the litigation even where a majority of the board is tainted by bias.

Conversely, the Massachusetts Appeals Court decision might be seen as an
expansion of Miller in that the court believes that directors who are not directly
implicated in wrongdoing can nonetheless be biased against derivative suits which
implicate fellow directors. When the board takes the time to carefully and rigorously
examine the transaction, and it overcomes bias with a demonstrably independent
decision, the board’s attempt to control the litigation will likely be ratified by the court.
The Massachusetts Appeals Court approach applies irrespective of whether the corporate

429. Cox, supra note 5, at 20 (citing Lessig, supra note 153, at 1013, 1032 (arguing that failure to inhibit
certain behaviors would reinforce negative social meanings).

430. This seems particularly true with respect to settlements. See Cox, supra note 5, at 12.

431. 336 N.W.2d 709 (lowa 1983) (the court remains skeptical of atternpts by interested directors to vote to
elect members of the special litigation committee).
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decision involves any permutations connected to the demand requirement or to
subsequent attempts to control the litigation. While giving lip service to the old demand
required/demand excused distinction derived from Zapata and its progeny, the court
seems disinclined to reify it.

The Harhen court’s most important conclusion is that the presence of potential
structural bias deprives the litigation control decision of the presumption of propriety. On
the whole, this court’s approach largely prevents enmeshing shareholder derivative
litigation in a ritual*32 that demeans the social value of shareholder litigation by deferring
too quickly to the business judgment of management. On the whole, this approach
provides sufficient incentives for meritorious suits to go forward without necessarily
handing litigation control to entrepreneurial attorneys. The absence of deference
decreases the likelihood that the plaintiffs’ attorney will expect the corporation to take
over the litigation—thus increasing the likelihood that they will research potential
meritorious causes of action.*33 Nondeferential review sustains the notion that derivative
litigation may have a role that extends beyond an atomistic conception of why corporate
actors engage in misconduct by creating a framework in which public concerns can be
vindicated. That may positively affect the portfolio of stocks that an investor holds, even
where the managers of the firms in which she holds the equity interests are not
themselves the subject of litigation. If the courts and other jurisdictions continue to
extend the logic of this case to encompass a nondeferential approach to the litigants’
position in the context of settlement, abusive settlements*34 might be discouraged as
well. In fact, nondeferential review at the screening or special committee stage of the
litigation is likely to vitiate the possibility of future abusive settlements.433

Still, this framework must confront the possibility that it remains inescapably
indeterminate. Whether optimal enforcement of the norms of corporate law requires high
sanctions and low rates of enforcement or high certainty with moderate sanctions, or
whether it warrants a posture whereby “defendants pay less than the maximum they can
bear and plaintiffs—or, in shareholder suits, plaintiffs’ attorneys—receive more than the
defendant pays,” is subject to some dispute.436 “The combination of less than maximum
sanctions and high rates of enforcement is optimal” because litigation can reduce legal
uncertainty.437 “[A]s decided cases accumulate, the interpretation and proper application

432. Cox, supra note 5, at 28. Rituals may either “support or weaken a particular social meaning.” /d.

433. Macey & Miller, supra note 3, at 36-37.

434. The social meaning of shareholder suits “may easily lose their public character through weaknesses in
the settlement process.” Cox, supra note 5, at 31. Thus, the settlement ritual may prevent the shareholder suit
from securing an honored position as a mechanism for vindicating public norms. Cox, supra note 5, at 31.
While settlement remains an important ritual in the life and image of the shareholder suit, it may be a ritual
which confirms all that is wrong with the shareholder suit: settlement procedures nurture and reinforce attorney-
driven tendencies at the expense of public condemnation. /d. at 38. Judicial deference is therefore hardly
warranted. Instead, judicial suspicion seems necessary.

435. Numerous commentators have catalogued the weak incentives for attorneys and their clients to
aggressively pursue representative suits to trial. Coffee, supra note 180, at 671-77.

436. Kamar, supra note 15, at 889. For an argument that optimal enforcement combines the highest
sanctions defendants can bear with low rates of enforcement, see Gary S. Becker, Crime and Punishment: An
Economic Approach, 76 J. POL. ECON. 169 (1968). Exceptions arise from among other things, including income
level, nonmonetary sanctions, and risk aversion. Kamar, supra note 15, at 889 n.5.

437. Kamar, supra note 15, at 890.
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of fiduciary standards become clearer, [thus] allowing directors and officers to estimate
more accurately and thus to behave closer to the social optimum.”438 Indeterminancy
must be assessed against an awareness that adjudication uses public resources that
employ public officials chosen by a process in which the public participates.39 These
officials possess

a power defined and conferred by public law not by private agreement. Their
job is not to maximize the ends of private parties . . . but to explicate and give
force to the values embodied in authoritative texts such as the Constitution and
statutes: to interpret those values and to bring reality to accord with them. 40 .

Indeterminancy must also be assessed against the possibility that perhaps there is
really no “single” business judgment rule.44! However indeterminate and incomplete, the
public officials in this case offer the possibility that shareholder derivative suits can
vindicate social norms without necessarily compromising economic ones. The Harhen
appeals court rightly indicates that neither the interests of management and shareholders
on the one hand, nor attorney and client on the other, are necessarily congruent. Yet it
also endeavors to secure the survival of meritorious suits and the evisceration of frivolous
ones. Despite its reversal by the Supreme Judicial Court, the Massachusetts Appeals
Court examination supplies an attractive praxis for other jurisdictions that are currently
grappling with how to appropriately balance the divergent interests that characterize
shareholder derivative litigation in the United States.

VI. CONCLUSION

An organization like a corporation or a mutual insurance company is simply the
venue for a nexus of contracts which may be written or unwritten. These agreements
specify the rights of each agent in the organization, invent performance criteria on which
they are judged, and create incentives and financial rewards. These contracts, in
combination with production techniques and external legal constraints, help determine
the costs of delivering the service or product.#42 Typically, these organizations involve
the separation of ownership from control and thus raise agency costs issues. This
separation of ownership is not costless**? and can be minimized, but not eliminated, by
monitoring via directors, shareholders, auditors, insurers, and sometimes public entities.
A backup device is also available—shareholder derivative suits. But this device raises its
own questions about the divergence in interests between entrepreneurial plaintiffs’
attorneys and their clients. Shareholders with tiny investments and their agents may have
“little incentive to consider the effect of a legal action on other shareholders—the

438. Id.

439. Cox, supra note 5, at 12 (citing Owen Fiss, Against Settlement, 93 YALEL.J. 1075 (1984)).

440. Id. at 12,

441. See Franklin A. Gevurtz, The Business Judgment Rule: Meaningless Verbiage or Misguided Notion?,
67 S. CAL. L. REV. 287 (1993-94).

442. Eugene F. Fama & Michael C. Jensen, Separation of Ownership and Contrel, 25 J. L. & ECON. 301,
302 (1983).

443. Frank H. Easterbrook & Daniel Fischel, Limited Liability and the Corporation, 52 U. CHI. L. REV. 89,
94 (1985).
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supposed beneficiaries, who ultimately bear the costs.”444 While it is possible that
shareholder derivative suits fail their corporate governance function, there is at least some
evidence that such suits constitute a credible menace to aberrant directors and officers.445
Further, American corporate law is far from an exact science. It is a set of loosely defined
guidelines made tangible by after-the-fact court judgments. Their message remains
apparent: fiduciaries must do their utmost to promote shareholder interests.#46

The Massachusetts Appeals Court decision in Harhen contributes to the view that
courts enjoy a relative advantage in competence vis-a-vis business decisionmakers when
and if the underlying misconduct implicates either self-interest or a knowing and culpable
violation of the duty of care. If this framework is applied itrespective of whether demand
is required, refused, or excused, or whether the decision is a function of special litigation
committee deliberations, or whether the court is considering settlement, the litigants’
position will deservedly receive a healthy dose of skepticism—something that all parties
should expect when they come to the table with less than incontestably pure motives.
This framework vindicates the notion that the business judgment rule is primarily a
defensive rule, ripe for deployment when the duty of care is placed in issue. Harhen
suggests that when firms attempt to deploy the business judgment rule offensively to
shield underlying transactions, thus implicating self-interest, judicial deference may
potentially amount to an abdication of both the public and the court’s role in corporate
governance.

444. Fischel & Bradley, supra note 27, at 271-72. But see Schwartz, supra note 97, at 343 (stating that a
sound theoretical base supports the imposition of liability rules on fiduciary misconduct).

445. Goetz, supra note 97, at 348.

446. Kamar, supra note 15, at 891.
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