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DIRECTOR AND OFFICER RESPONSIBILITIES
DURING CORPORATE TURMOIL

By
Byron F. Egan, Dallas, TX!Y
Introduction.

These are troubled times in parts of corporate America. The collapse of many dot.com
companieswas followed by the tragedy of September 11, 2001 and its after-shockswhich hurt many
businesses. Then came some high profile bankruptcies and related startling developments.

The conduct of directors and officers has long been scrutinized when the corporation was
confronted with the prospect of a business combination, whether friendly or hostile, or when the
corporationwascharged with illegal conduct. Theserecent events have further focused attentionon
how directorsand officersdischargetheir duties, particularly during timesof corporateturmoil, and
have caused much reexamination of how corporations are governed and how they relate to their
shareholders.

The individuals who play leadership roles in corporations are fiduciaries in relation to the
corporation and itsowners. These troubling times make it appropriate to focus upon the fiduciary
and other duties of directors and officers, including the duties of care, loyalty and oversight. Those
dutiesare generally owed to the corporation and its shareholders, but when the corporationisonthe
penumbraof bankruptcy and the shareholders have no equity remaining in the company, thoseduties
may begin to shift to the new owners of the business — the creditors.

The failure of Enron Corp. (“Enron”)! has resulted in renewed focus on how corporations
should be governed, including the role of the audit committee of the board of directors? and the
corporation’s Code of Conduct.3 Calls for a“tough new corporate fraud bill” led to the Sarbanes-
Oxley Act of 2002 (H.R. 3763) (the “SOB"), which President Bush signed on July 30, 2002 and

0 Copyright© 2002 by Byron F. Egan. All rightsreserved.

Byron F. Eganisapartner of Jackson Walker L.L.P. in Dallas, Texas. Mr. Eganisaformer Chairman of theTexas
BusinessLaw Foundation and isalso former Chairman of the Business Law Section of the State Bar of Texasand
of that Section’s Corporation Law Committee. Mr. Egan is Vice-Chair of the ABA Business Law Section’s
Negotiated Acquisitions Committee and former Co-Chair of its Asset Acquisition Agreement Task Force, which
published the ABA Model Asset Purchase Agreement with Commentary (2001). Heisaso adirector of the Texas
General Counsel Forum and a member of the American Law Institute. The author wishes to acknowledge the
contributions of the following in preparing this paper: Matthew A. McMurphy, Sabrina A. McTopy, Hal L.
Sanders and John R. Williford.

1 e Report of Invegtigation by the Special Investigative Committee of the Board of Directors of Enron Corp.,
William C. Powers Chair, dated February 1, 2002 (the “Powers Report”) is attached at Appendix A.

2 A form of Audit Committee Charter is attached as Appendix B.

3 Selected provisions from aform of Code of Conduct are attached as Appendix C.

3219088v2



which was intended to protect investors by improving the accuracy and reliability of corporate
disclosures made pursuant to the securities laws.

The SOB is generally applicable to all companies required to file reports, or that have a
registration statement on file, with the Securities and Exchange Commission (* SEC”) regardless of
size (“public companies’). Although the SOB does have some specific provisions, and generally
establishes someimportant public policy changes, it will beimplemented in large part through rules
adopted and to be adopted by the SEC.

Wewill endeavor to focuson some of theissuesraised by thefall of Enron, the enactment of
SOB and related SEC rulemaking to date.# Our focuswill be inthe context of companiesorganized
under the Texas Business Corporation Act (“TBCA”) and the Delaware General Corporation Law
(“DGCL").

. Fiduciary Duties Generally.
A. General Principles.

The concepts that underlie the fiduciary duties of corporate directors have their originsin
English common law of both trusts and agency from over two hundred years ago. The current
concepts of those duties in both Texas and Delaware are still largely matters of evolving common
law.

Boththe TBCA and the DGCL providethat the business and affairs of acorporation areto be
managed under the direction of its board of directors.> While the TBCA and the DGCL provide
statutory guidance as to matters such as the issuance of securities, the payment of dividends, the
conduct of meetings of directors and shareholders, and the ability of directorsto rely on specified
persons and information, the nature of a director’s “fiduciary” duty to the corporation and the
shareholders has been largely defined by the courts through damage and injunctive actions. In
Texas, thefiduciary duty of adirector has been characterized asincluding duties of loyalty, careand
obedience.® In Delaware, the fiduciary duties include those of loyalty, care and candor.” Both
Texas and Delaware have adopted a judicial rule of review of business decisions, known as the
“business judgment rule,” that is intended to protect disinterested directors from liability for
decisions made by them when exercising their business judgment, but there are substantial
differences in the Delaware and Texas judicial approaches to the business judgment rule.8

4 See Summary of the Sarbanes-Oxley Act of 2002 and Related SEC Rulemaking attached as Appendix D. Among
other things, the SOB amendsthe Securities Exchange Act of 1934 (the“ 1934 Act”) and the Securities Act of 1933
(the “1933 Act”).

TBCA art. 2.31 and DGCL § 141(a).
Gearhart Industries, Inc. v. Smith International, Inc., 741 F.2d 707, 719 (5th Cir. 1984).
Smith v. Van Gorkom, 488 A.2d 858 (Ddl. 1985).

0 N o O

See Egan and Huff, Choice of Sate of Incorporation - Texas versus Delaware: Is It Now Time To Rethink
Traditional Notions?, 54 SMU L. Rev. 249, 287-288 (Winter 2001).
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B. Applicable Law.

Under the internal affairs doctrine, courtsin Texas apply the law of a corporation’ s state of
incorporation in adjudications regarding director fiduciary duties.9 Delaware also subscribesto the
internal affairsdoctrine. However, Delaware hasa choice of law statute under which the partiescan
agree that internal mattersordinarily governed by the law of another state of incorporation will be
resolved under the laws of Delaware in Delaware courts. 10

C. Fiduciary Dutiesin Texas Cases.

TheFifth Circuit stated in Gearhart that under Texaslaw “[t] hree broad dutiesstemfromthe
fiduciary status of corporate directors; namely the duties of obedience, loyalty, and due care,” and
commented that (i) the duty of obedience requires a director to avoid committing ultra vires acts,
i.e.,, acts beyond the scope of the authority of the corporation as defined by its articles of
incorporation or the laws of the state of incorporation, (ii) the duty of loyalty dictatesthat adirector
must act in good faith and must not allow his personal interests to prevail over the interests of the
corporation, and (iii) the duty of due care requires that a director must handle his corporate duties
with such care as an ordinarily prudent man would use under similar circumstances.1l Gearhart
remains the seminal case for defining the fiduciary duties of directorsin Texas, although there are
subsequent cases which amplify Gearhart asthey apply it in particular situations, such as lawsuits
by the Federal Deposit I nsurance Corporation (*EDIC”) and the Resolution Trust Company (“RTC”)
arising out of failed financial ingtitutions.12

1 Loyalty.

The duty of loyalty in Texasisaduty that dictatesthat the director act in good faith and not
allow hispersonal interest to prevail over that of the corporation.13 Thegood faith of adirector will
be determined on whether the director acted with an intent to confer a benefit to the corporation.14
Whether there exists a personal interest by the director will be a question of fact.15 In general, a
director will not be permitted to derive a personal profit or advantage at the expense of the

9 TBCA att. 8.02and TexasMiscel laneous CorporationsAct (“TMCLA") art. 1302-1.03; Hollisv. Hill, 232 F.3d 460
(5th Cir. 2000); Gearhart, 741 F.2d at 719; A. Copeland Enterprises, Inc. v. Guste, 706 F. Supp. 1283, 1288 (W.D.
Tex. 1989); Texaco, Inc. v. Pennzoil Co., 729 SW.2d 768 (Tex. Civ. App. - Houston [1st Dist.] 1987, writ ref’d
n.r.e), cert. dismissed, 485 U.S. 944 (1988).

10 pd. Code Ann. Tit. 6, §2708; see Ribstein, Delaware, Lawyers, and Contractual Choice of Law, 19 Del. J. Corp.
L. 999 (1994).

11 Gearhart, 741 F.2d at 712-720; McCollumv. Dollar, 213 SW. 259 (Tex. Comm’n App. 1919, holding approved).
12 gee e.g., FDIC v. Harrington, 844 F. Supp. 300 (N.D. Tex. 1994).

13 Gearhart, 741 F.2d at 719.

14 International Bankers Life Insurance Co. v. Holloway, 368 SW.2d 567 (Tex. 1967).

15 1d.at578.
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corporation and must act solely with an eye to the best interest of the corporation, unhampered by
any pecuniary interest of his own.6

The court in Gearhart summarized Texas law with respect to the question of whether a
director is “interested”:

A director is considered ‘interested’ if he or she (1) makes a personal profit from a
transaction by dealing with the corporation or usurpsacorporate opportunity . . .; (2)
buys or sells assets of the corporation . . .; (3) transacts business in his director’s
capacity with a second corporation of which he is also a director or significantly
financially associated . . .; or (4) transacts business in his director’s capacity with a
family member.17

2 Care (including business judgment rule).

The duty of care in Texas requires the director to handle his duties with such care as an
ordinary prudent man would use under similar circumstances. In performing this obligation, the
director must be diligent and informed and exercise honest and unbiased business judgment in
pursuit of corporate interests.18

In general, the duty of care will be satisfied if the directors actions are covered by the
business judgment rule. The Fifth Circuit stated in Gearhart that, in spite of the requirement that a
corporate director handle his duties with such care as an ordinarily prudent man would use under
similar circumstances, Texascourtswill not impose liability upon anoninterested corporaedirector
unless the challenged action is ultra vires or is tainted by fraud. In a footnote in the Gearhart
decision, the Fifth Circuit stated:

The business judgment rule is a defense to the duty of care. As such, the Texas
business judgment rule precludesjudicial interference with the businessjudgment of
directors absent a showing of fraud or an ultra vires act. If such a showing is not
made, then the good or bad faith of the directorsisirrelevant.19

In applying the business judgment rule in Texas, the courts in Gearhart and other recent

cases have quoted from the early Texas decision of Catesv. Sparkman,20 as setting the standard for
judicial intervention in cases involving duty of care issues:

[11f the acts or things are or may be that which the majority of the company have a
right to do, or if they have been done irregularly, negligently, or imprudently, or are

16 copeland Enterprises, 706 F. Supp. at 1291; Milamv. Cooper Co., 258 S\W.2d 953 (Tex. Civ. App. — Waco
1953, writ ref’d n.r.e)). See Kendrick, The Interested Director in Texas, 21 Sw. L.J. 794 (1967).

17 Gearhart, 741 F.2d at 719-20 (citations omitted).

18 Gearhart, 741 F.2d at 719; McCollumv. Dollar, 213 SW. 259 (Tex. Comm’'n App. 1919, holding approved).
19 Gearhart, 741 F.2d at 723 n.9.

20 11 S\W. 846 (1889),
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within the exercise of their discretion and judgment in the development or
prosecution of the enterprise in which their interests are involved, these would not
constitute such abreach of duty, however unwise or inexpedient such acts might be,
aswould authorize interference by the courts at the suit of a shareholder.21

In Gearhart the Court commented that “[€]ven though Cates was decided in 1889, and
despitetheordinary care standard announced in McCollumv. Dollar, supra, Texas courtstothisday
will not impose liability upon anoninterested corporate director unlessthe challenged actionisultra
vires or istainted by fraud.” 22

Neither Gearhart nor theearlier Texascasesonwhichiit relied referenced “ gross negligence”
asastandard for director liability. If read literally, the businessjudgment rule articulated in the case
would protect even grossly negligent conduct. Recent Federal district court decisionsin FDIC and
RTC initiated cases, however, have declined to interpret Texas law this broadly and have held that
the Texas business judgment rule does not protect “any breach of the duty of care that amountsto
gross negligence” or “directors who abdicate their responsibilities and fail to exercise any
judgment.”23

In response to RTC and FDIC claimsthat ordinary negligence was the standard for duty of
care cases againgt failed Texasfinancial institutions, the Texaslegislaturein 1993 passed HouseBill
1076 which, purporting not to change existing law, provided that adisinterested director of afailed
institution may not be held personally liable unless the director was grossly negligent or committed
willful or negligent misconduct. While House Bill 1076 is inapplicable beyond FDIC and RTC
cases, its legislative imprimatur “gave added weight to the Gearhart standard of liability” sincethe
“statute explicitly provides that officers and directors may be held liable only for acts of gross
negligence” and “was not intended to change, but merely clarify, existing law regarding the proper
standard of care for directorsand officersof insured financial institutions.”24 The RTC challenged
the congtitutionality of House Bill 1076 in Harrington, but the court resolved the issues before it
without reaching the constitutional question.

Grossnegligencein Texasisdefined as“that entire want of carewhich would raisethe belief
that the act or omission complained of was the result of a conscious indifference to the right or

21 |d. at 849.
22 Gearhart, 741 F.2d at 721.

23 EDICV. Harri ngton, 844 F. Supp. 300, 306 (N.D. Tex. 1994); seealso RTCv. Acton, 844 F. Supp, 307, 314 (N.D.
Tex. 1994); RTC v. Norris, 830 F. Supp. 351, 357-58 (S.D. Tex. 1993); FDIC v. Brown, 812 F. Supp. 722, 726
(SD. Tex. 1992); cf. RTC v. Miramon, 22 F.3d 1357 (5" Cir. 1994) (followed Harrington analysis of
Section 1821(K) of the Financial Institutions Reform, Recovery and Enforcement Act (“ FIRREA”) which held that
federal common law of director liability did not survive FIRREA and applied Texas grossnegligence sandard for
financial inditution director liability cases under FIRREA).

24 Harrington, 844 F. Supp. at 307, n.8.
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welfare of the person or personsto be affected by it.”2> In Harrington, the Court concluded “that a
director’ s total abdication of duties falls within this definition of gross negligence.” 26

The business judgment rule does not necessarily protect a director with respect to
transactionsin which heis “interested.” It ssimply meansthat the action will have to be challenged
on duty of loyalty rather than duty of care grounds.2’

Directorsmay “ingood faith and with ordinary care, rely on information, opinions, reportsor
statements, including financial statements and other financial data,” prepared by officers or
employees of the corporation, counsel, accountants, investment bankers or “other persons as to
matters the director reasonably believes are within the person’s professional or expert
competence.” 28

3 Other (obedience).

Theduty of obedience in Texasrequires adirector to avoid committing ultraviresacts, i.e.,
actsbeyond the scope of the powers of the corporation asdefined by itsarticlesof incorporationand
Texaslaw.29 Anultravires act may be voidable under Texas law, but the director will not be held
personally liable for such act unless the act is in violation of a specific statute or against public

policy.

The RTC’s complaint in RTC v. Norris30 asserted that the directors of a failed financial
institution breached their fiduciary duty of obedience by failing to causetheinstitutionto adequately
respond to regulatory warnings: “The defendants committed ultra vires acts by ignoring warnings
from[regulators], by failing to put into place proper review and lending procedures, and by ratifying
loans that did not comply with state and federal regulations and Commonwealth’s Bylaws.”31 In
rejecting this RTC argument, the court wrote:

The RTC does not cite, and the court has not found, any case in which a
disinterested director has been found liable under Texas law for alleged ultra vires
acts of employees, absent pleadings and proof that the director knew of or took part
inthe act, even where the act isillegal.

25 Burk Royalty Co. v. Walls, 616 SW.2d 911, 920 (Tex. 1981) (citing Missouri Pacific Ry. v. Shuford, 72 Tex. 165,
10 S\W. 408, 411 (1888)).

26 a4 F. Supp. a 306 n.7.

27 Gearhart, 741 F.2d at 723, n.9.

28 TBCA art. 2.41D.

29 Gearhart, 741 F.2d at 719.

30 830 F. Supp. 351 (S.D. Tex. 1993).
31 Norris, 830 F. Supp. a 355.
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Under the business judgment rule, Texas courts have refused to impose
personal liability on corporate directors for illegal or ultra vires acts of corporate
agents unless the directors either participated in the act or had actual knowledge of
theact ... .32

D. Fiduciary Dutiesin Delaware Cases.
1 Loyalty.

The duty of loyalty in Delaware imposes on the director an obligation to refrain from doing
anything that would effect an injury to the corporation, or deprive it of profits or advantageswhich
the director’ s skill and ability might properly bring to the corporation, or enable the corporation to
make in the reasonable and lawful exercise of its powers. Theduty of loyalty requiresan undivided
and unselfish loyalty by the director to the corporation and demands that there not be any conflict
between the director’ s duty to the corporation and the self-interest of the director.33 The standard
which must be followed by adirector in complying withthe duty of loyalty will not be subject to any
fixed schedule and will be dependent upon the facts and circumstances.34

2 Care.

€) Duty of Care. The duty of care under Delaware law is a duty that requires the
director exercise his business judgment in the management of the corporation with due care and
good faith. 1n 1962, the Delaware Supreme Court stated:

[D]irectors of acorporation in managing the corporate affairs are bound to use that
amount of care which ordinarily careful and prudent men would use in similar
circumstances. Their duties arethose of control, and whether or not by neglect they
have made themselves liable for failure to exercise proper control depends upon the
circumstances of and facts of the particular case.3%

This duty requires the director to inform himself of all material information reasonably
available to him prior to making adecision.36 The “term ‘material’ isused in this context to mean
relevant and of a magnitude to directors in carrying out their fiduciary care in decisionmaking,”
which is “distinct from the use of the term ‘material’ in disclosure to stockholders in which [a]n

32 q.

33 e Guthv. Loft, 5 A.2d 503, 510 (Del. 1939) (“[c]orporate officers and directors are not permitted to use their
position of trust and confidence to further their private interests . . . an undivided and unselfish loyalty to the
corporation demands that there shall be no conflict between duty and salf-interest.”).

34 |d. at 514-515.
35 Grahamv. Allis-Chalmers Mfg. Co., 188 A.2d 125, 130 (Ddl. 1962).

36 gmith v. Van Gorkom, 488 A.2d 858 (Del. 1985). See Brehm v. Eisner, 746 A.2d 244, 259 (Ddl. Supr. 2000)
(“[T]hestandard for judging the informational component of the directors’ decision does not mean that the Board
must beinformed of every fact. The Board isresponsiblefor considering only material factsthat are reasonably
available, not those that areimmaterial or out of the board’ s reasonable reach.”
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omitted fact is material if there is a substantial likelihood that a reasonable shareholder would
consider it important in deciding how to vote.”)

(b) Business Judgment Rule. The business judgment rule is premised on the fact that
courtsareill equipped to engage in substantive reviews of business decisions taken by directorsin
the management of their corporations and apublic policy that encouragesentrepreneurial risk taking
by corporate managerswithout the specter of personal liability for decisionsthat in hindsight prove
to be wrong or imprudent. In Delaware the business judgment rule provides that an independent
corporate director who makes a business decision on an informed basis, in good faith and in the
honest belief that the action taken was in the best interests of the corporation will not be held
personally liable for mistakes of business judgment that damage corporate interests.37

The business judgment rule in Delaware is both a presumption (i.e., a burden-allocating
mechanism used in litigation) and asubstantiverule of law. Asapresumption, therule providesthat
acts by independent directorswill be presumed to have been taken with due care and good faith and
in a belief that the act was in the best interest of the corporation.38 The standard for liability under
the Delaware business judgment rule is gross negligence.3° Thus, a challenge to an action by an
independent director requires the complaining party to prove that the action by the director was
grossly negligent or was not taken in an honest attempt to foster the corporation’s interests. Asa
substantive rule of law, the business judgment rule providesthat thereis no liability to adirector for
authorizing a corporate action if the director acted in good faith and with appropriate care in
informing himself of all material information reasonably availableto him under the circumstances. 40

“A conscious decision to refrain from acting may none the less be a valid exercise of
business judgment and enjoy the protections of the [ business judgment] rule.” 41 Because deliberate
inaction is protected by the businessjudgment rule and other inaction is not so protected, thefocusin
adirector inaction case must be on the process by which the decision not to act was made.42

37 Inre J.P. Sevens & Co. Shareholders Litig.,, Del. Ch., 542 A.2d 770, 780 (1988) (“a decision made by an
independent board will not giverisetoliability . . . if itismadein good faith and in the exercise of duecare”’); see
Aronson v. Lewis, 473 A.2d 805 (Del. 1984) (directors approved lucrative consulting contract with
founder/controlling shareholder in his seventies that gave him a percentage of the corporation’s profits above a
threshold without any requirement that he be able to work plus interest-free loans; court found directors
“independent” because they had no financia interest in the transactions, although they were dependent upon the
founder for their positions, and applied business judgment rule).

38 Aronson, 473 A.2d at 812; AC Acquigtions Corp. v. Anderson, Clayton & Co., Ddl. Supr., 519 A.2d 103, 111
(1986) (business judgment ruleis*“ presumption that in making a business decision the directors of a corporation
acted on an informed basis, in good faith and in the honest belief that the action taken wasin the best interests of
the company”).

39 van Gorkom, 488 A.2d at 873.
40 Aronson, 473 A.2d at 812.
41 Aronson, 473 A.2d at 813.

42 see|nre Caremark International, Inc. Derivative Litigation, 698 A.2d 959 (Ddl. Ch. 1996); Funk, Note: Inre
Caremark International Inc. Derivative Litigation: Director Behavior, Shareholder Protection, and Corporate
Legal Compliance, 22 Ddl. J. Corp. L. 311 (1997).
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(©) Duty of Oversight. The Delaware Court of Chancery has suggested that business
judgment protection is unavailable where directors failed to act because they were ignorant of the
operativefacts.43 Insuch acase, ordinary negligence would bethe standard by which thedirectors
conduct is measured.#4

Other decisions, however, indicate that director inaction will be entitled to some level of
protection. The Delaware Supreme Court has made clear that director inaction standing alone isnot
determinative, and “aconscious decision to refrain from acting may nonethe lessbe avalid exercise
of business judgment and enjoy the protections of the [business judgment] rule.”4> Thus, a
conscious decision not to act should be measured by the business judgment rule, with the likely
result that an informed decision not to act would be protected.

Because deliberate inaction isprotected by the businessjudgment rule, thefocusin adirector
inaction case must be on the process by which the decision not to act was made. Innre Caremark
International, Inc. Derivative Litigation,46 The Delaware Court of Chancery approved the settlement
of aderivative action that involved claimsthat membersof Caremark’sboard of directors breached
their fiduciary duty of careto the company in connection with alleged violations by the company of
anti-referral provisionsof Federal Medicare and Medicaid statutes. In so doing, the court discussed
the scope of a board of directors duty to supervise or monitor corporate performance and stay
informed about the business of the corporation as follows:

[1]t would . . . be a mistake to conclude. . . that corporate boards may satisfy their
obligationsto be reasonably informed concerning the corporation, without assuring
themselvesthat information and reporting systems exist in the organization that are
reasonably designed to provide to senior management and to the board itself timely,
accurate information sufficient to allow management and the board, each within its
scope, to reach informed judgments concerning both the corporation’s compliance
with law and its business performance.4’

Stated affirmatively, “adirector’ sobligation includesaduty to atempt in good faithto assure
that acorporate information and reporting system, which the board concludesisadequate, exists, and
that failureto do so under some circumstances may . . . render adirector liable.” 48 While Caremark
recognizes a cause of action for uninformed inaction the holding is subject to the following:

First, the Court held that “only a sustained or systematic failure of the board to exercise
oversight — such as an utter failure to attempt to assure a reasonable information and reporting

43 Rabkinv. Philip A. Hunt Chem. Corp., 1987 Del. Ch. LEXIS522, 1987 WL 28436, at *1 (Dél. Ch.).
44 4,

45 Aronson, 473 A.2d at 813.

46 698 A.2d 959 (Dd. Ch. 1996).

47 4. at 970.
48 |q.
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system exists— will establish the lack of good faith that is anecessary conditionto liability.”49 Itis
thus not at all clear that a plaintiff could recover based on a single example of director inaction, or
even a series of examples relating to a single subject.

Second, Caremark noted that “the level of detail that is appropriate for such an information
system is a question of business judgment,”0 which indicates that the presence of an existing
information and reporting systemwill do much to cut off any derivative claim, becausethe adequacy
of the system itself will be protected.

Third, Caremark considered it obviousthat “no rationally designed information system. . .
will remove the possibility” that losses could occur.>l Asaresult, “[a]ny action seeking recovery
for losses would logically entail a judicial determination of proximate cause.”®2 This holding
indicates that a loss to the corporation is not itself evidence of an inadequate information and
reporting system. Instead, the court will focus on the adequacy of the system overall and whether a
causal link exists.53

Caremark was followed by the Seventh Circuit applying Illinois law in In re Abbott
Laboratories Derivative Shareholders Litigation, 293 F.3d 378 (7" Cir. 2002), which involved a
shareholders derivative suit against the health care corporation’s directors, aleging breach of
fiduciary duty and asserting that directors were liable under state law for harms resulting from a
consent decree between corporation and the Food and Drug Administration (“FDA”). The consent
decree had followed a six-year period during which the FDA had given numerous notices to the
company of violations of FDA manufacturing regulations and imposed a $100 million fine, which
resulted in a $168 million charge to earnings. Inreversing a district court dismissal of plaintiff’s
complaint for failure to adequately plead that demand upon board of directors would be futile, the
Seventh Circuit held that the complaints raised reasonable doubt as to whether directors’ actions
were product of valid exercise of business judgment, thus excusing demand requirement, and were
sufficient to overcome directors exemption from liability contained in articles of incorporation. In
so holding, the Seventh Circuit noted that the complaint pled that the directors knew or should have
known of the FDA noncompliance problems and demonstrated gross negligence by ignoring them
for six yearsand not disclosing theminthe company’ s SEC periodic reportsduring thisperiod. The
Court relied upon Delaware case law and wrote:

49 4. at 971
30 g, at 970.
S1 g

52 |d.at970n. 27.

53 e generally Eisenberg, Corporate Governance The Board of Directors and Internal Control, 19 CARDOZO L.
Rev. 237 (1997); Pitt, et al., Talking the Talk and Walking the Walk: Director Dutiesto Uncover and Respond to
Management Misconduct, 1005 PLI/Corp. 301, 304 (1997); Gruner, Director and Officer Liability for Defective
Compliance Systems. Caremark and Beyond, 995 PLI/Corp. 57, 64-70 (1997); Funk, Recent Developmentsin
Delaware Corporate Law: InreCaremark International Inc. Derivative Litigation: Director Behavior, Sharehol der
Protection, and Corporate Legal Compliance, 22 DeL. J. Corp. L. 311 (1997).
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We find that the facts alleged are sufficient to show that although corporate
governance practiceswere in place, the directorswere grossly negligent infailing to
inform themselves of all reasonably available material information.

Delaware law also statesthat director liability may arise for the breach of the
duty to exercise appropriate attention to potentially illegal corporate activities from
“an unconsidered failure of the board to act in circumstances in which due attention
would, arguably, have prevented the loss.” Inre Caremark Int’l, Inc. Derivative
Litig., 698 A.2d 959, 967 (Del. Ch. 1996). The court held that “a sustained or
systematic failure of the board to exercise oversight . . . will establish the lack of
good faith that is anecessary condition to [director] liability.” 1d. a 971. Although
the present case does not deal with aclaim of fraud likethat in Inre Caremark, with
the extensive paper trail concerning the violations and the implied awareness of the
problemsin the SEC filings, it is clear that the directors either knew or should have
known of the violations of law, took no stepsin an effort to prevent or remedy the
situation, and that failure to take any action for such an inordinate amount of time
resulted in the substantial losses incurred by the consent decree. 393 F.3d at 389-
390.

The Seventh Circuit further held that the provision in the corporation’s articles of
incorporation limiting director liability54 would not be applicable to facts alleged asthe “plaintiffs
complaint sufficiently alleges‘omissions not in good faith’ and ‘ intentional misconduct’ concerning
‘violations of law,” which conduct falls outside of the exemption.”55

3 Other (candor).

Delaware hasalso imposed aduty of candor.56 Thisduty requires disclosureto shareholders
of “all germane or material information” and information that “would have been viewed by the
reasonable investor as having significantly altered the total mix of information made available.” 57
This duty imposes, at a minimum, that a director not use superior information or knowledge to
mislead others in the performance of their fiduciary obligationsto the corporation, and the breach

54 Abbott’s Articles of Incorporation included the following provision limiting director liability:

“A director of the corporation shall not be personally liable to the corporation or its shareholders for
monetary damagesfor breach of fiduciary duty asadirector, except for liability (i) for any breach of the
director’s duty of loyalty to the corporation or its shareholders, (ii) for acts or omissions not in good
faith or that involveintentional misconduct or aknowing violation of law, (iii) under Section 8.65 of the
Illinois Business Corporation Act, or (iv) for any transaction from which the director derived an
improper personal benefit . . . "

393 F.3d at 390-391.
S5 393 F.3dat 391

56 Mills Acquisition Co. v. Macmillan, Inc., [1988-1989 Transfer Binder] Fed. Sec. L. Rep. (CCH) 1 94,071 (Dd. Ch.
1988), rev'd, 559 A.2d 1261 (Ddl. 1988).

57 groudv. Milliken Enterprises, Inc., 552 A.2d 476, 480 (Ddl. 1989); Bershad v. Curtiss-Wright Corp., 535 A.2d
840, 846 (Ddl. 1989); Day v. Quotron Systems, Inc., 16 Del. J. Corp. Law 297, 307 (Del. Ch. 1989); see also
Goodwin v. Live Entertainment, Inc., 1999 WL 64265, at *6 (Dd. Ch. 1999).
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thereof can be established without any showing that the directors acted with scienter. The judicial
focus in the reported cases to date has been on information related to the process followed by the
directorsleading up to its decision to recommend that the shareholders approve atransaction and to
the relative value to be received by the shareholders, rather than on compliance with Securitiesand
Exchange Commission disclosure rules.>8

[Il.  Standardsof Review in Change of Control Context.
A. Texas Standard of Review.

Possibly because the Texas business judgment rule, as articulated in Gearhart, protects so
much director action, the parties and the courtsin thetwo leading casesin the takeover context have
concentrated on the duty of loyalty in analyzing the propriety of the director conduct. This focus
should be contrasted with the approach of the Delaware courtswhich often concentratesonthe duty
of care.

To prove abreach of the duty of loyalty, it must be shown that the director was “interested”
in a particular transaction.®® In Copeland, the court interpreted Gearhart as indicating that
“[alnother means of showing interest, when athreat of takeover is pending, isto demonstrate that
actions were taken with the goal of director entrenchment.” 60

Both the Gearhart and Copeland courtsassumed that the defendant directorswereinterested,
thus shifting the burden to the directors to prove the fairness of their actions to the corporation.61
Onceit isshownthat atransaction involvesan interested director, thetransaction is*“ subject to strict
judicial scrutiny but [is] not voidable unless[it is] shownto be unfair to the corporation.” 62 “[T]he
burden of proof is on the interested director to show that the action under fire is fair to the
corporation.” 63

Inanalyzing the fairness of thetransaction at issue, the Fifth Circuit in Gearhartrelied onthe
following criteria set forth by Justice Douglas in Pepper v. Litton, 308 U.S. 295, 306-07 (1939):

A director is afiduciary. So isadominant or controlling stockholder or group of
stockholders. Their powersare powersintrust. Their dealings with the corporation
are subjected to rigorous scrutiny and where any of their contracts or engagements
with the corporation is challenged the burden is on the director or sockholder not
only to prove the good faith of the transaction but also to show its inherent fairness

98 See generally, Pease, Delaware' s Disclosure Rule: The* Complete Candor” Standard, its Application, and Why
Suein Delaware, 14 Ddl. J Corp. L. 446 (1989).

99 Gearhart, 741 F.2d. at 719; Copeland, 706 F. Supp. at 1290.

60 Copeland, 706 F. Supp. at 1290-91.

61 Gearhart, 741 F.2d at 722; Copeland, 706 F. Supp. at 1291-92.

62 Gearhart, 741 F.2d at 720; see also Copeland, 706 F. Supp. at 1291.
63 Gearhart, 741 F.2d at 720; see also Copeland, 706 F. Supp. at 1291.
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from the viewpoint of the corporation and those interested therein. The essence of
the test is whether or not under all the circumstances the transaction carries the

earmarks of an arm’s length bargain. If it does not, equity will set it aside.64

In Gearhart, the court also stated that a “challenged transaction found to be unfair to the
corporate enterprise may nonetheless be upheld if ratified by amajority of disinterested directorsor
the majority of stockholders.” 65

In setting forth thetest for fairness, the Copeland court also referred to the criteriadiscussed
in Pepper v. Litton and cited Gearhart as controlling precedent.66 1n analyzing the shareholder
rights plan (also known as a*“poison pill”) at issue, however, the court specifically cited Delaware
cases in its after-the-fact analysis of the fairness of the director action.6” Whether a Texas court
following Gearhart would follow Delaware case law in its fairness analysis remains to be seen,
especially inlight of the Fifth Circuit’ scomplaint in Gear hart that the lawyersfocused on Delaware
cases and failed to deal with Texas law:

We are both surprised and inconvenienced by the circumstance that, despite their
multitudinous and voluminous briefs and exhibits, neither plaintiffs nor defendants
seriously attempt to analyze officers’ and directors’ fiduciary duties or the business
judgment rule under Texas law. This is particularly so in view of the authorities
cited in their discussions of the business judgment rule: Smith and Gearhart argue
back and forth over the applicability of the plethora of out-of-state cases they cite,
yet they ignore the fact that we are obligated to decide these aspects of this case
under Texas law. We note that two cases cited to us as purported Texas authority
were both decided under Delaware law. . . .68

Giventheextent of Delaware law inthe takeover context, it is certain, however, that Delawarecases
will be cited and argued by the corporate lawyers negotiating the transaction and by any subsequent
litigants. The following analysis, therefore, focuses on the pertinent Delaware cases.

B. Delawar e Standard of Review.

Under Delaware law, there are generally three standards against which the courts will
measure director conduct in a takeover context. As articulated by the Delaware courts, these
standards provide important guidelines for directors and their counsel as to the process to be
followed for director action to be sustained. These standards are:

() the business judgment rule -- for a decision to remain independent or to approve a
transaction not involving a sale of control;

64 Gearhart, 741 F.2d at 723 (citations omitted).
65 |d. at 720 (citation omitted).

66 Copeland, 706 F. Supp. at 1290-91.

67 1d. at 1291-93.

68  Gearhart, 741 F.2d. at 719n.4.
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(i) enhanced scrutiny -- for a decision to adopt or employ defensive measures®® or to
approve atransaction involving a sale of control; and

(i)  entirefairness-- for adecision to approve atransaction involving management or a
principal shareholder.

The business judgment rule provides a presumption in favor of directors, and places the
burden on those challenging director action, where the directors have acted with care, loyalty and
independence. Beforethe Delaware Supreme Court’ sdecision in Unocal Corp. v. Mesa Petroleum
Co.,”0 it was generally believed that in the takeover context director action would be accorded the
protection of the business judgment rule in the absence of a traditional conflict of interest. As
applied in the takeover context in Smith v. Van Gorkom, 71 this protection of the business judgment
rule was premised upon directors adequately informing themselves of all material information
reasonably available to provide bases for their decisions.

Beginning with Unocal, however, the conduct of directors was subjected to “enhanced
scrutiny” in circumstanceswhereatraditional conflict of interest wasabsent. Theenhanced scrutiny
standard places a burden on directors not only to be adequately informed but also to have “acted
reasonably.” 72 The range of reasonableness addressed by enhanced scrutiny may be a middle
ground between the “any rational purpose’ to which the business judgment rule defers and the
“entire fairness’ sought for transactions in which directors or other affiliates have an interest.”3

Enhanced scrutiny wasiinitially the product of court review of defensive techniques used to
respond to an unwanted suitor.”4 The burden of enhanced scrutiny was extended to director
responses to competing bids when a decision is made to sell acompany.”® In QVQhe Delaware
Supreme Court confirmed that the application of enhanced scrutiny isto sales of control generally. 76

Whether the burden of proof is ultimately found to bewith thedirectorsor their challengers,
in all cases, directors and their counsel are well advised to establish a record supporting the
reasonableness of their actions from the very beginning of the decision-making process.

69 |nWilliamsv. Geier, 671 A.2d 1368 (Del. 1996), the Delaware Supreme Court held that an antitakeover defensive
measure will not be reviewed under the enhanced scrutiny standard when the defensive measure is approved by
stockholders. The court stated that this standard “should be used only when a board unilaterally (i.e. without
stockholder approval) adopts defensive measures in reaction to a perceived threat.” Id. at 1377.

70 493 A.2d 946 (Del. 1985).
71 488 A.2d 858 (Del. 1985).

72 paramount Communications Inc. v. QVC Network Inc., 637 A.2d 34, 45 (Ddl. 1994); see also Quickturn Design
Sys., Inc. v. Mentor Graphics Corp., 721 A.2d 1281, 1290 (Del. 1998).

73 SeeQVC, 637 A.2d at 42, 45.

74 see Unocal, 493 A.2d 946; Moran v. Household Int'l, Inc., 500 A.2d 1346 (Del. 1985).
75 seeRevion, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173 (Del. 1986).
76 Qvc, 637 A.2d at 46.
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1 Business Judgment Rule.

The Delaware business judgment rule “is apresumption that in making a business decision
the directors of a corporation acted on an informed basis, in good faith and in the honest belief that
the action taken was in the best interests of the company.” 77 “ A hallmark of the business judgment
ruleisthat acourt will not substitute its judgment for that of the board if the latter’ sdecision can be
“attributed to any rational business purpose’.” 78

Theavailability of the business judgment rule does not mean, however, that directorscan act
on an uninformed basis. Directors must satisfy their duty of care even when they act in the good
faith belief that they are acting only in the interests of the corporation and its stockholders. Their
decision must be an informed one. “The determination of whether a business judgment is an
informed one turns on whether the directors have informed themselves ‘ prior to making a business
decision, of all material information reasonably available to them.”7’® In Van Gorkom,
notwithstanding a transaction price substantially above the current market, directors were held to
have been grossly negligent in, among other things, acting in haste without adequately informing
themselves as to the value of the corporation.80

2 Enhanced Scrutiny.

When applicable, enhanced scrutiny places on the directorsthe burden of proving that they
have acted reasonably. The key features of enhanced scrutiny are:

() a judicial determination regarding the adequacy of the decision-making process
employed by the directors, including the information on which the directors based
their decision; and

(i)  ajudicial examination of the reasonableness of the directors action in light of the
circumstances then existing.

Thedirectorshavethe burden of proving that they were adequately informed and acted reasonably. 81

The reasonableness required under enhanced scrutiny falls within a range of acceptable
alternatives, which echoes the deference found under the business judgment rule.

[A] court applying enhanced judicial scrutiny should be deciding whether the
directors made areasonable decision, not aperfect decision. If aboard selected one
of several reasonable alternatives, a court should not second-guessthat choice even

77 Aronson v. Lewis, 473 A.2d 805, 812 (Del. 1984) (citation omitted); see also Brazenv. Bell Atl. Corp., 695 A.2d
43, 49 (Dd. 1997).

78 Unocal, 493 A.2d at 954 (quoting Sinclair Oil Corp. v. Levien, 280 A.2d 717, 720 (Del. 1971)).
79 van Gorkom, 488 A.2d at 872 (citation omitted).

80 |d. at 874.

8l QuvC, 637 A.2d at 45; see also Quickturn, 721 A.2d at 1290.
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though it might have decided otherwise or subsequent events may have cast doubt on
the board’ s determination. Thus, courtswill not substitute their business judgment
for that of thedirectors, but will determineif thedirectors decisionwas, on balance,

within arange of reasonableness.82
a Defensive M easures.

When directors authorize defensive measures, there arises “the omnipresent specter that a
board may be acting primarily in its own interests, rather than those of the corporation and its
shareholders.”83 Courts review such actions with enhanced scrutiny even though a traditional
conflict of interest isabsent. Inrefusing to enjoin a selective exchange offer adopted by the board to
respond to a hogtile takeover attempt, the Unocal court held that the directors must prove that
(i) they had reasonable grounds for believing there was a danger to corporate policy and
effectiveness (satisfied by showing good faith and reasonable investigation) and (ii) theresponsive
action taken was reasonable in relation to the threat posed.84

b. Sale of Control.

In QVQhe issues were whether apoison pill could be used selectiv ely to favor one of two
competing bidders, effectively precluding shareholders from accepting atender offer, and whether
provisions of the merger agreement (a“no-shop” clause, a“lock-up” stock option, and a break-up
fee) were appropriate measures in the face of competing bids for the corporation. Although the
decision can be viewed as a variation on Unocal and Revion, the Delaware Supreme Court’s
language is sweeping as to the possible extent of enhanced scrutiny.

The consequences of asale of control impose special obligationsonthe directorsof a
corporation. In particular, they have the obligation of acting reasonably to seek the
transaction offering the best value reasonably available to the stockholders. The
courts will apply enhanced scrutiny to ensure that the directors have acted
reasonably.8>

The rule announced in QV(laces a burden on the directors to obtain the best value
reasonably available once the board determines to sell the corporation in a change of control
transaction. Thisburden entails morethan obtaining afair pricefor the shareholders, onewithinthe
range of fairness that is commonly opined upon by investment banking firms. In Cede & Co. v.
Technicolor, Inc.,86 the Delaware Supreme Court found abreach of duty eventhoughthetransaction
price exceeded the value of the corporation determined under the Delaware appraisal statute: “[I]n
the review of a transaction involving a sale of a company, the directors have the burden of

82 Qvc, 637A.2d at 45.

83 Unocal, 493 A.2d at 954.

84 |d. at 954-55.

85 QVC, 637 A.2d at 43 (footnote omitted).
86 634 A.2d 345 (Del. 1993).
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establishing that the price offered was the highest value reasonably available under the
circumstances.” 87

Although QVC mandatesthat enhanced scrutiny for board action involving asale of control,
certain stock transactions are considered not to involve a change in control for such purpose. In
Arnold v. Soc’'y for Sav. Bancorp,88 the Delaware Supreme Court considered a merger between
Bancorp and Bank of Boston in which Bancorp stock was exchanged for Bank of Boston stock.89
The shareholder plaintiff argued, among other things, that the board’ s actions should be reviewed
with enhanced scrutiny because (i) Bancorp was seeking to sell itself and (ii) the merger constituted
achange in control because the Bancorp shareholders were converted to minority statusin Bank of
Boston, losing the opportunity to enjoy a control premium.%0 The Court held that the corporation
was not for sale because no active bidding process was initiated and the merger was not achangein
control and, therefore, that enhanced scrutiny of the board’s approval of the merger was not
appropriate.91 Citing QVCthe Court stated that “there is no ‘sale or change in control’ when
‘[c]ontrol of both[corporations] remain[s] in alarge, fluid, changeable and changing market. " 92 As
continuing shareholders in Bank of Boston, the former Bancorp shareholders retained the
opportunity to receive a control premium.93 The Court noted that in QV@ single person would
have control of theresulting corporation, effectively eliminating the opportunity for shareholdersto
realize a control premium. %4

3. Entire Fairness.

Both the business judgment rule and the enhanced scrutiny standard should be contrasted
with the standard applied in transactions with affiliates. Inreviewing board action in transactions
involving management, board membersor aprincipal shareholder, the Delaware Supreme Court has
imposed an “entire fairness” standard.®> Under this standard the burden is on directorsto show both
(i) fair dealing and (ii) afair price:

The former embraces questions of when the transaction was timed, how it was
initiated, structured, negotiated, disclosed to the directors, and how the approvals of
thedirectorsand the stockholderswereobtained. The latter aspect of fairnessrelates

87 |d. at 361.

88 650 A.2d 1270 (Del. 1994).

89 |d.at 1273.

90 |d. at 1280.

91 |d. at 1289-90.

92 |d. at 1290.

93 .

94 |d.; see also Paramount Communications, Inc. v. Time, Inc., 571 A.2d 1140 (Del. 1989).

95 See Weinberger v. UOP, Inc., 457 A.2d 701, 710-11 (Dd. 1983); Mills Acquisition Co. v. Macmillan, Inc.,
559 A.2d 1261 (Del. 1988).
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to the economic and financial considerations of the proposed merger, including all
relevant factors. assets, market value, earnings, future prospects, and any other
elements that affect the intrinsic or inherent value of a company’s stock.%

The burden shifts to the challenger to show the transaction was unfair where (i) the transaction is
approved by the majority of the minority shareholders, though the burden remains onthedirectorsto
show that they completely disclosed all material facts relevant to the transaction,97 or (ii) the
transaction is negotiated by a special committee of independent directorsthat istruly independent,
not coerced and has real bargaining power.98

C. Action Without Bright Lines.

Whether the burden will be on the party challenging board action, under the business
judgment rule, or onthedirectors, under enhanced scrutiny, clearly the carewithwhich thedirectors
acted in achange of control transaction will be subjected to closereview. For thisreview therewill
be no “bright line” tests, and it may be assumed that the board may be called upon to show care
commensurate with the importance of the decisions made, whatever they may have been in the
circumstances. Thusdirectors, and counsel advising them, should heed the Delaware Supreme Court
in Barkan v. Amsted Indus., Inc.:9° “[T]hereis no single blueprint that aboard must follow to fulfill
its duties. A stereotypical approach to the sale and acquisition of corporate control is not to be
expected inthe face of the evolving techniquesand financing devices employed in today’ scorporate
environment.” In the absence of bright lines and blueprints that fit all cases, the process to be
followed by the directors will be paramount. The elements of the process should be clearly
understood at the beginning, and the process should be guided and well documented by counsel
throughout.

IV.  Application of Delaware Standardsin a Friendly Merger.

How do the Delaware fiduciary duties outlined above play out in the context of a friendly
merger involving asale of control? The typical friendly merger begins when an unaffiliated suitor
contacts a corporation’s CEO to propose a merger, generally for a cash price or a combination of
cash and stock. If the consideration is for cash, the proposed transaction would likely include an
“any and all” tender offer for the corporation’s shares. Management would not have any special
interest in the transaction, nor would management wish to pursue its own buyout or implement
another competing transaction intended to enhance shareholder value. Inthese circumstances, how
should the directorsrespond? Arethey required to evaluate the proposed transaction and, if so, to
what extent? If after an evaluation, they do not wish to pursue the combination, what isrequired to
protect them and their decision from challenge? Or if they wish to pursue the combination, how
should they proceed? If amerger agreement issigned, can the suitor protect itsdeal? |f acompeting
suitor emerges, how should the directors respond?

9%  \Weinberger, 457 A.2d at 711.

97 |dat 703.

98 see Kahn v. Lynch Communications Sys, Inc., 638 A.2d 1110, 1117 (Del. 1994).
9 567 A.2d 1279, 1286 (Del. 1989).
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A. M anagement’s Immediate Response.

Serious offers require serious consideration. The CEO and management will usually be
called uponto makeaninitial judgment asto seriousness. A written, well developed proposal froma
credible prospective acquiror should be studied. Incontrast, anora proposal, or awrittenonethat is
incomplete in material respects, should not require management efforts to develop the proposal
further. In no event need management’s response indicate any willingness to be acquired. In
Citron v. Fairchild Camera and Instrument Corp.,1%0 for example, the Delaware Supreme Court
sanctioned behavior that included the CEO’ sinforming an interested party that the corporation was
not for sale, but that a written proposal, if made, would be submitted to the board for review.
Additionally, in Matador Capital Management Corp. v. BRC Holdings, Inc.,101 the Delaware
Chancery Court found unpersuasive the plaintiff’ s claimsthat the board failed to consider apotential
bidder because the board’ sdecisionto terminate discussionwas“ justified by the embryonic state of
[the potential bidder’s] proposal.” 102 In particular, the court stated that the potential bidder did not
provide evidence of any real financing capability and conditioned itsoffer of itsability to arrangethe
participation of certain members of the target company’ s management in the transaction.103

B. The Board’s Consideration.

“When a board addresses a pending takeover bid it has an obligation to determine whether
the offer isin the best interests of the corporation and its shareholders.” 104 Just asall proposals are
not alike, board responsesto proposals may differ. A proposal that isincompletein material respects
should not require serious board consideration. On the other hand, because more developed
proposals may present more of an opportunity for shareholders, they ought to require more
consideration by the board.105

100 569 A.2d 53 (Del. 1989).
101 729 A.2d 280 (Del. Ch. 1998).

102 |, at 292.
103 Id.

104 Unocal, 493 A.2d at 954.

105 gee Desert Partners, L.P. v. USG Corp., 686 F. Supp. 1289, 1300 (N.D. 111. 1988) (applying Delawarelaw) (“The
Board did not breach itsfiduciary duty by refusing to negotiate with Desert Partnersto remove the coercive and
inadequate aspects of the offer. USG decided not to bargain over the terms of the offer because doing so would
convey theimagetothemarket place‘that (1) USG wasfor sale—when, in fact, it was not; and (2) $42/sharewas
an ‘inthe ballpark’ price - when, in fact, it was not.””); and Citron, 569 A.2d at 63, 66-67 (validating a board’s
action in approving one bid over ancther that, athough higher on itsface, lacked in specifics of its proposed back-
end which madethebid impossibleto value). Compare Golden Cycle, LLC v. Allan, 1998 WL 892631 (board not
required to contact competing bidder for ahigher bid before executing amerger agreement where bidder had taken
itself out of the board process, refused to sign aconfidentiality agreement and appeal ed directly to thestockholders
with a consent solicitation).
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1 Matters Considered.

Where an offer isperceived as serious and substantial, an appropriate place for the board to
begin its consideration may be an informed understanding of the corporation’ svalue. Thismay be
advisable whether the board's ultimate response is to “say no,” to refuse to remove pre-existing
defensive measures, to adopt new or different defensive measures or to pursue another strategic
courseto maximize shareholder value. Such apoint of departureisconsistent with Van Gorkomand
Unocal. InVan Gorkom, the board was found grossly negligent, among other things, for not having
an understanding of the intrinsic value of the corporation. In Unocal, the inadequacy of price was
recognized as a threat for which a proportionate response is permitted.106

That is not to say, however, that a board must “price” the corporation whenever a suitor
appears. Moreover, it may be ill advised even to document a range of values for the corporation
before the conclusion of negotiations. However, should the decision be made to sell or should a
defensive reaction be challenged, the board will be well served to have been adequately informed of
intrinsic value during its deliberations from the beginning.107 In doing so, the board may also
establish, should it need to do so under enhanced scrutiny, that it acted at all times to maintain or
seek “the best value reasonably availableto the stockholders.” 108 This may also be advisableeveniif
that value derives from remaining independent.

There are, of course, factorsother than value to be considered by the board in evaluating an
offer. The Delaware judicial guidance here comes from the sale context and the evaluation of
competing bids, but may be instructive:

In assessing the bid and the bidder’s responsibility, a board may consider, among
various proper factors, the adequacy and terms of the offer; its fairness and
feasibility; the proposed or actual financing for the offer, and the consequences of
that financing; questions of illegality; the impact of both the bid and the potential
acquisition on other constituencies, provided that it bears some reasonable
relationship to general shareholder interests; therisk of nonconsummation; the basic
stockholder interests at stake; the bidder’s identity, prior background and other
business venture experiences; and the bidder’ s business plansfor the corporationand
their effects on stockholder interests.109

106 Unocal, 493 A.2d at 955; see also Unitrin Inc. v. American Gen. Corp., 651 A.2d 1361, 1384 (Del. 1995), noting as
athreat “substantive coercion . . . therisk that shareholders will mistakenly accept an underpriced offer because
they disbelieve management’ s representations of intrinsic value.”

107 gee Technicolor, 634 A.2d at 368.
108 qvc, 637 A.2d at 45.
109 Macmillan, 559 A.2d at 1282 n.29 (citations omitted).
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2 Being Adequately I nformed.

Although there isno one blueprint for being adequately informed, 110 the Delaware courtsdo
value expert advice, the judgment of directorswho are independent and sophisticated, and an active
and orderly deliberation.

a Investment Banking Advice.

Thefact that theboard of directorsrelieson expert advice to reach adecision providesstrong
support that the board acted reasonably.111

Addressing the value of a corporation generally entails obtaining investment banking
advice.112 The analysis of value requiresthe “techniques or methodswhich aregenerally considered
acceptable in the financial community. . . .”113 Clearly, in Van Gorkom, the absence of expert
advice prior to the first board consideration of a merger proposal contributed to the determination
that the board “ lacked valuation information adequateto reach an informed businessjudgment asto
thefairness[of the price]” and the finding that the directorswere grossly negligent.114 Althoughthe
Delaware Supreme Court noted that “fairness opinions by independent investment bankersare[ not]
required as amatter of law,” 115 in practice, investment banking advice is obtained for any decision
to sell and for many decisions not to sell. Inthe non-sale context, such adviceisparticularly helpful
where there may be subsequent pressureto sell or disclosure concerning the board’ s decision not to
sell islikely.

The advice of investment bankers is not, however, a substitute for the judgment of the
directors. Asthe court pointed out in Citron, “in change of control situations, sole reliance on hired
experts and management can ‘ taint[] the design and execution of the transaction’.” 116 |n addition,
the timing, scope and diligence of the investment bankers may affect the outcome of subsequent
judicial scrutiny. The casesin this latter respect involve decisionsto sell, but may nevertheless be
instructive for board deliberations which do not result in a sale decision:

110 see Goodwin v. Live Entertainment, Inc., 1999 WL 64265, at *21 (Del. Ch. 1999) (citing Barkan, 567 A.2d at
1286).

111 see Goodwin, 1999 WL 64265, at * 22 (“Thefact that the Board relied on expert advicein reaching its decision not
tolook for other purchasersal so supportsthereasonableness of itsefforts.”); In re Vitalink CommunicationsCorp.
ShareholdersLitig., 1991 WL 238816, at * 12 (Del. Ch. 1991) (citations omitted) (board’ sreliance on theadvice of
investment bankers supported afinding that the board had a*“reasonable basis’ to concludethat it obtained thebest
offer).

112 gee eg., Inre Talley Indus, Inc. Shareholders Litig., 1098 WL 191939, at *11-12 (Del. Ch. 1998).
113 Weinberger, 457 A.2d at 713.

114 van Gorkom, 488 A.2d at 878.

115 4. at 876.

116 Citron, 569 A.2d a 66 (citation omitted).
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(1)

(2)

(3)

b.

In Weinberger, 117 the Delaware Supreme Court held that the board’ s approval of an
interested merger transaction did not meet the test of fairness.118 The fairness
analysis prepared by the investment bankers was criticized as “hurried” where due
diligence was conducted over aweekend and the price was slipped into the opinion
by the banking partner (who was also a director of the corporation) after a quick
review of the assembled diligence on a plane flight.119

In Macmillan,120 the court enjoined defensive measures adopted by the board,
including a lock-up and no-shop granted to an acquiror, to hinder competing bids
from Mills. The court questioned an investment bank’s conclusion that an $80 per
share cash offer was inadequate when it had earlier opined that the value of the
company was between $72 and $80 per share and faulted the lack of independence of
the investment bankers who were retained by and consulted with financially
interested management.121

In Technicolor,22 the court faulted the valuation package prepared by the
investment bankers because they were given limited access to senior officers and
directors of Technicolor.

Value of Independent Directors, Special Committees.

One of the first tasks of counsel in atakeover context isto assess the independence of the
board. Inresponding to asuitor, acorporation that has significant independent directors may have
an advantage over companieswithout such independent directors.123 Inasaleof control transaction,
“therole of outside, independent directors becomes particularly important because of the magnitude
of a sale of control transaction and the possibility, in certain cases, that management may not
necessarily be impartial.” 124 As pointed out by the Delaware Supreme Court in Unocal, when
enhanced scrutiny is applied by the court, “proof is materially enhanced . . . by the approval of a
board comprised of a majority of outside independent directors who have acted [in good faith and
after areasonable investigation].” 125

117 Weinberger, 457 A.2d 701.

118 g, at 715.
119 4. at 712,

120 Macmillan, 559 A.2d 1261.

121 g, at 1271.

122 Technicolor, 634 A.2d 345.

123 gee e.g., Kahn v. MSB Bancorp, Inc., 1998 WL 409355, at *3 (Del. Ch. 1998), Aff'd 734 A.2d 158 (Del. 1999)
(“[T]he fact that nine of the ten directors are not employed by MSB, but are outside directors, strengthens the
presumption of good faith.”)

124 v, 637 A.2d at 44; see also Macmillan, 599 A.2d 1261.

125 yUnocal, 493 A.2d at 955.
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Q) Characteristics of an Independent Director. An independent director has been
defined as anon-employee and non-management director.126 |n addition, acourt may consider the
sophistication of the individual board members in evaluating their independence and informed
judgments. InVan Gorkom, thefact that no directorswere investment bankersor financial analysts
contributed to the evidence indicating that the board was uninformed.127 Moreover, to be effective,
outside directors cannot be dominated by financially interested members of management.128 Care
should also betaken to regtrict the influence of other interested directors, which may include recusal
of interested directors from participation in certain board deliberations.129

2 Need for Active Participation. Active participation of the independent members of
the board is important in demonstrating that the board did not simply follow management. In
Time 130 the Delaware Supreme Court considered Time's actions in recasting its previously
negotiated merger with Warner into an outright cash and securities acquisition of Warner financed
with significant debt to ward off Paramount’s surprise all-cash offer to acquire Time. Beginning
immediately after Paramount announced its bid, the Time board met repeatedly to discuss the bid,
determined the merger with Warner to be abetter course of action, and declined to open negotiations
with Paramount. The outside directors met independently, and the board sought advice from
corporate counsel and financial advisors. Through this process the board reached its decision to
restructurethe combination with Warner. The court viewed favorably the participation of certain of
the board’ s 12 independent directorsin theanalysis of Paramount’shid. The Time board’sprocess
contragts with Van Gorkom, where although one-half of Trans Union’s board was independent, an
absence of any inquiry by thosedirectorsasto the basisof management’ sanalysisand no review of
the transaction documents contributed to the court’ sfinding that the board was grossly negligent in
its decision to approve a merger.131

(©)] Use of Special Committee. Wherethe board doesnot have a majority of independent
directors, aspecial committee may be chartered to analyze the adequacy of aproposa. Althoughthe
cases addressing the use of special committees relate principally to management buyouts or other
interested-director transactions, they provide useful guidance to a board considering any takeover

126 ynitrin, 651 A.2d at 1375.
127 \jan Gorkom, 488 A.2d a 877-78.
128 gpe Macmillan, 559 A.2d at 1266.

129 gee Technicolor, 634 A.2d at 366 n.35. See also Brehmv. Eisner, 746 A.2d 244, 256 (Del. 2000) (in eval uating
charge that directors breached fiduciary duties in approving employment and subsequent severance of a
corporation’ s president, the Del aware Supreme Court held that the*issues of disinterestedness and independence”’
turn on whether the directors were “incapable, dueto persona interest or domination and control, of objectively
evaluating” an action), following in this respect and overruling the standards for appellate review set forth in
Aronson.

130 571 A.2d 1140.

131 geealsoKahnv. Tremont Corp., 694 A.2d 422, 429 (D€l . 1997), wherethe Delaware Supreme Court found that the
three member special committee of outside directorswasnot fully informed, not active, and did not appropriately
simulatean arm’ s-length transaction, given that two of thethree members permitted the other member to perform
the committee' s essential functions and one of the committee members did not attend a single meeting of the
committee.
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proposal. They leave unresolved, however, the question of how much power a special committee
must have in order to withstand judicial review. A special committee’s charter should be broad
enough to permit the special committee to establish that a rejected bid is inadequate or that an
approved bid isthe “ best value reasonably available.” But ajudgment will be required asto whether
this requires the committee to have the ability to negotiate the offer or shop for other bidders.

(i)

(i)

(iii)

The special committee used in Barkan32 to evaluate the fairness of any acquisition
proposal was instructed not to search for alternatives to the management buy-out
proposal under consideration. The court upheld the committee’ sdecisionto approve
the management buy-out, but:

[D]id not condone in all instances the imposition of the sort of ‘ no-shop’
restriction that bound [the] Special Committee. Where a board has no
reasonable basis upon which to judge the adequacy of a contemplated
transaction, a no-shop restriction gives rise to the inference that the board
seeks to forestall competing bids. 133

In Macmillan,134 the limited power conferred upon the special committee utilized
contributed to the court’s adverse ruling. The committee was not given any
negotiating authority regarding the restructuring that involved a management equity
position.135

In Tremont, 136 the Delaware Supreme Court found the selection and operation of a
special committee to be lacking, finding that it did not “function in a manner which
indicatesthat the controlling shareholdersdid not dictate theterms of the transaction
and that the committee exercised real bargaining power ‘at army’ s-length’.” 137 All
three committee members had previous affiliations with the controlling shareholder
or companies he controlled and, as a consequence, received significant financial
compensation or influential positions on the board of such shareholder’s controlled
companies.138 Both legal counsel and the investment bankers for the committee
wereretained at the suggestion of the general counsel for the corporation, rather than
the committee.139 And the committee functioned effectively as a “single member
committee,” with one member even absent from all meetings with advisorsand other

132 Barkan, 567 A.2d 1279.

133 |, at 1288.

134 Macmillan, 559 A.2d 1261.

135 |, at 1268.

136 Tremont, 694 A.2d 422.

137 4. at 429.
138 |, at 423.
139 |4, at 429.
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committee members.140 The court noted that two of the members had “abdicated
their responsibility . . . by permitting . . . [the committee chairman], the member
whose independence was most suspect, to performthe Special Committee sessential
functions.” 141

(iv)  InRand,142the Delaware Chancery Court acknowledged that delegation of decision-
making to aspecial committeeisuseful in avariety of situations, but is not required
by statute or case law.

C. Value of Thorough Deliberation.

The Delaware cases repeatedly emphasize the importance of the process followed by
directors in addressing a takeover proposal. The Delaware courts have frowned upon board
decision-making that is done hastily or without prior preparation. Counsel should be careful to
formulate and document a decision-making process that will withstand judicial review from this
perspective.

Early in the process the board should be advised by counsel as to the applicable legal
standards and the concerns expressed by the courts that are presented in similar circumstances.
Distribution of amemorandum from counsel can be particularly helpful inthisregard. Management
should providethelatest financial and strategic information available concerning the corporation and
its prospects. If asaleiscontemplated or the corporation may be put “in play,” investment bankers
should beretained to advise concerning comparable transactions and market conditions, provide an
evaluation of the proposal in accordance with current industry standards, and, if requested, render a
fairness opinion concerning the transaction before it is finally approved by the board. The board
should meet several times, preferably in person, to review reports from management and outside
advisors, learn the progress of the transaction and provide guidance. Directors should receive
reports and briefing information sufficiently before meetings so that they can be studied and
evaluated. Directors should be active in questioning and analyzing the information and advice
received from management and outside advisors. A summary of the material provisions of the
merger agreement should be prepared for the directors and explained by counsel.143

(1)  In Van Gorkom,144 the Trans Union board approved the proposed merger at a
meeting without receiving notice of the purpose of the meeting, no investment banker wasinvitedto
advise the board, and the proposed agreement was not available before the meeting and was not
reviewed by directors. Thisaction contributed to the court’s conclusion that the board was grossly
negligent.

140 |4, at 429-30.
141 14, at 429.
142 Rand v. Western Air Lines, Inc., 1994 WL 89006 (Del. Ch. 1994), aff'd 659 A.2d 228 (Del. 1995).

143 gee, e.g., Moore Corp. Ltd. v. Wallace Computer Servs, 907 F. Supp. 1545 (D. Ddl. 1995) for an in depth
description of a decision-making process that withstood review under enhanced scrutiny.

144 288 A .2d 858.
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(2)  In Technicolor,145 notice of a special board meeting to discuss and approve an
acquisition proposal involving interested management was given to members of the board only one
day prior to the meeting, and it did not disclose the purpose of the meeting. Board members were
not informed of the potential sale of the corporation prior to the meeting, and it was questioned
whether the documents were available for the directors' review at the meeting.

(3)  In contrast is Time 146 where the board met often to discuss the adequacy of
Paramount’s offer and the outside directors met frequently without management, officers or

directors.147
D. The Decison to Remain Independent.

A board may determine to reject an unsolicited proposal. It isnot required to exchange the
benefits of itslong-term corporate strategy for short-termgain. However, like other decisionsinthe
takeover context, the decisionsto “say no” must be adequately informed. The information to be
gathered and the processto be followed in reaching adecision to remain independent will vary with
the facts and circumstances, but in the final analysis the board should seek to develop reasonable
support for its decision.

A common ground for rejection isthat the proposal isinadequate. Moreover, the proposal
may not reflect the value of recent or anticipated corporate strategy. Another ground is that
continued independence is thought to maximize shareholder value. Each of these reasons seems
founded on information about the value of the corporation and pointsto the gathering of information
concerning value.

A decision based on the inadequacy of the proposal or the desirability of continuing a pre-
existing business strategy is subject to the business judgment rule, in the absence of the
contemporaneous adoption of defensive measures or another response that proposes an alternative
meansto realize shareholder value.148 Defensive measuresare subject to enhanced scrutiny, withits

145 634 A.2d 345.
146 571 A.2d 1140.

147 seealso Moran, 500 A.2d 1346, where (i) before considering arights plan as a preventative mechanismtoward off
future advance, the board received materiad on the potential takeover problem and the proposed plan,
(i) independent investment bankersand counsel attended the board meeting to advisethedirectors, and (iii) ten of
the board’ s sixteen memberswere outside directors; and MSB Bancorp, 1998 WL 409355, where during the period
in question, the board met weekly, considered the offers, consulted with itslegal and financial advisors, and then
made its conclusion asto which offer to pursue. For a summary of guidelines for counsd to develop a suitable
process for the board’ s deliberations, see Frankle, Counseling the Board of Directorsin Exploring Alter natives,
1101 PLI/Corp. 261 (1998).

148 \Whether the standards of review for a decision to remain independent are the same in the face of a cash bid that
potentially involves “Revlion duties’ or a stock transaction that does not is unsettled. Compare, e.g., Wachtell,
Lipton, Rosen & Katz, Takeover Lawand Practice, 1212 PL1/Corp. 801, 888, citing no authority: “1f the proposal
callsfor atransaction that does not involve achangein control within themeaning of QVC, it would appear that the
traditional business judgment rule would apply to the directors’ decision. If the acquisition proposal calls for a
transaction that would involve a change within the meaning of QVC, the enhanced-scrutiny Unocal test would
apply.” Such a conclusion would subject all director decisionsto a reasonableness standard merely because of
what transaction has been proposed. In theory, at least, a well-informed, fully independent board ought to be
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burden onthedirectorsto demonstrate reasonableness. Analternativetransaction can raise anissue
as to whether the action should be reviewed as essentially a defensive measure. Moreover, the
decision not to waive the operation of a poison pill or the protection of astate business combination
gtatute such asDGCL Section 203 can be viewed as defensive. 149 A merger agreement that requires
the merger to be submitted to shareholders, even if the board has withdrawn its recommendation of
the merger, as permitted by the 1998 amendment to DGCL Section 251(c), may also be analyzed as
defensive. In any case, and especially where it is likely that the suitor or a shareholder will turn
unfriendly, the authorized response should be based on a developed record that demonstrates its
reasonableness.

1 Judicial Respect for Independence.

Delaware cases have acknowledged that directors may reject an offer that is inadequate or
reach an informed decision to remain independent. Even in striking down a board’s decision in
Lynch Communication, 50 the Delaware Supreme Court acknowledged that:

The power to say no isasignificant power. It isthe duty of directorsserving on[an
independent] committee to approve only atransaction that isin the best interests of
the public shareholders, to say no to any transaction that is not fair to those
shareholders and is not the best transaction available. 151

In anumber of prominent cases, the Delaware courts have endorsed the board’ s decision to
remain independent:

a In Time, 152 the Delaware Supreme Court validated the actions of Time sboardinthe
face of an all-shares cash offer from Paramount. The board had concluded that the corporation’s
purchase of Warner “offered agreater long-term value for the stockholders and, unlike Paramount’s
offer, did not pose athreat to Time ssurvival and its* culture’.” 153 In approving these actions, the
court determined that the board, which “was adequately informed of the potential benefits of a
transaction with Paramount,” did not have to abandon itsplans for corporate development inorder to
providethe shareholders with the option to realize animmediate control premium.154 “Time' sboard
was under no obligation to negotiate with Paramount.” 195 According to the court, this conclusion

accorded more deference than this where it has not initiated a sale, even though the consideration for the sae
presents advantagesthat arereasonable. On the other hand, in practice, it may be difficult to avoid the defensive
responses to a proposal, which would involve a reasonableness review, where the bidder is persigtent.

149 Seeeg., Moore, 907 F. Supp. at 1556 (failure to redeem poison pill defensive).
150 638 A.2d 1110.

151 |4, at 1119 (citation omitted).

152 571 A.2d 1140.

153 |d. at 1149.

154 1. at 1154.
155 Id.
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was consistent with long-standing Delaware law: “We have repeatedly stated that the refusal to
entertain an offer may comport with avalid exercise of a board’ s business judgment.” 156

b. In Unitrin,157 the Delaware Supreme Court considered defensive actions taken by
Unitrin’s board in response to American General’s overtures. The board rejected the offer as
financially inadequate and presenting antitrust complications, but did not adopt defensive measures
to protect against a hostile bid until American General issued a press release announcing the
offer.158 Unitrin’ s board viewed the resulting increase in Unitrin’ s stock price as a suggestion that
speculative traders or arbitrageurs were buying up Unitrin stock and concluded that the
announcement constituted a “hostile act designed to coerce the sale of Unitrin at an inadequate
price.” 159 |n response, the board adopted a poison pill and an advance notice bylaw provision for
shareholder proposals.160 The directorsthen adopted arepurchase program for Unitrin’ s stock.161
The directors owned 23% of the stock and did not participate in the repurchase program.162 This
increased their percentage ownership and made approval of a business combination with a
shareholder without director participation moredifficult.163 The Delaware Court of Chancery ruled
that the poison pill was aproportionate defensive responseto American General’ soffer, but that the
repurchase plan exceeded what was necessary to protect shareholders from alow bid. The poison
pill was not directly at issue when the Delaware Supreme Court reviewed the case. The court
determined that the Court of Chancery used an incorrect legal standard and substituted its own
business judgment for that of the board.164 The court remanded to the Court of Chancery to
reconsider the repurchase plan and determine whether it, along with the other defensive measures,
waspreclusive or coercive and, if not, “within therange of reasonable defensive measuresavailable
to the Board.” 165

C. In Revion,166 the Delaware Supreme Court looked favorably on the board’ s initial
rejection of Pantry Pride’ soffer and itsadoption of arights plan in the face of ahogtiletakeover at a
priceit deemed inadequate.167 The court did not suggest that Revion’ s board had aduty to negotiate

156 |d. at 1152 (citing Macmillan, 552 A.2d at 1285 n.35; Van Gorkom, 448 A.2d at 881; and Pogostin v. Rice, 480
A.2d 619, 627 (Del. 1984).

157 651 A.2d 1361.

158 g, at 1370.
159 g,

160 |q.

161 |q. at 1370-71.
162 q. at 1370.
163 |q. at 1371-72.
164 |q. at 1389.
165 |q. at 1390.
166 506 A.2d 173,
167 |d. at 180-81.
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or shop the company before it “became apparent to all that the break-up of the company was
inevitable” and the board authorized negotiation of adeal, thusrecognizing that the company wasfor

d. In Desert Partners, 169 the court approved the USG board’ srefusal to redeemapoison
pill to hinder an inadequate hostile offer and noted that the board had no duty to negotiate where it
had neither put the company up for sale nor entertained abidding contest.170 “OnceaBoard decides
to maintain a company’ s independence, Delaware law does not require a board of directors to put
their company on the auction block or assist a potential acquiror to formulate an adequate takeover
bid.” 171

e In MSB Bancorp,172 the Delaware Chancery Court upheld the board’ s decision to
purchase branches of another bank in furtherance of its long-held business strategy rather than to
negotiate an unsolicited merger offer that would result in short-term gain to the shareholders.173 In
reaching itsconclusion, the court applied the business judgment rule because it determined thet there
was no defensive action taken by the board in merely voting not to negotiate the unsolicited merger
offer which did not fit within its established long-term business plan.174

2 Defensive Measures.

When aboard makes adecision to reject an offer considered inadequate, the board may adopt
defensive measuresin case the suitor becomes unfriendly. Such aresponse will be subjected to the
proportionality test of Unocal, that the responsive action taken isreasonable in relation to the threat
posed.17> This test was developed in Unitrin to make clear that defensive techniques that are
“coercive” or “preclusive’” will not be considered to satisfy the proportionality test:

An examination of the cases applying Unocal reveals a direct correlation between
findings of proportionality or disproportionality and the judicial determination of
whether a defensive response was draconian because it was either coercive or
preclusive in character. In Timefor example, [the Delaware Supreme Court]

concluded that the Time board’s defensive response was reasonable and
proportionate since it was not aimed at ‘cramming down’ on its shareholders a
management-sponsored alternative, i.e., was not coercive, and because it did not

168 |q. at 182.

169 686 F. Supp. 1289 (applying Delaware law).
170 q. at 1300.

171 q. at 1300.

172 1998 WL 409355.

173 |d. at *4.

174 |4, at*3.

175 see eg., Quickturn, 721 A.2d at 1290.
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preclude Paramount from making an offer for the combined Time-Warner Company,
i.e., was not preclusive.176

InMoran,177 the Delaware Supreme Court considered ashareholder rights plan adopted by
Household International not during atakeover contest, “but as a preventive mechanism to ward off
future advances.” 178 The court upheld the pre-planned poison pill but noted that the approval was
not absolute.1’9 When the board “is faced with a tender offer and a request to redeem the [rights
plan], they will not be able to arbitrarily reject the offer. They will be held to the same fiduciary
standards any other board of directors would be held to in deciding to adopt a defensive
mechanism.” 180

E. The Pursuit of a Sale.

The board which decides to pursue a sale of the corporation (involving a sale of control
within the meaning of QVC), whether on its own initiative or in response to a friendly suitor, has
undertaken “to seek the best value reasonably available to the stockholders.” 181 Asthe Delaware
Supreme Court gtated in Technicolor: “[I]n the review of a transaction involving a sale of a
company, the directors have the burden of establishing that the price offered wasthe highest value
reasonably available under the circumstances.” 182

1 Value to Stockholders.

In Revion, the Delaware Supreme Court imposed an affirmative duty on the board to seek the
highest value reasonably available to the shareholders when a sale became inevitable.183 The duty
established in Revion has been considered by the Delaware courts on numerous occasions, and was
restated in QVC According to the Delaware Supreme Court in - QV{the duty to seek the highest
value reasonably available is imposed on a board in the following situations:

Under Delaware law there are, generally speaking and without excluding other
possibilities, two circumstances which may implicate Revion duties. The first, and
clearer one, iswhen a corporation initiates an active bidding process seeking to sell
itself or to effect a business reorganization involving a clear break-up of the

176 Unitrin, 651 A.2d at 1387 (citations omitted).
177 500 A.2d 1346.

178 |q. at 1349.

179 |q. at 1354.

180 |d, see also Moore, 907 F. Supp. 1545; Desert Partners, 686 F. Supp. 1289; Unitrin, 651 A.2d 1361; Ivanhoe
Partners v. Newmont Mining Corp., 535 A.2d 1334 (Ddl. 1987); and Revion, 506 A.2d 173, where the court
considered favorably a board’ s defensive measures to protect its decision to remain independent.

181 Qvc, 637 A.2d at 48; see also Matador, 729 A.2d at 290.
182 Technicolor, 634 A.2d at 361.
183 gee Revion, 506 A.2d 173.
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company. However, Revion duties may also be triggered where, in response to a
bidder’s offer, a target abandons its long-term strategy and seeks an alternative
transaction involving the break-up of the company.184

[W]hen a corporation undertakes a transaction which will cause: (a) a change in
corporate control; or (b) abreak-up of the corporate entity, thedirectors obligationis
to seek the best value reasonably available to the stockholders. 185

2 Ascertaining Value.

When the Revion decision was first announced by the Delaware Supreme Court, many
practitioners read the decision to mandate an auction by a target company in order to satisfy the
board's fiduciary duties (the so-called “Revlon duties’).186 After interpreting Revion in Barkan,
Macmillan, Time, Technicolor, and QVC, however, the Delaware Supreme Court has clearly
indicated that an auction is not the only way to satisfy the board’ s fiduciary duties. Asthecourtin
Barkan stated:

Revlon does not demand that every change in the control of a Delaware corporation
be preceded by aheated bidding contest. Revlonis merely one of an unbroken line
of casesthat seek to prevent the conflicts of interest that arise in the field of mergers
and acquisitions by demanding that directorsact with scrupulous concernfor fairness

to shareholders.187

One court has noted that when the board is negotiating with asingle suitor and hasnoreliable
grounds upon which to judge the fairness of the offer, a canvas of the market is necessary to
determine if the board can elicit higher bids.188 However, the Delaware Supreme Court held in
Barkan that when the directors “possess a body of reliable evidence with which to evaluate the
fairness of atransaction, they may approve that transaction without conducting an active survey of
the market.” 189

The following cases indicate situations in which a board was not required to engage in an
active survey of the market. Mogst involve one-on one friendly negotiations without other bidders,
although in some the target had earlier discussions with other potential bidders.

184 qvc, 637 A.2d at 47 (citation omitted).
185 |q, at 48.

186 gee McBride, Revisiti ng Delaware Law and Mergersand Acquisitions. The Impact of QVC v. Paramount, 2 PLI
Course Handbook, 26th Ann. Ingt. on Sec. Reg. 86 (1994).

187 Barkan, 567 A.2d at 1286.
188 |n re Fort Howard Corp. Shareholders Litig., 1988 WL 83147 (Del. Ch. 1988).
189 Barkan, 567 A.2d at 1287.
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a In Barkan,190 the corporation had been put “in play” by the actions of an earlier
bidder.191 Instead of taking an earlier offer, the corporation instituted a management buyout (the
“MBQ”) through an employee stock ownership program.192 In holding that the board did not have
to engagein amarket survey to meet its burden of informed decision-making in good faith, the court
listed the following factors: (i) potential suitors had ten months to make some sort of offer (dueto
early announcements), (ii) the MBO offered unique tax advantages to the corporation that led the
board to believe that no outside offer would be as advantageous to the shareholders, (iii) the board
had the benefit of the advice of investment bankers, and (iv) the trouble the corporation had
financing the MBO, indicating that the corporation would be unattractive to potential suitors.193 In
holding that an active market check was not necessary, however, the court sounded anoteof caution:

The evidence that will support afinding of good faith in the absence of some sort of
market test is by nature circumstantial; therefore, its evaluation by a court must be
open-textured. However, the crucial element supporting a finding of good faith is
knowledge. It must be clear that the board had sufficient knowledge of relevant
markets to form the basis for its belief that it acted in the best interests of the
shareholders. The situationsin which a completely passive approach to acquiring

such knowledge is appropriate are limited.194

b. In In re Vitalink,195 Vitalink entered a merger agreement with Network Systems
Corporation.196 While Vitalink had also conducted earlier discussions with two other companies,
the court found that Vitalink had not discussed valuation with those two companies, and thusdid not
effectively canvasthe market.197 In holding that the Vitalink board nevertheless met its burden of
showing that it acted in an informed manner in good faith, the court looked at the following factors:
(i) no bidder came forward in the 45 days that passed between the public announcement of the
merger and its closing; (ii) the parties negotiated for a number of months; (iii) the board had the
benefit of afairness opinion from its investment banker; and (iv) the investment banker’ s fee was
structured to provide it an incentive to find a buyer who would pay a higher price.198

Asthe Delaware Supreme Court noted in Van Gorkom, failure to take appropriate action to
be adequately informed as to a transaction violates the board’s duty of due care. Without a firm

190 567 A.2d 1279 (Del. 1989).
191 |q. at 1287.

192 |9, at 1282-83.

193 |, at 1287-88.

194 |d. at 1288 (emphasis added).
195 1991 WL 238816.

196 |d. at *3-4.

197 1d. at*7.

198 |q. at*11-12.
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blueprint to build adequate information, however, the passive market check entails arisk of being
judged as “doing nothing” to check the market or assess value.199

3 Protecting the Merger.

During the course of acquisition negotiations, it may be neither practicable nor possible to
auction or actively shop the corporation. Moreover, even when there has been active bidding by two
or more suitors, it may be difficult to determine whether the bidding iscomplete. Inaddition, there
can remain the possibility that new bidders may emerge that have not been foreseen. In these
circumstances, it is generally wise for the board to make some provision for further biddersin the
merger agreement. Such a provision can also provide the board with additional support for its
decisionto sell to aparticular bidder if the agreement does not forestall competing bidders, permits
the fact gathering and discussion sufficient to make an informed decision and provides meaningful
flexibility to respond to them. Inthis sense, the agreement isan extension of, and has implications
for, the process of becoming adequately informed.

In considering a change of control transaction, a board should consider:

[W]hether the circumstances afford a disinterested and well motivated director a
basis reasonably to conclude that if the transactions contemplated by the merger
agreement close, they will represent the best available alternative for the corporation
and its shareholders. Thisinquiry involves consideration inter alia of the nature of
any provisionsin the merger agreement tending to impede other offers, the extent of
the board's information about market alternatives, the content of announcements
accompanying the execution of the merger agreement, the extent of the company’s
contractual freedom to supply necessary information to competing bidders, and the
time made available for better offers to emerge.200

Management will, however, have to balance the requirements of the buyer against these
interests in negotiating the merger agreement. The buyer will seek assurance of the benefit of its
bargain through the agreement, especially the agreed upon price, and the corporation may run the
risk of losing the transaction if it does not accede to the buyer’ s requirementsin thisregard. The
relevant cases provide the corporation and its directors with the ability, and the concomitant
obligation in certain circumstances, to resist.

The assurances a buyer seeks often take the form of a “no-shop” clause, a “lock-up”
agreement for stock or assets, or a break-up fee. In many cases, a court will consider the effect of
these provisionstogether. Whether or not the provisions are upheld may depend, in large measure,
onwhether acourt findsthat the board has adequate information about the market and aternativesto
the offer being considered. The classic examples of no-shops, lock-ups and break-up fees occur,
however, not in friendly situations, whereacourt islikely to find that such arrangementsprovidethe
benefit of keeping the suitor at the bargaining table, but rather in abidding war between two suitors,

199 see Barkan, 567 A.2d at 1287 (thereisno single method that a board must employ to become informed).
200 Roberts v. General Instrument Corp., 1990 WL 118356, at *8 (Del. Ch. 1990).
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wherethe court may find that such provisionsin favor of one suitor prematurely stop an auction and
thus do not allow the board to obtain the highest value reasonably attainable.

The fact that a buyer has provided consideration for the assurances requested in a merger
agreement does not end the analysis. In QVthe Delaware Supreme Court took the position that
provisions of agreements that would force a board to violate its fiduciary duty of care are
unenforceable. Asthe court stated:

Such provisions, whether or not they are presumptively valid in the abstract, may not
validly define or limit the directors' fiduciary duties under Delaware law or prevent
the. .. directorsfromcarrying out their fiduciary dutiesunder Delawarelaw. Tothe
extent such provisions are inconsistent with those duties, they are invalid and
unenforceable.201

Although thislanguage providesabasisfor directorsto resist unduly restrictiveprovisions, it may be
of littlecomfort to aboard that istrying to abide by negotiated restrictive provisions in an agreement
and their obligations under Delaware law, especially where the interplay of the two may not be
entirely clear.

a Ne Shops

The term “no-shop” is used generically to describe provisions that limit a corporation’s
ability to actively canvas the market or to respond to overtures from the market. No-shop clauses
can take different forms. A strict no-shop allows no solicitation and also prohibits a target from
facilitating other offers, all without exception. Such astrict no-shop clause would probably not be
upheld.202 A customary, and limited, no-shop clause contains some type of “fiduciary out,” which
allows a board to take certain actions to the extent necessary for the board to comply with its
fiduciary dutiesto shareholders.203 Board actions permitted can range from supplying confidential
information about the corporation to unsolicited suitors, to negotiating with unsolicited suitors and
terminating the existing merger agreement upon payment of a break-up fee, to actively soliciting
other offers.204 Each action istied to adetermination, by the board after advice of counsel, that it is
required in the exercise of the board's fiduciary duties. Such “fiduciary outs,” even when
restrictively drafted, will likely be interpreted by the courtsto permit the board to become informed
about an unsolicited competing bid. “[E]ven the decision not to negotiate ... must be an informed
one. A target canrefuseto negotiate[inatransaction not involving asale of control] but it should be
informed when making such refusal.” 205

201 Qvc, 637 A.2d at 48.
202 geeQVC, 637 A.2d at 48.

203 g, e.g., Matador, 729 A.2d at 288-89; and Allen, “Underganding Fiduciary Outs. The What and Why of an
Anomalous Concept,” 55 Bus. Law. 653 (2000).

204 eed.
205 phelps Dodge Corp. v. Cypress Amax Minerals Co., 19099 WL 1054255, (Del. Ch. 1999).
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See Ace Ltd. v. Capital Re Corp.206 for adiscussion of restrictive “no shop” provisions. In
Ace, which did not involveachange in control merger, the court interpreted a“no-talk” provisionof
a “no-shop” to permit the board to engage in continued discussions with a continuing bidder,
notwithstanding the signing of amerger agreement, when not to do so wastantamount to precluding
the stockholders from accepting a higher offer. The court wrote:

QVC does not say that directors have no fiduciary duties when they are not in
“Revlon-land.” ...Put somewhat differently, QVC doesnot say that aboard can, inall
circumstances, continue to support a merger agreement not involving a change of
control when: (1) the board negotiated a merger agreement that was tied to voting
agreements ensuring consummation if the board does not terminate the agreement;
(2) the board no longer believes that the merger is a good transaction for the
stockholders; and (3) the board believes that another available transaction is more
favorableto the stockholders. The fact that the board has no Revion duties does not
mean that it can contractually bind itself to set idly by and allow an unfavorable and
preclusive transaction to occur that its own actions have brought about. Thelogic of
QVC itself casts doubts on the validity of such a contract.207

Although determinations concerning fiduciary outs are usually made when a serious
competing suitor emerges, it may be difficult for aboard or its counsel to determine just how much
of the potentially permitted response is required by the board's fiduciary duties.208 As a
consequence, the board may find it advisable to state the “fiduciary out” in terms that do not only
addressfiduciary duties but also permit action when an offer reasonably believed to be“superior” is
made.

Asthe casesthat follow indicate, while in some more well-known situations no-shops have
been invalidated, the Delaware courts have on numerous occasions upheld different no-shop clauses
as not impeding aboard’ s ability to make aninformed decision that aparticular agreement provided
the highest value reasonably obtainable for the shareholders.

b. L ock-ups

Lock-ups can take the form of an option to buy additional shares of the corporation to be
acquired, which benefits the suitor if the price for the corporation increases after another bidder

206 747 A.2d. 95 (Del. Ch. 1999).
207 |d. at 107-108.

208 gee Johnston, Recent Amendments to the Merger Sections of the DGCL Will Eliminate Some - But Not All -
Fiduciary Out Negotiation and Drafting Issues, 1 BNA Mergers & Acquisitions L. Rep. 777 (1998):

[1Tn freedom-of-contract jurisdictionslike Delaware, thetarget board will be heldtoitsbargain (andthe
bidder will have the benefit of its bargain) only if the initial agreement to limit the target board's
discretion can withstand scrutiny under applicablefiduciary duty principles. Theexerciseof fiduciary
dutiesis scrutinized up front -- at the negotiation stage. If that exercise withstands scrutiny, fiduciary
dutieswill beirrdevant in determining what the target board’ s obligations are when a better offer, in
fact, emerges; at that point its obligations will be determined solely by the contract.

Id. at 779.
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emerges and discourages another bidder by making the corporation more expensive.209 Lock-ups
can also take the form of an option to acquire important assets (a company’s “crown jewels’) at a
price that may or may not be abargain for the suitor, which may so change the attractiveness of the
corporation as to discourage or preclude other suitors. “[L]ock-ups and related agreements are
permitted under Delaware law wheretheir adoption isuntainted by director interest or other breaches
of fiduciary duty.”210 The Delaware Supreme Court has tended to look askance at lock-up
provisions when such provisions, however, impede other bidders or do not result in enhanced bids.
Asthe Delaware Supreme Court stated in Revion,

Such [lock-up] options can entice other biddersto enter acontest for control of the
corporation, creating an auction for the company and maximizing shareholder
profit. . . . However, whilethoselock-upswhich draw biddersinto the battle benefit
shareholders, similar measures which end an active auction and foreclose further
bidding operate to the shareholders detriment.211

Asthe cases that follow indicate, the Delaware courts have used several different types of
analysesin reviewing lock-ups. In active bidding situations, the courts have examined whether the
lock-up resulted in an enhanced bid (in addition to the fact that the lock-up ended an active
auction).212 |n situations not involving an auction, the courts have examined whether the lock-up
impeded other potential suitors, and if an active or passive market check took place prior tothegrant
of the lock-up.213

C Break-Up Fees.
Break-up fees generally require the corporation to pay consideration to its merger partner

should the corporation be acquired by acompeting bidder that emerges after the merger agreement is
signed. Aswith no-shopsand lock-ups, break-up feesare not invalid unlessthey arepreclusiveor an

209 gych an option isissued by the corporation, generally to purchase newly issued shares for up to 19.9% of the
corporation’ s outstanding shares at the deal price. The amount is intended to give the bidder maximum benefit
without crossing limits established by the New Y ork Stock Exchange (see Rule 312.03, NY SE Listed Company
Manua) or NASD (see Rule 4310(c)(25)(H)(i), NASD Manual -- The Nasdag Stock Market) that require
shareholder approval for certain large stock issuances. Such an option should be distinguished from options
granted by significant shareholdersor othersin support of thedeal. Shareholdersmay generally grant such options
astheir sdf-interest requires. See Mendel v. Carroll, 651 A.2d 297, 306 (Del. Ch. 1994). However, an option
involving 15% of the outstanding shares makes applicable Section 203 of the DGCL that restricts certain
transactionswith sharehol derswho acquire such amount of shareswithout board approval. Any decision to exempt
such an option from the operation of Section 203 involves the board’ sfiduciary duties.

210 Revion, 506 A.2d at 176.
211 Revion, 506 A.2d at 183.
212 see Revion, 506 A.2d 173; Macmillan, 559 A.2d 1261.

213 geeMatador, 729 A.2d at 291; Rand, 1994 WL 89006; Roberts, 1990 WL 118356. For afurther discussion of the
andytical approaches taken by the Delaware courts, see Fraidin and Hanson, Toward Unlocking Lock-ups, 103
YaelL. J 1739, 1748-66 (1994).
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impediment to the bidding process.214 Asthe casesthat follow indicate, however, break-up feesare
not asdisliked by the Delaware courts, and such feesthat bear areasonablerelationtothevalue of a
transaction so as not to be preclusive have been upheld.215 In practice, counsel are generally
comfortable with break-up fees that range from 1% to 3% of the transaction value (including the
amount of any debt assumed in the deal). For this purpose, the value of any lock-up given by the
corporation to the bidder should be included.

4. Specific Cases Where No-Shops, Lock-ups, and Break-Up Fees Have Been
I nvalidated.

a In Revion,216 the court held that the no-shop along with a lock-up agreement and a
break-up fee effectively stopped an active bidding processand thuswasinvalid.217 The court noted
that the no-shop is* impermissible under the Unocal standards when aboard’ sprimary duty becomes
that of an auctioneer responsible for selling the company to the highest bidder.” 218 Revion had also
granted to Forstmann a “crown jewel” asset lock-up representing approximately 24% of the deal
value (and apparently the crown jewel was undervalued), and a break-up fee worth approximately
1.2% of the deal. The court invalidated the lock-up and the break-up fee, noting that Forstmann
“had already been drawn into the contest on apreferred basis, so the result of the lock-up was not to
foster bidding, but to destroy it.”219

b. In Macmillan,220 the directorsof the corporation granted one of the biddersalock-up
agreement for one of its “crown jewel” assets.221 Asin Revion, the court held that the lock-up had

214 Alternativel y, if partiesto a merger agreement expressly state that the termination fee will constitute liquidated
damages, Delaware courtswill eval uate the termination fee under the standard for analyzing liquidated damages.
For example, in Brazen, 695 A.2d 43, Bell Atlanticand NYNEX entered into amerger agreement whichincluded a
two-tiered termination fee of $550 million, which represented about 2% of Bell Atlantic’ smarket capitalization and
would serve as areasonable measurefor the opportunity cost and other | osses associ ated with thetermination of the
merger. 1d. at 45. Themerger agreement stated that the termination fee would “ constituteliquidated damages and
not apenalty.” 1d. at 46. Consequently, the court found “no compelling justification for treating the termination
feein thisagreement asanything but aliquidated damagesprovision, in light of the expressintent of the partiesto
haveit sotreated.” 1d. at 48. Rather than apply the businessjudgment rule, the court followed “thetwo-prong test
for analyzing the validity of the amount of liquidated damages: * Where the damages are uncertain and the amount
agreed upon isreasonable, such an agreement will not bedisturbed.”” 1d. at 48 (citation omitted). Ultimately, the
court upheld theliquidated damagesprovision. Id. at 50. Thecourt reasoned in part that the provision waswithin
the range of reasonabl eness “given the undisputed record showing the size of the transaction, the analysis of the
parties concerning lost opportunity costs, other expenses, and the arms-length negotiations.” 1d. at 49.

215 gee Goodwin, 1999 WL 64265, at * 23; Matador, 729 A.2d a 291 n.15 (discussing authorities).
216 Revion, 506 A.2d 173.

217 4. at 182.

218 4. at 184.

219 4. at 183.

220 Macmillan, 559 A.2d 1261.

221 |d. at 1286.
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the effect of ending the auction, and held that the lock-up wasinvalid. The court also noted that if
theintended effect isto end anauction, “at the very least the independent membersof the board must

attempt to negotiate alternative bids before granting such a significant concession.” 222

In this case, alock-up agreement was not necessary to draw any of the bidders into
the contest. Macmillan cannot seriously contend that they received afinal bid from
KKR that materially enhanced general stockholder interests. . . . When one
compareswhat KKR received for thelock-up, in contrast to itsinconsiderable offer,
the invalidity of the [lock-up] becomes patent.223

Thecourt wasparticularly critical of the “crown jewel” lock-up. “Evenif thelock-upispermissible,
when it involves ‘ crown jewel” assets careful board scrutiny attends the decision. . .. Thus, when
directors in a Revion bidding contest grant a crown jewel lock-up, serious questions are raised,
particularly where, as here, there is little or no improvement in the final bid.” 224

C. In QVC,22> which like Revion involved an active auction, the no-shop provision
provided that Paramount would not:

[S]olicit, encourage, discuss, negotiate, or endorse any competing transactionunless.
(a) athird party “makes an unsolicited written, bona fide proposal, which is not
subject to any material contingenciesrelating to financing”; and (b) the Paramount
board determinesthat discussions or negotiations with the third party are necessary
for the Paramount Board to comply with its fiduciary duties.226

The break-up fee arrangement provided that Viacom would receive $100 million (between 1% and
2% of the front-end consideration) if (i) Paramount terminated the merger agreement because of a
competing transaction, (ii) Paramount’s stockholders did not approve the merger, or
(iii) Paramount’s board recommended a competing transaction.22’ In examining the lock-up
agreement between Paramount and Viacom (for 19.9% of the stock of Paramount), the court
emphasized two provisions of the lock-up as being both “unusual and highly beneficial” to Viacom:
“(a) Viacom was permitted to pay for the shares with a senior subordinated note of questionable
marketability instead of cash, thereby avoiding the need to raise the $1.6 billion purchase price’ and
“(b) Viacom could elect to require Paramount to pay Viacom in cash a sum equal to the difference
between the purchase price and the market price of Paramount’ s stock.”228 The court held that the

222 4.

223 |9, at 1286.
224 |4
225 Qvc, 637 A.2d 34.

226 |q. at 39 (citations omitted).
227 1.

228 |q4.
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lock-up, no-shop and break-up fee were “impeding the realization of the best value reasonably
available to the Paramount shareholders.” 229

d. In Holly Farms,230 the board of Holly Farms entered into an agreement to sell the
corporationto ConAgrawhich included alock-up option on Holly Farms' prime poultry operations
and a$15 million break-up fee plus expense reimbursement.231 Tyson Foodswas at the same time
also negotiating to purchase Holly Farms. Ininvalidating the lock-up and the break-up fee, thecourt
noted that “[w]hile the granting of a lock up may be rational where it is reasonably necessary to
encourage a prospective bidder to submit an offer, lock-ups ‘which end an active auction and
foreclose further bidding operate to the shareholders detriment’ are extremely suspect.”232 The
court further stated that “the lock up was nothing but a‘show stopper’ that effectively precluded the
opening act.”233 Thecourt also invalidated the break-up fee, holding that it appeared likely “to have
been part of the effort to preclude a genuine auction.” 234

) Specific Cases Where No-Shops, Lock-ups and Break-Up Fees Have Been
Upheld.

a In Goodwin, 235 the plaintiff shareholder argued that the board of Live Entertainment
violated its fiduciary duties by entering into amerger agreement with Pioneer Electronics.236 The
merger agreement contained a 3.125% break-up fee.237 Whilethe plaintiff did not seek to enjointhe
transaction on the basis of the fee and did not attack any other aspect of the merger agreement as
being unreasonable, the court noted “this type of fee is commonplace and within the range of
reasonableness approved by this court in similar contexts.”238 Ultimately, the Chancery Court
upheld the merger agreement.

b. In Matador,239 Business Records Corporation entered into amerger agreement with
Affiliated Computer Services which contained four “defensive’ provisions, including a no-shop
provision with a fiduciary out and termination fee.240 Three BRC shareholders also entered into

229 |4, at 50.
230 Inre Holly Farms Corp. ShareholdersLitig., 564 A. 2d 342 (Del. Ch. 1989).
231 |d, at*2.

232 |, at *6 (citations omitted).
233 |q4.

234 4,

235 Goodwin, 1999 WL 64265.
236 |d. at *21.

237 |d. at *23.

238 |q.

239 Matador, 729 A.2d 280,
240 |, at 280.
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lock-up agreements with ACS to tender their sharesto ACS within five days of the tender offer of
ACS.241 The Chancery Court upheld these provisions reasoning that “these measures do not
foreclose other offers, but operate merely to afford some protection to prevent disruption of the
Agreement by proposals fromthird partiesthat are neither bona fide nor likely to result in ahigher
transaction.” 242 The court also noted that because the termination feeis not “invoked by the board's
receipt of another offer, nor isit invoked solely becausethe board decidesto provide information, or
even negotiates with another bidder,” it can hardly be said that it prevents the corporation from
negotiating with other bidders.243

C. In Rand,244 Western had been considering opportunities for fundamental changesin
its business structure since late 1985.245 1n the spring of 1986, Western had discussions with both
American and Delta, as well as other airlines.246 When Western entered into a merger agreement
with Delta in September 1986, the agreement contained a no-shop clause providing that Western
could not “initiate contact with, solicit, encourage or participate in any way in discussions or
negotiations with, or provide an information or assistance to, or provide any information or
assistance to, any third party . . . concerning any acquisition of . . . [Western].”247 Western also
granted Deltaalock-up agreement for approximately 30% of Western’sstock. The court stated that
the market had been canvassed by the time the merger agreement was signed, and that by having a
lock-up and a no-shop clause Western “gained a substantial benefit for its stockholders by keeping
the only party expressing any interest at the table while achieving its own assurances that the
transaction would be consummated.” 248

d. In Vitalink,249 the court held that the break-up fee, which represented approximately
1.9% of the transaction, did not prevent a canvass of the market.2>0 The merger agreement in
Vitalink also contained a no-shop which prohibited the target from soliciting offers, and a lock-up
for NSC to purchase 19.9% of the shares of Vitalink.251 In upholding the no-shop clause, the court
noted that the no-shop clause “was subject to afiduciary out clause whereby the Board could shop
the company so as to comply with, among other things, their Revion duties (i.e., duty to get the

241 4.

242 4. at 291.

243 |d. at 291 n.15.

244 Rand, 1994 WL 89006.

245 |d. at*1.

246 |4,

247 |d. at*2.

248 |d. at*7.

249 |n re Vitalink, 1991 WL 238816.
250 |, at*7.

251 |d.at*3.

40
3219088v2



highest price reasonably attainable for shareholders).”252 The court also held that the lock-up at
issue did not congtitute a “real impediment to an offer by athird party.” 23

e In Roberts, 254 General | nstrument entered into amerger agreement with asubsidiary
of Forstmann Little & C0.2%°> The merger agreement contained a no-shop clause providing that the
corporation would not “solicit alternative buyers and that its directors and officers will not
participate in discussions with or provide any information to alternative buyers except to the extent
required by the exercise of fiduciary duties.”256 General Instrument could terminate the merger
agreement if it determined that athird party’ s offer was more advantageousto the shareholdersthan
Forstmann’s offer.2>7 Forstmann also agreed to keep the tender offer open for 30 business days,
longer than required by law, to alow time for alternative bidders to make proposals. General
Instrument was contacted by two other potential acquirors, and provided them with confidential
information pursuant to confidentiality agreements.258 Neither made offers. The court held that the
ne shop did not impede any offers, noting that the merger agreement contained a sufficient fiduciary
out.2>® The transaction in Roberts also included a $33 million bresk-up fee in the event that the
General Instrument board chose an unsolicited bid over that of the bidder in the exercise of the
board’s fiduciary duties.260 The court held that the break-up fee was “limited”, approximately 2%
of the value of the deal, and would not prevent the board from concluding that it had effected the
best available transaction.261

f. In Fort Howard,262 the board decided to enter into a merger agreement with a
subsidiary of the Morgan Stanley Group. The agreement contained a no-shop clause that allowed
Fort Howard to respond to unsolicited bids and provide potential bidders with information. Fort
Howard received inquiries from eight potential bidders, all of whom were provided with
information.263 None of the eight made a bid.264 The agreement also contained a break-up fee of

252 |4, at*7.
253 Id.
254 Roberts, 1990 WL 118356.

255 |9, at *6.
256 |q,

257 |4.
258 |q4.

259 |d. at *9.

260 |q. at *6.

261 |q. at *9.

262 |n re Fort Howard, 1988 WL 83147.
263 |d. at*8.

264 |d. at *8-9.
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approximately 1% of the consideration. The court believed that Fort Howard conducted an active
market check, noting that the:

[A]lternative “market check” that was achieved was not so hobbled by lock-ups,
termination fees or topping fees, so constrained in time or so administered (with
respect to access to pertinent information or manner of announcing “window
shopping” rights) asto permit theinference that this alternative was a sham designed
from the outset to be ineffective or minimally effective.265

The court noted that it was*“particularly impressed with the [window shopping] announcement inthe
financial press and with the rapid and full-hearted response to the eight inquiries received.” 266

F. Dealing with a Competing Acquiror.

Eveninthefriendly acquisition, aboard’ s obligations do not cease with the execution of the
merger agreement.267 |f a competing acquiror emerges with a serious proposal offering greater
value to shareholders (usually a higher price), the board should give it due consideration.268
Generally the same principles that guided consideration of an initial proposal (being adequately
informed and undertaking an active and orderly deliberation) will also guide consideration of the
competing proposal 269

1 Flexibility in the Merger Agreement.

A board should seek to maximize its flexibility in responding to a competing bidder in the
ne shop provision of the merger agreement. It will generally be advisable for the agreement to
contain provisions permitting the corporation not only to provide information to a bidder with a
superior proposal, but also to negotiate with the bidder, enter into a definitive agreement with the
bidder and terminate the existing merger agreement upon the payment of a break-up fee. Without
the ability to terminate the agreement, the board may find, at least under the language of the
agreement, that its response will be more limited.270 In such circumstances, there may be some
doubt astoitsability to negotiate with the bidder or otherwise pursuethe bid. Thismay inturnforce
the competing bidder to take its bid directly to the shareholders through a tender offer, with a
concomitant loss of board control over the process.

265 |d. at *13.
266 Id.

267 gee eg., Emerson Radio Corp. v. Int’| Jensen Inc., 1996 WL 48306 (Del. Ch. 1996) (bidding and negotiations
continued more than six months after merger agreement signed).

268 gee Phelps Dodge, 1999 WL 1054255 and Ace, 747 A.2d a 107-108.
269 gee Macmillan, 559 A.2d at 1282 n.29.

270 gee Van Gorkom, 488 A.2d at 888 (“Clearly the . . . Board was not ‘free’ to withdraw from its agreement . . . by
simply relying on its self-induced failure to have [negotiated a suitable] original agreement. . ..”) But see also
QVC, 637 A.2d at 51 (aboard cannot “contract away” itsfiduciary duties) and Ace, 747 A.2d at 107-108.
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Bidders may seek to reduce the board’s flexibility by negotiating for an obligation in the
merger agreement to submit the merger agreement to stockholders even through the board
subsequently withdraws its recommendation to the stockholders. Such an obligation is now
permitted by DGCL Section 251(c). The decision to undertake such submission, however,
implicatesthe board’ sfiduciary duties. Because of the possibility of future competing bidders, this
may be a difficult decision.271

2 Level Playing Field.

If a bidding contest ensues, a board cannot treat bidders differently unless such treatment
enhances shareholder interests. As the court in Barkan stated, “[w]hen multiple bidders are
competing for control, this concern for fairness [to shareholders] forbids directors from using
defensive mechanisms to thwart an auction or to favor one bidder over another.”272 [n Macmillan,
however, the court stated that the purpose of enhancing shareholder interests “does not preclude
differing treatment of bidders when necessary to advance those interests. Variables may occur
which necessitate such treatment.”273 The Macmillan court cited a coercive two-tiered bust-up
tender offer as one example of a situation that could justify disparate treatment of bidders.274

In all-cash transactions disparate treatment will not likely be permitted. In the context of
keeping bidders on alevel playing field, the court in Revlon stated that:

Favoritism for a white knight to the total exclusion of a hostile bidder might be
justifiable when the latter’s offer adversely affects shareholder interests, but when
bidders make relatively similar offers, or dissolution of the company becomes
inevitable, the directors cannot fulfill their enhanced Unocal duties by playing
favorites with the contending factions.27>

The court in QVCestated this co ncept and applied the Unocal test in stating that in the event a
corporation treats bidders differently, “the trial court must first examine whether the directors
properly perceived that shareholder interestswere enhanced. Inany event theboard’ saction must be
reasonable in relation to the advantage sought to be achieved, or conversely, to the threat which a
particular bid allegedly poses to stockholder interests.”276

271 gee John F. Johnston, Recent Amendmentsto the Merger Sectionsof the DGCL Will Eliminate Some- But Not All -
Fiduciary Out Negotiation and Drafting Issues, 1 BNA Mergers & Acquisitions L. Rep. 777 (1998).

272 Barkan, 567 A.2d at 1286-87; see also QVC, 637 A.2d at 45.
273 Macmillan, 559 A.2d at 1286-87.

274 |d. at 1287 n.38.

275 Revion, 506 A.2d at 184.

276 Qvc, 637 A.2d at 45 (quoting Macmillan, 559 A.2d at 1288).
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3 Best Value.

In seeking to obtainthe * best value” reasonably available, the Delaware Supreme Court has
stated that the “best value” does not necessarily mean the highest price.

In Citron,277 Fairchild wasthe subject of abidding contest between two competing bidders,
Schlumberger and Gould.278 The Fairchild board had an all cash offer of $66 per share from
Schlumberger, and atwo-tier offer of $70 per share from Gould, with the terms of the valuation of
the back-end of Gould' s offer left undefined.279 The board was also informed by its expertsthat a
transaction with Schlumberger raised substantially less antitrust concern than a transaction with
Gould. The board accepted Schlumberger’ s offer. In upholding the agreement between Fairchild
and Schlumberger, the court stated that Gould's failure to present a firm unconditional offer
precluded an auction.280 The court also stated that Fairchild had a duty to consider “a host of
factors,” including “the nature and timing of the offer,” and “itslegality, feasibility and effect onthe
corporation and its stockholders,” in deciding whether to accept or reject Gould's claim.281
Nevertheless, the Citron court specifically found that Fairchild “studiously endeavored to avoid
‘playing favorites” between the two bidders.282

A decision not to pursue a higher price, however, necessarily involves uncertainty, the
resolution of which dependson acourt’ sview of the factsand circumstances specifictothecase. In
In re Lukens Inc. Shareholders Litig.,283 the court sustained a board decision to sell to one bidder,
notwithstanding the known possibility that a “carve up” of the business between the two bidders
involved incremental stockholder value. The court placed great weight on the approval of the
transaction by the stockholders after disclosure of the carve-up possibility.284

In the final analysis, in many cases, the board may not know that it has obtained the best
value reasonably available until after the merger agreement is signed and competing bids are no
longer proposed. In several cases, the Delaware courts have found as evidence that the directors
obtained the best value reasonably available the fact that no other bidders came forward with a
competing offer once the transaction was public knowledge.28>

277 569 A.2d 53.

278 |d. at 54.

279 Id.

280 |4, at 68-69.

281 (. at 68.

282 |4,

283 757 A.2d 720 (Dd. Ch. 1999).
284 | ykens, 757 A.2d at 738.

285 geg, e.g., Barkan 567 A.2d at 1287 (“when it iswidely known that some change of control isin the offing and no
rival bids are forthcoming over an extended period of time, that fact is supportive of the board's decision to
proceed”); Goodwin, 1999 WL 64265, at * 23 (“ Given that no draconian defenseswerein place and that themerger
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V. Dealing With Existing Defenses.
A. Certain Defenses.

Shareholder rights plans and state anti-takeover laws developed in response to abusive
takeover tactics and inadeguate bids and have become acentral feature of most major corporations
takeover preparedness. For example, over 2,300 companies have adopted rights plans.

Rights plansand state anti-takeover lawsdo not interfere with negotiated transactions, nor do
they preclude unsolicited takeovers. They are intended to cause bidders to deal with the target’s
board of directors and ultimately extract a higher acquisition premium than would otherwise have
been the case. If abidder takes action that triggers the rights or the anti-takeover laws, however,
dramatic changes in the rights of the bidder can result.

In anegotiated transaction the board can let down the defensive screen afforded by arights
plan or state anti-takeover law to allow thetransaction to proceed. Doing so, however, requiressirict
compliance withtheterms of therights plan and applicable statutes, aswell as compliance withthe
directorsfiduciary duties of care and loyalty.

B. Rights Plans.

The Basic Design. The key features of a rights plan are the “flip-in” and “flip-over”
provisions of the rights, the effect of which, in specified circumstances, isto impose unacceptable
levels of dilution on the acquiror. The risk of dilution, combined with the authority of a board of
directorsto redeemtherightsprior to atriggering event (generally an acquisition of 15% or 20% of
the corporation’ s stock), gives apotential acquiror apowerful incentive to negotiate with the board
of directorsrather than proceeding unilaterally.

Basic Case Law Regarding RightsPlans. Thereisnow no doubt asto thelegality of poison-
pill rights plans. See Leonard Loventhal Account v. Hilton Hotel Corp.,286 in which the Chancery
Court, citing Moran,287 wrote:

The Delaware courts first examined and upheld the right of a board of directorsto
adopt apoison pill rightsplan fifteen yearsago in Moran v. Househol d | nternational,
Inc. Sincethat decision, others have followed which affirmed the validity of aboard
of directors decision to adopt apoison pill rightsplan. Today, rights plans have not
only become commonplace in Delaware, but thereis not asingle state that does not
permit their adoption.

Federal courts applying Texas law have upheld the concept of rights plans.288

was consummated three months after its public announcement, the fact that no bidders came forward isimportant
evidence supporting thereasonabl eness of the Board' sdecision.”); Matador, 729 A.2d at 293 (failure of any other
bidder to may a bid within one month after the transaction was announced “is evidence that the directors, in fact,
obtained the highest and best transaction reasonably available’).

286 C.A. No. 17803, 2000 WL 1528909 (Del. Ch. Oct. 10, 2000).
287 500 A.2d at 1346.
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The litigation concerning rights plans now focuses on whether or not a board of directors
should be required to redeem the rights in response to a particular bid. In this respect, courts
applying Delaware law have upheld, or refused to enjoin, determinations by boards of directors not
to redeem rights in response to two-tier offers?89 or inadequate 100% cash offers?®0 aswell asto
protect an auction or permit atarget to explore alternatives.291 On the other hand, some decisions
have held that the rights may not interfere with shareholder choice at the conclusion of an auction292
or at the “end stage” of atarget’s attempt to develop aternatives.293 Both Pillsbury and Interco
involved circumstancesin which the board of directors, rather than “just saying no,” had pursued a
restructuring that was comparable to the pending all-cash tender offer.294

Many rights plans adopted shortly after creation of these protective measuresin 1984 were
scheduled to expire and have generally beenrenewed. Renewal of arights plan involves essentially
the same issues as the initial adoption of a plan.

“Dead Hand” Pills. Intheface of a“Just Say No” defense, the takeover tactic of choice has
become acombined tender offer and solicitation of proxies or consentsto replace target’ sboard with
directorscommitted to redeeming the poison pill to permit thetender offer to proceed. Under DGCL
Section 228, araider can act by written consent of a majority of the shareholders without ameeting
of stockholders, unlesssuch action is prohibited in the certificate of incorporation (under TBCA art.
9.10A, unanimous consent isrequired for shareholder action by written consent unlessthearticlesof
incorporation otherwise provide). Under DGCL araider can call aspecial meeting between annual
meetingsonly if permitted under the target’ s bylaws, whereasunder TBCA art. 2.24C any holder of
at least 10% of the outstanding shares can call aspecial meeting unlessthe articles of incorporation
specify a higher percentage (not to exceed 50%). If the target has a staggered board, araider can
generally only replace a majority of the target’s board by waging a proxy fight at two consecutive
annual mestings.

288 seeGearhart Industriesv. Smith International, 741 F.2d 707 (5th Cir. 1984); and A. Copeland Enterprises, Inc. v.
Guste, 706 F. Supp. 1283 (W.D. Tex. 1989).

289 Desert Partners, L.P. v. USG Corp.,686 F. Supp. 1289 (N.D. 1. 1988).

290 BNSInc. v. Koppers Co., 683 F. Supp. 458, 474-75 (D. Del. 1988); Moore Corp. v. Wallace Computer Services,
Inc., 907 F. Supp. 1545 (D. Del. 1995).

291 CRTF Corp. v. Federated Dept. Stores, Inc., 683 F. Supp. 422, 438-42 (SD.N.Y. 1988) (refusing to enjoin
discriminatory application of poison pill during auction); MAI Basic Four, Inc. v. Prime Computer, Inc., [1988-89
Transfer Binder] Fed. Sec. L. Rep. (CCH) 194,179 (Ddl. Ch. 1988); Inre Holly Farms Corp. ShareholdersLitig.,
[1988-89 Transfer Binder] Fed. Sec. L. Rep. 194,181 (Dd. Ch. 1988).

292 Mills Acquisition Co. v. Macmillan, Inc., [1988-89 Transfer Binder] Fed. Sec. L. Rep. (CCH) 194,071 (Del. Ch.
1988), rev’ d on other grounds, 559 A.2d 1261 (Del. 1989).

293 City Capital AssociatesLtd. Partnershipv. Interco, Inc., 551 A.2d 787, 798-800 (Del. Ch.), appeal dismissed, 556
A.2d 1070 (Ddl. 1988); Grand Metropolitan Public, Ltd. v. Pillsbury Co., 558 A.2d 1049 (Ddl. Ch. 1988).

294 gee TW Servicesv. SWT Acquisition Corp., C.A. No. 10427, 1989 Del. Ch. LEXIS 19, at 24-25 (Mar. 2, 1989);
Paramount Communicationsinc. v. Timelnc., [1989 Transfer Binder] Fed. Sec. L. Rep. (CCH) 194,514, at 93,283
(Dd. Ch.) (in Pillsbury and Interco, management sought to “‘cram down’ atransaction that was the functional
equivalent of the very leveraged ‘bust up’ transaction that management was claiming presented a threat to the
corporation”), aff'd, 571 A.2d 1140 (Ddl. 1989).
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A target cannot rely on an ordinary poison pill to give much protection in the face of a
combined tender offer/proxy fight. The predicament faced by such targets has spawned variants of
the so-called “continuing director” or “dead hand” pill.

“Pure” dead hand pills permit only directors who were in place prior to a proxy fight or
consent solicitation (or new directors recommended or approved by them) to redeemtherightsplan.
Once these “continuing directors’ are removed, no other director can redeem the pill.

Modified dead hand provisions come in avariety of forms. So called “nonredemption” or
“no hand” provisions typically provide that no director can redeem the rights plan once the
continuing directorsno longer constitute amajority of the board. Thislimitation onredemption may
last for alimited period or for theremaining life of the pill. Therightsplan at issuein the Quickturn
case discussed below included such a provision.

Another variant is the “limited duration,” or “delayed redemption,” dead hand pill. This
feature can be attached to either the pure dead hand or no hand rights plan. Asthe name indicates,
these pills limit adead hand or no hand restriction’ s effectiveness to a set period of time, typically
starting after the continuing directorsno longer constitute amajority of the board. Theserightsplans
delay, but do not preclude, redemption by a newly elected board.

The validity of dead hand provisions depends in large part upon the state law that applies.
Delaware recently has made clear that dead hand provisions — even of limited duration — are
invalid.295

The Delaware Supreme Court held that the dead hand feature of the rights plan ran afoul of
DGCL Section 141(a), which empowersthe board of directorsto manage the corporation. Relying
on therequirement in Section 141(a) that any limitation on the board’ s power must be stated in the
certificate of incorporation, the court found that dead hand provision would prevent anewly elected
board “from completely discharging its fundamental management duties to the corporation and its
stockholdersfor six months” by restricting the board’ s power to negotiate a sale of the corporation.
The reasoning behind the Quickturn holding leaveslittle room for dead hand provisions of any type
in Delaware.2%

Not all states have come down against dead hand rights plans.297 The rights plan upheld in
Copeland, supra, involved dead hand features, although the opinion did not focus on the validity of
the dead hand feature.

295 See Quickturn Design Systems, Inc. v. Shapiro, 721 A.2d 1281 (Ddl. Supr. 1998), which involved a“no hand” pill
provision of limited duration that the target’ s board had adopted in the face of a combined proxy fight and tender
offer by raider. Thepill provision barred anewly el ected board from redeeming therightsplan for six monthsafter
taking officeif the purpose or effect would beto facilitate atransaction with a party that supported thenew board's
election.

296 see also Carmody v. Toll Brothers, Inc., C.A. No. 15983, 1998 Del. Ch. LEXIS 131 (July 24, 1998).

297 geelnvacare Cor poration v. Healthdyne Technol ogies, Inc., 968 F. Supp. 1578 (N.D. Ga. 1997) (court rejected the
offeror’ s contention that adead hand pill impermissibly restrictsthe power of future boards of directors—induding
aboard el ected as part of atakeover bid —to redeem arights plan, relying upon the “plain language’ of a Georgia
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C. Business Combination Statutes.

Both Delaware and Texas provide protections to shareholders of public companies against
interested shareholder transactions that occur after a shareholder has acquired a 15% to 20%
ownership interest. The Delaware limitationsare found in Section 203 of the DGCL and the Texas
limitations are found in Part Thirteen of the TBCA.

Section 203 of the DGCL. Section 203 of the DGCL imposes restrictions on transactions
between public corporations and certain stockholders defined as “interested stockholders’ unless
specific conditions have been met. In general, Section 203 providesthat apublicly held Delaware
corporation may not engage in a business combination with any interested stockholder for a period
of three years following the date the stockholder first became an interested stockholder unless
(i) prior to that date the board of directorsof the corporation approved the business combination or
thetransaction that resulted in the stockholder becoming an interested stockholder, (ii) theinterested
stockholder became an interested stockholder asaresult of acquiring at least 85% of the voting stock
of the corporation, excluding shares held by directors and officers and employee benefit plansin
which participants do not have the right to determine confidentially whether their shares will be
tendered in atender or exchange offer, or (iii) the transaction is approved by stockholders by an
affirmative vote of at least two-thirds of the outstanding shares excluding the shares held by the
interested stockholder. In the context of a corporation with more than one class of voting stock
where one class has more votes per share than another class, there is an “interesting interpretative
challenge” whether “85% of the voting stock” refers to the number of shares or the number of
votes.298

Aninterested stockholder isgenerally defined under DGCL Section 203(c)(3) asany person
that directly or indirectly ownsor controls or has beneficial ownership or control of at least 15% of
the outstanding shares of the corporation. A business combination is defined under DGCL
Section 203 toinclude (i) mergers, (ii) consolidations, (iii) direct or indirect sales, leases, exchanges,
mortgages, transfers and other dispositions of assets to the interested stockholder having an
aggregate market value greater than 10% of the total aggregate market value of the assets of the
corporation, (iv) various issuances of stock and securitiesto the interested sockholder that are not
issued to other stockholders on a similar basis and (v) various other transactions in which the
interested stockholder receives a benefit, directly or indirectly, from the corporation that is not
proportionally received by other sockholders.

Theprovisionsof DGCL Section 203 apply only to public corporations(i.e., corporationsthe
stock of which is listed on a national securities exchange, authorized for quotation on interdealer
guotation system of aregistered national securities association or held of record by more than 2,000
stockholders).299 The provisionsof Section 203 also will not apply to certain stockholderswho held
their shares prior to the adoption of Section 203 or to stockholders whose acquisition of sharesis

statute that expressly grantsa corporation’ sboard the“ sole discretion” to determinetheterms contained in arights
plan); AMP Incorporated v. AlliedSgnal Inc., C.A. Nos. 98-4405, 98-4058, and 98-4109, 1998 U.S. Dist. LEXIS
15617 (E.D. Penn. 1998).

298 |n Re: Digex, Inc. Shareholders Litigation, C.A. No. 18336, 2000 WL 1847679 (Del Ch. Dec. 13, 2000).
299 pDGCL Section 203(h).
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approved by the corporation prior to the stockholder becoming an interested stockholder. In
addition, Section 203 will not apply if the certificate of incorporation of the corporation or the
bylaws approved by stockholders provides that the statute will not apply; provided that if the
corporation is subject to Section 203 at the time of adoption of an amendment eliminating the
application of Section 203, the amendment will not become effective for 12 months after adoption
and the section will continue to apply to any person who was an interested stockholder prior to the
adoption of the amendment.

A voteto so waive the protection of Section 203 is sometimes referred to asa“ Section 203
waiver” and requires that the directors act consistently with their fiduciary duties of care and
loyalty.300

Part Thirteen of the TBCA. Part Thirteen of the TBCA, like Section 203 of the DGCL,
imposes a special voting requirement for the approval of certain business combinations and related
party transactions between public corporations and affiliated shareholders unlessthe transaction or
the acquisition of shares by the affiliated shareholder is approved by the board of directorsprior to
the affiliated shareholder becoming an affiliated shareholder.301

Ingeneral, Part Thirteen prohibits certain mergers, salesof assets, reclassificationsand other
transactions (defined as business combinations) between shareholders beneficially owning 20% or
more of the outstanding stock of a Texas public corporation (such shareholders being defined as
affiliated shareholders) for a period of three years following the shareholder acquiring shares
representing 20% or more of the corporation’ s voting power unless two-thirds of the unaffiliated
shareholders approve the transaction at a meeting held no earlier than six months after the
shareholder acquiresthat ownership. The provisionsrequiring the special voteof shareholderswill
not apply to any transaction with an affiliated shareholder if thetransaction or the purchase of shares
by the affiliated shareholder is approved by the board of directors before the affiliated shareholder
acquires beneficial ownership of 20% of the shares or if the affiliated shareholder was an affiliated
shareholder prior to December 31, 1996, and continued as such through the date of the transaction.
Part Thirteen does not contain the Delaware 85% unaffiliated share tender offer exception, which
was considered by the drafters to be a major loophole in the Delaware statute, and attempts to
attempts to clarify various uncertainties and ambiguities contained in the Delaware statute.

Part Thirteen applies only to an “issuing public corporation”, which is defined to be a
corporation organized under the laws of Texasthat has. (i) 100 or more shareholders, (ii) any class
or seriesof itsvoting shares registered under the Securities Exchange Act of 1934, as amended, or
similar or successor statute, or (iii) any classor series of its voting shares qualified for trading in a
national market system.302 For the purposes of this definition, a shareholder is a shareholder of
record as shown by the share transfer records of the corporation.303 Part Thirteen also containsan

300 see Digex, 2000 WL 1847679.
301 See TBCA arts. 13.01-13.08.

302 |d. at art. 13.02A(b).
303 |q4.
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opt-out provision that allowsacorporation to elect out of the statute by adopting aby-law or charter
amendment prior to December 31, 1997.

V1.  Director Responsbilitiesand Liabilities.

A. Limitation of Director Liability — Article 1302-7.06 of the TM CL and Section
102(b)(7) of the DGCL.

In response to the director and officer liability insurance crisis of the 1980s and a concern
about the ability of corporationsto attract and retain qualified personswilling to serve asdirectorsin
light of the holding of Van Gorkum (holding outside directors liable for a hasty and imprudent
business decision),304 both Texas and Delaware adopted statutes expressly authorizing corporations
to limit the liability of their directorsfor certain matters. The limitations permitted by the Texasand
Delaware statutesare based on long-standing fiduciary and contract principlesthat permit partiesto
establish by contract the duties of a fiduciary subject to public policy limitations.

The Texas limitation on director liability is set forth in article 1302-7.06 of the Texas
Miscellaneous Corporation Laws (the“TMCL”).305 A Texas corporation may includeaprovisionin
itsarticles of incorporation that eliminates or limits the liability of adirector to his corporation and
the corporation’s shareholders for monetary damages for any act or omission in the director’s
capacity as a director except where the director is found liable under one of the following four
circumstances. Those circumstances are where the director is found to be liable for (i) abreach of
the director’s duty of loyalty, (ii) an act or omission not in good faith that constitutes a breach of
duty of the director or an act or omission that involvesintentional misconduct or aknowing violation
of law, (iii) atransaction fromwhich the director received an improper personal benefit, and (iv) an
act or omission for which liability of a director is expressly provided by an applicable statute.306
Article 1302-7.06, through itsdescription of exceptions, is essentially acodification of the standard
of liability of directorsarticulated in Gearhart.307 |t assures corporationsthat include thisprovision
in their articles of incorporation that the Gearhart standards of liability (fraud, ultra vires, and
breach of duty of loyalty) will be the applicable standard for their directors even if the standard of
liability for adirector under the businessjudgment rulein Texasis ultimately determined to begross
negligence as envisioned by Resolution Trust Corp. v. Norris3%8 and FDIC v. Brown,309

Section 102(b)(7) of the DGCL similarly provides a means for a corporation to limit the
liability of a director through a provision contained in the corporation’s certificate of
incorporation.310 Likethe Texas statute, DGCL § 102(b)(7) permitsthe elimination or limitation of

304 See supra note [7] and accompanying text.

305 Tex. Rev. Civ. Stat. Ann. art. 1302-7.06 (Vernon 1980 & Supp. 1999-2000).
306 |d. art. 1302-7.06(B).

307 Gearhart Indus, Inc. v. Smith Int’l, Inc., 741 F.2d 707, 719-22 (5" Cir. 1984).
308 830 F. Supp. 351, 357-58 (S.D. Tex. 1993).

309 812 F. Supp. 722, 725-26 (S.D. Tex. 1992).

310 pGCL § 102(b)(7).
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liability of adirector for breaches of fiduciary duty except under enumerated circumstances. (i) a
breach of a duty of loyalty, (ii) an act or omission not in good faith or involving “intentional
misconduct or aknowing violation of law,” (iii) certain unlawful distributions, and (iv) transactions
in which the director derived “an improper benefit.” 311

B. Indemnification — Article 2.02-1 of the TBCA and Section 145 of the DGCL.

Both Texas and Delaware permit corporationsto indemnify their directors and officers for
liabities incurred by serving as directors or officers of their corporations or of other corporations
and entities at the request of their corporations.

Under TBCA art. 2.02-1, there aretwo standards for indemnification for directorsdepending
on whether the indemnification arrangement has been approved by shareholders.312 Where the
indemnification has not been approved by shareholders, the scope and right to indemnification will
be limited by law and be dependent on whether the conduct of the director met certain specified
standards.313 Where the indemnification is approved by shareholders, the corporation will be
permitted to provide indemnification for acts of the director that may not otherwise be subject to
indemnification under the statute314 As a result, under Texas law, a corporation and its
shareholders may in essence establish its own standards and criteria for defining when and under
what terms and circumstances indemnification will be made available. Expenses may also be
advanced to adirector in respect of a proceeding if the corporation receives awritten affirmation of
the director’s good faith belief that the director has met the standards for indemnification and
undertakes to reimburse the corporation for the expenses if it is ultimately determined that the
director did not meet the standard or is otherwise not entitled to indemnity.315 Indemnification of
officers and other persons other than directors in Texas is restricted only by concepts of public

policy.

Sections B and C of article 2.02-1 of the TBCA setsforth the general standard of conduct
that will permit a corporation to provide indemnification when shareholder approval is not
obtained.316 These provisions providethat acorporation may indemnify adirector for liabilitiesand
expenses in respect of actions brought against the director by reason of serving as a director or
officer of the corporation (or of another entity at the request of the corporation) if the conduct of the

311 |d.; see Malipede v. Thompson, 780 A2d 1075 (Del. 2001) (en banc) in which the court held that director
defendants may rely upon DGCL 8§ 102(b)(7) excul patory provisionsin the company’ s certificate of incorporation
in the context of a motion to dismiss a monetary damage claim for failure to state a cause of action prior to
discovery; the court held that the duty of care claim was barred by the DGCL § 102(b)(7) excul patory provisions
and that the sharehol der claim that the board breached its Revlion duty to maximize shareholder valueisnot aduty
of loyalty claim (the board had terminated an auction and selected awinning bidder for amerger despite ahigher
offer from athird party).

312 TBCA art. 2.02-1 (Vernon Supp. 1999-2000).
313 |d. art. 2.02-1(K).

314 |d. art. 2.02-1(B).

315 |d. art. 2.02-1(K).

316 |d. art. 2.02-1(B), (C).
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director was in good faith and the director reasonably believed that (i) in the case of conduct inthe
director’ sofficial capacity asadirector, thedirector’ s conduct wasin the corporation’ sbest interests,
and (ii) in all other cases, the director’s conduct was at least not opposed to the best interest of the
corporation.317  Indemnification for criminal actions also requires a director to have had no
reasonable cause to believethe director’ sconduct wasunlawful 318 [naddition, if adirector isfound
liable to the corporation or on the basis that a personal benefit was improperly received by him,
indemnificationwill be limited to expenses actually incurred and will not be available if thedirector
isfound liable for willful or intentional misconduct in the performance of the director’ s duty to the
corporation.319

Although the scope of indemnification is subject to limitation where shareholder approval
has not been obtained, article 2.02-1(R) provides a broad exception to thisrule. Under TBCA art.
2.02-1(R), a corporation with the approval of its shareholders may adopt any form of
indemnification arrangement with its directors covering all forms of liability and standards of
conduct, including conduct and liabilities that the corporation would not otherwise lack power to
indemnify under article 2.02-1.320 This provision was adopted to address the difficulties
experienced by many corporations in obtaining liability insurance for directors and officers and
provides corporations with substantial flexibility in establishing indemnification arrangements to
cover liabilities that could be insured against but would not otherwise be within the scope of
indemnity permitted by the statute. Section R also specifically authorizes alternative forms of
indemnification arrangements, including self-insurance, the creation of trust funds to pay
indemnification claims, and indemnification contracts.321 In the absence of fraud, the judgment of
directorsasto thetermsof anindemnification arrangement adopted in accordancewith article2.02-1
will be conclusive and will not be voidable or subject the directorsto liability on any ground.322
This exculpatory provision is intended to address the potential conflict of interest issues that arise
when directors approve indemnification arrangements that benefit themselves and overrides the
provigons of article 2.35 -1 of the TBCA (discussed below).

Incontrast tothe TBCA, the DGCL providesonly one standard for indemnification, whether
or not approved by stockholders. Under section 145 of the DGCL, a director or officer may be
indemnified if he acted in good faith and in amanner he reasonably believed to bein or not opposed
to the interest of the corporation, and, in the case of a criminal action or proceeding, had no
reasonable ground to believe his conduct was unlawful.323 If the action is in the name of the
corporation, no indemnification may be provided if the person is adjudged liable unless the court

317 1d. art. 2.02-1(B)(1), (2).

318 TBCA art. 2.02-1(B)(3) (Supp. 1999-2000).
319 4. art. 2.02-1(E).

320 |d. art. 2.02-1(R).

321 |d. art. 2.02-1(R).

322 |d. art. 2.02-1(R).

323 DGCL § 145(a) (1991 & Supp. 1998).
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determinesthat such indemnification is proper.324 Expenses may also be advanced to adirector or
officer on an undertaking that the amountsadvanced will berepaid if it isultimately determined that
the director or officer is not entitled to indemnification.32> Likethe TBCA, DGCL § 145(f) provides
that the indemnification permitted by statute is not exclusive.326 However, unlike the TBCA,
uncertainties exist as to the ability of a corporation to expand the scope of conduct for which
indemnification may be provided beyond the statute, particularly where theindemnification relates
to a proceeding by or in the name of the corporation.

C. Interested Director Transactions— Article 2.35-1 of the TBCA and 8§ 144 of the
DGCL.

Both Texasand Delaware have embraced the principlethat atransaction or contract between
adirector and the director’ s corporation is presumed to be valid and will not be voidable solely by
reason of the director’s interest as long as certain conditions are met.

Section 144 of the DGCL provides that a contract between a director and the director’s
corporation will not be voidable due to the director’s interest if (i) the transaction or contract is
approved in good faith by a majority of the disinterested directors after the material facts asto the
relationship or interest and asto the transaction or contract are disclosed or known to the directors,
(i) the transaction or contract is approved in good faith by shareholders after the material factsasto
the relationship or interest and as to the transaction or contract is disclosed or known to the
shareholders, and (iii) the transaction or contract is fair to the corporation as of the time it is
authorized, approved, or ratified by the directorsor shareholders of the corporation.327 InFliegler v.
Lawrence, however, the Delaware Supreme Court held that atransaction or contract may still be set
aside and liability imposed on a director if the transaction is not fair to the corporation even if
approved by the corporation’s board or shareholders as contemplated by the statute.328

In 1985, Texas followed Delaware’ s lead in the area of interested director transactions and
adopted article 2.35-1 of the TBCA.329 |n general, TBCA art. 2.35-1 provides that a transaction
between a corporation and one or more of its directors or officers will not be voidable solely by
reason of that relationship if the transaction is approved by shareholders or disinterested directors
after disclosure of the interest, or if the transaction is otherwise fair.330 Because TBCA art. 2.35-1
was essentially identical to 8 144 of the DGCL, some uncertainty on the scope of TBCA art. 2.35-1
arose because of Flieger’sinterpretation of 8 144. Thisimposition of afairness gloss onthe Texas
statute rendered the effect of the safe harbor provisions in article 2.35-1 uncertain.

324 |d. § 145(b).
325 |d. § 145(e).
326 |d. § 145(f).
327 1d. § 144(a).
328 seeFliegler v. Lawrence, 361 A.2d 218, 222 (Del. 1976).

329 TBCA art. 2.35-1 (Supp. 1996).
330 4.
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In 1997, TBCA article 2.35-1 was amended to address the ambiguity created by Flieger and
to clarify that contracts and transactions between a corporation and its directors and officers or in
which adirector or officer hasafinancial interest are valid notwithstanding that interest as long as
any one of the following are met: (i) the disinterested directors of the corporation approve the
transaction after disclosure of the interest, (ii) the shareholders of the corporation approve the
transaction after disclosure of the interest or (iii) the transaction is fair.331 Under the statute, if any
one of these conditionsis met, the contract will be considered valid notwithstanding the fact that the
director or officer hasan interest inthetransaction.332 Article 2.35-1 relies heavily on the statutory
definition of “disinterested” contained in TBCA art. 1.02.333 Under the definition, adirector will be
considered “disinterested” if the director is not a party to the contract or transaction or does not
otherwise have a material financial interest in the outcome of the contract.334

Article 2.35-1 also changed the general approach of the statute from amere presumptionthat
acontract is not voidable by reason of the existence of an affiliated relationship if certain conditions
are met to an absolute safe harbor that provides that an otherwise valid contract will be valid if the
specified conditions are met.335  Although the difference between the Texas and Delaware
constructionsis subtle, the distinction issignificant and provides more certainty astransactionsare
structured. However, article 2.35-1 does not eliminate adirector’sor officer’ sfiduciary duty to the
corporation.

D. Director Consideration of Long-Term Interests.

It has been implicit under Texas law that adirector may consider the long-term interests of
the corporation. However, because short-term market valuations of a corporation may not aways
reflect the benefitsof long-term decisionsand inherent long-term values, article 13.06 was added to
the TBCA in 1997 to expressly allow directorsto consider the long-term interests of a corporation
and its shareholders when considering actions that affect the interest of the corporations.336
Although this provision was viewed as a mere codification of existing law, it was intended to
eliminate any ambiguity that might exist asto theright of aboard of directorsto consider long-term
interests when evaluating a takeover proposal. There isno similar provision in the DGCL.

331 |d. art. 2.35-1 (Supp. 2000).
332 |d. art. 2.35-1(A).
333 |d. art. 1.02(A)(12).

334 \d.; seeinfraPart VII.B.3 regarding NY SE, NASDAQ and other director independence requirementsin the context
of directors eligible to serve on audit committees.

335 Compare TBCA art. 2.35-1(A) (Supp. 1996) with TBCA art. 2.35-1(A) (Supp. 2000).
336 TBCA art. 13.06 (Supp. 2000).
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E. Liability for Unlawful Distributions.

Both Texas and Delaware impose personal liability on directors who authorize the payment
of distributions to shareholders (including share purchases) in violation of the statutory
requirements.337

Under Delaware law, liability for an unlawful distribution extendsfor aperiod of six yearsto
al directors other than those who expressly dissent, with the standard of liability being
negligence.338 Section 172 of the DGCL, however, providesthat adirector will befully protectedin
relying in good faith onthe records of the corporation and such other information, opinions, reports,
and statements presented to the corporation by the corporation’s officers, employees and other
persons. This applies to matters that the director reasonably believes are within that person’s
professional or expert competence and have been selected with reasonable care as to the various
components of surplus and other funds fromwhich distributions may be paid or made.339 Directors
are also entitled to receive contribution from other directors who may be liable for the distribution
and are subrogated to the corporation against shareholders who received the distribution with
knowledge that the distribution was unlawful.340  Under the TBCA, liability for an unlawful
distribution extends for two years instead of six years and appliesto all directors who voted for or
assented to the distribution (assent being presumed if adirector is present and does not dissent).341
A director will not be liable for anunlawful distribution if at any time after the distribution, it would
have been lawful.342 A similar provision does not exist in Delaware. A director will also not be
liable under the TBCA for an unlawful distribution if the director:

() relied in good faith and with ordinary care on information relating to the calculation
of surplus available for the distribution under TBCA art. 2.38-3;

(i) relied in good faith and with ordinary care on financial and other information
prepared by officers or employees of the corporation, a committee of the board of
directors of which he is not a member or legal counsel, investment bankers,
accountants and other persons as to matters the director reasonably believes are
within that person’s professional or expert competence;

(iff)  ingood faith and with ordinary care, considered the assets of the corporation to have
avalue equal to a least their book value; or

(iv)  when considering whether liabilities have been adequately provided for, relied in
good faith and with ordinary care upon financial statements of, or other information

337 TBCA art. 2.41(A)(i) (Vernon Supp. 1999-2000); DGCL § 174(a) (Supp. 1998).
338 DGCL § 174 (1991 & Supp. 1998).

339 4.

340 pGCL § 174(b) (1991).

341 TBCA art. 2.41(A) (Vernon Supp. 1999-2000).
342 |4,
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concerning, any other person that is contractually obligated to pay, satisfy, or
discharge those liabilities.343

Asin Delaware, adirector held liable for an unlawful distribution under the TBCA will be
entitled to contribution from the other directorswho may be similarly liable. Thedirector can also
receive contribution from shareholders who received and accepted the distribution knowing it was
not permitted in proportion to theamountsreceived by them.344 The TBCA also expressly provides
that theliability of adirector for an unlawful distribution provided for under article 2.41 istheonly
liability of the director for the distribution to the corporation or its creditors, thereby negating any
other theory of liability of the director for the distribution such as a separate fiduciary duty to
creditorsor atortious violation of the Uniform Fraudulent Transfer Act.345 No similar provisionis
found in the DGCL.

F. Reliance on Reportsand Opinions.

Both Texas and Delaware provide that a director in the discharge of his duties and powers
may rely oninformation, opinions and reports prepared by officers and employeesof the corporation
and on other persons as to matters that the director reasonably believes are within that person’s
professional or expert competence.346 I1n Delaware, thisreliance must be madein goodfaith andthe
selection of outside advisors must have been made with reasonable care.347 In Texas, reliance must
be made both in good faith and with ordinary care.348

G. I nspection of Records.

Both Texas and Delaware have codified the common law right of directors to examine the
books and records of a corporation for a purpose reasonably related to the director’s service as a
director.349

H. Right to Resign.

Directors of corporations in trouble may be tempted to resign, especially when they sense
that legal action may be imminent which would be time consuming and possibly result in personal
liability. The general rule is that a director may resign at any time, for any reason.30 There s,

343 TBCA art. 2.41(C), (D).

344 |4, art. 2.41(E), (F).

345 |d. art. 2.41(G).

346 geeid. art. 2.41(D) (Vernon Supp. 1999-2000); DGCL § 141(e) (Supp. 1998).

347 DGCL § 141(€) (Supp. 1998); see also Brehmv. Eisner, 746 A.2d 244 (Del. 2000).

348 TBCA art. 2.41(D) (Vernon Supp. 1999-2000).

349 TBCA art. 2.44(B) (Vernon Supp. 1999-2000); DGCL § 220(d) (Supp. 1998).

330 pGCL § 141(b) provides “[a]ny director may resign at any time upon notice given in writing or by electronic

transmission to the corporation”; see In re Telesport Inc., 22 B.R. 527, 532-3, fn. 8 (Bankr. E.D. Ark. 1982)
(“Corporate officers[are] entitled toresign . . . for agood reason, a bad reason or no reason at all, and are entitled
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however, an exception in circumstances where that resignation would cause immediate harmto the
corporation, allow such harmto occur, or leave the company’ s assets vulnerable to directorsknown
to be untrustworthy.351 Whilethe judicial expressions of this exception appear broad, ananalysisof
the cases suggests that liability results only when the harm to the company is rather severe and
foreseeable. Further and regardless of the timing of the resignation, a director is still liable for
breaches of the fiduciary duty made during histenure.352 Resignation does not free adirector from
the duty not to misuse information received while a director.353 Finally, a director may have an
interest in staying onthe board of directorsto help the corporation work through itsdifficultiesinthe
hope that by helping the corporation survive he is reducing the chances that he will be sued in
connection with the corporation’s troubles.

VII. Committeesof the Board.
A. General.

Both Texas and Delaware provide that boards of directors may delegate authority to
committees of the board subject to limitations on delegation for fundamental corporate

to pursuetheir chosen field of endeavor in direct competition with [the corporation] solong asthereisno breach of
aconfidential relationship with[it].”); FrantzManufacturing Co. et al. v. EAC Industries, 1985 Del. LEX1S598 &t
22 (D€l. 1985); (“Directorsarealsofreetoresign.”); seealso 2 Fletcher Cyclopedia on Corporations § 345 (1998)
(“A director or other officer of acorporation may resign at any time and thereby cease to be an officer, subject to
any express charter or gatutory provisions to which he or she has expressly or impliedly assented in accepting
office, and subject to any express contract made with the corporation”); Medford, Preparing for Bankruptcy;
Director Liability in the Zone of Insolvency, 2001 Am. BK. Ing. Jnl. LEXIS 73 at 30 (“A Delaware corporate
director typically has theright to resign without incurring any liability or breaching any fiduciary duty”).

351 gee Gerdesv. Reynolds, 28 N.Y.S. 2d 622, 651 (N.Y. S.Ct. 1941) (In the context of a business combination, the
court wrote that it “gravely doubt[s]” whether the directors could avoid liability if they sdll their shares for a
premium, resign and allow atransfer of control of acorporation to apurchaser beforethefull purchasepriceispaid
and thetransferee owns enough sharesto el ect itsown slate of directors, suggesting that “ officersand directors. . .
cannot terminate their agency or accept theresignation of othersif theimmediate consequence would beto leave
theinterests of the company without proper careand protection™); Xerox Corp. v. Genmoora Corp., 888 F.2d 345,
355 (5th Cir.1989), in asituation where a Texas corporation sold most of itsassetsand set up aliquidating trust to
distribute the proceedsto shareholders and then four of the five directorsresigned asliquidating trustees, leaving
theliquidating trust in control of thefifth director known to be incompetent and dishonest, Judge Brownreferredto
the defense that the directors had resigned before the corporate abuse took place as the “Geronimo theory” and
wrote “[u]nder this theory, by analogy, if a commercial airline pilot were to negligently aim his airplane full of
passengersat amountain, and then bail out beforeimpact, hewould not beliable because hewas not at thecontrols
when the crash occurred”; citing Gerdes, Judge Brown postulated that “[a] director can breach his duty of care—
hence hisfiduciary duty — by knowing atransaction that will be dangerousto the corporation isabout to occur but
taking no steps to prevent it or make his objection known;” DePinto v. Landoe, 411 F.2d 297 (9th Cir. 1969)
(director found liable for resigning ingtead of opposing araid on his corporation’s assets); Benson v. Braun, 155
N.Y.S.2d 622, 624-6 (“officersand directorsmay not resign their officesand elect astheir successors personswho
they knew intended to loot the corporation’streasury.”).

352 EDIC v. Wheat, 970 F. 2d 124, 128 (5th Cir. 1992); District 65 UAWv. Harper & Roe Publishers, 576 F. Supp.
1468 (SD.N.Y 1983).

353 Quark Inc. v. Harley, 1998 U.S. App. LEX1S 3864 (10th Cir. 1998); T.A. Pelsue Co. v. Grand Enterprisesinc., 782
F. Supp. 1476 (D. Colo. 1991).
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transactions.354 Among the matters that a committee of a board of directors will not have the
authority to approveare (i) charter amendments, except to the extent such amendmentsaretheresult
of the issuance of aseries of stock permitted to be approved by aboard of directors, (ii) approving a
plan of merger or similar transaction, (iii) recommending the sale of all or substantially all of the
assets of the corporation outside the ordinary course of its business, (iv) recommending avoluntary
dissolution of the corporation and (v) amending bylaws or creating new bylaws of the
corporation.35> In addition, under Texas law, a committee of a board of directors may not fill any
vacancy on the board of directors, remove any officer, fix the compensation of a member of the
committee or amend or repeal a resolution approved by the whole board to the extent that such
resolution by its terms is not so amendable or repealable.356 Further, under both Texas and
Delaware law, no committee of a board of directors has the authority to authorize adistribution (a
dividend in the case of Delaware law) or authorize the issuance of stock of acorporation unlessthat
authority is set forth inthe charter or bylaws of the corporation.3>7 Alternative members may also
be appointed to committees under both states laws.358

B. Audit Committees.
1 Role of Audit Committee
In general, the responsibility for a corporation’s financial reporting is divided as follows:

* Management is responsible for the preparation of the company’s financial statements,
including the principlesand practicesto be followed within the boundaries prescribed by
generally accepted accounting principles (“GAAP”), and the company’ sinternal control
arrangements.

* The corporation’s internal auditors (if any) are usually involved in monitoring the
corporation’sinternal controls.

* The independent auditors are responsible for auditing and publicly attesting to the
fairness of the financial statements in GAAP terms and evaluating the company’s
internal control systems.

354 TBCA art. 2.36 (Vernon Supp. 1999-2000); DGCL § 141(c) (1991).
355 TBCA art. 2.36 (Vernon Supp. 1999-2000); DGCL § 141(c) (1991).
356 TBCA art. 2.36(B) (Vernon supp. 1999-2000).

357 TBCA art. 2.36(C) (Vernon Supp. 1999-2000); DGCL 8§ 141(c)(1). Seeinfranote 317 and accompanying text for
information regarding the Delaware and Texas provisions governing dividends and digtributionsto sharehol ders.
DGCL § 141(c)(1) (Supp. 1998).

358 TBCA art. 2.36(A) (Vernon Supp. 1999-2000); DGCL § 141(c)(1).
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* Theaudit committeeis generally delegated by the board of directorsthe responsibility
for overseeing the other participants in the financial reporting process. The role and
responsibility of the audit committee has been enhanced by SOB.3%9

An audit committee composed of independent directorsistypically assigned responsibilities
to overseethe corporation’ s financial reporting process and internal controls. Although required by
state law only in Connecticut, the New York Stock Exchange (“NYSE” ), the American Stock
Exchange (“ASE” ) and the NASDAQ National Market System (“NASDAQ NMS’) all requirelisted
companies to establish and maintain audit committees consisting exclusively (in the case of the
NY SE) or primarily (in the case of the ASE and the NASDAQ NMS) of independent directors.360
These exchanges require that boards of directors of listed companies adopt charters (“audit
committee charters’) for their audit committees. Securities and Exchange Commission (“SEC”)
rulesrequirethat listed companiesdiscloseintheir proxy statements descriptions of the membership
and functions of their audit committees and include the audit committee charter in the proxy
statement every three years.361

The ABA Corporate Director’ s Guidebook362 recognizesthat the responsibilitiesof the audit
committee will vary from company to company, but suggeststhe following list of audit committee
responsibilities:

* Recommend which firm to engage as the corporation’ s external auditor and whether to
terminate that relationship.

* Review theexternal auditor’s compensation, the proposed terms of its engagement, and
its independence.

* Review the appointment and replacement of the senior internal auditing executive, if any.

e Serve as a channel of communication between the external auditor and the board and
between the senior internal auditing executive, if any, and the board.

* Review the results of each external audit, including any qualifications in the external
auditor’s opinion, any related management letter, management’s responses to
recommendations made by the external auditor in connection with the audit, reports
submitted to the audit committee by the internal auditing department that are material to
the corporation as awhole, and management’ s responses to those reports.

359 See Appendix D: Summary of Sarbanes-Oxley Act of 2002 and Related SEC Rulemaking.

360 ABA Corporate Directors Guidebook (2™ Ed. 1994) 27; ALI Principles of Corporate Governance § 3.05 (Supp
2002).

361 SEC Release No. 34-42266 (the “SEC December 1999 Audit Committee Release” ), which can be found on the
SEC’ s web site (http://www.sec.gov/rules/final/34-42266.htm).

362 ABA Corporate Directors Guidebook (2™ Ed. 1994) 34-35.
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* Review the corporation’s annual financial statements and any significant disputes
between management and the external auditor that arose in connection with the
preparation of those financial statements.

» Consider, in consultation with the external auditor and the senior internal auditing
executive, if any, the adequacy of the corporation’ s internal financial controls. Among
other things, these controls must be designed to provide reasonable assurance that the
corporation’s publicly reported financial statements are presented fairly in conformity
with generally accepted accounting principles.

» Consider major changes and other major questions of choice regarding the appropriate
auditing and accounting principles and practices to be followed when preparing the
corporation’ s financial statements.

* Review the procedures employed by the corporation in preparing published financial
statements and related management commentaries.

* Meet periodically with management to review the corporation’s major financial risk
EXpOoSures.

2 Effects of SOB on Audit Committees.

Audit Committees. The SOB (8301) requires the SEC by rule to require that stock
exchanges, within 270 days after the enactment of the SOB (April 26, 2003), deny listing of any
company unlessitsaudit committee hasdirect responsibility for the appointment, compensation, and
oversight of any registered public accounting firm employed to perform audit services and that its
audit committee members are independent directors. In order to be considered independent, the
committee member may not, other than ascompensation for serviceonthe board of directorsor any
of itscommittees, (i) accept any consulting, advisory or other compensation fromthe issuer or (ii) be
an officer or other affiliate of theissuer. Subject to the foregoing, to restrictions on loans discussed
elsewhere herein and to director fiduciary duties, directors are not prohibited from transacting
business with the issuer, either directly or through relationships with another person.

Audit Committee Financial Experts. The SOB (8407) requiresthe SEC to promulgate rules
no later than 180 days after enactment of SOB (January 26, 2003) mandating reporting company
disclosure regarding whether (and, if not, why not) its audit committee comprises at least one
member who is a “financial expert.” On October 22, 2002 the SEC proposed363 rules regarding

363 SEC ReleaseNo. 34-46701 (October 22, 2002). Commentswith respect to the proposed rulesmust bereceived by
the SEC within 30 days of publication of the proposed rulesin the Federal Register.
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audit committee financial experts to implement SOB § 407354 and would require reporting
companies to disclose in Form 10-K:365

. The number and names of persons that the board of directors has determined to be
“financial experts’ serving on the issuer’s audit committee;366 and, if there is no
financial expert serving on the audit committee, that fact and why it has no financial
expert; and

. Whether the financial expert or experts are “independent,”367 and if not, an
explanation of why they are not.368

The SEC intends in the future to propose rules directing the national securities exchanges and
NASDAQ to requirethat reporting companies have acompletely independent audit committeeasa
condition to listing.

The proposed rules under SOB 8407 define the term “financial expert” to mean a person
who, through education and experience as a public accountant or auditor or a principal financial
officer, controller, or principal accounting officer of acompany that, a thetime the person held such
position, was a reporting company, or experience in one or more positions that involve the
performance of similar functions (or that results, inthe judgment of theissuer’ sboard of directors, in
the person’s having similar expertise and experience), has the following attributes:

364 soB § 407 requires the SEC to adopt rules; (1) requiring a reporting company to disclose whether its audit
committeeincludes at least one member whoisa“financial expert”; and (2) defining theterm “financial expert.”
The SOB § 407 requirements are not applicable until the SEC’ simplementing rules are adopted.

365 The proposed rulesdiscussed in thismemorandum relating to annual reports of reporting companieson Form 10-K
also contain similar provisions applicable to annual reports of small business reporting companies on Form 10-
KSB. The Release also proposed rules with similar requirements for investment companies.

366 section 3(a)(58) of the Exchange Act, as amended by SOB § 205 defines the term “audit committee” as “a
committee (or equivalent body) established by and amongs the board of directors of an issuer for the purpose of
overseeing the accounting and financial reporting processes of theissuer and audits of thefinancial statements of
theissuer; and. . . if no such committee existswith respect to an issuer, the entire board of directorsof theissuer.”

367 OB §301 added a new § 10A(m)(3) to the 1934 Act providing as follows with respect to audit committee
independence:

“(3) INDEPENDENCE.—

“(A) IN GENERAL.—Each member of theaudit committee of theissuer shall beamember
of the board of directors of theissuer, and shall otherwise be independent.

“(B) CRITERIA.—In order to be considered to be independent for purposes of this
paragraph, amember of an audit committee of an issuer may not, other than in hisor her capacity asa
member of the audit committee, the board of directors, or any other board committee—

“(i) accept any consulting, advisory, or other compensatory fee from theissuer; or

“(ii) bean affiliated person of the issuer or any subsidiary thereof.
368 proposed Regulation SK Item 309.
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. An understanding of generally accepted accounting principles and financial
statements,

. Experience applying such generally accepted accounting principles in connection
with the accounting for estimates, accruals, and reserves that are generally
comparable to the estimates, accruals and reserves, if any, used in the issuer’s
financial statements;

. Experience preparing or auditing financial statementsthat present accounting issues
that are generally comparable to those raised by the issuer’s financial statements;

. Experience with internal controls and procedures for financial reporting; and
. An understanding of audit committee functions.

To be afinancial expert, an individual must possess all of the five specified attributes, and
exposure to the rigors of preparing or auditing financial statements of a reporting company is
important. Theboard of directors, however, can conclude that an individual possessestherequired
attributes without having the specified experience. If the board of directors makes such a
determination on the basis of alternative experience, the company must disclose the basis for the
board’' s determination. While no such disclosure is required where the individual hasthe specified
experience, disclosure would be appropriate in cases where there isany question. In any event, the
board should maintain adequate minutes or other records showing the basis for its judgments.

In determining whether a potential financial expert has al of the requisite attributes, the
board of directors of an issuer should evaluate the totality of an individual’s education and
experience. The board would be encouraged to consider a variety of factors in making its
evaluation, including:

. The level of the person’s accounting or financial education, including whether the
person has earned an advanced degree in finance or accounting;

. Whether the person is a certified public accountant, or the equivalent, in good
standing, and the length of time that the person has actively practiced as a certified
public accountant, or the equivalent;

. Whether the person is certified or otherwise identified as having accounting or
financial experience by arecognized private body that establishes and administers
standards in respect of such expertise, whether the person is in good standing with
therecognized private body, and the length of time that the person has been actively
certified or identified as having such expertise;

. Whether the person has served asaprincipal financial officer, controller or principal
accounting officer of acompany that, at the time the person held such position, was
reguired to file periodic reports pursuant to the Exchange Act and, if so, the length of
any such service;
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. The person’s specific dutieswhile serving as a public accountant, auditor, principal
financial officer, controller, principal accounting officer or position involving the
performance of similar functions;

. The person’s level of familiarity and experience with all applicable laws and
regulationsregarding the preparation of financial statementsrequired to beincluded
in periodic reports filed under the Exchange Act;

. The level and amount of the person’s direct experience reviewing, preparing,
auditing or analyzing financial statementsrequired to beincluded in periodic reports
filed under the Exchange Act;

. The person’s past or current membership on one or more audit committees of
companies that, at the time the person held such membership, were required to file
reports pursuant to the Exchange Act;

. The person’'s level of familiarity and experience with the use and analysis of
financial statements of public companies; and

. Whether the person has any other relevant qualifications or experience that would
assist him or her in understanding and evaluating the issuer’s financial statements
and other financial information and in making knowledgeable and thoroughinquiries
whether:

-- The financial statements fairly present the financial condition, results of
operations and cash flows of the company in accordance with generally
accepted accounting principles; and

-- The financial statements and other financial information, taken together,
fairly present the financial condition, results of operations and cash flows of
the company.

Thefact that aperson previously has served onthe company’ saudit committeewould not, by
itself, justify the board of directorsin “grandfathering” that person as a financial expert under the
proposed rules.

The proposed attributes of a “financial expert” described above are more detailed and
rigorous than those reflected in the current NYSE, NASDAQ, AMEX, PCX and other self-
regulatory organization rules. Therefore, it is possible that a person who previously qualified as a
financial expert under the current guidelines included in the rules of self-regulatory organizations
may not have sufficient expertise to be considered afinancial expert under these proposed rules. 1f
the proposed rules are adopted, it will be important for reporting companiesto re-evaluate whether
an audit committee member who has the requisite level of financial expertise for purposes of the
self-regulatory organizations also qualifies as a financial expert under the SEC rules.
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Astotheroleof afinancial expert on anaudit committee and the effect onthe liability of an
individual designated asafinancial expert and other members of the audit committee and the board
of directors, the SEC has commented:

The primary benefit of having a financial expert serving on a company’s audit
committee is that the person, with his or her enhanced level of financial
sophistication or expertise, can serveasaresource for theaudit committeeasawhole
incarrying out itsfunctions. The mere designation of the financial expert should not
impose ahigher degree of individual responsibility or obligation on amember of the
audit committee. Nor do we intend for the financial expert designation to decrease
the duties and obligations of other audit committee members or the board of
directors. Furthermore, in order to avoid any confusion in the context of Section 11
of the Securities Act, we do not intend for such a person to be considered an expert
for purposes of Section 11 solely as aresult of his or her designation as a financial
expert on the audit committee. Therole of the financial expert isto assist the audit
committee in overseeing the audit process, not to audit the company. A conclusion
that a financial expert is an “expert” for purposes of Section 11 might suggest a
higher level of duediligencethan is consistent with the audit committee’ s oversight
responsibilities.369

3 Audit Committee Charters.

Inlate 1999 the NY SE, ASE and NASDAQ NM S adopted rulesrequiring audit committees
to have charters.370 In December 1999, the SEC issued arelease371 adopting rulesthat established
new requirements about audit committees and effectively required each public company audit
committee to have acharter. These SEC rules specify:

* Interim financial statements must be reviewed by independent auditors before being
included in quarterly reports filed with the SEC.

» All proxy and information statements relating to votes of shareholders must:

 Include a report372 from the audit committee that discloses whether the audit
committee reviewed and discussed certain matters with management and the

369 SEC Release No. 34-46701 (October 22, 2002).

370 NY SE Company Manual § 303.01 (2002); ASE Listing Standards Policies and Requirements§ 121 (2002): NASD
Manua & Noticesto Members—The NASDAQ Stock Market § 4350(d) (2002).

371 |q.
372 The SEC December 1999 Audit Committee Rel ease discusses the SEC’ sadoption of Item 306 to Regulations S-K

and S-B and Item 7(e)(3) of Schedule 14A to require the audit committee to provide a report in the company’'s
proxy statement, which must state whether the audit committee:

has reviewed and discussed the audited financial statementswith management;

has discussed with the independent auditors the matters required to be discussed by Statement on
Auditing Standards (SAS) 61,
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auditors, and whether it recommended to the board of directors that the audited
financial statements be included in the Annual Report on Form 10-K or 10-KSB for
filing with the SEC.

» Disclose whether the audit committee has a written charter,373 and, if so, include a
copy of the charter every three years.

373

- hasreceived written discl osures and thel etter from theindependent auditorsrequired by Independence
Standards Board Standard No. 1, and has discussed with the auditors the auditors’ independence; and

- recommended to the board of directorsthat thefinancial statementsbeincluded in theannual report on
Form 10-K or 10-KSB for the last fiscal year for filing with the SEC, based upon the review and
discussions with independent auditors noted above.

Likethe present practicewith regard to reports of compensation committees, the new disclosureswill appear over
the names of each member of the audit committee.

The SEC rules also require companies to disclose in their proxy statements whether their audit committee is
governed by a Charter, and if so, include a copy of their Charter as an appendix to the proxy statement at least
every three years. See Item 7(€)(3) of SEC Regulation 14A.

Under the current NY SE, ASE and NASDAQ NMS listing standards, listed companies must adopt an audit
committee charter that:

- describesthe scope of the audit committee’ s responsibilities and how they are carried out (including
structure, processes and membership requirements);

- states that the outside auditors are ultimately accountabl e to the board and to the audit committee and
that the board and the audit committee have the ultimate authority and responsibility to select, evaluate
and, whereappropriate, replacethe outside auditors (or to nominate the outs de auditorsto be proposed
for shareholder approval in any proxy statement);

- states that the audit committee is responsible for ensuring that the outside auditors submit a formal
written statement regarding all relati onships between the outside auditors and the company;

- dtates that the audit committee is responsible for maintaining an active dialogue with the outside
auditors regarding any disclosed relationships or services that could affect the objectivity and
independence of the outside auditors; and

- under the NY SE liging requirements, statesthat the audit committeeisresponsblefor recommending
that the board take appropriate action in response to the outside auditors' report to satisfy itself of the
auditors’ independence, or under the NASDAQ NMS/ASE listing requirements, states that the audit
committeeisresponsiblefor taking, or recommending that the board take, appropriate action tooversee
the outside auditors' independence.

On August 16, 2002 the NY SE submitted arule filing titled “ Corporate Governance Rule Proposals’ to the SEC
proposing new corporate governance standards, as well as related changes made to certain other NY SE rules.
These proposed NY SE rules, which are currently subject to a comment period and are expected to become
effective, subject to changes recommended by the SEC, in the first quarter of 2003, increase the authority and
responsibilities of the audit committee of an NY SE listed company. |f adopted in their current form, the proposed
rules would grant the audit committee of an NY SE company the sole authority to hire and fire independent
auditors, and to approve any significant non-audit relationship with the independent auditors.

If adopted in their current form, the proposed NY SE rules would require the audit committee to have a written
charter that addresses:

(i) the committee's purpose, which at minimum must be to:
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» Disclose whether the audit committee members are “independent” and provide
information about any audit committee member who is not “independent.”

*  The 1999 revised listing standards of NY SE, ASE and NASDAQ NMS requiring listed
companies to:

* Adopt written charters for their audit committees by June 14, 2000.

(A) assist board oversight of (1) the integrity of the company’s financid statements, (2) the company’s
compliancewith legal and regul atory requirements, (3) theindependent auditor’ s qualificationsandindependence,
and (4) the performance of the company’sinternal audit function and independent auditors; and

(B) prepare the report that SEC rules require be included in the company’ s annual proxy statement.
(if) theduties and responshilities of the audit committee — which at a minimum must be to:

(A) retain and terminate the company’s independent auditor’s (subject, if applicable, to shareholder
ratification);

(B) at least annually, obtain and review areport by theindependent auditor describing thefirm’ sinternal
quality-control procedures; any material issuesraised by the most recent internal quality-control review, or peer
review, of the firm, or by any inquiry or investigation by governmental or professional authorities, within the
preceding five years, respecting one or moreindependent audits carried out by thefirm, and any stepstakentoded
with any such issues; and (to assessthe auditor’ sindependence) all relationship’ s between theindependent auditor
and the company;

(© discussthe annual audited financial statementsand quarterly financial statementswith management
and theindependent auditor, including the company’ sdisclosures under “Management’ s Discussion and Analysis
of Financial Condition and Results of Operations;”

(D) discuss earnings press releases, as well as financid information and earnings guidance provided to
andysts and rating agencies,

(E) as appropriate, obtain advice and assi stance from outside legal, accounting or other advisors;

(P discuss policies with respect to risk assessment and risk management;

(G meet separately, periodically, with management, with internal auditors (or other personne responsble
for theinternal audit function) and with independent auditors,

(H) review with the independent auditor any audit problems or difficulties and managements' response;
0 set clear hiring policies for employees or former employees of the independent auditors;
J report regularly to the board of directors;

(iif) an annual performance evaluation of the audit committeg;

In addition, each NY SE listed company would be required to have an interna audit function. Thisrequirement
does not necessarily mean that a company must establish a separate internal audit department or dedicate
employees to the task on a full-time basis; it is enough for a company to have in place an appropriate control
processfor reviewing and approving itsinternal transactions and accounting. A company may chooseto outsource
this function to a firm other than its independent auditor.
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* Have audit committees of at least three members, each of whom is “independent”
and “financially literate” and at least one of whom has accounting or financial
management expertise.374

374 Thecurrent NYSE, ASE and NASDAQ NMSlisgting standards specify requirementsfor audit committee structure
and membership which are similar but take dightly different approaches.

NY SE

Thecurrent NY SE listing standards mandate that audit committees consist of at |east three directorswho are both
“independent” and “financially literate.”

Independent Directors. The NYSE listing standards now require that all audit committee members be
“independent” directors. Therulesbroadly define“independent” as having “no relationship to the company that
may interferewith the exercise of [the director’ s independence from management and the company.” Inaddition
tothisdefinition, adirector will not be considered independent for purposes of appointment to an audit committee
if the director:

- isan employee (including non-empl oyee executive officers) of the company or itsaffiliatesor hasbeen
an employee within the last three years (if the employment relationship is with a former parent or
predecessor of the company, adirector may be appointed if the relationship between the company and
the former parent or predecessor terminated more than three years prior);

- is a partner, controlling shareholder or executive officer of an organization that has a business
relationship with the company;

- has a direct business relationship with the company (the director’ s relationship could be direct or the
director could be a partner, officer or employee of an organization that has the business rel ationship);

- isempl oyed asan executive officer of another corporation where any of the company’ sexecutivesserve
on that corporation’s compensation committee; or

- isan immediate family member of a person whoisor has been an executive officer of the company or
its affiliates within the last three years.

The NY SE rules currently provide some limited exceptions to these specific independence requirements:

- the board may appoint a director who has a direct business relationship with the company if it
determinesin its businessjudgment that the relationship does not interfere with the director’ sexercise
of independent judgment; and

- the board may appoint one director who isaformer employee of the company, or whoisanimmediate
family member of a former executive of the company, who is restricted from service on the audit
committee because of the three year time limitation, if the board determines in its business judgment
that theindividual’ s service on the committeeisrequired by the corporation’ sand theshareholders best
interests. |f the board appointsadirector under thisexception, the company must discl ose the nature of
the director’s relationship and the reasons for the appointment in the company’s next annual proxy
Statement.

On August 16, 2002 the NY SE submitted arule filing titled “ Corporate Governance Rule Proposals’ to the SEC
proposi ng new corporate governance standards, aswell asrelated changes madeto certain other NY SE rules. The
proposed rules would still require that all audit committee members be “independent” directors. However, the
proposed rules would state that no director qualifies as “independent” unless the board of directors of the listed
company asawhole affirmativel y determinesthat the director has*no material relationship to thelisted company
(either directly or asapartner, shareholder or officer of an organization that has arel ationship with the company).”

Under the proposed rules:

- Nodirector whoisaformer employee of thelised company can be*“independent” until five yearsafter
the employment has ended (although a director who serves as an interim Chairman or CEO may be
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excluded from the definition of a“former employee” and thusbe deemed independentimmediately after
his or her service as interim CEO ends).

- No director who is, or in the past five years has been, affiliated with or employed by a (present or
former) auditor of the company (or of an affiliate) can be"independent” until fie years after theend of
either the affiliation or the auditing relationship.

- No director can be “independent” if he or she is, or in the past five years has been, part of an
interlocking directoratein which an executive officer of thelisted company serves on the compensation
committee of another company that concurrently employs the director.

- Directorswith immediate family membersin the foregoing categories are likewise subject to the five-
year “cooling-off” provisions for purposes of determining “independence.”

- Additionaly, the proposed NY SE rules would require that in order to be considered independent,
director’s fees must be the only compensation an audit committee member may receive from the
company (this requirement would not apply to non-audit committee directors).

Financial Literacy. The NY SE liging standards also require all directors serving on audit committees to be
“financialy literate.” Therulesdo not provide astandard of financia literacy, but rather leave thisdetermination
to the board in its business judgment. If adirector isnot financidly literate, he or she must become financialy
literate within a reasonabl e period of time after appointment.

Although all members of the committee must be financialy literate, at least one of the members must have
accounting or related financial management expertise. Again, therulesdo not provideastandard for applying this
requirement, but leave it to the board to assess each director’s qualifications.

Liketheindependencerequirements, thefinancia literacy requirementsdo not apply todirectorsalready serving on
audit committees, but will apply when they arered ected or replaced.

Disclosureto the NYSE. The NY SE circulates a form to listed companiesthat is used to confirm annually:
- any determination by the board regarding the independence of audit committee members;
- the financial literacy of audit committee members;

- the determination that at least one audit committee member has accounting or related financial
managerial expertise; and

- the annua review and reeval uation of the adequacy of the audit committee Charter.

The NY SE requires companies to submit this written affirmation within one month after a company’s annual
meeting.

NASDAQ NMSASE

Thenew NASDAQ NMSASE liging standards mandate that audit committees consist of at |east three members,
al of whom must be “independent directors’ and “financialy literate” The membership and structural
requirements of the rules do not apply to small business issuers who file reports under SEC Regulation S-B.
However, theseissuers must maintain an audit committee of at |east two memberswhich must containamajority of
members who are independent.

Independent Directors. An “independent director” isaperson, other than an officer of the company, who does not
have any rel ationship that would interfere with the exercise of independent judgment. The NASDAQ NMSASE
rules further provide that a director with the following relationships will not qualify as independent:

- is employed by the company or its affiliates or has been an employee within the last three years;

- received compensation from the company or itsaffiliatesin excess of $60,000 during thepreviousfiscal
year, other than compensation for board service, benefits under atax-qualified retirement plan or non-
discretionary compensation;

- isan immediate family member of a person whoisor has been an executive officer of the company or
its affiliates within the last three years,
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a Proxy Statement Disclosure.

NY SE, ASE and NASDAQ NMS listed companies must disclose in proxy statements for
shareholder meetings whether members of the audit committee meet the applicable independence
standard. Public companiesthat are not so listed must neverthel ess disclose whether membersof the
audit committee are independent.

b. Audit Firm Non-Audit Services.

Annual financial statements filed with the SEC must be accompanied by an opinion of
“independent” auditorsto the effect that the financial statementswere audited according to auditing
standards generally accepted in the U.S. and fairly present, in all material respects, the financial
position of the company as at the year-end dates specified and for the annual periods then ended.
Auditor independence haslong beenthe underpinning of the integrity of audited financial statements
and, while its focus is upon the auditors mental state of objectivity and lack of bias, its litmusis
objective: whether the auditor had any of a number of specified relationships with the company
which are deemed to compromise independence.

On November 27, 2000 and after alengthy public comment process, the SEC issued arelease
adopting amendmentsto itsrulesregarding auditor independence (the “ SEC Auditor Independence
Release”).37> The amendments revised the SEC's rules for determining whether an auditor is
“independent” in light of investments by auditors or their family members in audit clients,
employment relationships between auditorsor their family members and audit clients, and the scope
of services provided by audit firmsto their audit clients.376

- isapartner, controlling shareholder or executive officer of afor-profit businessto which the company
made, or from which the company received, paymentsin excess of 5% of the company’ s consolidated
gross revenues for that year, or $200,000, whichever ismore, in any of the past three years; or

- isemployed as an executive officer of another company where any of the company’ s executives serve
the other company’ s compensation committee.

Notwithgtanding these independence requirements, the board may appoint, under exceptional and limited
circumgtances, one audit committee member who is not independent under the above rules if he or sheisnot a
current employee or an immediate family member of an employee. However, the board may only make such an
appointment if it isrequired by the best interests of the corporation and its shareholders. The board must also
disclosethe nature of thedirector’ srelationship and thereasonsfor the appointment in the company’ snext annual
proxy statement.

Financial Literacy. TheNASDAQ NMS/ASE listing standards mandate that all audit committee membersheable
toread and undergtand fundamental financial statements (including the company’ s balance sheet, income statement
and cash flow statement), or will become able to do so within a reasonable time after being appointed to the
committee.

Furthermore, at least one member of the audit committee must have past employment experience in finance or
accounting, requisite professional certification in accounting, or other comparable experienceresultingin financia
sophistication (including having been a chief executive officer, chief financia officer or other senior officer with
financial oversight responsbilities).

375 Release No. 33-7919 (November 27, 2000).
376 Rule 2-01 of SEC Regulation S-X (2000).
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The amendments, among other things, identified certain non-audit servicesthat, if provided

by an auditor to public company audit clients, would be deemed to impair the auditor’s
independence, and require companies to include information in their proxy statements regarding
non-audit services being provided by the company’ sauditors. The impetus behind the change was
the SEC's belief that consolidation and other major changes in the accounting profession and the
types of servicesthat auditors provideto their audit clients, aswell asincreases in the absolute and
relative size of the fees charged for non-audit services, had exacerbated long standing concernsabout
the effects on independence when auditors provide both audit and non-audit servicesto their audit

clients.377

The amended SEC rules378 identified nine non-audit services that, when provided by the

auditor to the audit client, generally would be deemed to impair auditor independence:

Q) Bookkeeping or other services related to the audit client’s accounting records or
financial statements.379

(i) Financial information systems design and implementation.
(ili)  Appraisal or valuation services or fairness opinions.30
(iv)  Actuarial services.381

(v)  Internal audit services.382

377

378
379

380

381

In 1999 the Big Five accounting firmsreceived non-audit fees estimated to aggregate more than $15 billion, which
represented half of their total revenues. SEC Auditor Independence Release at 7.

SEC Regulation S-X § 2.01 (2000).

An auditor should not be put in the position of auditing itsown work when it isauditing client financial statements
SEC Auditor Independence Release at 48.

An exception is provided “for appraisal or valuation services where the accounting firm reviews and reports on
work done by the audit client itself or an independent, third-party specialist employed by the audit client, and the
audit client or specialist providesthe primary support for the balancerecorded intheclient’ sfinancial satements”
SEC Auditor Independence Release at 52.

An auditor's independence is deemed impaired if the audit firm provides certain actuarially oriented advisory
services involving the determination of insurance company policy reserves and related accounts, unless three
conditionsaremet: (1) the audit client must useits own actuaries or third-party actuariesto provide management
with the primary actuarial capabilities; (2) management must accept responsibility for any significant actuaria
methods and assumpti ons empl oyed by the accountant in performing or providing the actuarial services, and (3) the
accountant cannot render theactuarial servicestotheaudit client on acontinuousbasis. If theseconditionsaremet,
the accountant can perform four typesof actuarial servicesfor an insurance company audit client without impairing
the accountant's independence: (i) assisting management to develop appropriate methods, assumptions, and
amounts for policy and loss reserves and other actuarial items presented in financia reports, based on the
company's higtorical experience, current practice, and future plans; (ii) assisting management in the conversion of
financial statementsfrom astatutory basisto one conforming with GAAP, (iii) analyzing actuarial considerations
and alternativesin federal incometax planning; and (iv) assisting management in thefinancia analyses of various
matters, such as proposed new policies, new markets, business acquisitions, and reinsuranceneeds. SEC Auditor
Independence Release at 53.
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(vi)  Management functions

(vii)  Human resources.

(viii) Broker-dealer or securities underwriting services.
(ix)  Legal services.383

Inorder to assist investorsin evaluating the independence of the auditors of thecompaniesin
which they invest, the SEC Auditor Independence Release adopted amendmentsto the SEC proxy
rules requiring companies to provide three kinds of proxy statement disclosures: (1) disclosure
regarding the employment of leased personnel in connection with the audit; (2) disclosure regarding
fees billed for services rendered by the principal auditors;384 and (3) disclosure regarding whether
the audit committee considered the compatibility of the non-audit services the company received
from its auditor and the independence of the auditor.385 Since the SEC required issuersto disclose
only whether the audit committee considered whether the principal accountant’s provision of non-
audit services is compatible with maintaining the principal accountant’s independence and did not
reguire issuersto disclose the conclusions of the audit committee deliberations, the SEC said it saw
“little possibility of private liability arising from these disclosures.” 386

C Liability Concerns.

SafeHarbor. The SEC inthe SEC December 1999 Audit Committee Release also adopted
limited safe harbors for the new proxy statement disclosures.387 Following the practice for
compensation committee reports included in proxy statements or information statements, the
additional audit committee disclosures are not considered “ soliciting material,” “filed” withthe SEC,
subject to Regulation 14A (for proxy statements) or 14C (for information statements), and therefore

382 An exceptionisprovided for issuerswith $200 million or lessin assets. SEC Auditor Independence Release at 54.

383 |n the SEC’s view “there is a fundamental conflict between the role of an independent auditor and that of an
attorney. Theauditor’schargeistoexamineobjectively and report, regardless of theimpact ontheclient, whilethe
attorney’ s fundamental duty isto advance the client’sinterests.” SEC Auditor Independence Release at 58.

384 As adopted in the SEC Auditor Independence Release, Item 9 of Schedule 14A requiresregistrantsto separately
disclosethefees paid for (1) theannual audit and for thereview of the company’ sfinancial statementsincludedin
the company’s SEC quarterly reports for the most recent fiscal year, (2) information technol ogy services and (3)
other non-audit services, including fees for tax-related services.

385 gince audit committees play an important role in overseeing the financia reporting process and the auditor’s

independence, Item 9 of Schedule 14A requiresdisclosure of whether theaudit committee considered whether the
principal accountant’s provision of the information technology services and other non-audit services to the
registrant is compatible with maintaining the principal accountant’s independence.

386 SEC Auditor Independence Release at 60.
387 Seeltem 306(c) of SEC Regulations S-K and S-B and paragraph (€)(v) of SEC Schedule 14A.
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arenot subject to theantifraud provisionsof Rule 14a-9 or 14c-6 or to theliabilities of Section 18 of
the Securities Exchange Act of 1934 (the “1934 Act”).388

Private Litigation. While several commentators urged the SEC to adopt a safe harbor from
private litigation, the SEC declined to do so, stating that an additional safe harbor was neither
necessary or appropriate. The SEC indicated that it did not intend to subject companies or their
directorsto increased exposure to liability under federal securities laws or to create new standards
for directorsto fulfill their dutiesunder state corporation laws. Initspromulgating release the SEC
reasoned: “To the extent the disclosure requirements would result in more clearly defined
procedures for, and disclosure of, the operation of the audit committee, liability claims alleging
breach of fiduciary duties under state law actually may be reduced.”389

Liability for Breach of Listing Sandards. There is generally no express private cause of
action for breaches of stock exchange rules, and courts have held that there is no implied private
right of action under these rulesaswell. Such breaches could nevertheless be asserted as evidence
for alleged liability under another theory, such as breach of the duty of care, asdefined by the duties
set forthinthe audit committee charter, or asevidence of recklessness (scienter) in asecuritiesfraud
case. Of course, there is also the possibility that litigation will arise over whether the SEC rules
themselves create an implied right of action.

Liability for Breach of Audit Committee Charter. An audit committee’s membership and
operation are governed by itscharter. A charter which failsto specify adequately theresponsibilities
of audit committee members leaves the company and the board open to investor criticism and the
audit committee without a road map through its responsibilities. However, a charter that sets
unrealistic duties and aspirational standards could lead to liability for failure to meet the specified
duties and standards. The safe harbor described above islimited to SEC disclosure only and has no
bearing on potential liability of audit committee members or the company for failure to conformto
the standards of the audit committee charter.

C. Compensation Committee.

The Compensation Committeetypically iscomposed of independent directorsand focuseson
executive compensation and administration of stock options and other incentive plans. While the
duties of the Compensation Committeewill vary from company to company, the ALI’ sPrinciplesof
Corporate Governance39 recommend that the Compensation Committee should:

Q) Review and recommend to the board, or determine, the annual salary, bonus, stock
options, and other benefits, direct and indirect, of the senior executives.

2 Review new executive compensation programs, review on a periodic basis the
operation of the corporation’s executive compensation programs to determine
whether they are properly coordinated; establish and periodically review policiesfor

388 |q.

389 SEC December 1999 Audit Committee Release at 11.
390 ALl Princi ples of Corporate Governance § 3A.05 (Supp 2002).
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the administration of executive compensation programs; and take stepsto modify any
executive compensation programs that yield payments and benefits that are not
reasonably related to executive performance.

(©)] Establish and periodically review policies in the area of management perquisites.

Under SEC Rule 16b-3, the grant and exercise of employee stock options, and the making of
stock awards, are generally exempt fromthe short-swing profit recovery provisions of 8§ 16(b) under
the 1934 Act if approved by acommittee of independent directors. Further, under Section 162(m) of
the Internal Revenue Code of 1980, as amended, corporations required to be registered under the
1934 Act are not able to deduct compensation to specified individuals in excess of $1,000,000 per
year, except in the case of performance based compensation arrangements approved by the
shareholders and administered by a compensation committee consisting of two or more “outside
directors’ as defined.391

VIII. Shifting Duties When Company on Penumbra of I nsolvency.
A. Insolvency Changes Relationships.

Directorsowefiduciary dutiesto the owners of the corporation.392 When the corporationis
solvent, the fiduciary duties are owed to the corporation and the shareholders of the corporation.
The creditorsrelationship to the corporation is contractual in nature. Their rightsin relation to the
corporation are those that they have bargained for and memorialized in their contracts. A solvent
corporation’s directors do not owe any fiduciary duties to the corporation’s creditors. When the
corporation is insolvent and there is no value left for the shareholders, the corporation’s creditors
become its owners and the directors owe fiduciary duties to the creditors as the owners of the
business.393

391 Treas. Rey. § 1.162-27 (2002).

392" commentsof Delaware Vice Chancellor Leo J. Strinein Galveston, Texason February 22, 2002 at the 24" Annual
Conference on Securities Regulation and Business L aw Probl ems sponsored by University of Texas School of Law,
etal.

393 plas-Tex v. Jones, 2000 WL 632677 (Tex. App.-Austin 2002; not published in SW.3d) (“As a general rule,
corporate officersand directors owe fiduciary dutiesonly to the corporation and not to the corporation’ screditors,
unless there has been prejudice to the creditors. . .. However, when a corporation is insolvent, a fiduciary
relationship arises between the officers and directors of the corporation and its creditors, and creditors may
chalengeabreach of theduty. . . . Officersand directors of an insolvent corporation have afiduciary duty to deal
fairly with the corporation’s creditors, and that duty includes preserving the value of the corporate assets to pay
corporate debts without preferring one creditor over another or preferring themselves to the injury of other
creditors. . . . However, acreditor may pursue corporate assets and hold directorsliable only for ‘ that portion of the
assets that would have been available to satisfy his debt if they had been distributed pro ratato all creditors'.”;
Geyer v. Ingersoll Pub. Co., 621 A. 2d 784, 787 (Ddl.Ch. 1992) (“[T]he general ruleisthat directors do not owe
creditorsduties beyond therel evant contractual terms absent ‘ special circumstances . . . eg., fraud, insolvency or a
violation of astatute....’ [citation omitted]. Furthermore, [no one] serioudy disputesthat when theinsolvency does
arise, it creates fiduciary duties for directors for the benefit of creditors. Therefore, the issue...is when do
directors fiduciary dutiesto creditorsariseviainsolvency.”); see Terrell and Short, DirectorsDutiesin Insolvency:
Lessons From Allied Riser, 14 BNA Bkr. L. Reptr. 293 (March 14, 2002).
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There are degrees of insolvency (e.g., a corporation may be unable to pay its debts asthey
come due because of troubles with its lenders or its liabilities may exceed the book value of its
assets, but the intrinsic value of the entity may significantly exceed its debts). Sometimes it is
unclear whether the corporation is insolvent. In circumstances where the corporation is on the
penumbraof insolvency, the directorsmay owe fiduciary dutiesto the“wholeenterprise.” 394 Owing
fiduciary dutiesto the “whole enterprise” putsthe directorsin the uncomfortable position of owing
duties to multiple congtituencies having conflicting interests.39°

B. When isa Corporation Insolvent or in the Vicinity of Insolvency?

It isthe fact of insolvency, rather than the commencement of statutory bankruptcy or other
insolvency proceedings, that causes the shift in director duties.3% Delaware courts define

394 Geyer v. Ingersoll Pub. Co., 621 A. 2d 784, 789 (Del.Ch. 1992) (“The existence of the fiduciary duties at the
moment of insolvency may cause directors to choose a course of action that best serves the entire corporate
enterprise rather than any single group interested in the corporation a a point in time when the shareholders
wishes should not be the directors only concern”); see Credit Lyonnais Bank Nederland, N.V. v. Pathe
Communications Corp., C.A. No. 12150, 1991 Ddl. Ch. LEXIS 215 at n. 55 (Ddl. Ch. 1991) in which Chancellor
Allen expressed the following in dicta:

n. 55 The possibility of insolvency can do curious things to incentives, exposing creditorsto
risksof opportunistic behavior and creating complexitiesfor directors. Consider, for example asolvent
corporation having asingleasset, ajudgment for $51 million against asolvent debtor. Thejudgmentis
on appeal and thus subject to modification or reversal. Assumethat theonly liabilities of the company
are to bondholders in the amount of $12 million. Assume that [based on] the array of probable
outcomes of the appeal [25% chance of affirmance, 70% chance of modification and 5% chance of
reversal] the best evaluation is that the current value of the equity is $3.55 million. ($15.55 million
expected value of judgment on appeal $12 million liahility to bondholders). Now assume an offer to
settle at $12.5 million (also consider one at $17.5 million). By what standard do the directors of the
company eval uate thefairness of these offers? The creditors of thissolvent company would bein favor
of accepting either a $12.5 million offer or a$17.5 million offer. In either event they will avoid the
75% risk of insolvency and default. The stockholders, however, will plainly be opposed to acceptance
of a$12.5 million settlement (under which they get practically nothing). Moreimportantly, they very
well may be opposed to acceptance of the $17.5 million offer under which the residual value of the
corporation would increasefrom $3.5t0 $5.5 million. Thisisso becausethelitigation alternative, with
its 25% probability of a $39 million outcome to them ($51 million - $12 million $39 million) has an
expected value to the residual risk bearer of $9.75 million ($39 million x 25% chance of affirmance),
substantially greater than the $5.5 million available to them in the settlement. While in fact the
stockholders preference would reflect their appetite for risk, it is possible (and with diversified
shareholders likely) that the shareholders would prefer rejection of both settlement offers.

But if we consider the community of interests that the corporation representsit seems apparent
that one should in thishypothetical accept the best settlement offer available providing itisgreater than
$15.55 million, and one bel ow that amount should berejected. But that result will not bereached by a
director whothinkshe owesdutiesdirectly to shareholdersonly. It will bereached by directorswhoare
capable of conceiving of the corporation asalegal and economic entity. Such directorswill recognize
that in managing the business affairs of a solvent corporation in the vicinity of insolvency,
circumgtances may arise when the right (both the efficient and the fair) course to follow for the
corporation may diverge from the choi cethat the stockholders (or the creditors, or theemployees, or any
single group interested in the corporation) would make if given the opportunity to act.

395 gee Odyssey Partners, L.P. v. Fleming Companies, Inc., 735 A.2d 386 (Del. Ch. 1999).
396 Geyer v. Ingersoll Pub. Co., 621 A. 2d 784, 789 (Del.Ch. 1992).
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insolvency as occurring when the corporation “isunable to pay its debts athey fall dueinthe usual
course of business. . . or it has liabilitiesin excess of areasonable market value of assets held.” 397

Under the “balance sheet” test used for bankruptcy law purposes, insolvency is defined as
when an entity’ s debts exceed entity’ sproperty at fair valuation,398 and the value at whichthe assets
carried for financial accounting or tax purposesisirrelevant.

Fair value of assets is the amount that would be realized from the sale of assets within a
reasonable period of time.399 Fair valuation isnot liquidation or book value, but isthe value of the
assets considering the age and liquidity of the assets, aswell as the conditions of the trade. 490 For
liabilities, the fair value assumes that the debts are to be paid according to the present terms of the
obligations.

Thedirectorsduties, however, begin the shift even beforethe moment of insolvency. Where
the corporation may not yet betechnically insolvent but “isoperating in the vicinity of insolvency, a
board of directorsisnot merely the agent of theresiduerisk bears, but owesits duty to the corporate
enterprise”.401 |n caseswherethe corporation has been found to beinthe vicinity of insolvency, the
entity was in dire financial straitswith a bankruptcy petition likely in the minds of the directors.402

C. Director Liabilitiesto Creditors.

The businessjudgment ruleis applicableto actions of directorsevenwhilethe corporationis
insolvent or on the penumbra thereof in circumstances where it would have been applicable.403
Where directorsare interested, presumably the conduct of directorswere likewise be judged by the
standardsthat would have otherwise have been applicable. A director’sstock ownership, however,
may call into question adirector’ sindependence wherethe fiduciary duties areowed to thecreditors,
for the stock ownership would tend to ally to director with the interests of the shareholders rather

397 4.

398 11USC.§ 101(32) (2001). A “balancesheet” test isalso used under thefraudulent transfer statutes of Delaware
and Texas. SeeDel. Code § 1302 and Tex. Bus. & Com. Code § 24.003. For general corporate purposes, TBCA
art. 1.02(16) (2001) definesinsol vency asthe“inability of acorporation to pay its debtsasthey becomeduein the
usual course of itsbusiness.” For transactions covered by the U.C.C., Tex. Bus. & Com. Code 1.201(23) (2001)
defines an entity as“insolvent” who either has ceased to pay its debtsin the ordinary course of business or cannot
pay its debts as they become due or isinsolvent within the meaning of the federal bankruptcy law.

399 Angelo, Gordon & Co., L.P., et al. v. Allied Riser Communications Corporation, et al., 2002 Ddl. Ch. LEXIS 11.
400 |1 re United Finance Corporation, 104 F.2d 593 (7th Cir. 1939).

401 Credit Lyonnais Bank Nederland, N.V. v. Pathe Communications Corp., C.A. No. 12150 Mem. Op., Ddl. Ch.
LEX1S 215 (Dd. Ch. 1991).

402 | the Credit Lyonnais case, supra, a bankruptcy petition had recently been dismissed, but the corporation
continued to labor “in the shadow of that prospect” 1d. See also Equity-Linked Investors LP v. Adams, 705 A.2d
1040, 1041 (D€l. Ch. 1997) (corporation found to be on “lip of insolvency” where a bankruptcy petition had been
prepared and it had only cash sufficient to cover operations for one more week).

403 Angelo, Gordon & Co., L.P., et al. v. Allied Riser Communications Corporation, et al., 2002 Ddl. Ch. LEXIS 11.
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than the creditors, but relatively insubstantial amounts of stock ownership should not impugn a
directors independence. 404

When the conduct of the directors is being challenged by the creditors on fiduciary duty
grounds, thedirectorsdo not havethe benefit of the statuteslimiting director liability induty of care

cases. 405
D. Conflicts of Interest.

Conflictsof interest are usually present in closely held corporations where the shareholders
are also directors and officers. While the TBCA allows transactions with interested parties after
disclosure and disinterested director or shareholder approval, 406 when the insolvency arises, the
conflict of interest rules change.

After insolvency, Texas directors begin to owe afiduciary duty to the creditors and cannot
rely on the business judgment rule or disclosure to the disinterested directors as a defense.407
Instead, the disclosure must include the creditors408

After insolvency, Delaware law dictates asimilar result.409 The Delaware duty of fairness
on transactions with interested parties runs to the creditors when the corporation is insolvent.410

A developing issueinvolvesthe application of the conflict of interest rulesto partiesthat are
related to the director or officer. While the courtsare not uniformin their definition, the conflict of
interest rules usually extend to family members.

E. Fraudulent Transfers.

Both stateand federal law prohibit fraudulent transfers.411 All require insolvency at thetime
of thetransaction. Texasand Delaware areidentical to the Uniform Fraudulent Transfer Act, except
Delaware adds the following provision: “Unless displaced by the provisions of this chapter, the
principles of law and equity, including the law merchant and the law relating to principal and agent,

404 ¢, Angelo, Gordon & Co., L.P., et al. v. Allied Riser Communications Corporation, et al., 2002 Del. Ch. LEXIS
11

405 Geyer v. Ingersoll Pub. Co., 621 A. 2d 784, 789 (Del.Ch. 1992); see discussion of DGCL § 102(b)(7) and TMCA
art. 1302-7.06 under Part VI.A supra.

406 see discussion of TBCA art. 2.35-1 under Part VI.C supra.
407 \Neaver v. Kellog, 216 B.R. 563 (S.D. Tex. 1997).
408 |q.

409 Kahn v. Lynch Communications Systems, Inc., 638 A.2d 1110, 1115 (Del. 1984).
410 |q.

411 Tex. Bus. & Com. Code Chap. 24; Delaware Code § 1301 et seqi., 11 U.S.C. § 548.
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estoppel, laches, fraud, misrepresentation, duress, coercion, mistake, insolvency or other validating
or invalidating cause, supplement its provisions.”

The applicable statute of limitation varies with the circumstances and the applicable law.
Generally, the statute of limitations for state laws may extend to four years, while bankruptcy law
dictates aone year limitation starting with the petition filing date.

IX.  Post Enron Issuesof Special Concern.
A. Outside Director Independence.

Under Texaslaw, adirector isconsidered “interested” only in respect of mattersinwhich he
hasafinancial interest.#12 TheFifth Circuit in Gearhart summarized Texas law with respect to the
guestion of whether a director is“interested” as follows:

412 TBCA art. 1.02A(12) defines “disinterested” director as follows:

(12) “Disinterested,” when used to indicate a director or other person is disinterested in a
contract, transaction, or other matter for purposes of approval of acontract or transaction under Article
2.35-1 of thisAct and for purposes of considering the disposition of aclaim or challengewith respect to
a particular contract or transaction or to particular conduct means the director or other person, or an
associate of the director (other than the corporation and its associates) or other person, isnot a party to
the contract or transaction or is not materially involved in the conduct that is subject to the claim or
challenge and does not otherwise have a material financial interest in the outcome of the contract or
transaction or the disposition of the claim or challenge. A director or other person is not to be
considered to be materialy involved in conduct that is subject to aclaim or challenge or to otherwise
have a materia financia interest in the outcome of a contract or transaction or the disposition of the
claim or challenge solely by reason of the existence of one or more of the following circumstances:

(a) the person was nominated or elected as a director by persons who are interested in the
contract or transaction or who are alleged to have engaged in the conduct that is subject to the claim or
chalenge;

(b) the person receives normal director’s fees or similar customary compensation, expense
reimbursement, and benefits as a director of the corporation;

(c) theperson hasadirect or indirect equity interest in the corporation;

(d) thecorporation or itssubsidiarieshasan interest in the contract or transaction or wasaffected
by the alleged conduct;

(e) the person or an associate or affiliate of the person receives ordinary and reasonable
compensation for services rendered to review, makerecommendations, or decide on the disposition of
the claim or challenge; or

(f) in the case of a review by the person of alleged conduct that is subject to a claim or
challenge:

(i) thepersonisnamed asadefendant in the derivative proceeding with respect tosuch
matter or as a person who engaged in the alleged conduct; or

(if) the person approved of, voted for, or acquiesced in, as a director, the act being
chadlenged if the act resulted in no materid personal or financial benefit to the person and the
challenging party failsto allege with particularity factsthat, if true, raise a significant prospect that the
director would be adjudged liable to the corporation or its shareholders by reason of that conduct.

77
3219088v2



A director is considered ‘interested’ if he or she (1) makes a personal profit from a
transaction by dealing with the corporation or usurpsacorporate opportunity . . .; (2)
buys or sells assets of the corporation . . .; (3) transacts business in his director’s
capacity with a second corporation of which he is also a director or significantly
financially associated . . .; or (4) transacts business in his director’s capacity with a
family member.413

Under Delawarelaw, an independent director isone whose decisionisbased onthecorporate
merits of the subject before the board rather than extraneous considerations or influence.414 A
controlled director is not an independent director.41> Control over individual directorsisestablished
by factsdemonstrating that “through personal or other relationshipsthe directorsare beholdentothe
controlling person.” 416

Under the current NY SE rules defining who is “independent” for purposes of eligibility to
serve on an audit committee, “independent” is defined in terms of having “no relationship to the
company that may interfere with the exercise of their independence from management and the
company.” 417 Without modifying the generality of the foregoing definition of “independent,” the
NY SE rules providethat adirector will not be considered independent for purposes of appointment
to an audit committee if the director:

* is an employee (including non-employee executive officers) of the company or its
affiliates or has been an employee within the last three years (if the employment
relationship is with a former parent or predecessor of the company, a director may be
appointed if the relationship between the company and the former parent or predecessor
terminated more than three years prior);

* isapartner, controlling shareholder or executive officer of an organization that has a
business relationship with the company;

» hasadirect businessrelationship with the company (the director’ srelationship could be
direct or the director could be a partner, officer or employee of an organization that has
the business relationship);

413 Gearhart, 741 F.2d at 719-20 (citations omitted).

414 Aronson v. Lewis, 473 A.2d 805, 816 (Del.Supr. 1984); Odyssey Partnersv. Fleming Companies, 735 A.2d 386
(Del.Ch. 1999).

415 |nre MAXXAM, Inc., 659 A.2d 760, 773 (Dél. Ch. 1995) (“To be considered independent, a director must not be
dominated or otherwise controlled by an individual or entity interested in the transaction.”).

416 Arpson |, supra, 473 A.2d at 815; see Sinclair Oil Corp. v. Levien, 280 A.2d 717, 720 (Del.Supr. 1971) (“A board
of directorsenjoysa presumption of sound businessjudgment, andits decisionswill not bedisturbed if they can be
attributed to any rational businesspurpose. A court under such circumstanceswill not substituteits own notionsof
what is or isnot sound business judgment.”).

417 NYSE Company Manual § 303.01(B)(2)(a) (2002); seeV11.B.3. aboveregarding proposed changestoNY SE rules
relating to audit committee.
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* isemployed as an executive officer of another corporation where any of the company’s
executives serve on that corporation’ s compensation committee; or

* isanimmediate family member of a person who is or has been an executive officer of
the company or its affiliates within the last three years.

Following arequest by then SEC Chairman Harvey Pitt that the NY SE review its corporate
governance listing standards, the NY SE Board appointed a Corporate Accountability and Listing
Standards Committee which on June 6, 2002 issued a report that made sweeping proposals for
changes to the NY SE’s corporate governance listing standards.#18 The Board of Directors of the
NY SE approved an amended version of that report titled “Corporate Governance Rule Proposals
Reflecting Recommendations from the NY SE Corporate Accountability and Listing Standards
Committee” whichit filed with the SEC on August 1, 2002.419 The proposalsincludethefollowing:

1. Require listed companies to have a majority of independent directors.

2. Tighten the NY SE definition of “independent director.”

No director qualifiesas“independent” unlessthe board of directorsaffirmatively
determinesthat the director has no material relationship with the listed company
(either directly or asapartner, shareholder or officer of an organization that hasa
relationship with the company). Companies must disclosethese determinations.

In addition:

No director who is a former employee of the listed company can be
“independent” until five years after the employment has ended.

No director who is, or inthe past five years has been, affiliated with or employed
by a (present or former) auditor of the company (or of an affiliate) can be
“independent” until five yearsafter the end of either the affiliation or theauditing
relationship.

No director can be “independent” if he or she is, or in the past five years has
been, part of aninterlocking directorate in which an executive officer of thelisted
company serves on the compensation committee of another company that
employs the director.

Directors with immediate family members in the foregoing categories must
likewise be subject to the five-year “cooling-off” provisions for purposes of
determining “independence.”

418 Report of NYSE Corporate Accountability and Listing Standards Committee (June 6, 2002)
(http://www.newyorkstockexchange.com/press/NT00565884.html).

419 Corporate Governance Rul e Proposal s Refl ecting Recommendati ons from the NY SE Corporate Accountability and
Listing Standards Committee As Approved by the NYSE Board of Directors August 1, 2002
(http://www.nyse.com/pdfs/corp_gov_pro_b.pdf).
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To empower non-management directors to serve as a more effective check on
management, provide that the non-management directors of each company must
meet at regularly scheduled executive sessions without management.

Require listed companies to have a nominating/corporate governance committee
composed entirely of independent directors.

The nominating/corporate governance committee must have a written charter that
addresses:

» thecommittee’s purpose —which, at minimum, must beto: identify individuals
qualified to become board members, and to select, or to recommend that the
board select, the director nominees for the next annual meeting of shareholders;
and develop and recommend to the board a set of corporate governance
principles applicable to the corporation.

» thecommittee’ sgoals and responsibilities—which must reflect, at minimum, the
board’ scriteriafor selecting new directors, and oversight of the evaluation of the
board and management.

» anannual performance evaluation of the committee.

Require listed companies to have a compensation committee composed entirely of
independent directors.

The compensation committee must have a written charter that addresses:

» thecommittee' s purpose—which, at minimum, must beto dischargethe board’s
responsibilities relating to compensation of the company’ s executives, and to
produce an annual report on executive compensation for inclusion in the
company’ s proxy statement, in accordance with applicable rulesand regulations.

» the committee's duties and responsibilities — which, at minimum, must be to:

— review and approve corporate goals and objectives relevant to CEO
compensation, evaluate the CEO’s performance in light of those goals and
objectives, and set the CEO’ s compensation level based on this evaluation.

— make recommendations to the board with respect to incentive-compensation
plans and equity-based plans.

* anannual performance evaluation of the compensation committee.
Require members of the audit committee to adhere to a higher standard of
independence than other membersof alisted company’ sboard of directors, including

a requirement that director’s fees are the only compensation an audit committee
member may receive from the company:
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An audit committee member may receive his or her fee in cash and/or company
stock or options or other in-kind consideration ordinarily availableto directors, as
well as all of the regular benefits that directors receive.

Because of the significantly greater time commitment of audit committee
members, they may receive reasonable compensation greater than that paid to
other directors (as may other directors for other time-consuming work).

Disallowed compensation for an audit committee member includes fees paid
directly for services as a consultant or alegal or financial advisor, regardless of
the amount. Disallowed compensation also includes compensation paid to a
director’ sfirm for such consulting or advisory serviceseven if the director isnot
the actual provider.

Disallowed compensation is not intended to include ordinary compensation paid
in another customer or supplier or other business relationship that the board has
aready determined to be immaterial for purposes of its basic director
independence analysis.

To eliminate any confusion, note that the foregoing requirement pertains only to audit committee
gualification and not to the independence determinations that the board must make for other

directors.

7.
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Increasethe authority and responsibilities of the audit committee, including granting
it the sole authority to hire and fire independent auditors, and to approve any
significant non-audit relationship with the independent auditors.

The audit committee must have awritten charter that addresses:

the committee's purpose — which, at minimum, must be to: (&) assist board
oversight of (i) the integrity of the company’s financial statements, (ii) the
company’s compliance with legal and regulatory requirements, (iii) the
independent auditor’ squalificationsand independence, and (iv) the performance
of the company’s internal audit function and independent auditors; and (b)
prepare the report that SEC rules require be included in the company’ s annual
proxy statement.

the dutiesand responsibilities of the audit committee—which, at minimum, must
be to:

retain and terminate the company’ s independent auditors (subject, if applicable,
to shareholder ratification).

a least annually, obtain and review a report by the independent auditor
describing: the firm’s internal quality-control procedures; any material issues
raised by the most recent internal quality-control review, or peer review, of the
firm, or by any inquiry or investigation by governmental or professional
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authorities, within the preceding five years, respecting one or more independent
audits carried out by the firm, and any steps taken to deal with any such issues;
and (to assess the auditor’'s independence) all relationships between the
independent auditor and the company.

discusstheannual audited financial statementsand quarterly financial statements
with management and the independent auditor, including the company’s
disclosures under “Management’s Discussion and Analysis of Financial
Condition and Results of Operations.”

discuss earnings press releases, as well as financial information and earnings
guidance provided to analysts and rating agencies.

as appropriate, obtain advice and assistance from outside legal, accounting or
other advisors.

discuss policies with respect to risk assessment and risk management.

meet separately, periodically, with management, with internal auditors (or other
personnel responsible for the internal audit function), and with independent
auditors.

review with the independent auditor any audit problems or difficulties and
management’ S response.

set clear hiring policies for employees or former employees of the independent
auditors.

report regularly to the board of directors.

an annual performance evaluation of the audit committee.

Each listed company must have an internal audit function.

8.
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Increase shareholder control over equity-compensation plans.

Shareholders must be given the opportunity to vote on all equity-compensation
plans, except inducement options, plansrelating to mergers or acquisitions, and
tax qualified and excess benefit plans.

A broker may not vote a customer’s shares on any equity-compensation plan
unless the broker has received that customer’s instructions to do so.

Require listed companies to adopt and disclose corporate governance guidelines,
which must address the following subjects:

Director qualification standards.
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» Director responsibilities.

» Director access to management and, as necessary and appropriate, independent
advisors.

» Director compensation.

» Director orientation and continuing education.
* Management succession.

* Annual performance evaluation of the board.

10. Require listed companiesto adopt and disclose a code of business conduct and ethics
for directors, officersand employees, and promptly disclose any waivers of the code for directorsor
executive officers. Each company may determine itsown policies, but all listed companies should
address the most important topics, including the following:

» Conflictsof interest.

» Corporate opportunities.

» Confidentiality.

» Fair dealing.

* Protection and proper use of company assets.

» Compliance with laws, rules and regulations (including insider trading laws).

» Encouraging the reporting of any illegal or unethical behavior.

11.  Requirelisted foreign privateissuersto disclose any significant waysin which their

corporate governance practices differ from those followed by domestic companies under NY SE

listing standards.

12. Require each listed company CEO to certify to the NY SE each year that he or sheis
not aware of any violation by the company of NY SE corporate governance listing standards.

13.  Inaddition, the proposed ruleswould authorizethe NY SE to issueapublicreprimand
letter to any listed company that violatesan NY SE listing standard. For companiesthat repeatedly
or flagrantly violate NY SE listing standards, suspension and delisting remain the ultimate penalties.

NASDAQ has aready approved changes in its corporate governance standards and
forwarded themto the SEC for approval. Thedefinition of an independent director, which currently
prohibitsindependent directors from receiving more than $60,000 in compensation, will be extended
to prohibit any payments, including political contributions, in excess of $60,000 and will extend to
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receipt of such payments by afamily member of the director.420 Furthermore, adirector will not be
considered independent if the company makes payments to a charity where the director is an
executive officer and such payments exceed the greater of $200,000 or five percent of either the
company’s or the charity’s gross revenues.

Ordinarily director fees are not considered sufficient to affect a director’s independent
judgment and, therefore, not to sigmatize his statusasan independent director. Thelevel of director
compensation in the Enron case may raise questions as to whether it would compromise his
independent judgment.421 The Enron case is causing director independence to be questioned in
situationswhere the director has no personal financial interest, but hasrelationshipsthat could affect
his independent judgment (e.g. the independence of auniversity president may be questioned if the
university receives substantial contributions from the corporation).422 While the legal concepts of
independence may not change, institutional investors may use their influence to force changesin
board composition.

B. Codes of Conduct.

Generally. The oversight responsibilities of directors articulated in the Caremark case
discussed above, 423 together with the Sentencing Guidelinesfor Organization Defendantsunder U.S.
criminal laws which provide for reduced penalties where the defendant entity has an effective
programto prevent and detect violations of law, suggest that corporationswould be well advised to
adopt Codes of Conduct containing policies which employees are expected to follow. The SOB
(8406) directsthe SEC to issue rulesrequiring a code of ethics#24 for senior financial officersof an
issuer applicable to the CFO, comptroller or principal accounting officer and to require the
immediate disclosure on its Form 8-K of any change in or waiver of the code of ethics for senior
financial officers.

Scope. Code of Conduct policies may include one or more of the following:42>

e Conflicts of Interest and Disclosure of Certain Interests

420 The Nasdagq Stock Market Inc. Press Release May 24, 2002 (www.nhasdagnews.com).

421 commentsof Delaware Vice Chancellor Leo J. Strinein Galveston, Texason February 22, 2002 at the 24" Annual
Conference on Securities Regulation and Business L aw Probl ems sponsored by University of Texas School of Law,
etal.

422 |q.

423 e discussion of Caremark casein Part 11.D.2(c), supra.

424 A “code of ethics’ is expected to contain such standards as are reasonably necessary to promote—

(2) honest and ethical conduct, including the ethical handling of actual or apparent conflicts of interest between
personal and professional relationships,

(2) full, fair, accurate, timely, and understandable disclosure in the periodic reports required to be filed by the
issuer; and

(3) compliance with governmental regulations.

425 gpe Form of Code of Conduct attached as Appendix C.
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» Disclosure and Confidentiality

* Human Rights

* Business Ethics

o Sdafety

* Internet Usage

» Compliance with Anti-Trust Laws

» Compliance with Environmental Laws

» Compliance with Foreign Corrupt Practices
» Political Contributions

» Responsibility for Reporting Violations of Code
» Consequences of Violating Code

The Codesof Conduct also may set forth that disciplinary action will betakenif anemployee
does not comply with the policy and that the Code does not create any contract of employment,
which is a the will of the employer.

A Code of Conduct will achieve its legal objectives only if it is actually followed and
enforced by the corporation. A Code of Conduct which is not followed or enforced may be worse
thanno Codeat all, for it may tend to help aplaintiff establish that the conduct complained of wasin
fact considered wrongful by the company. A board, therefore, would be well advised to consider the
mechanisms available for monitoring compliance before adopting any Code of Conduct.

SOB Codes of Ethics. On October 22, 2002 the SEC proposed?26 rulesto implement SOB
§ 406427 that would require reporting companies to disclose on Form 10-K:

. Whether the issuer has adopted a written code of ethics that applies to the issuer’s
principal executive officer, principal financial officer, principal accounting officer or
controller, or persons performing similar functions; and

. If the issuer has not adopted such acode of ethics, the reasonsit has not done s0.428

426 SEC Release No. 34-46701 (October 22, 2002).
427 The SOB § 406 requirements are not applicable until the SEC’ s implementing rules are adopted.
428 proposed Regulation S-K Item 406.
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In the proposed SOB 8406 rules, “code of ethics” would mean a codification of standards
that is reasonably designed to deter wrong doing and to promote:

. Honest and ethical conduct, including the ethical handling of actual or apparent
conflicts of interest between personal and professional relationships;

. Avoidance of conflicts of interest, including disclosure to an appropriate person or
persons identified in the code of any material transaction or relationship that
reasonably could be expected to give rise to such a conflict;

. Full, fair, accurate, timely, and understandable disclosure in reports and documents
that acompany fileswith, or submitsto, the SEC and in other public communications
made by the company;

. Compliance with applicable governmental laws, rules and regulations,

. The prompt internal reporting to an appropriate person or persons identified in the

code of violations of the code;42° and
. Accountability for adherence to the code.430

The proposed SEC rules indicate that in addition to providing the required disclosure, an
issuer would be required to file a copy of its ethics code as an exhibit to its Form 10-K.

Proposed Form 8-K or Internet Disclosure Regarding Changesto, or Waivers From, the Code
of Ethics. The proposed SOB code of ethics rules would add an item to the list of Form 8-K
triggering events to require disclosure of:

. A change to an issuer’s code of ethics that applies to the specified officers; or
. Waiver of application of the ethics code provision to a specified officer.

The issuer would be required to file the Form 8-K within two business days after it made the
change or granted the waiver. As an alternative to filing a Form 8-K, the proposed rules would
permit anissuer to use itswebsite ameans of disseminating thisdisclosureif theissuer hasdisclosed
in its most recently filed Form 10-K:

. That it intends to disclose these events on its Internet website; and

. Its Internet website address.

429 The company would retain discretion to choose the person to receive reports of code violations, but Release No.
34-46701 (October 22, 2002) suggests the person should have sufficient status within the company to engender
respect for the code and authority to adequately deal with the persons subject to the code regardless of their stature
within the company.

430 |ngructionsto Proposed Regulation SK Item 406.
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C. Record Retention.

Corporations often adopt policies (* Document Retention Policies’) advising employeeshow
long documents must be retained in compliance with applicable law and under what circumstances
documents can and should be destroyed.#31 For this purpose, “documents’ include electronically
stored materials (e.g., emails, computer networks, laptops and personal electronic devices, whether
at the officeor at home and including deleted itemsthat can be retrieved) aswell asthose in paper
form.432  Premature destruction of documents can have serious adverse consegquences for the
company.

Under Texasand Delaware law, when aparty prematurely destroysevidence, either through
negligence or intentional acts, then the court may impose sanctions against that party.#33 We leave
for another day the criminal sanctions that also may be imposed upon the destroying party.

Thedoctrine of spoliation refersto theimproper destruction of evidencewhichisrelevant to
acase. 434 Remedies for the spoliation of evidence serve three purposes:#3> (i) they punish the
spoliator for destroying relevant evidence; (ii) they deter future spoliators;436 and (iii) they servean
evidentiary function.437 When evidence spoliation prejudices nonspoliating parties, courtscan levy
a sanction or submit a presumption that levels the evidentiary playing field and compensates the
nonspoliating party.438

The legal inquiry involves considering: (1) whether there was a duty to preserve evidence;
(2) whether the alleged spoliator either negligently or intentionally spoliated evidence; and (3)
whether the spoliation prejudiced the nonspoliator's ability to present its case or defense. A party
may have astatutory, regulatory, or ethical duty to preserve evidence.43° Thus, if aparty violatesa
statutory, regulatory, or ethical duty to preserve evidence, the party may be subject to either
sanctions or a spoliation presumption. The potential consequences give substance to these duties.

431 gee Form of Arthur Andersen LLP Document Retention Palicy attached as Appendix D.
432 gee Longino, Taking a Byte Out of Discovery, 27 Litigation News 10 (2001).

433 Trevinov. Ortega, 969 SW.2d 950 (Tex. 1998); Burrisv. Kay Bee Toy Stores, 1999 Del. Super. LEXIS536, Del.
Super., C.A. No. 96C-01-036, Witham, J. (Sept. 17, 1999) (Letter Op.).

434 Clementsv. Conard, 21 SW.3d 514 (Tex. App. —Amarillo 2000, pet. denied); Whitesidev. Watson, 12 SW.3d 614
(Tex. App.—Eastland 2000, pet. granted, vacated pursuant to settlement).

435 Trevinov. Ortega, 969 S.W.2d 950, 955 (Tex. 1998) (J. Baker, concurring).
436 gpe Nation-Wide Check Corp. v. Forest Hills Distribs, 692 F.2d 214, 218 (1t Cir. 1982).
437 5ee Sacramona v. Bridgestone/Firestone, Inc., 106 F.3d 444, 446 (1<t Cir. 1997).

438 gee Turner v. Hudson Transit Lines, 142 F.R.D. 68, 75 (S.D.N.Y. 1991); Bachmeier v. Wallwork Truck Ctrs., 507
N.W.2d 527, 533 (N.D. 1993).

439 Trevinov. Ortega, 969 S.W.2d 950, 955 (Tex. 1998) (J. Baker, concurring); cf., eg., TEX. HEALTH & SAFETY
CODE § 241.103 (2002).
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Thefirst part of the duty inquiry involves determining when the duty to preserve evidence
arises. 0 There is no question that a party’s duty to preserve relevant evidence arises during
pending litigation. Courts, however, have been less clear about whether aduty exists prelitigation
and, if so, at what point during prelitigation does the duty arise.#41 Courts that have imposed a
prelitigation duty to preserve have held that once aparty ison"notice" of potential litigation a duty
to preserve evidence exists. 442

In National Tank Co. v. Brotherton,443 the Texas Supreme Court defined “anticipation of
litigation” in the context of whether aparty should be allowed to assert aninvestigative privilege. In
focusing on how to determinewhen aparty reasonably foresees or anticipateslitigation, the court did
not require actual notice of the potential litigation for a party to anticipate litigation, commenting
that “common sense dictates that a party may reasonably anticipate suit being filed . . . before the
plaintiff manifests an intent to sue.”444 To determine when a party reasonably anticipates or
foresees litigation, trial courts must look at the totdity of the circumstances and decide whether a
reasonable person in the party's position would have anticipated litigation and whether the party
actually did anticipate litigation.44°

Once atrial court determines when aduty to preserve evidence arises, the court should then
look to the second part of the duty inquiry—what evidence aparty must preserve.446 A party that is
on notice of either potential or pending litigation has an obligation to preserve evidence that is
relevant to thelitigation.44” Whilealitigant isunder no duty to keep or retain every document in its
possession, it isunder aduty to preservewhat it knows, or reasonably should know isrelevant inthe
action, isreasonably calculated to lead to the discovery of admissible evidence, isreasonably likely
to be requested during discovery, or is the subject of a pending discovery sanction.448

If the trial court finds that a party has a duty to preserve evidence, it should then decide
whether the party breached its duty.44° Parties need not take extraordinary measures to preserve
evidence; however, a party should exercise reasonable care in preserving evidence.450 Because
parties have a duty to reasonably preserve evidence, they may be held accountable for either

440 Trevino v. Ortega, 969 SW.2d 950, 955 (Tex. 1998) (J. Baker, concurring).

441 Trevinov. Ortega, 969 S.W.2d 950, 955 (Tex. 1998) (J. Baker, concurring); see TEX. R. CIV. P. 215,
442 gpe eg., Glover v. BIC Corp., 6 F.3d 1318, 1329 (9th Cir. 1992).

443 851 SW.2d 193 (Tex. 1993).

444 National Tank, supra, 851 S.W.2d at 204.

445 gee National Tank, supra, 851 S\W.2d at 207.

446 Trevinov. Ortega,supra , at 956-57.
447 4,

448 |4,
449 |q.

450 see Hirsch v. General Motors Corp., 266 N.J. Super. 222, 628 A.2d 1108, 1122 (N.J. Super. Ct. Law Div. 1993).
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negligent or intentional spoliation. A spoliator can defend against an assertion of negligent or
intentional destruction by providing other explanations for the destruction.451 If the destruction of
the evidence was beyond the spoliator’s control or done in the ordinary course of business as
pursuant to adocument retention policy, the court may find that the spoliator did not violateaduty to
preserve evidence. However, when aparty’ sduty to preserve evidence arises before the destruction
or whenapolicy isat oddswith aduty to maintain records, the policy will not excuse the obligation
to preserve evidence.452

Title XI of the SOB is entitled the “Corporate Fraud Accountability Act of 2002” and
provides in 81102 for up to 20 years in prison for atering, destroying or concealing anything with
the intent to impair its use in any official proceeding or any attempt to do so.

D. Recent Proposalsfor Change.

In the wake of Enron’s collapse, there have been a number of proposals made to address
perceived causes of the excesses of the 1990s and the collapse of Enron, including the following:

1 Accounting for and Approval of Stock Options.

Stock options, which give employeestheright to buy company stock inthe futureat theprice
onthedate of grant, have for years been applauded as a meansto encourage and facilitate employee
stock ownership, thereby aligning the interests of shareholders and employees, and criticized as
diluting the stockholders and encouraging employeesto manipulate reported corporate earnings. 423
Thelast major effort to force companiesto account for optionsasan expense like wages and salaries
was defeated by industry in 1994, but the issue is now being resurrected.#>4 Warren Buffett has
commented that options do not align employee and shareholder interests because optionees do not
havetheir capital at risk intheir optionsand has argued that if options are part of compensation, they
should be expensed as compensation.#>> Alan Greenspan has said that forcing companiesto treat
stock options as expenseswould be a step toward better financial reporting.456 Legislation hasbeen
introduced that would deny tax deductions for option exercises that are not accounted for as
expenses. 457

451 Trevinov. Ortega,supra , at 957.

452 |d.: see, Starr and Li ppner, Soliation by Oversight, National L. J. (Nov. 12, 2001 at A19) (discussing case where
empl oyment record destruction pursuant to adocument retention policy wasintentional and enoughtoestablishthe
culpable state of mind needed for spoliation).

453 perk Police: Stock Options Come Under Firein Wake of Enron’s Collapse, Wall Street Journal (March 26, 2002)
at A-1.

454 |q.
455 Id.

456 Greenspan Warns Against Too Much Regulation, Wall Street Journal (March 27, 2002) at A-3.
457 4.
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There have been sweeping NY SE and other proposalsthat plans for stock optionsand other
equity based compensation be subject to shareholder approval and that such matters be removed
fromthelist of routine proposals on which brokers have thediscretion to voteif not instructed by the
beneficial owner.458 The issue over options is thus rejoined.4%9

2 Accelerated Filing of SEC Reports.
“Financial transparency” isthe SEC's regulatory prescription for Enron induced ills:

Financial transparency means timely, meaningful and reliable disclosures about a
company’ sfinancial performance. Companies need to provide trangparent financials
to raise capital. Investors need transparent financials to make informed investment
decisions.460

In an effort to mandate “financial transparency,” the SEC has adopted or proposed major
changesto its corporate disclosure regulations, including accelerated timetablesfor filing quarterly
and annual reports and reports of insider transactions under the 1934 Act.461 Specifically, the SEC
has adopted or proposed rules that would:

* Provide accelerated reporting of transactions by corporate insiders in their company’s
securities 462

458 The SEC hasissued two rel eases contai ning rule changes proposed by theNY SE. (Release No. 34-46620 (October
8, 2002)) and NASDAQ (Release No. 34-46649 (October 11, 2002)) regarding stockholder approval of equity-
compensation plans. Subject to certain specifically enumerated exceptions, the proposed rules contained in both
theNY SE and NASDAQ rel easeswoul d require stockhol dersto approve all new equity-compensation plansandall
material changesto existing equity-compensation plans. In addition to the stockholder approval rules, the NY SE
release (but not the NASDAQrelease) providesthat NY SE Rule 452 will berevised to“ preclude[NY SE] member
organizations from giving aproxy to vote on equity compensation plansunlessthe beneficial owner of the shares
has given voting indructions.” Thus, brokers would not be permitted to vote uninstructed shares. NY SE-listed
companies would need to take this into account for purposes of achieving a quorum as well as for purposes of
obtaining stockholder approval of equity-compensation plans.

459 geeTimefor Accountability at the Corporate Candy Store, The New Y ork Times (March 31, 2002), Section 3a 1.

460 SEC Commissioner Cynthia A. Glassman, Opening Remarks before the Symposium on Enhancing Financial
Transparency (Washington, D.C. June 4, 2002) (http://www.sec.gov/news/speech/spch565.htm).

461 34 SEC. Reg. & L. Rept. 261 (Feb. 18, 2002); the text of the SEC release on the SEC's Web site at
http://www.sec.gov/news/press/2002-22.txt.

462 gEC ReleaseNo. 34-46421 (August 27, 2002) implements SOB §403 which amends Section 16(a) of thel934 Act,
effective August 29, 2002, to require officers, directors and 10% shareholders (collectively, “insiders’) of
companieswith securitiesregistered under Section 12 of the 1934 Act to filewith the SEC Forms4 reporting (i) a
changein ownership of equity securitiesor (ii) the purchase or sale of a security based swap agreement involving
an equity security “before the end of the second business day following the business day on which the subject
transaction has been executed..”, whereas previously Forms 4 were required to be filed by the 10" day of the
month following the month in which the transaction was executed. Therelease also adopts final amendmentsto
SEC rules and forms implementing the accelerated filing deadlines described above for transactions subject to
Section 16(a) to subject all transactions between officersor directors and theissuer exempted from Section 16(b)
short swing profit recovery by Rule 16b-3, which were previously reportable on an annual basis on Form 5
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« Accelerate filing of corporate quarterly and annual reports.463

* Requireacompany’ sprincipal executive officer and principal financial officer to certify
that, to their knowledge, the information in the company’ s quarterly and annual reportsis
true in all important respects and that the reports contain all information about the
company of whichthey areawarethat they believeisimportant to areasonable investor,
and require the company to maintain proceduresto provide reasonable assurancethat the
company is able to collect, process and disclose the information required in the
company’ squarterly and annual reports, aswell ascurrent reportson Form 8-K, and also
to require periodic review and evaluation of these procedures.464

» Expandthelist of significant eventsrequiring current disclosureon 1934 Act Form8-K,
including changes in rating agency decisions, creation of material direct or contingent
financial obligationsand lock-out periods affecting employee stock ownership plans, and

(including stock option grants, cancellations, regrants and repricings), to the new two business day reporting
requirement on Form 4. The SEC has adopted two narrow exceptions to the new two business day reporting
requirement which apply only if theinsider does not sel ect the date of execution of thetransaction: (1) transactions
pursuant to a contract, ingruction or written plan for the purchase or sale of issuer securities that satisfies the
affirmative defense conditions of Rule 10b5-1(c) (including, transacti ons pursuant to employee benefit plansand
dividend and interest reinvestment plans that are not already exempt from Section 16(a) reporting) and (2)
“discretionary transactions’ (asdefined in Rule 16b-3(b)(1)) involving an employee benefit plan, whether or not
exempted by Rule 16b-3 in these cases, the date of execution (triggering thetwo-day deadline) is deemed to be the
earlier of the date the executing broker, dealer or plan administrator notifies the ingder of the execution of the
transaction or thethird business day following the actual trade date of the transaction. Other transactions exempt
from Section 16(b) previoudy reportable on Form 5will remain reportable on Form 5. Thesetransactionsinclude
small acquisitions not from the issuer and gifts.

463 SEC Release No. 33-8128 (September 5, 2002) amendsthe SEC’ srules and formsto accel erate thefiling of Form

464

10-Q quarterly and Form 10-K annual reports under the 1934 Act by domestic reporting companies that have a
public float of at least $75 million, that have been subject to the 1934 Act’ sreporting requirements for at least 12
calendar months and that previoudly havefiled at |east one annual report (“accelerated filers’). The changes for
accelerated filerswill be phased-in over three years. The Form 10-K annual report deadlinewill remain 90 daysfor
year one and change from 90 days to 75 days for year two and from 75 days to 60 days for year three and
thereafter. The Form 10-Q quarterly report deadlinewill remain 45 daysfor year oneand changefrom 45 daysto
40 daysfor year two and from 40 daysto 35 daysfor year three and thereafter. The phase-in period will begin for
accelerated filerswith fiscal yearsending on or after December 15, 2002. There ease al so adopted amendmentsto
require accelerated filers to disclose in their annual reports where investors can obtain access to their filings,
including whether the company provides accessto its Forms 10-K, 10-Q and 8-K reports on its Internet website,
free of charge, as soon asreasonably practicable after thosereportsare electronically filed with or furnished to the
SEC.

SEC Release No. 33-8124 (August 29, 2002) adopting rules under SOB §302(a) to require an issuer’s CEO and
CFO to certify the financial and other information in the issuer’s Form 10-Q quarterly reports and Form 10-K
annual reports); SEC Release No. 34-46079 (June 17, 2002); SEC Commissioner Harvey Pitt, Remarks Beforethe
New York Financial Writers Association (June 13, 2002) (the rulestoimpose personal responsibility on corporate
leadersfor their corporations’ disclosureswere proposed becausethe SEC believesthat “[i]t isunthinkable, inthis
the 21% Century, that any CEO or senior corporate officer could even contemplate saying that he or she wasn't
focused on the details of what was, and wasnot, disclosed toinvestors. . . . where corporate | eadersdisservethose
to whom they owe a fiduciary' s duties, we are seeking meaningful penalties, stripping them of corporate offices,
salaries, bonuses and stock options.”).
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shorten the Form 8-K filing deadline to two business days after the report triggering
event.465

* Require disclosure of critical accounting policies in the Management’s Discussion and
Analysissection (“MD&A”) of 1934 Act Form 10-K reportswith afocusupontwo aress.
(i) accounting estimates a company makes in applying its accounting policies and the
initial adoption by a company of an accounting policy that has a material impact on its
financial presentation; 466 and (ii) asto theinitial adoption of an accounting policy witha

465 gSEC ReleaseNo. 33-8106 (June 17, 2002) in which the SEC proposed to add thefollowing 11 new itemstotheligt

466

of eventsthat require a company to file a current report on Form 8-K:
e  Entry into amaterial agreement not made in the ordinary course of business;
e  Termination of a material agreement not madein the ordinary course of business;

e  Termination or reduction of abusinessrel ationship with a customer that constitutes a specified amount of
the company’ s revenues,

e  Creation of adirect or contingent financia obligation that is material to the company;

e  Eventstriggering adirect or contingent financia obligation that ismaterial to the company, indudingany
default or acceleration of an obligation;

e  Exit activitiesincluding material write-offs and restructuring charges,
e Any material impairment;
e A changein arating agency decision, issuance of a credit watch or change in a company outlook;

e  Movement of thecompany' s securitiesfrom oneexchange or quotation system to another, ddiging of the
company’ ssecuritiesfrom an exchange or quotation system, or anoticethat acompany doesnot comply
with aliging standard;

e  Conclusion or notice that security holders no longer should rely on the company’s previoudy issued
financial statementsor arelated audit report; and

e  Any materia limitation, restriction or prohibition, including the beginning and end of lock-out periods,
regarding the company’ s empl oyee benefit, retirement and stock ownership plans.

The SEC a so proposed moving the following two items from other 1934 Act reportsto Form 8-K:
e Unregidered sales of equity securities by the company; and
e  Material modificationsto rights of holders of the company’s securities.

The SEC further proposed to expand the current Form 8-K item that requires disclosure about theresignation of a
director to also require disclosure regarding the departure of a director for reasons other than a disagreement or
removal for cause, the appointment or departure of a principal officer, and the election of new directors. The
current Form 8-K item regarding achangein acompany’ sfiscal year would be combined with anew requirement
to disclose any material amendment to a company’ s articles of incorporation or bylaws.

“[A] company would haveto identify the accounting estimatesreflected in itsfinancial statementsthat required it
to make assumptions about mattersthat were highly uncertain at the time of estimation. Disclosure about those
estimateswould then berequired if different estimatesthat the company reasonably could have used in the current
period, or changesin the accounting estimate that are reasonably likely to occur from period to period, would have
amaterial impact on the presentation of the company’ sfinancial condition, changesin financia condition or results
of operations. A company'sdisclosure about these critical accounting estimateswould include adiscussion of: the
methodology and assumptions underlying them; the effect the accounting estimates have on the company’'s
financial presentation; and the effect of changesin the estimates.” SEC Release No. 33-8098 (May 10, 2002).
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material impact, the company would have to disclose information that includes: what
gave rise to the initial adoption; the impact of the adoption; the accounting principle
adopted and method of applying it; and the choices it had among accounting
principles.46’ The SEC is considering requiring that MD&A sections be in “plain
English” and with tabular presentations as part of its effortsto make corporate financial
statements more transparent.468

Require disclosure in MD&A of off-balance sheet transactions, arrangements,
obligations (including contingent obligations), and other relationships of an issuer with
unconsolidated entities or other persons that have, or may have, a material effect on
financial condition, changes in financial condition, revenues or expenses, results of
operations, liquidity, capital expenditures or capital resources, including a
comprehensive explanation of its off-balance sheet arrangements, an overview of its
aggregate contractual obligations in atabular format and an overview of its contingent
liabilities and commitments in either atextual or tabular format. 469

In addition, the SEC has approved NASD and NY SE rules changes designed to make
securities analysts more independent and their research more transparent.470 The new rules inter

467 SEC Release No. 33-8098 (May 10, 2002).

468 SEC Release No. 33-8098 (May 10, 2002); cf. United Statesv. Smon, 425 F.2d 796 (1969) (in an appedl from a
criminal conviction of three accountants with Lybrand, Ross Bros. & Montgomery for conspiring to knowingly
draw up false and mideading financial statements that failed to adequately disclose looting by the corporate
president and that receivables from an affiliate booked as assets were from an insolvent entity and secured by
securities of the company (which itself was in a perilous predicament), the defendants called eight expert
independent accountants (an impressive array of leaders of the profession) who testified generdly that thefinancid
statements were in no way inconsistent with generally accepted accounting principles or generaly accepted
auditing standards sincethefinancial statementsmadeall theinformative disclosuresreasonably necessary for fair
presentation of the financial position of the company as of the close of the fiscal year in question, Judge Henry J.
Friendly wrote:

We do not think the jury was also required to accept the accountants’ eval uation whether a given fact
wasmaterial tooverall fair presentation . . . it Smply cannot betruethat an accountant isunder no duty
to disclose what he knows when hehasreason to believethat, toamaterial extent, acorporationisbeing
operated not to carry out its businessin theinterest of all the sockholders but for the private benefit of
itspresident. * * * Thejury could reasonably have wondered how accountantswhowerereally seeking
totell thetruth could have constructed afootnote so well designed to conceal theshocking facts. . . . the
claim that generally accepted accounting practi ces do not require accountantsto investigate and report
on devel opments since the date of the statements being certified haslittle relevance.)

469 SEC ReleaseNo. 33-8144 (November 4, 2002) available at http://www.sec.gov/rul es/proposed/33-8144.htm. The
1934 Act isamended by SOB 8409 to requirereporting companiesto “ discloseto the public on arapid and current
basi s such additional information concerning material changesin thefinancial condition or operationsof theissuer,
in plain English, which may includetrend and qualitative information and graphic presentations,” asthe SEC may
by rule prescribe.

470 34 Sec. Reg. & L. Rept. 743 (May 13, 2002).
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alia prohibit analyst compensation that is linked to a “specific investment banking services
transaction.” 471

The SEC has also been active to ensure that those who it believes have misled investorsare
held accountable. Through June 4, 2002, the SEC Enforcement Division had filed 77 financial
reporting and issuer disclosure actions in 2002 compared to 112 for all of 2001.472 The SEC staff
has also been active in reviewing financial and non-financial disclosures by public companies,
including the annual report filed by all Fortune 500 companies.4/3

3 Increased Liability for Directors.
Legislative proposals have been put forth that would:

* Authorize the SEC to ban individuals from serving as officers or directors of publicly
held corporationsif they engage in serious misconduct (such aremedy currently can be
only obtained by the SEC from a court).

* The standard for punishing corporate executives be reduced from recklessness to
negligence.

» Prohibiting executives from using insurance to defray the legal costs arising from their
malfeasance.474

4 Overhaul Regulation of Auditors.

A variety of legislative and SEC proposals have emerged that would create a new body to
regulate the public accounting profession and impose additional restrictions on non-audit services
which auditors can provide for their clients.4’> The proposals would enhance the role of the audit
committee.

) Thereis Nothing New Under the Sun.

The various proposals for change, while made in reaction to the collapse of Enron, arelargely
variants on issues that have been around and have influential constituencies for and against. How
these and other proposalswill fare remainsto be seen, but thereis certainty that alot of timewill be
devoted to discussing the need for change and the various proposals.

471 34 Sec. Reg. & L. Rept. 795 (May 20, 2002).

472 SEC Commissioner Cynthia A. Glassman, Opening Remarks before the Symposium on Enhancing Financial
Transparency (Washington, D.C. June 4, 2002) (http://www.sec.gov/news/speech/spch565.htm).

473 |q.

474 34 Sec. Reg. & L. Rept. 377-78 (March 11, 2002).

475 gee SEC Release 2002-63 (May 8, 2002, modified May 15, 2002), http://www.sec.gov/news/press/2002-63.htm;
SEC Chairman Harvey L. Pitt, Auditing Reform Can’t Wait for Congressto Act, Wall Street Journal (June 19,
2002) at A18.
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EXECUTIVE SUMMARY AND CONCLUSIONS

The Special I nvestigative Committee of the Board of Directors of Enron Corp. submitsthis
Report of Investigation to the Board of Directors. In accordance with our mandate, the Report
addressestransactions between Enron and investment partnerships created and managed by Andrew
S. Fastow, Enron’ s former Executive Vice President and Chief Financial Officer, and by other Enron
employees who worked with Fastow.

The Committee hasdoneits best, given the availabl e time and resources, to conduct acareful
and impartial investigation. We have prepared a Report that explains the substance of the most
significant transactions and highlights their most important accounting, corporate governance,
management oversight, and public disclosureissues. An exhaustive investigation of these related-
party transactions would require time and resources beyond those available to the Committee. We
were not asked, and we have not attempted, to investigate the causes of Enron’s bankruptcy or the
numerous business judgmentsand external factorsthat contributed it. Many questionscurrently part
of public discussion—such as questionsrelating to Enron’sinternational business and commercial
electricity ventures, broadband communications activities, transactions in Enron securities by
insiders, or management of employee 401(Kk) plans—are beyond the scope of the authority we were
given by the Board.

There were some practical limitations on the information available to the Committee in
preparing this Report. We had no power to compel third parties to submit to interviews, produce
documents, or otherwise provide information. Certainformer Enron employeeswho (weweretold)
played substantial rolesin one or more of the transactions under investigation—including Fastow,
Michael J. Kopper, and Ben F. Glisan, Jr.—declined to beinterviewed either entirely or with respect
to most issues. We have had only limited access to certain workpapers of Arthur Andersen LLP
(“Andersen”), Enron’s outside auditors, and no accessto materials in the possession of the Fastow
partnershipsor their limited partners. Information from these sources could affect our conclusions.

This Executive Summary and Conclusions highlights important parts of the Report and
summarizes our conclusions. It is based on the complete set of facts, explanations and limitations
described in the Report, and should be read with the Report itself. Standing alone, it does not, and
cannot, provide a full understanding of the facts and analysis underlying our conclusions.

Background

On October 16, 2001, Enron announced that it was taking a $544 million after-tax charge
against earnings related to transactions with LIM2 Co-Investment, L.P. (“LIM2"), a partnership
created and managed by Fastow. It also announced a reduction of shareholders equity of $1.2
billion related to transactions with that same entity.

Lessthan one month later, Enron announced that it wasrestating its financial statementsfor
the period from 1997 through 2001 because of accounting errors relating to transactions with a
different Fastow partnership, LIM Cayman, L.P. (“LIM1"), and an additional related-party entity,
Chewco Investments, L.P. (“Chewco”). Chewco was managed by an Enron Global Finance
employee, Kopper, who reported to Fastow.
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The LIM1- and Chewco-related restatement, like the earlier charge against earnings and
reduction of shareholders’ equity, was very large. It reduced Enron’sreported net income by $28
million in 1997 (of $105 million total), by $133 million in 1998 (of $703 million total), by $248
million in 1999 (of $893 million total), and by $99 million in 2000 (of $979 million total). The
restatement reduced reported shareholders’ equity by $258 millionin 1997, by $391 millionin 1998,
by $710 millionin 1999, and by $754 million in 2000. It increased reported debt by $711 millionin
1997, by $561 million in 1998, by $685 million in 1999, and by $628 million in 2000. Enron also
revealed, for the first time, that it had learned that Fastow received more than $30 million from
LIM1 and LIM2. These announcements destroyed market confidence and investor trust in Enron.
Less than one month later, Enron filed for bankruptcy.

Summary of Findings

This Committee was established on October 28, 2001, to conduct an investigation of the
related-party transactions. We have examined the specific transactionsthat led to the third-quarter
2001 earnings charge and the restatement. We also have attempted to examine all of the
approximately two dozen other transactions between Enron and these related-party entities: what
these transactions were, why they took place, what went wrong, and who was responsible.

Our investigation identified significant problems beyond those Enron has already disclosed.
Enron employeesinvolved in the partnerships were enriched, in the aggregate, by tensof millionsof
dollars they should never have received—Fastow by at least $30 million, Kopper by at least $10
million, two othersby $1 million each, and still two more by amountswe believewereat least in the
hundreds of thousands of dollars. We have seen no evidence that any of these employees, except
Fastow, obtained the permission required by Enron’s Code of Conduct of Business Affairsto own
interestsin the partnerships. Moreover, the extent of Fastow’ sownership and financia windfall was
inconsistent with his representations to Enron’s Board of Directors.

Thispersonal enrichment of Enron employees, however, was merely one aspect of adeeper
and more serious problem. These partnerships—Chewco, LIM1, and LIM2—were used by Enron
Management to enter into transactionsthat it could not, or would not, do with unrelated commercial
entities. Many of the most significant transactions apparently were designed to accomplish
favorablefinancial statement results, not to achieve bona fide economic objectivesor to transfer risk.
Sometransactionswere designed so that, had they followed applicableaccounting rules, Enron could
have kept assetsand liabilities (especially debt) off of its balance sheet; but the transactions did not
follow those rules.

Other transactions were implemented—improperly, we are informed by our accounting
advisors—to offset losses. They allowed Enron to conceal from the market very large losses
resulting from Enron’ s merchant investments by creating an appearancethat those invesmentswere
hedged—that is, that athird party was obligated to pay Enron the amount of those losses—when in
fact that third party was simply an entity in which only Enron had asubstantial economic stake. We
believe these transactionsresulted in Enron reporting earnings from thethird quarter of 2000 through
the third quarter of 2001 that were ailmost $1 billion higher than should have been reported.

Enron’s original accounting trestment of the Chewco and LIJM1 transactions that led to
Enron’s November 2001 restatement was clearly wrong, apparently the result of mistakeseither in
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structuring the transactions or in basic accounting. In other cases, the accounting treatment was
likely wrong, notwithstanding creative efforts to circumvent accounting principles through the
complex structuring of transactionsthat lacked fundamental economic substance. Invirtually all of
the transactions, Enron’s accounting treatment was determined with extensive participation and
structuring advice from Andersen, which Management reported to the Board. Enron’ srecordsshow
that Andersen billed Enron $5.7 million for advice in connection with the LIM and Chewco
transactions alone, above and beyond its regular audit fees.

Many of thetransactionsinvolve an accounting structure known as a* special purposeentity”
or “special purpose vehicle” (referred to as an “SPE” in this Summary and in the Report). A
company that does business with an SPE may treat that SPE as if it were an independent, outside
entity for accounting purposesif two conditionsare met: (1) an owner independent of the company
must make a substantive equity investment of at least 3% of the SPE’s assets, and that 3% must
remain at risk throughout the transaction; and (2) the independent owner must exercisecontrol of the
SPE. Inthose circumstances, the company may record gains and losses on transactions with the
SPE, and the assets and liabilities of the SPE are not included in the company’ s balance sheet, even
though the company and the SPE are closely related. It was the technical failure of some of the
structures with which Enron did business to satisfy these requirements that led to Enron’s
restatement.

Summary of Transactions and M atters Reviewed

Thefollowing are brief summariesof the principal transactions and mattersinwhichwe have
identified substantial problems:

The Chewco Transaction

Thefirst of therelated-party transactionswe examined involved Chewco InvestmentsL.P., a
limited partnership managed by Kopper. Because of this transaction, Enron filed inaccurate
financial statements from 1997 through 2001, and provided an unauthorized and unjustifiable
financial windfall to Kopper.

From 1993 through 1996, Enron and the California Public Employees’ Retirement System
(“CalPERS") were partners in a $500 million joint venture investment partnership called Joint
Energy Development Investment Limited Partnership (“JEDI”). Because Enronand CalPERS had
joint control of the partnership, Enron did not consolidate JEDI into its consolidated financial
statements. The financial statement impact of non-consolidation was significant: Enron would
record its contractual share of gains and losses from JEDI on its income statement and would
disclosethe gain or loss separately in its financial statement footnotes, but would not show JEDI’ s
debt on its balance sheet.

In November 1997, Enron wanted to redeem CalPERS' interest in JEDI so that CalPERS
would invest in another, larger partnership. Enron needed to find a new partner, or else it would
have to consolidate JEDI into its financial statements, which it did not want to do. Enron assisted
Kopper (whom Fastow identified for the role) in forming Chewco to purchase CalPERS' interest.
Kopper wasthe manager and owner of Chewco’ sgeneral partner. Under the SPE rulessummarized
above, Enron could only avoid consolidating JEDI onto Enron’ sfinancial statementsif Chewco had
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some independent ownership with a minimum of 3% of equity capital at risk. Enron and Kopper,
however, were unableto locate any such outside investor, and instead financed Chewco’ s purchase
of the JEDI interest ailmost entirely with debt, not equity. Thiswas done hurriedly and in apparent
disregard of the accounting requirements for nonconsolidation. Notwithstanding the shortfall in
reguired equity capital, Enron did not consolidate Chewco (or JEDI) into its consolidated financial
statements.

Kopper and others (including Andersen) declined to speak with us about why thistransaction
was structured in away that did not comply with the non-consolidation rules. Enron, and any Enron
employee acting in Enron’ sinterest, had every incentiveto ensurethat Chewco complied with these
rules. Wedo not know whether this mistake resulted from bad judgment or carelessnessonthe part
of Enron employees or Andersen, or whether it was caused by Kopper or others putting their own
interests ahead of their obligationsto Enron.

The consequences, however, were enormous. When Enron and Andersen reviewed the
transaction closely in 2001, they concluded that Chewco did not satisfy the SPE accounting rules
and—because JEDI’s non-consolidation depended on Chewco’s status—neither did JEDI. In
November 2001, Enron announced that it would consolidate Chewco and JEDI retroactiveto 1997.
As detailed in the Background section above, this retroactive consolidation resulted in a massive
reduction in Enron’ s reported net income and a massive increase in its reported debt.

Beyond the financial statement consequences, the Chewco transaction raises substantial
corporate governance and management oversight issues. Under Enron’s Code of Conduct of
Business Affairs, Kopper was prohibited from having a financial or managerial role in Chewco
unlessthe Chairman and CEO determined that his participation “does not adversely affect the best
interests of the Company.” Notwithstanding this requirement, we have seen no evidence that his
participation was ever disclosed to, or approved by, either Kenneth Lay (who was Chairman and
CEO) or the Board of Directors.

While the consequences of the transaction were devastating to Enron, Kopper reaped a
financial windfall from his role in Chewco. This was largely a result of arrangements that he
appears to have negotiated with Fastow. From December 1997 through December 2000, Kopper
received $2 million in “management” and other fees relating to Chewco. Our review failed to
identify how these payments were determined, or what, if anything, Kopper did to justify the
payments. Moreimportantly, in March 2001 Enron repurchased Chewco’ sinterest in JEDI onterms
Kopper apparently negotiated with Fastow (during atime period in which Kopper had undisclosed
interestswith Fastow in both LIM1 and LIM2). Kopper had invested $125,000 in Chewco in 1997.
The repurchase resulted in Kopper’s (and a friend to whom he had transferred part of his interest)
receiving more than $10 million from Enron.

TheLJM Transactions

In 1999, with Board approval, Enron entered into business relationships with two
partnershipsin which Fastow wasthe manager and an investor. ThetransactionsbetweenEnronand
the LIM partnershipsresulted in Enron increasing itsreported financial resultsby morethanabillion
dollars, and enriching Fastow and his co-investorsby tensof millions of dollarsat Enron’ sexpense.
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The two members of the Special I nvestigative Committee who have reviewed the Board's
decision to permit Fastow to participate in LIM notwithstanding the conflict of interest have
concluded that this arrangement was fundamentally flawed." A relationship with the most senior
financial officer of a public company—particularly one requiring as many controls and as much
oversight by others as this one did—should not have been undertaken in the first place.

The Board approved Fastow’ sparticipationin the LM partnershipswith full knowledgeand
discussion of the obvious conflict of interest that would result. The Board apparently believed that
the conflict, and the substantial risks associated with it, could be mitigated through certain controls
(involving oversight by both the Board and Senior Management) to ensure that transactions were
doneontermsfair to Enron. Intaking this step, the Board thought that the LIM partnershipswould
offer business benefits to Enron that would outweigh the potential costs. The principal reason
advanced by Management in favor of therelationship, inthe caseof LIM 1, wasthat it would permit
Enronto accomplish aparticular transaction it could not otherwise accomplish. Inthecaseof LIM2,
Management advocated that it would provide Enronwith an additional potential buyer of assetsthat
Enron wanted to sell, and that Fastow’s familiarity with the Company and the assets to be sold
would permit Enron to move more quickly and incur fewer transaction costs.

Over time, the Board required, and Management told the Board it was implementing, an
ever-increasing set of procedures and controls over the related-party transactions. These included,
most importantly, review and approval of all LIM transactions by Richard Causey, the Chief
Accounting Officer; and Richard Buy, the Chief Risk Officer; and, later during the period, Jeffrey
Skilling, the President and COO (and later CEQO). The Board also directed its Audit and Compliance
Committee to conduct annual reviews of all LIJM transactions.

These controlsas designed were not rigorous enough, and their implementation and oversight
wasinadequate at both the Management and Board levels. No onein Management accepted primary
responsibility for oversight; the controls were not executed properly; and there were structural
defects in those controls that became apparent over time. For instance, while neither the Chief
Accounting Officer, Causey, nor the Chief Risk Officer, Buy, ignored his responsibilities, they
interpreted their rolesvery narrowly and did not give the transactionsthe degree of review theBoard
believed was occurring. Skilling appears to have been almost entirely uninvolved in the process,
notwithstanding representations made to the Board that he had undertaken asignificant role. No one
in Management stepped forward to address the issues as they arose, or to bring the apparent
problems to the Board' s atention.

As we discuss further below, the Board, having determined to alow the related-party
transactions to proceed, did not give sufficient scrutiny to the information that was provided to it
thereafter. While there was important information that appears to have been withheld from the
Board, the annual reviews of LIM transactions by the Audit and Compliance Committee (and later
also the Finance Committee) appear to have involved only brief presentations by M anagement (with
Andersen present at the Audit Committee) and did not involve any meaningful examination of the

! One member of the Special Investigative Committee, Herbert S. Winokur, J., was a member of the Board
of Directors and the Finance Committee during the relevant period. The portions of the Report describing and
evaluating actions of the Board and its Committees are solely the views of the other two members of the Committee,
Dean William C. Powers, J. of the University of Texas School of Law and Raymond S. Troubh.
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nature or terms of thetransactions. Moreover, even though Board Committee-mandated procedures
required areview by the Compensation Committee of Fastow’ scompensation fromthe partnerships,
neither the Board nor Senior Management asked Fastow for the amount of his LIM-related
compensation until October 2001, after media reports focused on Fastow’srole in LIM.

From June 1999 through June 2001, Enron entered into more than 20 distinct transactions
withthe LIM partnerships. These were of two general types. asset sales and purported “ hedging”
transactions. Each of these types of transactions was flawed, although the latter ultimately caused
much more harm to Enron.

Asset Sales. Enron sold assets to LIM that it wanted to remove from its books. These
transactions often occurred close to the end of financial reporting periods. While there is nothing
improper about such transactionsiif they actually transfer the risks and rewards of ownership to the
other party, there are substantial questionswhether any such transfer occurred in someof the salesto
LJIM.

Near the end of the third and fourth quarters of 1999, Enron sold interests in seven assetsto
LIM1and LIM2. Thesetransactionsappeared consistent withthe stated purposeof allowing Fastow
to participate in the partnerships—the transactions were done quickly, and permitted Enron to
remove the assets from its balance sheet and record a gain in some cases. However, events that
occurred after thesalescall into question the legitimacy of the sales. In particular: (1) Enron bought
back five of the seven assets after the close of the financial reporting period, in some cases within a
matter of months; (2) the LIM partnerships made aprofit on every transaction, evenwhenthe asst it
had purchased appearsto have declined in market value; and (3) according to apresentation Fastow
made to the Board's Finance Committee, those transactions generated, directly or indirectly,
“earnings’ to Enron of $229 million in the second half of 1999 (apparently including one hedging
transaction). (The details of the transactions are discussed in Section V1 of the Report.) Although
we have not been able to confirm Fastow’s calculation, Enron’s reported earnings for that period
were $570 million (pre-tax) and $549 million (after-tax).

We haveidentified some evidencethat, inthree of thesetransactionswhere Enron ultimately
bought back LIM’s interest, Enron had agreed in advance to protect the LIM partnerships against
loss. If thiswasin fact the case, it waslikely inappropriate to treat the transactions as sales. There
also are plausible, more innocent explanations for some of the repurchases, but a sufficient basis
remainsfor further examination. With respect to thosetransactionsin whichrisk apparently did not
pass from Enron, the LIM partnerships functioned as a vehicle to accommodate Enron in the
management of its reported financial results.

Hedging Transactions. Thefirst “hedging” transaction between Enronand LIM occurredin
June 1999, and was approved by the Board in conjunctionwith itsapproval of Fastow’ sparticipation
in LIM1. The normal idea of a hedge is to contract with a creditworthy outside party that is
prepared—for aprice—to take onthe economicrisk of aninvestment. If the value of theinvestment
goes down, that outside party will bear the loss. That is not what happened here. Instead, Enron
transferred its own stock to an SPE in exchange for anote. The Fastow partnership, LIM1, wasto
provide the outside equity necessary for the SPE to qualify for non-consolidation. Throughtheuse
of options, the SPE purported to take on the risk that the price of the stock of Rhythms
NetConnections Inc. (“Rhythms”), an interact service provider, would decline. The idea was to
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“hedge” Enron’ sprofitable merchant investment in Rhythms stock, allowing Enronto offset losses
on Rhythmsif the price of Rhythms stock declined. If the SPE were required to pay Enron on the
Rhythms options, the transferred Enron stock would be the principal source of payment.

The other “hedging” transactions occurred in 2000 and 2001 and involved SPEs known as
the“Raptor” vehicles. Expanding on theideaof the Rhythmstransaction, these wereextraordinarily
complex structures. They were funded principally with Enron’s own stock (or contracts for the
delivery of Enron stock) that was intended to “hedge” against declinesin the value of alarge group
of Enron’s merchant investments. LJM2 provided the outside equity designed to avoid consolidation
of the Raptor SPEs.

The asset sales and hedging transactionsraised a variety of issues, including the following:

Accounting and Financial Reporting I ssues. Although Andersenapproved thetransactions,
in fact the “hedging” transactions did not involve substantive transfers of economic risk. The
transactions may have looked superficially like economic hedges, but they actually functioned only
as “accounting” hedges. They appear to have been designed to circumvent accounting rules by
recording hedging gains to offset lossesin the value of merchant investments on Enron’ s quarterly
and annual income statements. The economic reality of these transactions was that Enron never
escaped therisk of loss, because it had provided the bulk of the capital with which the SPEswould
pay Enron.

Enron used this strategy to avoid recognizing losses for atime. In 1999, Enron recognized
after-tax income of $95 million from the Rhythms transaction, which offset losses on the Rhythms
investment. In the last two quarters of 2000, Enron recognized revenues of $500 million on
derivativetransactions with the Raptor entities, which offset lossesin Enron’ smerchant investments,
and recognized pre-tax earnings of $532 million (including net interest income). Enron’sreported
pre-tax earnings for the last two quarters of 2000 totaled $650 million. “Earnings’ fromthe Raptors
accounted for more than 80% of that total.

The idea of hedging Enron’s investments with the value of Enron’s capital stock had a
serious drawback asan economic matter. If the value of theinvestmentsfell at the sametimeasthe
value of Enron stock fell, the SPEs would be unable to meet their obligations and the “hedges’
would fail. Thisisprecisely what happened in late 2000 and early 2001. Two of the Raptor SPEs
lacked sufficient credit capacity to pay Enron on the “hedges.” Asaresult, in late March 2001, it
appeared that Enron would be required to take a pre-tax charge against earnings of more than $500
millionto reflect the shortfall in credit capacity. Rather than takethat loss, Enron “restructured” the
Raptor vehicles by, among other things, transferring more than $800 million of contractsto receive
its own stock to them just before quarter-end. This transaction apparently was not disclosed to or
authorized by the Board, involved atransfer of very substantial value for insufficient consideration,
and appears inconsistent with governing accounting rules. It continued the concealment of the
substantial losses in Enron’ s merchant investments.

However, even these efforts could not avoid the inevitable results of hedges that were
supported only by Enron stock in adeclining market. Asthe value of Enron’s merchant investments
continued to fall in 2001, the credit problems in the Raptor entities became insoluble. Ultimately,
the SPEs were terminated in September 2001. This resulted in the unexpected announcement on
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October 16, 2001, of a $544 million after-tax charge against earnings. In addition, Enron was
required to reduce shareholders’ equity by $1.2 billion. While the equity reductionwasprimarily the
result of accounting errors made in 2000 and early 2001, the charge against earnings was the result
of Enron’s “hedging” its investments—not with a creditworthy counter-party, but with itself.

Consolidation Issues. In addition to the accounting abusesinvolving use of Enron stock to
avoid recognizing losses on merchant investments, the Rhythmstransaction involved the same SPE
equity problem that undermined Chewco and JEDI. As we stated above, in 2001, Enron and
Andersen concluded that Chewco lacked sufficient outside equity at risk to qualify for non-
consolidation. At the same time, Enron and Andersen also concluded that the LIM1 SPE in the
Rhythms transaction failed the same threshold accounting requirement. In recent Congressional
testimony, Andersen’'s CEO explained that the firm had simply been wrong in 1999 when it
concluded (and presumably advised Enron) that the LIM1 SPE satisfied the non-consolidation
requirements. Asaresult, in November 2001, Enron announced that it would restate prior period
financials to consolidate the LIM1 SPE retroactively to 1999. This retroactive consolidation
decreased Enron’s reported net income by $95 million (of $893 million total) in 1999 and by $8
million (of $979 million total) in 2000.

Self-Dealing Issues. While these related-party transactions facilitated a variety of
accounting and financial reporting abuses by Enron, they were extraordinarily lucrative for Fastow
and others. 1n exchange for their passive and largely risk-free roles in these transactions, the LIM
partnershipsand their investorswererichly rewarded. Fastow and other Enron employeesreceived
tens of millions of dollarsthey should not have received. These benefits came at Enron’s expense.

When Enronand LIM 1 (through Fastow) negotiated atermination of the Rhythms*“hedge” in
2000, the terms of the transaction were extraordinarily generousto LIM1 and itsinvestors. These
investors walked away with tens of millions of dollars in value that, in an arm’ s-length context,
Enronwould never have given away. Moreover, based onthe information availableto us, it appears
that Fastow had offered interests in the Rhythms termination to Kopper and four other Enron
employees. These investments, inapartnership called “ Southampton Place,” provided spectacular
returns. Inexchange for a$25,000 investment, Fastow received (through afamily foundation) $4.5
million in approximately two months. Two other employees, who each invested $5,800, each
received $1 million in the same time period. We have seen no evidence that Fastow or any of these
employees obtained clearance for those investments, as required by Enron’s Code of Conduct.
Kopper and the other Enron employees who received these vast returns were all involved in
transactions between Enron and the LIM partnerships in 2000—some representing Enron.

Public Disclosure

Enron’ s publicly-filed reportsdisclosed the existence of the LIM partnerships. Indeed, there
was substantial factual information about Enron’s transactions with these partnerships in Enron’s
guarterly and annual reportsand in its proxy statements. Variousdisclosureswere approved by one
or more of Enron’ soutside auditors and its inside and outside counsel. However, these disclosures
were obtuse, did not communicate the essence of thetransactions completely or clearly, and failed to
convey the substance of what was going on between Enron and the partnerships. The disclosures
also did not communicate the nature or extent of Fastow’ sfinancial interest inthe LJM partnerships.
Thiswas the result of an effort to avoid disclosing Fastow’ s financial interest and to downplay the
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significance of the related-party transactions and, in some respects, to disguise their substance and
import. Thedisclosuresalso asserted that the related-party transactions were reasonable compared
to transactions with third parties, apparently without any factual basis. The process by which the
relevant disclosures were crafted was influenced substantially by Enron Global Finance (Fastow’s
group). Therewasan absence of forceful and effective oversight by Senior Enron Management and
in-house counsel, and objective and critical professional advice by outside counsel at Vinson &
Elkins, or auditors at Andersen.

The Participants

The actions and inactions of many participants led to the related-party abuses, and the
financial reporting and disclosure failures, that weidentify in our Report. These participantsinclude
not only the employeeswho enriched themselves at Enron’ s expense, but also Enron’sManagementt,
Board of Directorsand outside advisors. Thefactual basisand analysisfor these conclusions are set
out in the Report. In summary, based on the evidence available to us, the Committee notes the
following:

Andrew Fastow. Fastow was Enron’s Chief Financial Officer and was involved on both
sides of the related-party transactions. What he presented as an arrangement intended to benefit
Enron became, over time, ameans of both enriching himself personally and facilitating manipulation
of Enron’ sfinancial statements. Both of these objectiveswere inconsistent with Fastow’ sfiduciary
duties to Enron and anything the Board authorized. The evidence suggests that he (1) placed his
own personal interests and those of the LIM partnerships ahead of Enron’s interests; (2) used his
position in Enron to influence (or attempt to influence) Enron employees who were engaging in
transactionson Enron’ s behalf with the LIM partnerships; and (3) failed to discloseto Enron’sBoard
of Directorsimportant information it was entitled to receive. Inparticular, wehave seen no evidence
that he disclosed Kopper’'s role in Chewco or LIM2, or the level of profitability of the LIM
partnerships (and his personal and family interestsinthose profits), which far exceeded what he had
led the Board to expect. He apparently also violated and caused violations of Enron’s Code of
Conduct by purchasing, and offering to Enron employees, extraordinarily lucrative interests in the
Southampton Place partnership. He did so at atime when at least one of those employees was
actively working on Enron’ s behalf in transactions with LIM2.

Enron’sManagement. Individually, and collectively, Enron’s Management failed to carry
out its substantive responsibility for ensuring that the transactions were fair to Enron—which in
many cases they were not—and its responsibility for implementing a system of oversight and
controlsover thetransactionswith the LIJM partnerships. Therewere several direct consequencesof
this failure: transactions were executed on terms that were not fair to Enron and that enriched
Fastow and others; Enron engaged in transactions that had little economic substance and misstated
Enron’sfinancial results; and the disclosures Enron made to its shareholders and the public did not
fully or accurately communicaterelevant information. Wediscuss herethe involvement of Kenneth
Lay, Jeffrey Skilling, Richard Causey, and Richard Buy.

For much of the period in question, Lay was the Chief Executive Officer of Enron and, in
effect, the captain of the ship. AsCEO, he had the ultimate responsibility for taking reasonable steps
to ensure that the officers reporting to him performed their oversight duties properly. He does not
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appear to have directed their attention, or his own, to the oversight of the LIM partnerships.
Ultimately, alarge measure of the responsibility rests with the CEO.

Lay approved the arrangements under which Enron permitted Fastow to engage in related-
party transactions with Enron and authorized the Rhythms transaction and three of the Raptor
vehicles. He bearssignificant responsibility for those flawed decisions, aswell asfor Enron’ sfailure
to implement sufficiently rigorous procedural controlsto prevent the abuses that flowed from this
inherent conflict of interest. In connection with the LIM transactions, the evidence we have
examined suggests that Lay functioned almost entirely as a Director, and less as a member of
Management. It appearsthat both he and Skilling agreed, and the Board understood, that Skilling
was the senior member of Management responsible for the LIM relationship.

Skilling was Enron’s President and Chief Operating Officer, and later its Chief Executive
Officer, until hisresignation in August 2001. The Board assumed, and properly so, that during the
entire period of time covered by the events discussed in this Report, Skilling was sufficiently
knowledgeable of and involved in the overall operations of Enronthat hewould seeto it that matters
of significance would be brought to the Board's attention. With respect to the LIM partnerships,
Skilling personally supported the Board's decision to permit Fastow to proceed with LIM,
notwithstanding Fastow’s conflict of interest. Skilling had direct responsibility for ensuring that
those reporting to him performed their oversight duties properly. He likewise had substantial
responsibility to make surethat the internal controlsthat the Board put in place—particularly those
involving related-party transactions with the Company’s CFO—functioned properly. He has
described the detail of his expressly-assigned oversight role as minimal. That answer, however,
misses the point. As the magnitude and significance of the related-party transactions to Enron
increased over time, it isdifficult to understand why Skilling did not ensurethat those controlswere
rigorously adhered to and enforced. Based upon his own description of events, Skilling does not
appear to have given much attention to these duties. Skilling certainly knew or should have known
of the magnitude and the risks associated with these transactions. Skilling, who prides himself on
the controls he put in place in many areas at Enron, bears substantial responsibility for thefailure of
the systemof internal controlsto mitigatetherisk inherent in the relationship between Enronandthe
LJIM partnerships.

Skilling met in March 2000 with Jeffrey McMahon, Enron’s Treasurer (who reported to
Fastow). McMahon told us that he approached Skilling with serious concerns about Enron's
dealingswiththe LJM partnerships. McMahon and Skilling disagree on someimportant elementsof
what was said. However, if McMahon's account (which is reflected in what he describes as
contemporaneous talking points for the discussion) is correct, it appears that Skilling did not take
action (nor did McMahon approach Lay or the Board) after being put on notice that Fastow was
pressuring Enron employeeswho were negotiating with LIM—clear evidencethat the controlswere
not effective. Therealso isconflicting evidence regarding Skilling’ s knowledge of the March 2001
Raptor restructuring transaction. Although Skilling denies it, if the account of other Enron
employeesisaccurate, Skilling both approved atransaction that was designed to conceal substantial
losses in Enron’ s merchant investments and withheld from the Board important information about
that transaction.

Causey wasand isEnron’s Chief Accounting Officer. He presided over and participatedina
series of accounting judgments that, based on the accounting advice we have received, went well
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beyond the aggressive. The fact that these judgments were, in most if not all cases, made with the
concurrence of Andersen is a significant, though not entirely exonerating, fact.

Causey was also charged by the Board of Directorswith asubstantial roleinthe oversight of
Enron’s relationship with the LIM partnerships. He was to review and approve all transactions
between Enron and the LIM partnerships, and he wasto review thosetransactionswiththe Audit and
Compliance Committee annually. The evidence we have examined suggests that he did not
implement a procedure for identifying all LIM1 or LIM2 transactions and did not give those
transactionsthe level of scrutiny the Board had reason to believe hewould. Hedid not provide the
Audit and Compliance Committee with the full and complete information about thetransactions, in
particular the Raptor 111 and Raptor restructuring transactions, that it needed to fulfill its duties.

Buy wasand isEnron’s Senior Risk Officer. TheBoard of Directorsalso charged himwitha
substantial rolein the oversight of Enron’ srelationship withthe LIM partnerships. Hewasto review
and approveall transactions between them. The evidence we have examined suggeststhat hedid not
implement aprocedurefor identifying all LIM1 or LIM2 transactions. Perhapsmoreimportantly, he
apparently saw his role as more narrow than the Board had reason to believe, and did not act
affirmatively to carry out (or ensure that others carried out) a careful review of the economic terms
of all transactions between Enron and LJIM.

TheBoard of Directors. With respect to the issuesthat arethe subject of thisinvestigation,
the Board of Directorsfailed, inour judgment, initsoversight duties. Thishad seriousconsequences
for Enron, its employees, and its shareholders.

TheBoard of Directorsapproved the arrangementsthat allowed the Company’ sCFOto serve
as general partner in partnershipsthat participated in significant financial transactions with Enron.
Asnoted earlier, the two members of the Special Investigative Committee who have participated in
this review of the Board's actions believe this decision was fundamentally flawed. The Board
substantially underestimated the severity of the conflict and overestimated the degree to which
management controls and procedures could contain the problem.

After having authorized aconflict of interest creating as much risk asthisone, the Board hed
an obligation to give careful attention to thetransactionsthat followed. It failed to do this. It cannot
be faulted for the various instances in which it was apparently denied important information
concerning certain of thetransactionsin question. However, it can and should be faulted for failing
to demand more information, and for failing to probe and understand the information that did come
toit. The Board authorized the Rhythmstransaction and three of the Raptor transactions. It appears
that many of its members did not understand those transactions—the economic rationale, the
consequences, and the risks. Nor does it appear that they reacted to warning signs in those
transactionsasthey were presented, including the statement to the Finance Committeein May 2000
that the proposed Raptor transaction raised arisk of “accounting scrutiny.” We do note, however,
that the Committee wastold that Andersen was“ comfortable” with thetransaction. Ascomplex as
the transactions were, the existence of Fastow’ s conflict of interest demanded that the Board gain a
better understanding of the LIM transactionsthat came beforeit, and ensure (whether through one of
its Committees or through use of outside consultants) that they were fair to Enron.
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The Audit and Compliance Committee, and later the Finance Committee, took on a specific
role in the control structure by carrying out periodic reviews of the LIM transactions. Thiswasan
opportunity to probethe transactions thoroughly, and to seek outside advice asto any issuesoutside
the Board members' expertise. Instead, these reviews appear to have been too brief, too limited in
scope, and too superficial to servetheir intended function. The Compensation Committeewasgiven
the role of reviewing Fastow’s compensation from the LIM entities, and did not carry out this
review. Thisremained the case even after the Committeeswere on notice that the LIM transactions
were contributing very large percentages of Enron’searnings. Insum, the Board did not effectively
meet its obligation with respect to the LIM transactions.

TheBoard, and in particular the Audit and Compliance Committee, hasthe duty of ultimate
oversight over the Company’ sfinancial reporting. Whilethe primary responsibility for thefinancial
reporting abuses discussed in the Report lies with Management, the participating members of this
Committee believe those abuses could and should have been prevented or detected at an earlier time
had the Board been more aggressive and vigilant.

Outside Professional Advisors. Theevidence availableto ussuggeststhat Andersendid not
fulfill its professional responsibilitiesin connection with its audits of Enron’ sfinancial statements, or
its obligation to bring to the attention of Enron’s Board (or the Audit and Compliance Committee)
concernsabout Enron’ sinternal controls over therelated-party transactions. Andersen hasadmitted
that it erred in concluding that the Rhythmstransaction was structured properly under the SPE non-
consolidationrules. Enronwasrequired to restateits financial resultsfor 1999 and 2000 asaresult.
Andersen participated in the structuring and accounting treatment of the Raptor transactions, and
charged over $1 million for its services, yet it apparently failed to provide the objective accounting
judgment that should have prevented these transactions from going forward. According to Enron’s
internal accountants (though this apparently has been disputed by Andersen), Andersen also
reviewed and approved the recording of additional equity in March 2001 in connection with this
restructuring. In September 2001, Andersen required Enron to reverse this accounting treatment,
leading to the $1.2 billion reduction of equity. Andersen apparently failed to noteor takeactionwith
respect to the deficiencies in Enron’ s public disclosure documents.

According to recent public disclosures, Andersen also failed to bring to the attention of
Enron’s Audit and Compliance Committee seriousreservations Andersen partners voiced internally
about the related-party transactions. An internal Andersen e-mail from February 2001 released in
connection with recent Congressional hearings suggeststhat Andersen had concerns about Enron’s
disclosures of the related-party transactions. A week after that e-mail, however, Andersen’s
engagement partner told the Audit and Compliance Committee that, with respect to related-party
transactions, “[r]equired disclosure [had been] reviewed for adequacy,” and that Andersen would
issue an unqualified audit opinion. From 1997 to 2001, Enron paid Andersen $5.7 million in
connection with work performed specifically on the LIM and Chewco transactions. The Board
appearsto have reasonably relied upon the professional judgment of Andersen concerning Enron’s
financial statements and the adequacy of controls for the related party transactions. Our review
indicates that Andersen failed to meet its responsibilities in both respects.

Vinson & EIlkins, as Enron’s longstanding outside counsel, provided advice and prepared
documentation in connection with many of the transactions discussed in the Report. It also assisted
Enronwith the preparation of itsdisclosures of related-party transactionsinthe proxy satementsand
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the footnotes to the financial statements in Enron’s periodic SEC filings.? Management and the
Boardrelied heavily on the perceived approval by Vinson & Elkins of the structure and disclosure of
the transactions. Enron’s Audit and Compliance Committee, aswell asin-house counsel, looked to
it for assurance that Enron’ s public disclosureswere legally sufficient. 1t would be inappropriateto
fault Vinson & Elkins for accounting matters, which are not within its expertise. However, Vinson
& Elkins should have brought a stronger, more objective and more critical voice to the disclosure
process.

Enron EmployeesWho Invested in the LJM Partnerships. Michael Kopper, who worked
for Fastow in the Finance area, enriched himself substantially at Enron’s expense by virtue of his
roles in Chewco, Southampton Place, and possibly LIM2. In a transaction he negotiated with
Fastow, Kopper, and his co-investor in Chewco received more than $10 million from Enron for a
$125,000 investment. Thiswas inconsistent with his fiduciary dutiesto Enron and, as best we can
determine, with anything the Board—which apparently was unaware of his Chewco activities—
authorized. Wedo not know what financial returns he received from hisundisclosed investmentsin
LIM2 or Southampton Place. Kopper violated Enron’s Code of Conduct not only by purchasing his
personal interests in Chewco, LIM2, and Southampton, but also by secretly offering an interest in
Southampton to another Enron employee.

Ben Glisan, an accountant and later McMahon's successor as Enron’'s Treasurer, was a
principal hands-on Enron participant in two transactions that ultimately required restatements of
earningsand equity: Chewco and the Raptor structures. Because Glisan declined to beinterviewed
by us on Chewco, we cannot speak with certainty about Glisan’ sknowledge of the factsthat should
have led to the conclusion that Chewco failed to comply with the non-consolidation requirement.
There is, however, substantial evidence that he was aware of such facts. In the case of Raptor,
Glisan shares responsibility for accounting judgments that, as we understand based on the
accounting advice we havereceived, went well beyond the aggressive. Aswith Causey, thefact that
these judgments were, in most if not all cases, made with the concurrence of Andersen is a
significant, though not entirely exonerating, fact. Moreover, Glisan violated Enron’s Code of
Conduct by accepting an interest in Southampton Place without prior disclosure to or consent from
Enron’s Chairman and Chief Executive Officer—and doing so at atime when he was working on
Enron’s behalf on transactions with LIM2, including Raptor.

KristinaMordaunt (an in-house lawyer at Enron), Kathy Lynn (an employee in the Finance
area), and AnneY aeger Patel (also anemployee in Finance) appear to have violated Enron’ sCode of
Conduct by accepting interests in Southampton Place without obtaining the consent of Enron’s
Chairman and Chief Executive Officer.

The tragic consequences of the related-party transactions and accounting errors were the
result of failures at many levelsand by many people: aflawed idea, self-enrichment by employees,
inadequately-designed controls, poor implementation, inattentive oversight, simple (and not-so-

2 Because of the relationship between Vinson & Elkins and the University of Texas School of Law, the

portions of the Report describing and evaluating actions of Vinson & Elkins are soldly the views of Troubh and
Winokur.
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simple) accounting mistakes, and overreaching in a culturethat appearsto have encouraged pushing
the limits. Our review indicates that many of those consequences could and should have been
avoided.
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TheBoard of Directors(the“Board” ) of

Appendix B
FORM OF
AUDIT COMMITTEE CHARTER
FOR NYSE COMPANY

(the“Company” ) approvesand

adoptsthefollowing Audit Committee Charter to specify the composition, roles and responsibilities
of the Audit Committee. [NY SE 303.01(B)(1)] AsusedinthisCharter, (i) “Company” includesthe
Company and its subsidiaries unless the context otherwise requires, (ii) “NYSE” means the New
Y ork Stock Exchange and (iii) “SEC” means the Securities and Exchange Commission.

3111407v1

Pur pose

The function of the Audit Committee is to assist the Board in fulfilling its
oversight responsibilities with respect to the accounting, financial reporting
and related matters described below.

Composition

The Audit Committee shall consist of not less than three non-employee
directors, each of whom shall have no relationship to the Company that may
interfere with the exercise of his independence from management and the
Company and shall be financially literate and at least one of whom shall have
accounting or related financial management expertise. [NYSE
303.01(B)(1)(a), (b) and (c)] Thequalificationsrequired of Audit Committee
members shall be interpreted in conformity with Section 303.01(B) of the
NY SE Company Manual.

The Chairman of the Audit Committee shall be designated by the Board;
provided that if a Chairman is not designated by the Board or present at a
meeting, the Audit Committee may designate a Chairman by mgjority vote of
the Audit Committee members then in office.

Roles and Responsibilities
Relationship With the Outside Auditors

The Company’ soutside auditors are ultimately responsibleto the Board and
the Audit Committee. [NY SE 303.01(B)(1)(b)]

The Board hasthe ultimate authority and responsibility to select and replace
the outside auditors (or to nominate the outside auditors to be proposed for
shareholder approval in any proxy statement). The Audit Committee hasthe
authority and responsibility to evaluate and make recommendations to the
Board regarding the selection and replacement of outside auditors (or the
nomination of the outside auditorsto be proposed for shareholder gpproval in
any proxy statement). [NY SE 303.01(B)(1)(b)]

The Audit Committee has the further authority and responsibility to review
the fees charged by the outside auditors, the scope of their engagement and
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proposed audit approach and to recommend such review or auditing stepsas
the Audit Committee may consider desirable.

The Audit Committee shall review and confirm the independence of the
outside auditors by requiring that the outside auditors submit to the Audit
Committee on a periodic basis a formal written statement delineating all
relationships between the outside auditors and the Company, engaging in a
dialogue with the outside auditorswith respect to any disclosed relationships
or services that may impact their objectivity and independence, and
recommending that the Board take appropriate action to ensure the
independence of the outside auditors. [NY SE 303.01(B)(1)(c); SEC SK
§ 306(a)(3)]

Management is responsible for preparing the Company’s financial
statements. The Company’ soutside auditorsare responsible for auditing the
financial statements. The activities of the Audit Committee are in no way
designed to supersede or alter these traditional responsibilities.

Relationship With Internal Auditors

The internal audit department shall have a direct reporting responsibility to
the Board through the Audit Committee.

The Audit Committee shall review the budget, plan, changes in plan,
activities, organizational structure and qualifications of the internal audit
department, as needed.

The Audit Committee shall review the appointment, performance and
replacement of the senior internal audit executive.

The Audit Committee shall review significant reports prepared by theinternal
auditors, together with management’s response and follow-up to these
reports.

Internal Controls

The Audit Committee shall evaluate whether management is setting the
appropriate tone at the top by communicating the importance of internal
controls.

In consultation with management, the outside auditors and the internal
auditors, the Audit Committee shall consider the Company’s significant
financial risk exposures and the steps management has taken to monitor,
control and report such exposures.

The Audit Committee shall focuson the extent to which internal auditorsand
outside auditors review computer systems and applications, the security of
such systems and applications, and the contingency plan for processing
financial information in the event of a systems breakdown.

The Audit Committee shall consider the extent to which internal control
recommendations made by outside auditors have been implemented by
management.

The Audit Committee shall request that the internal auditors and outside
auditors keep the Audit Committee informed about fraud, illegal acts and
deficiencies in internal controls that come to their attention and such other
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mattersaseither theinternal auditorsor the outside auditors conclude should
be brought to the attention of the Audit Committee.

Financial Reporting
General

The Audit Committee shall review with management, the outside auditors
and the internal auditors significant accounting and reporting issues
applicable to the Company, including recent professional and regulatory
pronouncements, and their impact on the financial statements.

Annual Financial Satements

The Audit Committee shall meet with management and the outside auditors
to review the annual financial statements and the results of the annual audit
prior to the release to the public of the results of operations for each fiscal
year. [SEC SK § 306(a)(1)]

The Audit Committee shall review the annual financial statements prior to
release to the public or filing with the SEC. [SEC SK § 306(a)(1)]

The Audit Committee shall obtain explanations from management or from
the outside auditors on whether:

n Actual financial resultsfor the year varied significantly from
budgeted or projected results.
n Changes in financial ratios and relationships in the annual

financial statements are consistent with changes in the
Company’ s operations and financing practices.

n Generally accepted accounting principles have been
consistently applied in the annual financial statements.

[ There are any actual or proposed changes in accounting or
financial reporting practices.

n There are any significant or unusual events or transactions.

n The Company's financial and operating controls are
functioning effectively.

n The Company has complied with the terms of loan
agreements.

[ The annual financial statements contain adequate and

appropriate disclosures.

The Audit Committee shall focuson complex or unusual transactionsand on
judgmental areas such as those involving valuation of assets and liabilities.
The Audit Committee shall consider management’s handling of proposed
audit adjustments identified by the outside auditors.

The Audit Committee shall consider the outside auditors judgments about
the quality and appropriateness of the Company’ s accounting principles as
applied in its financial reporting.

The Audit Committee shall discuss with management and the outside
auditorsany significant changesto the Company’ saccounting principles, the
degree of aggressiveness or conservatism of the accounting principles and
underlying estimates used in the preparation of the Company’s financial
statements, and any items required to be communicated by the outside

Appendix B —Page 3



3111407v1

auditors in accordance with Statement of Auditing Standards (“SAS’) No.
61. [SEC SK 8 306(a)(2) and note 29 to SEC Release 34-42266] ]

Based on the review and discussions with management and outside auditors
contemplated by this Charter, the Audit Committee shall recommend to the
Board whether the audited annual financial statements be included in the
Company’s Form 10-K Annual Report. [SEC SK § 306(b)(4)]

The Audit Committee shall review the Management’s Discussion and
Analysis and other sections of the Company’s Form 10-K Annual Report
before its release and consider whether the information is adequate and
consistent with members' knowledge about the Company and its operations.

Interim Financial Satements

The Audit Committee shall meet with management and the outside auditors
to review the interim financial statements and the results of the auditors
review thereof prior to thereleaseto the public of theresultsfor each quarter.
The Audit Committee shall review the quarterly financial statementsprior to
release to the public or filing with the SEC.

Obtain explanations from management or from the outside auditors on
whether:

[ Actual financial results for the quarter or interim period
varied significantly from budgeted or projected results.
n Changes in financial ratios and relationships in the interim

financial statements are consistent with changes in the
Company’ s operations and financing practices.

[ Generally accepted accounting principles have been
consistently applied in the quarterly financial statements.

[ There are any actual or proposed changes in accounting or
financial reporting practices.

n There are any significant or unusual events or transactions.

n The Company's financial and operating controls are
functioning effectively.

n The Company has complied with the terms of loan
agreements.

[ The interim financial statements contain adequate and

appropriate disclosures.

Compliance with Laws and Regulations

The Audit Committee shall review the effectiveness of the system for
monitoring compliance with laws and regulations and the results of
management’ sinvestigation of and follow-up (including disciplinary action)
on any fraudulent acts or accounting irregularities.

The Audit Committee shall periodically obtain updates from management
regarding compliance.

The Audit Committee shall be satisfied that regulatory compliance matters
have been considered in the preparation of the financial statements.

The Audit Committee shall review the findings of any examinations of the
Company by regulatory agencies which have authority over the Company.
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Compliance with Codes of Conduct

The Audit Committee shall evaluate whether management is setting the
appropriate tone at the top by communicating the importance of the
Company’s codes of conduct and the guidelines for acceptable business
practices.

The Audit Committee shall review the program for monitoring compliance
with the codes of conduct.

Other Responsibilities

The Audit Committee may meet withthe outside auditors, the senior internal
audit executive, consultants, management and any employee seeking to meet
with the Audit Committee about any matter within its purview in separate
executive sessionsto discussany mattersthat the Committee or these persons
believe should be discussed privately.

The Audit Committee shall request that significant findings and
recommendations made by the internal and outside auditors be received and
discussed on atimely basis.

The Audit Committee shall review, with the Company’ s counsel, any legal
matters that could have a significant impact on the Company’s financial
statements.

The Audit Committee shall review the policies and procedures in effect for
considering officers' expenses and perquisites.

The Audit Committee shall perform other oversight functionsasrequested by
the Board.

Charter Scope

The Audit Committee shall review and reassess the adequacy of this Charter
at least annually.

The Audit Committee shall submit this Charter to the Board for approval, and
have the Charter published at least every three years in accordance with the
rules of the SEC from time to time in effect. [SEC Schedule 14A Item

7(e)(iv)(A)]

Reporting Responsibilities

The Audit Committee shall regularly update the Board about Audit
Committee activities and make appropriate recommendations.

The Audit Committee shall annually prepare a report to shareholders as
required by SEC rulesfor inclusionin the Company’ sproxy statement. [SEC
SK § 306; SEC Schedule 14A Item 7(e)(3)]

M eetings

The Audit Committee shall meet at least four times annually and may meet
more fregquently as circumstances dictate.

Meetings of the Audit Committee may be in person or by conferencecall in
accordance with the Bylaws of the Company.
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Meetings of the Audit Committee shall be held at such time and place, and
upon such notice, asthe Chairman of the Audit Committee may fromtimeto
time determine.

The Chairman of the Audit Committee shall develop the agenda for each
meeting and in doing so may consult with management, the internal auditors
and the outside auditors.

Except as specifically provided in this Charter, the provisions of the Bylaws
of the Company with respect to committees of the Board shall apply to the
Audit Committee.

Authority

The Audit Committee shall have the authority to conduct any investigation
appropriateto fulfilling itsresponsibilitiesand shall havedirect accessto the
outside auditors and the internal auditors as well as anyone in the Company.
The Audit Committee shall have the ability to retain, at the Company’s
expense, such special legal, accounting or other consultants or experts it
deems necessary in the performance of its duties.

The Audit Committee may fromtimeto time delegateto its Chairman or any
of its members the responsibility for any particular matters.
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Appendix C

[company name]
CODE OF CONDUCT

CONFLICTSOF INTEREST AND DISCLOSURE OF CERTAIN INTERESTS'

This conflict of interest policy is designed to help directors, officers and employees of the
Company identify situationsthat present potential conflictsof interest and to provide the Company
with aprocedurewhich, if observed, will allow atransactionto betrested asvalid and binding even
though a director, officer or employee has or may have a conflict of interest with respect to the
transaction. All capitalized terms are defined in Part 2 of this policy.

1.

Conflict of Interest Defined. For purposes of this policy, the following

circumstances shall be deemed to create Conflicts of Interest:

A.

(i)

(i)

(i)

(i)

C.

Outside Interests.

A Contract or Transaction between the Company and a Responsible Person or
Family Member.

A Contract or Transaction between the Company and an entity in which a
Responsible Person or Family Member hasaMaterial Financial Interest or of which
such person is a director, officer, agent, partner, associate, trustee, personal
representative, receiver, guardian, custodian, conservator or other legal
representative.

Outside Activities.

A Responsible Person competing with the Company in therendering of servicesor in
any other Contract or Transaction with athird party.

A Responsible Person’s having a Material Financial Interest in; or serving as a
director, officer, employee, agent, partner, associate, trustee, personal representative,
receiver, guardian, custodian, conservator or other legal representative of, or
consultant to; an entity or individual that competes with the Company in the
provision of services or in any other Contract or Transaction with athird party.

Gifts, Gratuities and Entertainment. A Responsible Person accepting gifts,

entertainment or other favors from any individual or entity that:

(i)

does or is seeking to do business with, or is a competitor of the Company; or

1

Enron’s Code of Conduct provided that no full-time officer or employee should “[o]wn an interest in or

participate, directly or indirectly, in the profits of any other entity which does business with or is a competitor of the
Company, unless such ownership or participation has been previoudly disclosed in writing to the Chairman of the
Board and Chief Executive Officer of Enron Corp. and such officer has determined that such interest or participation
does not adversely affect the best interests of the Company.” Powers Report 44 at note 8.

3112624v1
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(i) has received, isreceiving or is seeking to receive aloan or grant, or to secure other
financial commitments from the company;

(i)  isacharitable organization operating in the United States of America;

under circumstances where it might be inferred that such action was intended to influence or
possibly would influence the Responsible Person in the performance of hisor her duties. Thisdoes
not preclude the acceptance of itemsof nominal or insignificant value or entertainment of nominal or
insignificant value which are not related to any particular transaction or activity of The Company.

2. Definitions.
A. A “Conflict of Interest” is any circumstance described in Part 1 of this Policy.

B. A “Responsible Person” isany person serving as an officer, employee or member of
the Board of Directors of the Company.

C. A “Family Member” isaspouse, parent, child or spouse of achild, brother, sister, or
spouse of a brother or sister, of a Responsible Person.

D. A “Material Financial Interest” in an entity isafinancial interest of any kind, which,
in view of all the circumstances, is substantial enough that it would, or reasonably could, affect a
Responsible Person’sor Family Member’ sjudgment with respect to transactionsto which theentity
isaparty.

E. A “Contract or Transaction” is any agreement or relationship involving the sale or
purchase of goods, services, or rights of any kind, the providing or receipt of aloan or grant, the
establishment of any other type of pecuniary relationship, or review of acharitable organization by
the Company. The making of a gift to the Company is not a Contract or Transaction.

3. Procedures.

A. Prior to board or committee action on aContract or Transaction involving aConflict
of Interest, adirector or committee member having aConflict of Interest and who isin attendance at
the meeting shall disclose all facts material to the Conflict of Interest. Such disclosure shall be
reflected in the minutes of the meeting.

B. A director or committee member who plans not to attend ameeting at whichheor she
has reason to believe that the board or committee will act on a matter in which the person has a
Conflict of Interest shall disclose to the chair of the meeting all facts material to the Conflict of
Interest. The chair shall report the disclosure at the meeting and the disclosure shall bereflected in
the minutes of the meeting.

C. A personwho hasaConflict of I nterest shall not participate in or be permitted to hear
the board’ sor committee’ s discussion of the matter except to disclose material factsand to respond
to questions. Such person shall not attempt to exert hisor her personal influence with respect to the
matter, either at or outside the meeting.

Appendix C — Page 2
3112624v1



D. A personwho hasa Conflict of I nterest with respect to aContract or Transactionthat
will be voted on at a meeting shall not be counted in determining the presence of a quorum for
purposes of the vote. The person having a conflict of interest may not vote on the Contract or
Transaction and shall not be present in the meeting room when the vote istaken, unlessthe voteis
by secret ballot. Such person’ sineligibility to vote shall be reflected in the minutes of the meeting.
For purposes of this paragraph, a member of the Board of Directors of the Company has a Conflict
of Interest when he or she stands for election as an officer or for re-election as a member of the
Board of Directors.

E. Responsible Personswho are not members of the Board of Directorsof the Company,
or who have a Conflict of Interest with respect to aContract or Transaction that is not the subject of
Board or committee action, shall disclose to the Chair or the Chair’s designee any Conflict of
Interest that such Responsible Person haswith respect to aContract or Transaction. Such disclosure
shall be made as soon as the Conflict of Interest is known to the Responsible Person. The
Responsible Person shall refrain fromany action that may affect the Company’ sparticipationin such
Contract or Transaction.

In the event it is not entirely clear that a Conflict of Interest exists, the individual with the
potential conflict shall disclose the circumstances to the Chair or the Chair’s designee, who shall
determine whether there exists a Conflict of Interest that is subject to this policy.

4. Confidentiality. Each Responsible Person shall exercise care not to disclose
confidential information acquired in connection with such status or information the disclosure of
which might be adverse to the interests of the Company. Furthermore, a Responsible Person shall
not disclose or use information relating to the business of the Company for the personal profit or
advantage of the Responsible Person or a Family Member.

5. Revew of Policy.

A. Each new Responsible Person shall be required to review acopy of thispolicy andto
acknowledge in writing that he or she has done so.

B. Each Responsible Person shall annually complete adisclosure formidentifying any
relationships, positionsor circumstances in which the Responsible Person isinvolved that he or she
believes could contribute to a Conflict of Interest arising. Such relationships, positions or
circumstances might include service as a Director of or consultant to a nonprofit organization, or
ownership of a business that might provide goods or services to the Company. Any such
information regarding business interests of a Responsible Person or a Family Member shall be
treated asconfidential and shall generally be made available only to the Chair, the President, and any
committee appointed to address Conflicts of Interest, except to the extent additional disclosure is
necessary in connection with the implementation of this Policy.

C. This policy shall be reviewed annually by each member of the Board of Directors.
Any changesto the policy shall be communicated immediately to all Responsible Persons.
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. DISCLOSURE AND CONFIDENTIALITY

1. Policy Statement. The Company isinvolved fromtimetotimein matterswhichare
sensitive in nature and important to the Company, its employees and its shareholders. The federal
securitieslawsimpose certain obligations on the Company regarding thedisclosureof informationto
the investing public. To comply with these laws and facilitate the preservation of its competitive
position, the Board of Directors has established the following policies and procedures set forth in
paragraphs 1-5 which are applicable to all of the Company’ s directors, officers and employees.

2. Maintaining Confidentiality. The Company’s ability to discharge effectively its
disclosureobligations under the federal securities laws can be adversely affected by the prematureor
otherwise unauthorized disclosure of internal information relating to the Company. Eachemployee,
therefore, must make every effort to maintain the confidentiality of the Company’s financial,
operating, marketing and other internal information. These efforts should include securely handling
and storing any sensitive documents.

3. Designated Spokesper son. The Board of Directors has designated the Chairman of
the Board, the President and the Vice President of Finance as the sole spokespersons for the
Company and to communicate with analysts and investors as representatives of the Company. No
other directors, officers or employees of the Company are authorized to speak on behalf of the
Company with respect to corporate actions affecting the Company. Therefore, unlessyou have been
expressly authorized to make such disclosure, if you receive any inquiry fromathird party (whether
a securities analyst, amember of the media, shareholder or other person) regarding the Company,
you must immediately refer the inquiry to the Chairman of the Board, the President or the Vice
President of Finance.

4, Trading of Securities. Thefederal securitieslaws prohibit any personfromtrading
inthe Company’ s securitieswhilein possession of significant information concerning the Company
which has not already been disclosed to the investing public, or from disclosing such informationto
another personwho islikely to tradeinthe Company’ s securities. Y ou must comply withthe federal
securities laws regarding the handling of non-public information.

To facilitate such compliance, the President will determine when director, officer and
employee stock transactions are generally restricted. Directors, officers and employees should not
effect stock transactions without determining from him whether any restrictions are in effect. The
restrictions will generally be in effect (i) during the period commencing with the last day of each
fiscal quarter and continuing until at least 72 hoursafter resultsfor the quarter have beenreleased to
the public and (ii) at other times when the President concludes that pending developments (which
may be positive or negative) would make stock transactions inadvisable. These restrictionsarein
additionto those applicableto any person in possession of inside information, but do not apply tothe
exercise of stock options granted by the Company. Directors, officersand employees should not buy
or sell securities of the Company without determining from the President whether any restrictions
arein effect.
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5. Responding to Rumors. Rumors concerning the business and affairs of the
Company may circulate fromtimeto time. It isthe Company’ sgeneral policy not to comment upon
such rumors. Individual directors, officers and employees, too, should refrain from commenting
upon or responding to rumors and should refer any requests for comments or responses to the
Chairman of the Board, the President or the Vice President of Finance.

1. OTHER POLICIESOFTEN FOUND IN CODES OF CONDUCT

. Human Rights

. Business Ethics

. Safety

. Internet Usage

. Compliance with Anti-Trust Laws

. Compliance with Environmental Laws

. Compliance with Foreign Corrupt Practices

. Political Contributions

. Responsibility for Reporting Violations of Code
. Consequences of Violating Code
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Appendix D

SUMMARY OF SARBANES-OXLEY ACT OF 2002
AND RELATED SEC RULEMAKING

On July 30, 2002 President Bush signed the Sarbanes-Oxley Act of 2002 (H.R. 3763) (the
“SOB”) intended to protect investors by improving the accuracy and reliability of corporate
disclosures made pursuant to the securities laws. This is the “tough new corporate fraud SOB”
being trumpeted by the politicians and in the media. Among other things, the SOB amends the
Securities Exchange Act of 1934 (the “1934 Act”) and the Securities Act of 1933 (the 1933 Act”).

Although the SOB does have some specific provisions, and generally establishes some
important public policy changes, it will be implemented in large part through rulesto be adopted by
the Securities and Exchange Commission (“ SEC”) in various designated periods of time after
July 30, 2002 — generally, 30 days (August 29, 2002), 180 days (January 26, 2003) and 270 days
(April 26, 2003). Asisalwaysthe casewith broad grantsof authority to aregulatory body, therules
may well contain some surprises. Further, the SEC will have opportunity through rulemaking under
the SOB, aswell asaction on corporate governance proposals of the stock exchanges, to delvemuch
farther into corporate governance than it has in the past.

SUMMARY

To What Companies Does SOB Apply. The SOB is generally applicable to all companies
required to file reports with the SEC under the 1934 Act (“reporting companies’) or that have a
registration statement on file with the SEC under the 1933 Act, in each case regardless of size
(collectively “public companies’). Some of the SOB provisions apply only to companieslistedona
national securitiesexchange (“listed companies’), such asthe New Y ork Stock Exchange (“NYSE”)
or NASDAQ Stock Market (“NASDAQ”), but not to companiestraded onthe NASD Bulletin Board.
Small business issuers that file reports on Form 10-QSB and Form 10-KSB are subject to SOB
generally in the same ways as larger companies although some specifics vary (references herein to
Forms 10-Q and 10-K include Forms 10-QSB and 10-KSB).

Accounting Firm Regulation. The SOB creates afive-member board to be appointed by the
SEC and called the Public Company Accounting Oversight Board (the “ PCAOB” ) to oversee the
accounting firms that serve public companies and to establish accounting standards and rules. The
SOB does not addressthe accounting for stock options, but the PCAOB would have the power to do
s0. The PCAOB will be funded by assessing fees from public companies based on their market
capitalization. It will have the authority to subpoena documents from public companies. The
PCAORB is required to notify the SEC of any pending PCAOB investigations involving potential
violations of the securitieslaws. Additionally, the SOB providesthat the PCAOB should coordinate
itseffortswith the SEC’ senforcement division as necessary to protect ongoing SEC investigations.

The SOB redtricts the services accounting firms may offer to clients. Among the services
that audit firms could not providefor their audit clientsare (1) bookkeeping or other servicesrelated
to the accounting recordsor financial statementsof the audit client; (2) financial information systems
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design and implementation; (3) appraisal or valuation services, fairness opinions, or contribution-in-
kind reports; (4) actuarial services; (5) internal audit outsourcing services, (6) management functions
or human resources, (7) broker or dealer, investment adviser, or investment banking services,; and (8)
legal services and expert services unrelated to the audit.

CEOQO/CFO Certifications. The SOB containstwo different provisionsthat require the chief
executive officer (*CEQ and chief financial officer (* CFQ of each reporting company to sign
and certify company SEC periodic reports, with possible criminal and civil penalties for false
statements. The result isthat CEOs and CFOs must each sign two separate certifications in their
companies periodic reports, one certificate being under rules adopted by the SEC under an
amendment to the 1934 Act (the* SOB 8302 Certification™) and the other being under an amendment
to the Federal criminal code (the “SOB 8906 Certification”). Chairpersons of boards of directors
who are not executive officers are not required to certify the reports.

Enhanced Attorney Responsibilities. The SOB setsforthrulesof professional responsibility
for attorneys representing public companies before the SEC, including: (1) requiring an attorney to
report evidence of amaterial violation of securitieslaw or breach of fiduciary duty to the chief legal
counsel or the chief executive officer of the company; and (2) if corporate executives do not respond
appropriately, requiring the attorney to report to the audit committee of the board of directors.

Insider Loans. The SOB prohibits companies from making loans to directors or executive
officers. Thereareexceptionsfor existing loans, for credit card companiesto extend credit on credit
cards issued to their employees and for securities firms to maintain margin account balances.

Disclosurelssues. Public companieswill berequired to publicly disclosein “plain English”
additional information concerning material changes in their financial condition or operations on a
“real time” basis. SEC rulemaking will define the specific requirements of the enhanced reporting.

The SOB also requires the SEC to regularly and systematically review corporate filings.
Each issuer must be reviewed at least every three years. Material restatements, the level of market
capitalization and price volatility are factors specified for the SEC to consider inscheduling reviews.

Criminal and Civil Sanctions. The SOB mandates maximum sentences of 20 yearsfor such
crimesas mail and wire fraud, and maximum sentences of up to 25 years for securities fraud. Civil
penalties are also increased. The SOB restricts the discharge of such obligations in bankruptcy.

Trading Blackouts. Company executivesand directorswould also berestricted fromtrading
stock during periods when employees cannot trade retirement fund-held company stock (“blackout
periods’). Theseinsiderswould be prohibited from engaging in transactionsin any equity security
of the issuer during any blackout period when at least half of the issuer's individual account plan
participants are not permitted to purchase, sell or otherwise transfer their interestsin that security.
The SOB also calls for adding a 30-day advance notice period of any blackouts to be added to
existing ERISA legislation.
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The SOB isorganized in eleven titles which are summarized below with emphasis on those
parts most relevant to public companies. Rules adopted by the SEC to date under the SOB are
generally discussed below in relation to the SOB provisions being implemented thereby.

TITLEI: PUBLIC COMPANY ACCOUNTING OVERSIGHT BOARD

The SOB establishesthe Public Company Accounting Oversight Board (the* PCAOB”) to:
(1) oversee the audit of public companiesthat are subject to the securities laws; (2) establish audit
report standardsand rules; and (3) investigate, inspect, and enforce compliance relating to registered
public accounting firms, associated persons, and the obligations and liabilities of accountants.

The PCAOB consists of 5 members appointed by the SEC, of whom no more than two may
be certified public accountants. On October 24, 2002, the SEC appointed the following founding
membersof the PCAOB: Judge William H. Webster (chairman), KaylaJ. Gillan, Daniel L. Goelzer,
Willis D. Gradison Jr., and Charles D. Niemeier." Judge Webster subsequently tendered his
resignation. The members will serve on a full-time basis for five-year periods (though the first
appointees each have staggered terms so that the positions expire in annual increments). Although
members are prohibited from outside business or professional activities, the PCAOB isto establish
compensation levelsthat areintended to be competitivewith thosein privateindustry. ThePCAOB
will be funded by assessing fees from public companies based on their market capitalization. SOB
requiresthat the SEC certify that the PCAOB hasthe capacity to performits functions by April 26,
2003.

Beginning 180 days after the SEC certifies that the PCAOB has the capacity to perform its
functions, any public accounting firm that issues or participates in any audit report with respect to
any public company must register with the PCAOB and renew such registration annually. The
PCAOB is empowered to impose disciplinary or remedial sanctions upon registered public
accounting firms and their associated persons. Subject to the SEC’s oversight and enforcement
authority over it, the PCAOB isto establish auditing, quality control and ethical standardsthat will
requireretention of recordsfor seven years, concurring partner review of audit reportsand inclusion
within audit reportsof information about the auditor’ sinternal control testing of theissuer. Italsois
to regularly inspect each registered accounting firm to assess its compliance with SOB and the
PCAOB’srules (firms that audit more than 100 public companies will be inspected annually, and
other firms are to be inspected at least once every three years). In June 2002, the SEC issued a
proposal that contains an outline of how it would like the PCAOB to operate, and it is likely that
many of the operating rulesin that proposal will be adopted.?

TITLEII: AUDITOR INDEPENDENCE; NON-AUDIT SERVICES

The SOB amends the 1934 Act to prohibit a registered public accounting firm from
performing specified non-audit services contemporaneously with an audit, and requires audit

! SEC Press Rel ease 2002-153 (October 24, 2002), which setsforth biographical information about thefounding
members of the PCAOB.
2 SEC Release No. 34-46120 (June 26, 2002), Framework for Enhancing the Quality of Financial Information

Through Improvement of Oversight of the Auditing Process.
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committee preapproval for other non-audit services. Whilethe SEC must issuerulesto carry out the
provisions of Title 11 by January 26, 2003, the SOB provisions are effectively limits on registered
public accounting firms and will only apply once the PCAOB is functioning and the particular
accounting firm has registered with the PCAOB.

SOB 8201 prohibitsaregistered public accounting firm from providing to apublic company,
contemporaneously with the audit, the following non-audit services:

Q) bookkeeping or other services related to the accounting records or financial
statements of the audit client;

()] financial information systems design and implementation;

3 appraisal or valuation services, fairness opinions, or contribution-in-kind reports;
4 actuarial services;

5) internal audit outsourcing services,

(6) management functions or human resources,

@) broker or dealer, investment adviser, or investment banking services; and

(8 legal services and expert services unrelated to the audit.

The SOB (8202) requires audit committee preapproval of all auditing services (which may
entail providing comfort letters in connection with securities underwritings or statutory audits
required for insurance companies for purposes of State law) and non-audit services provided by the
auditor. Theaudit committee may delegatethe preapproval responsibility to asubcommittee of one
or moreindependent directors. Thereisade minimisexception with respect to the provision of non-
audit services for an issuer, if (i) the aggregate amount constitutes not more than 5 percent of the
total amount paid to the auditor during the fiscal year in which the non-audit services are provided;
(ii) such services were not recognized by the issuer at the time of the engagement to be non-audit
services; and (iii) such services are promptly brought to the attention of the audit committee and
approved prior to the completion of the audit by the audit committee or by 1 or more membersof the
audit committee to whom authority to grant such approvals has been delegated by the audit
committee.

The SOB (8203) mandates lead audit partner rotation every five years, but does not require
rotation of registered public accounting firms, althoughthe PCAOB may do so. Because many lead
engagement partners have been working ontheir current audit clientsfor five yearsalready, they will
have to rotate immediately on their firms’ registration with the PCAOB. Since provision applies
only to registered firms, the effective date of the provision is the date a firm becomes registered,
which would be sometime in mid- to late 2003. However, the SOB saysan individual cannot serve
on an audit as a lead or review partner if he or she “has performed audit services for that issuer in
each of thefive previousfiscal yearsof that issuer.” Asthereisnoindicationin either the statuteor
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the legislative history that the five-year period should start running after the enactment of SOB, the
fiveyear SOB look-back iseffectively retroactive fromthe date the audit firm'’ sregistration becomes
effective.

The SOB requires (8204) auditor reports to audit committees regarding (a) all critical
accounting policies and practices to be used and (b) all alternative treatments of financial
information within generally accepted accounting principles (“ GAAP”) that have been discussed
with management.

The SOB (8206) prohibitsaregistered public accounting firm fromperforming audit services
for apublic company if any of theissuer’ s senior management officials had been employed by such
firm and participated in any capacity in the audit of that issuer during the one-year period preceding
the audit initiation date.

Under the rulemaking directive of SOB §208, the SEC recently proposed rules® to effectuate
the auditor independence provisionsof SOB §8201-204 and §206. The proposed rulescomport with
their corresponding provisionsin Titlel1, with only the following differences: (1) after partnerson
the audit engagement teamswho had provided audit services for aclient for five consecutive years
arerotated off of the audit engagement, they may not perform any audit servicesfor the client for a
period of five years thereafter; (2) issuers will be required to disclose in Form 10-K information
related to the audit and non-audit services provided by, and feespaid by the issuer to, the auditor of
the issuer's financial statements for audits, tax preparation and all other services provided, for the
year covered by thefiling and for the previous year; and (3) an accountant would not be independent
froman audit client if any partner, principal or shareholder of the accounting firm who isamember
of the engagement team received compensation based directly on any serviceprovided or soldto that
client other than audit, review and attest services.

TITLEII1: CORPORATE RESPONSIBILITY

Audit Committees. SOB 8301 requiresthe SEC to issuerulesthat will effectively prohibit
the listing of an issuer’s stock unless the audit committee complies with certain enhanced
requirements that seek to break what is perceived as the direct link between management and the
auditors. Audit committeesfor listed companies must take charge of the audit, including appointing,
compensating, and overseeing the auditors, as well as resolve disputes on accounting matters
between auditors and management. Although the audit committee isto control the audit of alisted
company, the financial statements remain the responsibility of management, as evidenced by the
reguired civil certification of all Forms 10-K and 10-Q in SOB 8302 and criminal certification in
SOB 8906. Audit committees must also establish procedures to ensure that their members are
independent, and must hear and act on employee complaints regarding accounting, internal controls,
and auditing issues. Theserulesarethe complement to therestrictionson registered firms' activities
in SOB 8201, and are considered an important step in ensuring auditor independence and preserving
the integrity of the audit process.

3 SEC Press Release 2002-165 (November 19, 2002).
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By April 26, 2003, each national stock exchange and NASDAQ must adopt rulesobligating
each issuer to assure that the responsibilities of the audit committee comply with the new
requirements of the SOB. Noncompliancewould result in delisting, although the rules must provide
proceduresto permit issuers an opportunity to cure defectsthat would otherwise result in delisting.
The specific requirements are:

. Oversight. The audit committee must have direct responsibility for the appointment,
compensation, and oversight of any registered public accounting firm employed to
perform audit services.

. Independence. 1ts members must be independent directors, which means that each
member may not, other than as compensation for service on the board of directorsor
any of its committees: (i) accept any consulting, advisory or other compensation
from the issuer or (ii) be an officer or other affiliate of the issuer.

. Procedures to Receive Complaints. The audit committee is responsible for
establishing procedures for the receipt, retention, and treatment of complaints
regarding accounting, internal accounting controls, or auditing matters, and the
confidential, anonymous submission by employees of the issuer (“whistleblowers™)
of concerns regarding any accounting or auditing matters.

. Funding and Authority. The audit committee shall have the authority to hire
independent counsel and other advisersto carry out its duties.

Also, each issuer must provide for funding, as the audit committee may determine, for
payment of compensation of the issuer’s auditor and of any advisors that the audit committee
engages. Once each adoptsits specific rules, each issuer should amend its charter to statethe above
responsibilities specifically.

Subject to the foregoing, to restrictions on loans discussed elsewhere herein and to director
fiduciary duties, directorsarenot prohibited fromtransacting businesswith the issuer, either directly
or through relationships with another person.

CEOQO/CFO Certifications. The SOB containstwo separate certification requirements, which
are applicable to all public companies regardless of size and are in addition to the certification
requirement which the SEC imposed on the CEOs and CFOs of the 947 largest public companies
pursuant to a June 27, 2002 investigative order.

OB 8906 Certification. The SOB (8906) amended Federal criminal law to require
the CEO and CFO to certify in writing in each SEC periodic report filed containing financial
statements that the financial statements and the disclosures therein fairly present in all material
aspects the operations and financial condition of theissuer.* It providesthat the criminal penalties

4 A form of SOB 8906 Certification follows:

CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
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are (1) 20 yearsin prison for willful violation; and (2) 10 years for reckless and knowing violation.
The 8906 certification requirement was effective July 30, 2002 and was not predicated on any SEC
rulemaking.

OB 8302 Certification. On August 27, 2002, the SEC adopted rules pursuant to
SOB 8302 requiring the CEO and CFO of each public company filing a Form 10-Q or 10-K after
August 27, 2002, to certify that the financial statements filed with the SEC fairly present, in all
material respects, the operations and financial condition of the issuer and as to the adequacy of
“disclosure controls and procedures’ and “internal controls,” and asto certain other matters. The
mandated CEO/CFO certification for a Form 10-Q is as follows:

|, [identify the certifying individual], certify that:
1. | havereviewed this quarterly report on Form 10-Q of [identify registrant];

2. Based on my knowledge, this quarterly report does not contain any untrue statement of a material
fact or omit to state amaterial fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this quarterly report;

3. Based on my knowledge, the financia statements, and other financial information included in this
quarterly report, fairly present in al materia respectsthefinancia condition, results of operationsand cash flows
of theregistrant as of, and for, the periods presented in this quarterly report;

4. The regigtrant's other certifying officers and | are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14°) for the registrant and

we have:
In connection with the Report of (the“Company”) on Form 10-__ for theperiod
ending asfiled with the Securities and Exchange Commission on the date hereof (the “Report”), I,

, Chief [Executive] [Financial] Officer of the Company, certify, pursuant to 18 U.S.C. §
1350, as adopted pursuant to § 906 of the Sarbanes-Oxley Act of 2002, that:

(2) TheReport fully complieswith therequirementsof section 13(a) or 15(d) of the SecuritiesExchange
Act of 1934; and

(2) The information contained in the Report fairly presents, in al materia respects, the financia
condition and result of operations of the Company.

19

Chief [Executive] [Financial] Officer
[Date]

For purposes of this certification, the term “disclosure controls and procedures’ means controls and other
procedures of an issuer that are designed to ensurethat information required to be discl osed by theissuer inthe
reportsthat it files or submitsunder the 1934 Act isrecorded, processed, summarized and reported, within the
time periods specified in the SEC’srules and forms. Disclosure controls and procedures include, without
limitation, controls and procedures designed to ensure that information required to be discl osed by an issuer in
the reports that it files or submits under the 1934 Act is accumulated and communicated to the issuer’s
management, including its principa executive officer or officersand principal financial officer or officers, or
persons performing similar functions, as appropriate to allow timely decisions regarding required disclosure.
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a) designed such disclosure controlsand proceduresto ensurethat material information relating to the
registrant, includingits consolidated subsidiaries, is made known to us by others within thoseentities, particularly
during the period in which this quarterly report is being prepared;

b) evaluated the effectiveness of the registrant's di scl osure control sand procedures as of adate within
90 days prior to thefiling date of this quarterly report (the "Evaluation Date"); and

¢) presented in this quarterly report our conclusions about the effectiveness of the discl osure controls
and procedures based on our evaluation as of the Evaluation Date®;

5. Theregistrant's other certifying officers and | have discl osed, based on our most recent evaluation,
to the registrant's auditors and the audit committee of registrant's board of directors (or persons performing the
equivalent function):

a) dl significant deficienciesin the design or operation of interna controls which could adversely
affect the registrant's ability to record, process, summarize and report financia data and have identified for the
registrant's auditors any material weaknessesininternal controls; and

b) any fraud, whether or not materid, that involves management or other employees who have a
significant role in the registrant'sinternal controls; and’

6. Theregistrant’sother certifying officersand | haveindicated in thisquarterly report whether or not
there were significant changes in internal controls or in other factors that could significantly affect internal
controls subsequent to the date of our most recent eval uation, including any corrective actions with regard to
significant deficiencies and materia weaknesses.

Clauses (1) and (2) of the SOB 8302 mandated CEO/CFO certification are identical to the
certification required by the SEC’ s Order Requiring the Filing of Sworn Statements, File No. 4-460
(June 27, 2002), available at http://www.sec.gov/rules/other/4-460.htm; clauses(3)-(6) are new and
additative.

Misleading Statementsto Auditors. The SOB (8303) makesit unlawful, in contravention of
rules to be adopted by the SEC, for any officer or director of an issuer, or any other person acting
under the direction thereof, to take any action to fraudulently influence, coerce, manipulate, or
mislead any independent public or certified accountant engaged in the performance of an audit of the
financial statements of that issuer for the purpose of rendering such financial statements materially
misleading. On October 18, 2002 the SEC proposed anew Rule 13b2-2 under the 1934 Act which
would prohibit officers or directors of an issuer, or persons acting under their direction, from

6 This certification mirrors the requirementsin new 1934 Act Rules 13a-15 and 15d-15 which will reguire an
issuer to establish and maintain an overall system of discl osure controlsand proceduresthat isadequateto mest
its 1934 Act reporting obligations. Theserulesareintended to complement existing requirementsfor reporting
companies to establish and maintain systems of internal controls with respect to their financia reporting
obligations.

! This certification relates to the direction in SOB 8404 that the SEC prescribe rules mandating inclusion of an
internal control report and assessment in Form 10-K annual reports. Theinternal control report isrequired to
(1) state the responsibility of management for establishing and maintaining an adequate internal control
structure and proceduresfor financia reporting; and (2) contain an assessment, as of the end of the most recent
fiscal year of theissuer, of the effectiveness of theinternal control structure and procedures of the issuer for
financial reporting. The SOB further requiresthe public accounting firm that i ssuesthe audit report to attest to,
and report on, the assessment made by corporate management on internal controls. See discussion of SOB
8404 infra.
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subverting the auditor’s responsibilities to investors to conduct a diligent audit of the issuer’s
financial statements and to provide a true report of the auditor’s findings.®

Typesof conduct that the SEC suggests might constitute improper influenceinclude, but are
not limited to, directly or indirectly:

. Offering or paying bribes or other financial incentives, including offering future
employment or contracts for non-audit services,

. Providing an auditor with inaccurate or misleading legal analysis,

. Threatening to cancel or canceling existing non-audit or audit engagements if the
auditor objects to the issuer’ s accounting,

. Seeking to have a partner removed from the audit engagement because the partner
objects to the issuer’ s accounting,

. Blackmailing, and
. Making physical thrests.

Proposed Rule 13b2-2 would apply throughout the professional engagement and after the
professional engagement has ended when the auditor is considering whether to consent to the use of,
reissue, or withdraw prior audit reports. Conducting reviews of interim financial statements and
issuing consents to use past audit reports are within the scope of the proposed rule.

CEO/CFO Reimbursement. The SOB (8304) providesthat, if anissuer isrequiredto restae
its financial statements owing to noncompliance with securities laws, the CEO and CFO must
reimburse the issuer for (1) any bonus or incentive or equity based compensation received in the 12
months prior to the restatement and (2) any profitsrealized from the sale of issuer securitieswithin
the preceding 12 months.

The purpose of this provisionisto “prevent CEOs and CFOs from making large profits by
selling company stock, or receiving company bonuses, while management is misleading the public
and regulators about the poor heath of the company.”® Because thereisno relationship betweenthe
restatement and any misconduct of the CEO or CFO, the CEO and CFO could conceivably be
responsible for misconduct of any employee of the issuer. SEC rules are expected to address such
issues as what congtitutes “misconduct”, what kinds of restatements trigger this provision, how
material the noncompliance with securities laws must be, how to measure profits, whether the
disgorgement is limited to SEC action or a new private cause of action is created, etc.

8 SEC Release No. 34-46685 (October 18, 2002).
o Senate Report at 107-205.
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D&O Bars. The SOB (8305) authorizes a court to prohibit aviolator of certain SEC rules
from serving as an officer or director of an issuer if the person’s conduct demonstrates unfitnessto
serve (the pre-SOB standard was “substantial unfitness’).

Insider Trading Freeze During Blackout. The SOB (8306) prohibits insider trades during
pension fund blackout periods and statesthat profits realized from such trades shall inure to and be
recoverable by the issuer irrespective of the intent of the parties to the transaction and directs the
SEC in conjunction with the Labor Department to adopt implementing ruleswithin 180 days of the
effective date of SOB (January 26, 2003). On November 6, 2002, the SEC proposed rules™
restricting trading by areporting company’ s executive officers and directors™ when employees are
subject to a pension plan blackout that bars them from engaging in trades involving company
securities held in their plan accounts.

The Enron scandal provided impetus for SOB 8306(a) when insiderswere ableto liquidate
their company stock beforeits price plunged, even asemployeeswere stuck holding sharesduring a
pension blackout period, resulting in often devastating losses in their accounts. The SOB 8306(a)
restrictions on transactions by insiders would apply to all reporting companies, including foreign
private issuers, banks and savings associations, and small business issuers.

The statutory trading prohibition of SOB 8306(a) islimited to equity securitiesthat adirector
or executive officer acquired in connection with his or her service or employment as a director or
executive officer. The proposed SOB 8306 rule would specify instances where an acquisition of
equity securities by a director or executive officer was “in connection” with his or her service or
employment with an issuer. Acquisitions or dispositions of equity securities by family members,
partnerships, corporations, limited liability companies, and trusts would be deemed acquisitions or
dispositions by a director or executive officer if he or she had a “pecuniary interest” in the equity
securities.

The trading prohibition of SOB 8§306(a) would be triggered only if a blackout period lasts
morethan three consecutive business days and temporarily suspendsthe ability of at least 50% of the
participantsor beneficiariesunder all individual account plans maintained by the issuer to acquireor
transfer an interest inissuer equity securities held in an account plan. The proposed SOB 8306 rules
would clarify that the 50% test ismet only if at least 50% of U.S. plan participants arerestricted in
their trading. The restricted employees also would have to represent at least 15% of the issuer’s
shareholders.

10 SEC Release No. 34-46778 (November 6, 2002).

1 Theterm “director” in the proposed rules would have the same meaning as under the general 1934 Act rules,
and theterm “executive officer” would have the same meaning astheterm “ officer’ under theinsider reporting
requirements of 1934 Act Section 16(a). Thisapproach would enable security holdersto monitor the trading
activitiesof anissuer’ sdirectorsand executive officersusing the Section 16(a) reporting forms. Similarly, the
proposed ruleswould cover “equity securities’ of theissuer, including derivative securitiesrdating toan equity
security (as defined in the 1934 Act 816 rules) whether or not issued by the issuer.
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Foreignissuers' outside directorswould not be subject to the proposed rule. Inaddition, plan
participants generally would get a 30-day notice of a blackout under rules recently adopted by the
Labor Department, which calculated that there is a blackout once in every four or five years.

For violations of SOB 8306(a), the SEC can bring an enforcement actionagainst adirector or
executiveofficer. Inaddition, the statute providesthat anissuer, or asecurity holder on behalf of an
issuer, may bring an action to recover the profitsrealized by adirector or executive officer from a
prohibited transaction during a blackout period.

Enhanced Attorney Responsibilities. The SOB (8307) provides that, within 180 days after
enactment of SOB (January 26, 2003), the SEC shall adopt rules of professional responsibility for
attorneys representing public companies before the SEC, including: (1) requiring an attorney to
report evidence of amaterial violation of securitieslaw or breach of fiduciary duty to the chief legal
counsel (“CLQO”) or the CEO of the company; and (2) if corporate executives do not respond
appropriately, requiring the attorney to report to the audit committee of the board of directors. The
SEC has proposed rules implementing provisions of SOB 8307 that prescribe “ minimum standards
of professional conduct for attorneys appearing and practicing before the SEC in any way in the
representation of issuers.”*?

The proposed SOB 8307 rules would apply to all attorneys, whether in-house counsel or
outside counsel and those in foreign jurisdictions, and would define “appearing and practicing”
beforethe SEC to include, without limitation: (1) transacting any businesswith the SEC, including
communicationwith commissioners, the SEC or its staff; (2) representing any party to, or the subject
of, or awitnessin an SEC administrative proceeding; (3) representing any person in connectionwith
any SEC investigation, inquiry, information request, or subpoena, (4) preparing, or participating in
the process of preparing, any statement, opinion, or other writing that the attorney has reason to
believe will be filed with or incorporated into any registration statement, notification, application,
report, communication, or other document filed with or submitted to the commissioners, the SEC or
its staff; or (5) advising any party that: (i) astatement, opinion or other writing need not or should
not be filed with or incorporated into any registration statement, notification, application, report,
communication, or other document filed with or submitted to the commissioners, the SEC or its
staff; or (ii) the party is not obligated to submit or file any registration statement, notification,
application, report, communication, or other document filed with or submitted to thecommissioners,
the SEC or its staff.

The proposed rules affirmatively statethat an attorney representing an issuer representsthe
issuer asan entity, rather than the officersor otherswithwhom the attorney interactsin the course of
that representation, and that the attorney is obligated to act in the best interests of the issuer and its
shareholders.

The reporting obligation under the proposed SOB 8307 rules would be triggered when an
attorney “reasonably believes’ (not just “knows”) that amaterial violation hasoccurred, isoccurring

12 SEC Release No. 33-8150 (November 21, 2002). The proposed SOB 8307 ruleswould constitute a new Part
205 to 17 CFR, Standards of Professional Conduct for Attorneys Appearing and Practicing before the
Commission.
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or isabout to occur. The proposed doesnot confine an attorney’ sduty to matterswithin the scopeof
the attorney’ srepresentation or asto matters asto which the attorney hasformed alegal conclusion
that there has been a material violation.

The attorney would be initially directed to make this report to the issuer’s CLO, or to the
issuer’'s CLO and CEO. The attorney also would be obligated to take reasonable steps under the
circumstancesto document the report and the response thereto, and to retain such documentation for
areasonable time.

When presented with a report of a possible material violation, the SOB 8307 rules would
obligate the issuer’s CLO to determine whether to conduct an inquiry into the reported material
violationto ascertain whether in fact aviolation has occurred, isoccurring or about tooccur. A CLO
who reasonably concludesthat there has been no material violation would have to provide noticeto
thereporting attorney of this conclusion, and take reasonabl e stepsto preserverelevant documentary
evidence. A CLO who concludesthat amaterial violation hasoccurred, isoccurring or isabout to
occur would be required to take reasonable steps to ensure that the issuer adopts appropriate
remedial measures or sanctions- including appropriatedisclosures. Furthermore, the CLO would be
required to report “up the ladder” within the issuer what remedial measures have been adopted, and
to advise the reporting attorney of his or her conclusions.

The obligation of an attorney who has not received an appropriate response from the issuer
differs for in-house attorneys and outside counsel. If outside counsel reasonably believes that the
reported material violation isongoing or isabout to occur and islikely to result in substantial injury
to the issuer or to investors, he must withdraw from the representation, notify the SEC of his
withdrawal (a*noisy withdrawal), and disaffirm any submission to the SEC he has participated in
preparing that is tainted by the violation. In-house attorneys who reasonably believe that the
reported violation is ongoing or is about to occur and is likely to result in substantial injury to the
issuer or to investors need not resign, but must disaffirm any submission to the SEC he has
participated in preparing that is tainted by the violation. If either in-house or outside counsel
reasonably believesthat a material violation has already occurred and has no ongoing effect, heis
permitted, but not required, to take these steps, as long as he also reasonably believes that the
reported material violationis likely to have caused substantial injury to the financial interest of the
issuer or of investors. Finally, an attorney formerly employed or retained by an issuer who
reasonably believesthat he was discharged because he complied with therule sreporting obligations
may,but is not required to, notify the SEC of his belief he was so discharged and also disaffirmin
writing any submission to the SEC that he participated in preparing that is tainted by the violation.
Where an attorney files a notification with the SEC as part of a“ noisy withdrawal,” no violation or
waiver of the attorney/client privilege would occur in the SEC’s view.

Asan alternative process for considering reportsof material violations, anissuer may (but is
not required to) establish aqualified legal compliance committee (* QLCC” ) comprised of at least
one member of theissuer’ s audit committee, and two or more members of the issuer’ s board, al of
whom must be independent, for the purpose of investigating reports made by attorneys of evidence
of amaterial violation. The QL CC would be authorized to requiretheissuer to take remedial action.
If the issuer were to fail to act as directed by the QLCC, each QLCC member would have the
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responsibility to notify the SEC. Attorneyswho report evidence of amaterial violationto aQLCC
would not be subject to the rule’s “noisy withdrawal” requirement.

An attorney would be allowed to use the contemporaneous records he or she creates to
defend against charges of attorney misconduct and to reveal confidential informationto the SEC to
the extent necessary to prevent the commission of an illegal act that he believeswill either result in
the perpetration of afraud onthe SEC or in substantial injury to thefinancial or property interests of
the issuer or investors.

Finally, the proposed SOB 8307 rule would provide that an issuer does not waive any
applicable privileges by sharing confidential information regarding misconduct by the issuer's
employees or officers with the SEC pursuant to a confidentiality agreement.

TITLE 1V: ENHANCED FINANCIAL DISCLOSURES; PROHIBITION ON INSIDER
LOANS

Off-Balance Sheet Transactions. The SOB (8401) instructsthe SEC to require by rulewithin
180 days of SOB'’s enactment (January 26, 2003): (1) Form 10-K and 10-Q disclosure of all
material off-balance sheet transactions and relationshipswith unconsolidated entitiesthat may havea
material effect upon the financial status of an issuer; and (2) presentation of pro forma financial
information in amanner that is not misleading, and which isreconcilable withthefinancial condition
of the issuer under generally accepted accounting principles. Also under SOB 8401, each financial
report must “reflect” all material adjustments proposed by the auditors, which weinterpret to mean
that all material suggested auditor adjustments must bedisclosed inthe 10-K or 10-Q, either through
incorporation into the issuer’ s financial presentation or in a separate discussion explaining why the
adjustment was not made. Pending PCAOB rulesonthisissue, we suggest considering disclosure of
all material suggested auditor adjustments other than those that management agreed with and
incorporated into the financials.

On November 5, 2002, the SEC issued a rule proposal “Disclosure in Management’s
Discussion and Analysis About Off-Balance Sheet Arrangements, Contractual Obligations and
Contingent Liabilities and Commitments’** to require disclosure of off-balance sheet transactions,
arrangements, obligations (including contingent obligations), and other relationships of an issuer
with unconsolidated entities or other personsthat have, or may have, a material effect on financial
condition, changes in financial condition, revenues or expenses, results of operations, liquidity,
capital expenditures or capital resources. The new disclosure would be located in the
“Management’s Discussion and Analysis of Financial Condition and Results of Operations’
(“MD&A”") sectioninacompany’ sdisclosure documents. The proposalswould require aregistrant
to provide, in aseparately captioned subsection of MD& A, acomprehensive explanation of its off-
balance sheet arrangements. The proposed rule also would require a registrant (other than small
business issuers) to provide an overview of itsaggregate contractual obligationsin atabular format
and contingent liabilities and commitments in either atextua or tabular format.

13 SEC Release No. 33-8144 (November 4, 2002) avail able at http://www.sec.gov/rul es/proposed/33-8144.htm.

Appendix D — Page 13

3252611v3



Prohibition on Loansto Directorsor Officers. The SOB (8402) generally prohibits, effective
July 30, 2002, acorporation fromdirectly or indirectly making or arranging for personal loansto its
directorsand executive officers.'* Thereareexceptions for the continuation without modification of
existing loans and for extensions of credit made in the ordinary course of business by credit card
companieson credit cards and brokerage firmson margin accounts, in each case on termsthat areno
more favorablethan those offered to the general public. The SEC to date has not provided guidance
asto the interpretation of SOB 8402, although a number of interpretative issues have surfaced.

Theprohibitionsof SOB 8402 apply only to an extension of credit “in the form of apersonal
loan” which suggeststhat all extensions of credit to adirector or officer are not proscribed. While
thereisno legislative history or statutory definition to guide, it isreasonableto takethe position that
the following in the ordinary course of business are not proscribed: travel and similar advances,
ancillary personal use of company credit card or company car where reimbursement is required;
advances of relocation expenses ultimately to be borne by the issuer; stay and retention bonuses
subject to reimbursement if the employee leaves prematurely; indemnification advancesof expenses
pursuant to typical charter, bylaw or contractual indemnification arrangements, and tax
indemnification payments to overseas-based officers.™

Cashless stock option exercisesraise issuesin SOB 8402 and have led a number of issuersto
suspend cashless exercise programs. Inatypical cashless exercise program, the optionee delivers
the notice of exerciseto both the issuer and the broker, and the broker executes the sale of some or
all of the underlying stock onthat day (T). Then, onor prior to the settlement date (T+3), the broker
paysto the issuer the option exercise price and applicable withholding taxes, and the issuer delivers
(i.e., issues) the option stock to the broker. The broker transmits the remaining sale proceedsto the
optionee. When and how these eventsoccur may determinethe level of risk under SOB §402.%° The
real question iswhether a broker-administered same-day sale involves*an extension of credit inthe
form of apersonal loan” made or arranged by the issuer. The nature of the arrangement can affect
the analysis."’

14 SOB 8402(a) provides: “It shall be unlawful for any issuer (as defined in [SOB 82]), directly or indirectly,
including through any subsidiary, to extend or maintain credit, to arrange for the extenson of credit, or to
renew an extension of credit, in the form of a personal loan to or for any director or executive officer (or
equivalent thereof) of that issuer. An extengion of credit maintained by theissuer on the date of enactment of
this subsection shall not be subject to the provisions of this subsection, provided that there is no material
modification to any term of any such extension of credit or any renewal of any such extension of credit on or
after that date of enactment.”

15 See outline dated October 15, 2002, authored jointly by a group of 25 law firms and posted at
www. TheCorporateCounsel.net as “ Sarbanes-Oxley Act: Interpretative Issues Under 8402 — Prohibition of
Certain Insider Loans.”

16 See Cashless Exercise and Other SOXmania, The Corporate Counsel (September-October 2002).

1 If theissuer deliversthe option stock to the broker before receiving payment, theissuer may be deemedtohave
|oaned the exercise price to the optionee, perhapsmaking thisform of program riskier than others. If thebroker
advances payment to theissuer prior to T+3, planning toreimburseitself from the sale of proceedson T+3, that
advance may be viewed as an extension of credit by the broker, and the question then becomes whether the
issuer “arranged” the credit. Therisk of this outcome may be reduced where the issuer does not select the
salling broker or set up the cashl ess exercise program, but instead merely confirmsto a broker selected by the
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Accelerated Section 16(a) Reporting. SOB 8403 amends Section 16(a) of the 1934 Act,
effective August 29, 2002, to require officers, directors and 10% shareholders (collectively,
“insiders’) of companieswith securitiesregistered under Section 12 of the 1934 Act to filewith the
SEC Forms4 reporting (i) achange in ownership of equity securitiesor (ii) the purchase or sale of a
security based swap agreement involving an equity security “before the end of the second business
day following the business day on which the subject transaction has been executed...”*®

On August 27, 2002, the SEC issued a release (the “16(a) Release”)'® adopting final
amendmentsto itsrules and formsimplementing the accelerated filing deadlinesdescribed abovefor
transactions subject to Section 16(a). As anticipated, the rule amendments also subject all
transactions between officers or directors and the issuer exempted from Section 16(b) short swing
profit recovery by Rule 16b-3, which were previously reportable on an annual basis on Form 5
(including stock option grants, cancellations, regrants and repricings), to Section 16(a) and the new
two business day reporting requirement on Form 4.

The SEC has enacted two narrow exceptions to the new two business day reporting
requirement which apply only if theinsider does not select the date of execution of the transaction.”
These exceptions include (1) transactions pursuant to acontract, instruction or written plan for the
purchase or sale of issuer securities that satisfies the affirmative defense conditions of Rule 10b5-
1(c) (including, according to the 16(a) Release, transactions pursuant to employee benefit plansand
dividend and interest reinvestment plansthat are not already exempt from Section 16(a) reporting)
and (2) “discretionary transactions’ (asdefined in Rule 16b-3(b)(1)) involving an employee benefit
plan, whether or not exempted by Rule 16b-3. Inthese cases, the date of execution (triggering the
two-day deadline) is deemed to be the earlier of the date the executing broker, dealer or plan
administrator notifies the insider of the execution of the transaction or the third business day
following the actual trade date of the transaction. Other transactions exempt from Section 16(b)
previously reportable on Form 5 will remain reportable on Form 5. These transactionsincludesmall
acquisitions not from the issuer and gifts.

optionee that the option is valid and exercisable and that the issuer will deliver the stock upon receipt of the
option exercise price and applicable withholding taxes. Even wherethe insder selects the broker, the broker
cannot, under Regulation T, advance the exercise price without first confirming that theissuer will deliver the
stock promptly. Inthat instance, the issuer’ sinvolvement islimited to confirming facts, and thereforeisless
likely to be viewed as “arranging” the credit.

Where both payment and delivery of the option stock occur on the same day (T+3), there arguably is no
extension of credit at all, in which case the exercise should not be deemed to violate SOB 8402 whether
effected through a designated broker or a broker selected by theinsider.

If the indgder has sufficient collateral in his or her account (apart from the stock underlying the option being
exercised) to permit the broker to make a margin loan equal to the exercise price and applicable withholding
taxes, arguably the extension of credit is between the broker and the ingder, and does not violate SOB §402
assuming the issuer isnot involved in arranging the credit.

Previously, Forms 4 were required to be filed by the 10™ day of the month following the month in which the
transaction was executed.

19 SEC Release No. 34-46421 (August 27, 2002).

20 For example, the SEC pointed out in the Rel ease that transactions pursuant to a Rule 10b5-1(c) arrangement
which specifies adate for purchases for sales (e.g., thefirst business day of each month) would not qualify for
this exception.

18
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Inorder to comply with these accelerated filing requirements, issuers need to create an early
notification system which ensures that the issuer is promptly made aware of Section 16(a)
transactions by both insiders and administrators of their broad-based employee benefit plans. The
SEC expects insiders to make arrangements with executing entities to provide such notification to
the insider as quickly as feasible and urges executing entities to provide such information either
electronically or by telephone and not rely on mailed confirmations.

Additionally, the SEC’ srules now reflect that Form 4 is not amonthly reporting form, but
must be filed withintwo business days of the date of execution of the reported transaction. The SEC
indicatesthat prior to publication of anew Form 4, insiders should use the old form, modifying Box
4 to state the month, date and year of the transaction, and, if applicable, including a footnote to
include a deemed execution date in addition to the trade date.

The SEC hasindicated that it expectsto release rulesrequiring mandatory electronicfiling of
Section 16(a) change in ownership reports (but not initial statements of beneficial ownership reports
on Form 3), and website posting of such reportsby the SEC and issuers, inthe next few months, well
before thefirst anniversary of the enactment of the SOB (July 30, 2003). Inthe meantime, the SEC
encourages insiders to file such reports electronically.?

21

Summarized below are some of the procedures applicable in filing insider trading reports on EDGAR.
A. EDGAR Access Codes

A prerequisitetofiling thereportsel ectronically on EDGAR isobtaining aset of EDGAR accesscodes. This
is done by filing with the SEC a Form ID, which is available on the SEC website at
http://www.sec.gov/about/forms/formid.pdf. Itisveryimportant that aseparate Form | D becompleted for each
insider whosefilingswill bemadeviaEDGAR. Accordingto representativesin the SEC’ sFiler Support office,
anindividual whoisan ingder for morethan one company need only file for one set of EDGAR access codes.
It isalso important to protect the integrity and security of the data sent by limiting the number of people who
know the sender’ s CCC, password, and PMAC. Likewise, it may be prudent to apply for a certificatefor added
security purposes. [Seethe EDGAR Filer Manual for moreinformation on certificates. Thelatest version of
the EDGAR Filer Manual can be downloaded at http://www.sec.gov/info/edgar/filermanual .htm.] Oneshould
also take note that the SEC has discontinued the acceptance of requestsfor access codesfor EDGAR on Form
ID through the mail. Effective, November 6, 2001, all requestsfor these codes must come viafax. Fax Form
ID to:

US Securities and Exchange Commission

ATTN: Filer Support

(202) 504-2474; or

(703) 916-7624
The SEC will aso no longer return a hard copy of the access codes through the mail but will notify the
applicant of the codes viatelephonecall. If awritten confirmation of the codesisdesired, includeeither an e
mail address or a fax number on the request.

Four EDGAR access codes will be created after filing the Form ID. One of the codes created is the Centra
Index Key (“CIK”) code. The CIK code uniquely identifies each filer, filing agent, and training agent. The
CIK isassigned after thefiling of aninitial application. Thiscode cannot be changed. Another code that will
be created isthe CIK Confirmation Code (*CCC”). The CCC is used in the header of filingsin conjunction
with the CIK to ensure that the filing is authorized . The third code that is created is the password. The
password allows a person tolog onto the EDGAR system, submit filings, and changethe CCC. Finaly, holders
of access codes will receive a Password Modification Authorization Code (“PMAC”). The PMAC dlows a
person to change their password.
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B. Use of a Filing Service

Oncethe EDGAR access codes have been obtained and the necessary information for the applicable form has
been compiled, aningder may el ectronically filetheform with the assi stance of afiling agent such asaprinter
or law firm. There are several companies that provide electronic filing services, websites for some of these
companiesinclude:

http://www.section16.net;

http://www.erestrictedstock.com;

http://www.real corporatel awyer.com/RRDFilerNet.pdf; and

http://mwww.bowne.com/financial print/bowne file 16.asp
C. Filing By or On Behalf of Insider

If an insider wishesto file on hisown behalf or theissuer desiresto file on behalf of theinsider, [In addition to
this memorandum, one will need to refer to Regulation S-T (17.C.F.R. § 232) which sets forth the rules for
filing e ectronically and the EDGAR Filer Manual which describes the procedures and technical formeatting
requirements of EDGAR.] her or she will need to go to the EDGAR Login page at
https.//www.edgarfiling.sec.gov and enter the CIK and password and click the Login to EDGAR button. Once
EDGAR has been entered, if it has not already been done, Modernized EDGARLink Software should be
installed. Thefiler will need to click on EDGARLink Software |ocated on the EDGAR Welcome page. The
EDGARLink Software Download page will appear whereon the filer will need to click on the Download
EDGARLink button and follow the instructions.

Once Modernized EDGARLink Software has been downloaded, thefiler will need to download thetemplates
for thereguested submission typesheor shewishestofile. Inthe EDGAR menu, under the Downloadssection,
click on Submission Templates. By clicking on Submission Templates, the Submission Template Download
Options page is opened. From this page the filer can scroll through the Submission Types list and select a
submission by clicking onit. Thesubmissiontypesfor Forms3,4and5are3, 4 and5, respectively. Sdlectthe
applicable submission type and then click Get it. The Submission Template Download Confirmation pagewill
appear. Click on Download Template 2. The template should be saved before entering any data. One can
access the template by double clicking the template from one's Window Explorer window, or the Template
Viewer icon on on€e' s desktop.

In order to make an insider report filing via EDGAR, the ingder or person filing on behalf of theinsider will
need to prepare the insder report and save the document in an acceptable format such as ASCII or HTML.
[Review the EDGAR Filer Manual for specific technical requirements of ASCIl and HTML text.] Each
document should be created in separate files. For example, if the filer wishesto create a cover letter for the
filing and an ins der report on Form 4, thefiler should createthe cover |etter and Form 4 asseparatefiles. The
submi ssion document, the document that will be used to transmit theinsider report, may be created by clicking
on the Template Viewer located on the desktop and then selecting the appropriatetemplatefile. Thefiler may
then enter the information in the fields of the Main Page. In order to add theinsider report to the submission
document, thefiler will need to click on the Documents button to go to the Documents page. Thefiler will then
select Add Document, and then select Attach and find thefile. Then thefiler will select Open and Done. Do
thisfor each document to be added to the submission and save the submission document once all documents
have been attached. The submission documents may be reviewed by using the View Document button on the
Document page. One may also check and correct errors using the Submission Validation button.

When the submission has been completed and validated, it can then betransmitted. Thefiler will need to enter
the EDGAR websiteand click on Transmit, which will bring up the Transmit Submission page. Then click on
Transmit asa LIVE Submission. Thefiler will then click on the Browse... button and then double click the
submission. When thefiler isready totransmit aLIVEfiling, click on the Transmit LIVE Filing button. Once
the filer clicks this button, EDGAR will process the submission. The filer may find out the status of the
submission through e-mail or by performing a Submission query on the Filing website.

EDGAR accepts direct transmissions of el ectronic submissions each business day, Monday through Friday,
from 8:00 am. to 10:00 p.m. Eastern time, excluding Federa holidays. Transmissions started but not
completed by 10:00 p.m. Eastern time will be canceled, and will have to be resubmitted on the next business
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Internal Controls. The SOB (8404) directsthe SEC to prescribe rules mandating inclusion of

aninternal control report and assessment in Form 10-K annual reports. Theinternal control report is
required to (1) state the responsibility of management for establishing and maintaining an adequate
internal control structure and proceduresfor financial reporting; and (2) contain an assessment, asof
the end of the most recent fiscal year of the issuer, of the effectiveness of the internal control
structure and procedures of the issuer for financial reporting. The SOB further requires the public
accounting firm that issues the audit report to attest to, and report on, the assessment made b
corporate management on internal controls. On October 22, 2002 the SEC proposed rules™
regarding internal control reportsto implement SOB §404% that would require reporting companies
to include in Form 10-K an internal control report of management that includes:

day. If afiler beginsdirect transmission of alive submission after 5:30 p.m. Eastern timeand the submissionis
accepted, it will have afiling date as of the next business day.

Pleasetake note that an insider must submit apaper copy of hisfirst dectronicfiling. Send the paper copy to
the following address:

D

Operation Location

ATTN: Filer Support

US Securities and Exchange Commission
Mail Stop O0-7

6432 General Green Way

Alexandria, VA 22312

Additional Pointsto Consider

The following points should a so be considered in preparing to file an insider report via EDGAR:

A person cannot use the company’ s password for hisor her insider trading report. If an insider uses
the company’'s EDGAR password, even if the filing is initially accepted by EDGAR, it will not
“count” as being filed by theindividual. Further, each individual or company filing on behalf of an
individual needsto make surethat it has only one EDGAR password for theindividual in advance of
any filing.

Individuals should apply for EDGAR access codes well in advance. Historically it hastaken 2to 3
businessdaystoreceive EDGAR access codes, but dueto the new two day requirement for Forms4, it
may take longer.

If an indder wishes to file on his own behalf or the issuer desires to file on behalf of the insider
without the aid of a filing service, it is recommended that the applicable persons prepare the
submissions well in advance of the filing and utilize the Submission Validation features on
EDGARLinNk.

When a person prepares an ASCII document for submission, he or she must limit line width to 80
charactersfor text and 132 for tabular materia (between tab tags).

Keep a manually signed signature page (or equivalent document) on file for five years.

Make a backup copy of the SEC-provided EDGAR Ingtallati on softwaredownl oaded from the Internet
in case it needs to be re-loaded on the system.

Filer Support Staff are available each business day from 8:00 am. to 7:00 p.m., Easterntime. They
can be reached at (202) 942-8900.

2z SEC Release No. 34-46701 (October 22, 2002).

23

SOB 8404 requires the SEC to adopt rules requiring a company’ s management to present an internal control

report in the company’s annual report containing: (1) a statement of the responsibility of management for
establishing and maintaining an adequate internal control structure and proceduresfor financial reporting; and
(2) an assessment, as of the end of the company’ smost recent fiscal year, of the effectiveness of the company’'s
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. A statement of management’s responsibilities for establishing and maintaining
adequate internal controls and procedures for financial reporting;

. Conclusions about the effectiveness of the issuer’ sinternal controls and procedures
for financial reporting based on management’s evaluation of those controls and
proceduresin accordancewith 1934 Act Rules13a-15 or 15d-15, asof the end of the
issuer’s most recent fiscal year; and

. A statement that the registered public accounting firm that prepared or issued the
issuer’ s audit report relating to the financial statements included in the company’ s
annual report has attested to, and reported on, management’s evaluation of the
company’sinternal controls and procedures for financial reporting.

Additionally, the proposed rules would require the referenced attestation by the issuer’s
registered independent public accounting firm to be filed as an exhibit to Form 10-K.

The SEC’ sproposed rulesto implement theinternal control report requirementsincluded in
SOB 8404 also includes several conforming revisions to the SEC’ s recently adopted certification
rules and related requirements.

The proposed ruleswould define “internal controls and proceduresfor financial reporting” as
controls that pertain to the preparation of financial statements for external purposes that are fairly
presented in conformity with generally accepted accounting principles as addressed by the
Codification of Statements on Auditing Standards 8319 or any superseding definition or other
literature that is issued or adopted by the PCAOB.

The proposed reporting as to internal controls, if adopted, would not take effect until the
PCAOB adopts standards for attestations by auditors and, therefore, is proposed to apply only to
fiscal yearsthat end on or after September 15, 2003.

Codes of Ethics. The SOB (§406) directsthe SEC to issue rulesrequiring acode of ethics
for senior financial officers of an issuer applicable to the CFO, comptroller or principal accounting
officer and to require the immediate disclosure on its Form 8-K of any change in or waiver of the
code of ethics for senior financial officers.

interna control structure and procedures for financia reporting. SOB 8404 also requires the company’s
registered public accounting firm to attest to, and report on, management’s assessment. The SOB 8404
requirements are not applicable until the SEC’ simplementing rules are adopted.

A “code of ethics’ isexpected to contain such standards as are reasonably necessary to promote—

(1) honest and ethical conduct, including the ethical handling of actual or apparent conflicts of interest
between personal and professional relationships,

(2 full, fair, accurate, timely, and understandabl e disclosurein the periodic reportsrequired to befiled by
the issuer; and

©)] compliance with governmental regulations.

24
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Code of Ethics Disclosures. On October 22, 2002, the SEC proposed® rules to
implement SOB §406% that would require reporting companies to disclose on Form 10-K:

. Whether the issuer has adopted a written code of ethics that applies to the issuer’s
principal executive officer, principal financial officer, principal accounting officer or
controller, or persons performing similar functions; and

. If the issuer has not adopted such a code of ethics, the reasons it has not done so.’

In the proposed SOB 8406 rules, “code of ethics” would mean a codification of standards that
reasonably designed to deter wrongdoing and to promote:

. Honest and ethical conduct, including the ethical handling of actual or apparent
conflicts of interest between personal and professional relationships;

. Avoidance of conflicts of interest, including disclosure to an appropriate person or
persons identified in the code of any material transaction or relationship that
reasonably could be expected to give rise to such a conflict;

. Full, fair, accurate, timely, and understandable disclosure in reports and documents
that acompany fileswith, or submitsto, the SEC and in other public communications
made by the company;

. Compliance with applicable governmental laws, rules and regulations,

. The prompt internal reporting to an appropriate person or persons identified in the

code of violations of the code;*® and
. Accountability for adherence to the code.®®

The proposed SEC rules indicate that in addition to providing the required disclosure, an
issuer would be required to file a copy of its ethics code as an exhibit to its Form 10-K.

Proposed Form8-K or Internet Disclosure Regarding Changesto, or WaiversFrom,
the Code of Ethics. The proposed SOB code of ethicsruleswould add an itemto the list of Form 8-
K triggering eventsto require disclosure of:

% SEC Release No. 34-46701 (October 22, 2002).
% The SOB 8406 requirements are not applicable until the SEC’' s implementing rules are adopted.
2 Proposed Regulation S-K Item 406.

2 The company would retain discretion to choose the person to recel ve reports of code violations, but ReeaseNo.
34-46701 (October 22, 2002) suggeststhe person should have sufficient statuswithin the company to engender
respect for the code and authority to adequately deal with the persons subject to the code regardless of their
stature within the company.

2 Instructions to Proposed Regulation SK Item 406.
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. A change to an issuer’s code of ethics that applies to the specified officers; or
. Waiver of application of the ethics code provision to a specified officer.

Theissuer would be required to file the Form 8-K within two business days after it made the
change or granted the waiver. As an alternative to filing a Form 8-K, the proposed rules would
permit anissuer to useitswebsite ameans of disseminating thisdisclosureif theissuer hasdisclosed
in its most recently filed Form 10-K:

. That it intends to disclose these events on its Internet website; and

. Its Internet website address.

Audit Committee Financial Experts. The SOB (8407) requiresthe SEC to promulgate rules
no later than 180 days after enactment of SOB (January 26, 2003) mandating reporting company
disclosure regarding whether (and, if not, why not) its audit committee comprises at least one
member who isa“financial expert.” OnOctober 22, 2002, the SEC proposed™® rulesregarding audit
committee financial experts to implement SOB §4073" and would require reporting companies to
disclose in Form 10-K:*

. The number and names of persons that the board of directors has determined to be
“financial experts’ serving on the issuer’s audit committee;®® and, if there is no
financial expert serving on the audit committee, that fact and why it has no financial
expert; and

n34

. Whether the financial expert or experts are “independent,”” and if not, an

explanation of why they are not.*

%0 SEC Release No. 34-46701 (October 22, 2002). Commentswith respect to the proposed rulesmust bereceived
by the SEC within 30 days of publication of the proposed rulesin the Federal Register.

SOB 8407 requires the SEC to adopt rules: (1) requiring a reporting company to disclose whether its audit
committee includes at least one member who is a “financia expert”; and (2) defining the term “financia
expert.” The SOB 8407 requirements are not applicable until the SEC’simplementing rules are adopted.
The proposed rules discussed in this memorandum re ating to annual reports of reporting companies on Form
10-K also contain similar provisions applicable to annual reports of small business reporting companies on
Form 10-KSB. The Release also proposed rules with similar requirements for investment companies.

3 Section 3(a)(58) of the 1934 Act, as amended by SOB §205, defines the term “audit committee” as “a
committee (or equivaent body) established by and amongst the board of directors of an issuer for the purpose
of overseeing the accounting and financial reporting processes of the issuer and audits of the financial
statements of the issuer; and . . . if no such committee exists with respect to an issuer, the entire board of
directors of theissuer.”

34 SOB 8301 added a new § 10A(m)(3) to the 1934 Act providing as follows with respect to audit committee

independence:

“(3) INDEPENDENCE.—

“(A) IN GENERAL.—Each member of theaudit committee of theissuer shall beamember
of the board of directors of the issuer, and shall otherwise be independent.

31
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The SEC intends in the future to propose rules directing the national securities exchanges and
NASDAQ to requirethat reporting companies have acompletely independent audit committeeasa
condition to listing.

The proposed rules under SOB 8407 define the term “financial expert” to mean a person
who, through education and experience as a public accountant or auditor or a principal financial
officer, controller, or principal accounting officer of acompany that, a thetime the person held such
position, was a reporting company, or experience in one or more positions that involve the
performance of similar functions (or that results, inthe judgment of theissuer’ sboard of directors, in
the person’s having similar expertise and experience), has the following attributes:

. An understanding of generally accepted accounting principles and financial
statements,
. Experience applying such generally accepted accounting principles in connection

with the accounting for estimates, accruals, and reserves that are generally
comparable to the estimates, accruals and reserves, if any, used in the issuer’s
financial statements;

. Experience preparing or auditing financial statementsthat present accounting issues
thatare generally comparable to those raised by the issuer’s financial statements;

. Experience with internal controls and procedures for financial reporting; and
. An understanding of audit committee functions.

To be afinancial expert, an individual must possess all of the five specified attributes, and
exposure to the rigors of preparing or auditing financial statements of a reporting company is
important. Theboard of directors, however, can conclude that an individual possessestherequired
attributes without having the specified experience. If the board of directors makes such a
determination on the basis of alternative experience, the company must disclose the basis for the
board' s determination. While no such disclosure is required where the individual hasthe specified
experience, disclosure would be appropriate in cases where there isany question. In any event, the
board should maintain adequate minutes or other records showing the basis for its judgments.

In determining whether a potential financial expert has al of the requisite attributes, the
board of directors of an issuer should evaluate the totality of an individual’s education and
experience. The board would be encouraged to consider a variety of factors in making its
evaluation, including:

“(B) CRITERIA.—In order to be considered to be independent for purposes of this
paragraph, amember of an audit committee of an issuer may not, other than in hisor her capacity asa
member of the audit committee, the board of directors, or any other board committee—

“(i) accept any consulting advisory, or other compensatory fee from theissuer; or
“(ii) bean affiliated person of the issuer or any subsidiary thereof.
% Proposed Regulation S-K Item 309.
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The level of the person’s accounting or financial education, including whether the
person has earned an advanced degree in finance or accounting;

Whether the person is a certified public accountant, or the equivalent, in good
standing, and the length of time that the person has actively practiced as a certified
public accountant, or the equivalent;

Whether the person is certified or otherwise identified as having accounting or
financial experience by arecognized private body that establishes and administers
standards in respect of such expertise, whether the person is in good standing with
therecognized private body, and the length of time that the person has been actively
certified or identified as having such expertise;

Whether the person has served asaprincipal financial officer, controller or principal
accounting officer of acompany that, at the time the person held such position, was
required to file periodic reports pursuant to the 1934 Act and, if so, the length of any
such service;

The person’s specific dutieswhile serving as a public accountant, auditor, principal
financial officer, controller, principal accounting officer or position involving the
performance of similar functions;

The person’s level of familiarity and experience with all applicable laws and
regulationsregarding the preparation of financial statementsrequired to beincluded
in periodic reports filed under the 1934 Act;

The level and amount of the person’s direct experience reviewing, preparing,
auditing or analyzing financial statementsrequired to beincluded in periodic reports
filed under the 1934 Act;

The person’s past or current membership on one or more audit committees of
companies that, at the time the person held such membership, were required to file
reports pursuant to the 1934 Act;

The person’'s level of familiarity and experience with the use and analysis of
financial statements of public companies; and

Whether the person has any other relevant qualifications or experience that would
assist him or her in understanding and evaluating the issuer’s financial statements
and other financial information and in making knowledgeable and thoroughinquiries
whether:

-- The financial statements fairly present the financial condition, results of
operations and cash flows of the company in accordance with generally
accepted accounting principles; and

Appendix D — Page 23



-- The financial statements and other financial information, taken together,
fairly present thefinancial condition, results of operations and cash flows of
the company.

Thefact that aperson previously has served on the company’ saudit committeewould not, by
itself, justify the board of directorsin “grandfathering” that person as a financial expert under the
proposed rules.

The proposed attributes of a “financial expert” described above are more detailed and
rigorous than those reflected in the current NYSE, NASDAQ, AMEX, PCX and other self-
regulatory organization rules. Therefore, it is possible that a person who previously qualified as a
financial expert under the current guidelines included in the rules of self-regulatory organizations
may not have sufficient expertise to be considered afinancial expert under these proposed rules. 1f
the proposed rules are adopted, it will be important for reporting companiesto re-evaluate whether
an audit committee member who has the requisite level of financial expertise for purposes of the
self-regulatory organizations also qualifies as a financial expert under the SEC rules.

Astotheroleof afinancial expert on anaudit committee and the effect onthe liability of an
individual designated asafinancial expert and other members of the audit committee and the board
of directors, the SEC has commented:

The primary benefit of having a financial expert serving on a company’s audit
committee is that the person, with his or her enhanced level of financial
sophistication or expertise, can serveasaresource for theaudit committeeasawhole
incarrying out itsfunctions. The mere designation of the financial expert should not
impose ahigher degree of individual responsibility or obligation on amember of the
audit committee. Nor do we intend for the financial expert designation to decrease
the duties and obligations of other audit committee members or the board of
directors. Furthermore, in order to avoid any confusion in the context of Section 11
of the Securities Act, we do not intend for such a person to be considered an expert
for purposes of Section 11 solely as aresult of his or her designation as a financial
expert on the audit committee. The role of the financial expert isto assist the audit
committee in overseeing the audit process, not to audit the company. A conclusion
that a financial expert is an “expert” for purposes of Section 11 might suggest a
higher level of duediligencethan is consistent with the audit committee' s oversight
responsibilities.®

Systematic SEC Review of 1934 Act Filings. The SOB (8408) requires the SEC to review
disclosures made by listed companieson aregular and systematic basisand in no event shall apublic
company be reviewed less frequently than once every three years. In scheduling the required
reviews, the SEC is expected to focus upon:

Q) issuers that have issued material restatements of financial results;

% SEC Release No. 34-46701 (October 22, 2002).
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2 issuersthat experience significant volatility in their stock price ascompared to other
issuers;

3 issuers with the largest market capitalization;
4 emerging companies with disparities in price to earning ratios; and
5) issuers whose operations significantly affect any material sector of the economy.

Accelerated Disclosurein Plain English. The 1934 Act isamended by SOB 8409 to require
reporting companies to “disclose to the public on a rapid and current basis such additional
information concerning material changes in the financial condition or operations of the issuer, in
plain English, which may include trend and qualitative information and graphic presentations,” as
the SEC may by rule prescribe.

Although no particular effective date was established for the SECto issuetheserules, thisis
amajor shift fromthe prior law, which allowed issuersflexibility in disclosing material information
tothepublic, aslong asinsiderswere not trading in issuer securitiesand the issuer wasnot otherwise
filing areport with the SEC that would be misleading without the additional information. It puts
significant pressure on issuers to evaluate, amost on a daily basis, whether it should make a
disclosure of a material event.

TITLEV: ANALYST CONFLICTSOF INTEREST

The SOB requiresthe SEC to adopt rules governing securitiesanalysts’ potential conflictsof
interest, including: (1) restricting the prepublication clearance or approval of research reports by
persons either engaged in investment banking activities, or not directly responsible for investment
research; (2) limiting the supervision and compensatory evaluation of securitiesanalyststo officials
who are not engaged in investment banking activities; (3) prohibiting a broker or dealer involved
with investment banking activities from retaliating against a securities analyst as a result of an
unfavorable research report that may adversely affect the investment banking relationship of the
broker or dealer with the subject of the research report; and (4) establishing safeguardsto assurethat
securitiesanalysts are separated within the investment firm fromthereview, pressure, or oversight of
those whose involvement in investment banking activities might potentially bias their judgment or
supervision.

TITLE VI: SEC RESOURCESAND AUTHORITY

The SOB increases the SEC’ s budget (8601). It also grants the SEC censure authority in
connection with appearance and practice before the SEC (8602) of any person the SEC findsto be
unqualified, to belacking inintegrity or to have engaged in improper professional conduct or to have
willfully violated, or willfully aided and abetted, any violation of securities laws.
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TITLE VII: STUDIESAND REPORTS

The SOB mandates various studies and reportsto Congress regarding the consolidation of
public accounting firms and the role and function of credit rating agencies.

The SEC isrequired to do four studiesand the Comptroller General to dothree. The SEC is
to report on (i) therole and function of credit rating agenciesin the securities markets, including how
well they aredoing their job, (ii) all enforcement actionsover thelast 5 yearsinvolving violationsof
reporting requirementsand financial statement restatements, to identify the areasmost susceptibleto
fraud, (iii) the number of securities professionals practicing before the SEC who have beenfound to
be primary violatorsand al so secondary aiders and abettorswho have not been sanctioned, and what
their violations were (all of which are due by January 26, 2003), and lastly (iv) a study of issuer
filingsto determine the extent of off-balance sheet transactions and use of special purpose entities
(* SPE’S’) and whether GAAP results in financials statements of those issuers reflecting the off-
balance sheet financing transactionsin atransparent fashion. The report on SPE’sand off-balance
sheet financing is due by July 31, 2004.

The Comptroller General’ sthree studies, all due by January 26, 2003, areon (i) the effect of
reguiring the mandatory rotation of registered public accounting firms, (ii) the consolidation of
public accounting firmsand itseffect onthe securities markets, and (iii) whether banksand financial
advisors assisted public companies in earnings manipulation and financial statement misstatement
and opagueness.

TITLE VIII: CORPORATE AND CRIMINAL FRAUD ACCOUNTABILITY

Records Retention. Title VIII of the SOB is entitled the “Corporate and Criminal Fraud
Accountability Act of 2002" and amends Federal criminal law to prohibit: (1) knowingly destroying,
altering, concealing, or falsifying recordswith theintent to obstruct or influence aninvestigationina
matter in Federal jurisdiction or in bankruptcy (this offense is punishable by up to 20 years in
prison); and (2) auditor failure to maintain for a five-year period all audit or review work papers
pertaining to an issuer of securities. The SEC is directed to promulgate regulations regarding the
retention of audit records containing conclusions, opinions, analyses, or financial data.

The SEC has proposed rules that would add Section 210.2-06 to Regulation S-X (under
“Qualificationsand Reports of Accountants’),*’ that would require accountantswho review or audit
anissuer’sfinancial statementsto retain, for five years after the end of the fiscal period in which an
accountant audits or reviews an issuer's financial statements, workpapers and other documentsthat
form the basis of the audit or review of an issuer's financial statements, and memoranda,
correspondence, communications, other documents, and records (including electronic records) that
(1) arecreated, sent or received in connection with the audit or review, and (2) contain conclusions,
opinions, analyses, or financial datarelated to the audit or review. Non-substantive materials that
are not part of the workpapers and other documentsthat do not contain relevant financial dataor the

37 SEC. Rel. No. 34-46869 (November 21, 2002).
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auditor’s conclusions, opinions or analyses would not meet the second of these criteria and would
not have to be retained.

Note that the PCAOB is directed in SOB §103 to require auditors to retain for a period of
seven years workpapers to support the auditor’s conclusions. Many documents may be subject to
both retention requirements, though thisfive-year retention requirement appliesto abroader range of
documentsthat does not necessarily just support conclusions. “Workpapers’ means*documentation
of auditing or review procedures applied, evidence obtained, and conclusions reached by the
accountant inthe audit or review engagement, asrequired by standards established or adopted by the
SEC or the PCAOB.” The materials retained under paragraph are not only those that support an
auditor’ s conclusions about the financial statements but also those materialsthat may “ cast doubt”
onthose conclusions. Thisrequirement isintended to ensure the preservation of those records that
reflect differing professional judgmentsand views (both within the accounting firm and betweenthe
firm and the issuer) and how those differences were resolved.

Non-dischargeable Fraud Judgments. The SOB (8803) amends Federal bankruptcy law to
make non-dischargeable bankruptcy judgments and settlement agreements that result from a
violation of Federal or State securities law or common law fraud pertaining to securities sales or
purchases.

Extension of Statute of Limitation for Securities Fraud Claims. The SOB (§804) amendsthe
Federal judicial codeto permit aprivateright of action for asecurities fraud claimto be brought not
later than the earlier of: (1) five yearsafter the date of the alleged violation or (2) two years after its
discovery.

Sentencing Guidelines. The SOB (8805) directsthe United States Sentencing Commissionto
review and amend Federal sentencing guidelines to ensure that the offense levels, existing
enhancements or offense characteristics are sufficient to deter and punish violationsinvolving: (1)
obstruction of justice; (2) record destruction; (3) fraud when the number of victims adversely
involved is significantly greater than 50 or when it endangersthe solvency or financial security of a
substantial number of victims; and (4) organizational criminal misconduct.

Whistleblower Protection. The SOB (8806) prohibits a publicly traded company from
discharging or otherwise discriminating against an employee because of any lawful act by the
employeeto: (1) assist inan investigation of prohibited conduct by Federal regulators, Congress, or
supervisors; or (2) file or participate in a proceeding relating to fraud against shareholders.
Remedies for such aggrieved employee include reinstatement, back pay, and compensatory damages.

Enhanced Fraud Penalties. The SOB (8807) subjectsto afine and imprisonment up to 25
years any person who defrauds shareholders of publicly traded companies.

TITLEIX: WHITE-COLLAR CRIME PENALTY ENHANCEMENTS

Title 1X of the SOB is called the “White-Collar Crime Penalty Enhancement Act of 2002.”
The SOB (8902) amends Federal criminal law to provide that conspiracy to commit an offense is
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subject to the same penalties as the offense and increase criminal penalties for mail and wire fraud
from 5 years to 20 years.

The SOB (8905) directs the United States Sentencing Commission to review Federal
Sentencing Guidelines to: (1) ensure that they reflect the serious nature of the offenses and the
penalties set forthin the SOB, the growing incidence of serious fraud offenses, and the need to deter
and punish such offenses; and (2) consider whether aspecific offense characteristic should beadded
in order to provide stronger penalties for fraud committed by a corporate officer or director.

The SOB (8906) amends Federal criminal law to require the CEO and CFO to certify in
writing that financial statementsand the disclosurestherein fairly present inall material aspectsthe
operations and financial condition of the issuer.®® It providesthat the criminal penalties are (1) 20
years in prison for willful violation; and (2) 10 years for reckless and knowing violation.

TITLE X: CORPORATE TAX RETURNS

The SOB expresses the sense of the Senate that the Federal income tax return of a
corporation should be signed by the chief executive officer of such corporation. Thisisnot required
by the Internal Revenue Code, and the effect of this provision by itself without any penalty provision
isadvisory only.

TITLE XI: CORPORATE FRAUD ACCOUNTABILITY

Title XI of the SOB is entitled the “Corporate Fraud Accountability Act of 2002” and
provides in 81102 for up to 20 years in prison for altering, destroying or concealing anything with
theintent to impair itsuse in any official proceeding or any attempt to do s0. The SOB (81103) also
authorizesthe SEC to seek atemporary injunction to freeze extraordinary payments earmarked for
designated personsor corporate staff under investigation for possible violations of Federal securities
laws.

3 See CEO/CFO Certifications under Title 111: Corporate Responsibility above regarding the certifications
mandated by SOB §8§302 and 906.
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Appendix E

NY SE PROPOSED RULES
COMPARISON CHART

TheNY SE Corporate Accountability and Listing Standards Committee submitted areport to
the NY SE Board of Directorson June 6, 2002, proposing changesto variousNY SE listing standards.
TheNY SE received written comments on the proposed rules, reviewed the recommendations of the
Standards Committee and submitted a rule filing to the SEC on August 15, 2002 which includes
proposed corporate governance standards that differ in a number of respects from those proposed
June 6, 2002 and attempts to address the new requirementsimposed by the Sarbanes-Oxley Act of
2002. Thischart isdesigned to compare the proposed rulesto therulesasthey currently stand. The
rule filing is subject to review and approval by the SEC, which includes an additional public
comment period. Referencesto “[§__ ]" are to subsections of the proposed NY SE Company
Manual Section 303A as filed with the SEC on August 15, 2002.

NY SE Proposed Rules as Filed with the Effective Date RulesCurrently in
SEC Existence

Independent directors must comprise a Within 24 months | Listed company must

majority of aboard. [81] of SEC approval. have an audit committee
composed of at least
three independent
directors.

For adirector to be deemed “independent,” the | Not applicable. Existing definition

board must affirmatively determine the precludes any

director has no material relationship with the relationship with the

listed company (either directly or as a partner, company that may

shareholder or officer of an organization that interfere with the exercise

has a relationship with the company). The of adirector's

NY SE does not view ownership of even a independence from

significant amount of stock, by itself, as a bar management and the

to an independence finding. A board may company.

adopt and disclose categorical standardsto

assist it in making determinations of

independence and may make a general

disclosure if adirector meets these standards.

Any determination of independence for a

director who does not meet these standards

must be specifically explained. [82(a)]

Independence also requires a five-year Not applicable. Cooling-off period is

“cooling-off” period for former employees of three years; does not

the listed company, or of its independent specifically apply to

auditor; for former employees of any company former employees of the

whose compensation committee includes an auditor or any company
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NY SE Proposed Rules as Filed with the Effective Date Rules Currently in

SEC Existence
officer of the listed company; and for whose compensation
immediate family members of the above. The committee includes an
NY SE has clarified that employment of a officer of the listed
family member in a non-officer position does company. Board of
not preclude a director’s independence.® If an directors can make an
executive officer dies or becomes exception of one former
incapacitated, his or her immediate family officer, provided the
members may be classified as independent reason is explained in the
immediately after such death or determination next proxy statement.

of incapacity, provided that they themselves
are otherwise independent. [82(b)]

Non-management directors must meet without | Within 6 months of | No such requirement.
management in regular executive sessions.? SEC approval.
However, there does not have to be asingle
presiding director at all executive sessions of
the non-management directors. If one director
is chosen to preside at these meetings, his or
her name must be disclosed in the annual
proxy statement. Alternatively, acompany
may wish to rotate the presiding position
among the chairs of board committees. In
order that interested parties may be able to
make their concerns known to the non-
management directors, a company must
disclose a method for such partiesto
communicate directly with the presiding
director or with the non-management directors
asagroup. [83]

Listed companies must have an audit The nominating Listed companies must

committee, a nominating committee and a committee and have an audit committee

compensation committee, each comprised compensation comprised solely of

solely of independent directors. [884,5& 6] | committee must independent directors.
exist within 6 No requirement for
months of SEC establishment or

! Theterm “officer” isdefined in Section 1 of the Listed Company Manual (asit is SEC Rule 16a-1(f)) to mean an
issuer’s president, principal financia officer, principal accounting officer (or, if thereisno such accounting officer,
the controller), any vice-president of theissuer in charge of a principal business unit, division or function (such as
sales, adminigtration or finance), any other officer who performs a policy-making function, or any other person who
performs similar policy-making functions of the issuer. Officers of theissuer’s parent(s) or subsidiaries shall be
deemed officers of theissuer if they perform such policy-making functions for the issuer.

2 Non-management directors are those directors who are not company officers. The term includes non-officer
directors who are not independent by virtue of amaterial relationship, former status or family membership or for any
other reason.
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NY SE Proposed Rules as Filed with the

Effective Date

Rules Currently in

SEC Existence
approval. composition of
nominating or
The nominating compensation
committees.

and compensation
committees must
have at least one
independent
director within 12
months of SEC
approval, and be
composed entirely
of independent
directors within 24
months of SEC
approval.

The audit
committee
members must all
be independent
according to the
new standards
within 24 months
of SEC approval.

Each of the committees referred to above must
have awritten charter. [884, 5 & 7]

Within 6 months of
SEC approval.

Audit committee is
currently required to have
awritten charter, but the
new charter will have
additional elements.
Nominating and
compensation committee

charter requirements do
not currently exist.

The Standards Committee originally proposed
that the chair of the audit committee must
have accounting or financial management
experience. However, in light of the express
provision in the Sarbanes-Oxley Act that at
least one member of the audit committee
qualify as a“financial expert,” and the
existing NY SE requirements that at least one

No action has been
taken on this
recommendation
yet.

All committee members
must be financially
literate and at least one
must have accounting or
financial management
expertise.
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NY SE Proposed Rules as Filed with the
SEC

Effective Date

Rules Currently in
Existence

member of the audit committee have
“accounting or related financial management
expertise” and that all members of the audit
committee be financially literate, the NY SE
has determined to await the SEC's
interpretation of the definition of “financial
expert” before acting this recommendation.®
[86 at n.6]

Audit committee must have sole authority to | Within 6 monthsof | Audit committee charter
approve al audit engagement fees and terms, | SEC approval. must provide that

aswell as all significant non-audit selection and firing of the
engagements with the independent auditors. independent auditor is
This requirement does not preclude the subject to the “ultimate”
committee from obtaining the input of authority of the audit
management, but these responsibilities may committee and the board
not be delegated to management. The NY SE of directors.

received comments from about a quarter of the

commentators objecting to this

recommendation, suggesting that the entire

board should be able to act on the

recommendation of the audit committee

because the majority independence

requirement would protect against governance

problems. The NY SE was not swayed by

those comments. [87]

Director’s fees must be the sole compensation | Within 24 months | No current requirement.
an audit committee member receives fromthe | of SEC approval.

listed company. Initialy, the Standards
Committee recommended prohibiting an audit
committee member associated with a major
shareholder (one owning 20% or more of the
listed company’ s equity) from voting in audit
committee proceedings. However, in light of
the fact that Sarbanes-Oxley Act prohibited
affiliated persons from serving on the audit
committee, the NY SE determined not to
propose this provision at thistime.* [§6]

% See Section 407 of the Sarbanes-Oxley Act and Section 303.01(B)(2)(b) of the Listed Company Manual.

* See Section 301 of the Sarbanes-Oxley Act.
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NY SE Proposed Rules as Filed with the
SEC

Effective Date

Rules Currently in
Existence

Listed companies must adopt corporate Within 6 months of | No current requirements.

governance guidelines. [89] SEC approval.

Listed companies must adopt a code of Within 6 months of | No current requirements.

business conduct and ethics, and must SEC approval.

promptly disclose any waivers of the code for

directors or executive officers. [810]

Listed companies must publish on their web Within 6 months of | No current requirements.

sites codes of business conduct and ethics, SEC approval.

corporate governance standards and key

committee charters. Waivers of such codes for

directors or executive officers must be

promptly disclosed [889 & 10]

Initially, the Standards Committee Upon SEC Shareholder approval

recommended that shareholders must be given | approval. required of equity-

the opportunity to vote on all equity-based compensation plansin

compensation plans. However, initsrule which officers or

filing submitted to the SEC, the NY SE directors may participate,

excepted inducement options, plans relating to but broad-based plans

mergers or acquisitions, and tax qualified and and one-time

excessbenefit plans from this requirement. employment inducements

Brokers may only vote customer shares on are exempt. Broker can

proposals for equity-based compensation vote customer shares

plans pursuant to customer instructions.® [§8] except when given
instructions from the
customer, or when the
action is contested.

CEOs must certify annually that they arenot | Within 6 months of | No current requirements.

aware of any company violations of NY SE SEC approval.

listing standards. [85]

Initially, the Standards Committee
recommended that each listed-company’s
CEO be required to certify annually that the
company has established and complied with
procedures for verifying the accuracy and

® During the comment period, many large companies strongly urged the NY SE to maintain its existing rules, fearing
primarily the increased proxy costs and increased uncertainty that the proposed change would entail. Large and
small companies alike cited quorum difficulties and solicitation expenses that result when brokers are not allowed to
vote uninstructed shares after a 10-day period. One such commentator warned that because of retail investor
confusion about voting mechanics, thereis arisk that the elimination of the discretionary broker vote will
disenfranchise investorsif not accompanied by an aggressive and vigorous program to educate them about how to

vote their shares. These concernsdid not sway the NY SE.
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NY SE Proposed Rules as Filed with the Effective Date Rules Currently in
SEC Existence

completeness of information provided to
investors and that he or she has no reasonable
cause to believe that the information is not
accurate and complete. The Standards
Committee also recommended that the CEO
be required to certify that he or she has
reviewed with the board those procedures and
the company’ s compliance with them. Given
the SEC June 27 order applicable to 947
companies and the provisions of the Sarbanes-
Oxley Act regarding CEO certifications
relating to the quality of financial disclosure,
the Standards Committee later recommended,
and the NY SE agreed, that there was no
purpose to requiring under NY SE rules a
similar but separate certification regarding a
company’s public disclosure.®

Upon finding a violation of an Exchange rule, | Upon SEC No current provision for
the NY SE may issue a public reprimand letter | approval. apublic reprimand.

to any listed company and ultimately suspend
or de-list an offending company. [812]

® See File No. 4-460: Order Requiring the Filing of Sworn Statements Pursuant to Section 21(a)(1) of the Securities
Exchange Act of 1934 (June 27, 2002) and Sections 302 and 906 of the Sarbanes-Oxley Act. The Standards
Committee noted to the NY SE Board of Directorsthat there has been a great deal of concern expressed by
commentatorsregarding the additional potential liability created by the various certification proposals and the
Standards Committee recommended, and the NY SE agreed, that the SEC should have exclusive authority to enforce
the requirement of a CEO and CFO certification and that no certification should giveriseto private rights of action.
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Appendix F

ARTHUR ANDERSEN DOCUMENT RETENTION POLICY
On electronic form:

www.washingtonpost.com/wp-srv/business/dail y/transcripts/anderson policy020100.pdf
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