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Stakeholder Governance and the Fiduciary Duties of Directors

There has recently been much debate and some confusion about a bedrock
principle of corporate law — namely, the essence of the board’s fiduciary duty, and
particularly the extent to which the board can or should or must consider the
interests of other stakeholders besides shareholders.

For several decades, there has been a prevailing assumption among many
CEOs, directors, scholars, investors, asset managers and others that the sole
purpose of corporations is to maximize value for shareholders and, accordingly,
that corporate decision-makers should be very closely tethered to the views and
preferences of shareholders. This has created an opportunity for corporate raiders,
activist hedge funds and others with short-termist agendas, who do not hesitate to
assert their preferences and are often the most vocal of shareholder constituents.
And, even outside the context of shareholder activism, the relentless pressure to
produce shareholder value has all too often tipped the scales in favor of near-term
stock price gains at the expense of long-term sustainability.

In recent years, however, there has been a growing sense of urgency around
Issues such as economic inequality, climate change and socioeconomic upheaval as
human capital has been displaced by technological disruption. As long-term
investors and the asset managers who represent them have sought to embrace ESG
principles and their role as stewards of corporations in pursuit of long-term value,
notions of shareholder primacy are being challenged. Thus, earlier this week, the
Business Roundtable announced its commitment to stakeholder corporate
governance, and outside the U.S., legislative reforms in the U.K. and Europe have
expressly incorporated consideration of other stakeholder interests in the fiduciary
duty framework. The Council of Institutional Investors and others, however, have
challenged the wisdom and legality of stakeholder corporate governance.

To be clear, Delaware law does not enshrine a principle of shareholder
primacy or preclude a board of directors from considering the interests of other
stakeholders. Nor does the law of any other state. Although much attention has
been given to the Revlon doctrine, which suggests that the board must attempt to
achieve the highest value reasonably available to shareholders, that doctrine is
narrowly limited to situations where the board has determined to sell control of the
company and either all or a preponderant percentage of the consideration being
paid is cash or the transaction will result in a controlling shareholder. Indeed, the
Revlon doctrine has played an outsized role in fiduciary duty jurisprudence not
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because it articulates the ultimate nature and objective of the board’s fiduciary
duty, but rather because most fiduciary duty litigation arises in the context of
mergers or other extraordinary transactions where heightened standards of judicial
review are applicable. In addition, Revlon’s emphasis on maximizing short-term
shareholder value has served as a convenient touchstone for advocates of
shareholder primacy and has accordingly been used as a talking point to shape
assumptions about fiduciary duties even outside the sale-of-control context, a result
that was not intended. Around the same time that Revlon was decided, the
Delaware Supreme Court also decided the Unocal and Household cases, which
affirmed the board’s ability to consider all stakeholders in using a poison pill to
defend against a takeover — clearly confining Revlon to sale-of-control situations.

The fiduciary duty of the board is to promote the value of the corporation.
In fulfilling that duty, directors must exercise their business judgment in
considering and reconciling the interests of various stakeholders — including
shareholders, employees, customers, suppliers, the environment and communities —
and the attendant risks and opportunities for the corporation.

Indeed, the board’s ability to consider other stakeholder interests is not only
uncontroversial — it is a matter of basic common sense and a fundamental
component of both risk management and strategic planning. Corporations today
must navigate a host of challenges to compete and succeed in a rapidly changing
environment — for example, as climate change increases weather-related risks to
production facilities or real property investments, or as employee training becomes
critical to navigate rapidly evolving technology platforms. A board and
management team that is myopically focused on stock price and other discernable
benchmarks of shareholder value, without also taking a broader, more holistic view
of the corporation and its longer-term strategy, sustainability and risk profile, is
doing a disservice not only to employees, customers and other impacted
stakeholders but also to shareholders and the corporation as a whole.

The board’s role in performing this balancing function is a central premise
of the corporate structure. The board is empowered to serve as the arbiter of
competing considerations, whereas shareholders have relatively limited voting
rights and, in many instances, it is up to the board to decide whether a matter
should be submitted for shareholder approval (for example, charter amendments
and merger agreements). Moreover, in performing this balancing function, the
board is protected by the business judgment rule and will not be second-guessed
for embracing ESG principles or other stakeholder interests in order to enhance the
long-term value of the corporation. Nor is there any debate about whether the
board has the legal authority to reject an activist’s demand for short-term financial
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engineering on the grounds that the board, in its business judgment, has determined
to pursue a strategy to create sustainable long-term value.

And yet even if, as a doctrinal matter, shareholder primacy does not define
the contours of the board’s fiduciary duties so as to preclude consideration of other
stakeholders, the practical reality is that the board’s ability to embrace ESG
principles and sustainable investment strategies depends on the support of long-
term investors and asset managers. Shareholders are the only corporate
stakeholders who have the right to elect directors, and in contrast to courts, they do
not decline to second-guess the business judgment of boards. Furthermore, a
number of changes over the last several decades — including the remarkable
consolidation of economic and voting power among a relatively small number of
asset managers, as well as legal and “best practice” reforms — have strengthened
the ability of shareholders to influence corporate decision-making.

To this end, we have proposed The New Paradigm, which conceives of
corporate governance as a partnership among corporations, shareholders and other
stakeholders to resist short-termism and embrace ESG principles in order to create
sustainable, long-term value. See our paper, It’s Time to Adopt The New

Paradigm.
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