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DELAWARE LAW

Amendments to the DGCL Permit Officer

Exculpation

By John Mark Zeberkiewicz and
Robert B. Greco

On August 1, 2022, Section 102(b)(7) of the
Delaware General Corporation Law (the DGCL)
was amended to permit a corporation to include in its
certificate of incorporation a provision to eliminate
or limit the monetary liability of certain corporate
officers for breach of the duty of care.! Previously,
the protection afforded by a so-called exculpatory
provision was limited to directors. Although for years
there did not appear to be a compelling reason to
consider extending the availability of such protec-
tion to officers, recent case law and other develop-
ments in the case law highlighted the need for the
statutory change.

John Mark Zeberkiewicz is a director, and Robert B.
Greco is an associate, of Richards, Layton & Finger,
PA. in Wilmington, DE. Attorneys at Richards, Layton
& Finger, including Mr. Zeberkiewicz, were involved in
the drafting of the amendment to the Delaware General
Corporation Law summarized herein. In addition,
attorneys at Richards, Layton & Finger were involved
in some of the cases cited herein.

“From Insights, [vol.36; issue 10 (October, 2022]. ©CCH Incorporated. All Rights Reserved. To subscribe to

Insights, visit https://Irus.wolterskluwer.com.”

Background

Section 102(b)(7) was originally adopted in 1986,
largely in response to the crisis in directors” and offi-
cers’ insurance that followed the Delaware Supreme
Court’s landmark decision in Smith v. Van Gorkom.,*
where it found that the directors had acted with
haste in approving a merger and failed to consider
all material information available to them, thereby
breaching their duty of care.

At the time, Delaware’s Corporation Law Council,
which is responsible for proposing amendments to
the DGCL, considered several alternatives to address
the issue, including amending Section 145(b) of the
DGCL to allow the corporation to indemnify direc-
tors for judgments and amounts paid in settlement
of claims brought by or in the right of the corpora-
tion, amending Section 145(g) to allow for captive
insurance, and imposing statutory limits on liability.?

Those alternatives were rejected at the time
(although Section 145(g) was recently amended to
allow for captive insurance, subject to certain limi-
tations), as the Council “ultimately concluded that
permitting stockholders to determine whether to
limit or eliminate director liability was a more direct
approach in addressing the problem.”



By its terms, Section 102(b)(7), as originally
adopted, applied only to directors. The original
omission of officers was deliberate. A contempora-
neous exegesis of the statute stated:

While most derivative litigation names
directors as defendants, corporate officers
are sometimes charged with liability for
negligence in the conduct of their offices.
It is probable that, where a corporation has
implemented the new statutory authority by
an appropriate charter provision, officers will
be more likely to take controversial decisions
to the board [and] should be able to point
to direct approval as protecting the officers

from liability.

In addition, at the time Section 102(b)(7) was
adopted, there was little practical risk of officer lia-
bility, as Delaware’s consent-to-jurisdiction statute,
which provided that directors were deemed to con-
sent to service of process in the State of Delaware,
did not apply to officers. In 2003, however, in the
wake of a series of corporate scandals involving
Enron, Worldcom and others—and that animated
the adoption of the Sarbanes-Oxley Act—Delaware’s
consent-to-jurisdiction statute was amended to cover
“C-suite” officers.® A contemporaneous summary of
the amendment to the consent-to-jurisdiction stat-
ute observed:

Because of enhanced requirements for inde-
pendent director representation on pub-
lic company boards of directors, it is likely
that fewer senior officers will also serve as
directors. Therefore, had Section 3114 not
been amended, the ability to obtain personal
jurisdiction in Delaware over some of the
most significant participants in corporate
governance would have been impaired.”

In the years that followed the amendment to
Section 3114, fiduciary litigation involving officer
defendants remained relatively rare. Indeed, it was
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not until 2009 that the Delaware Supreme Court
explicitly confirmed that officers owe the same
fiduciary duties as directors.® Despite the Supreme
Court’s express ruling that officers owe the same
fiduciary duties as directors, claims against ofhcers
did not become a focus of fiduciary litigation until
relatively recently, when changes in the M&A litiga-
tion landscape imposed new hurdles on stockholder
plaintiffs seeking to extract settlement payments or
secure judgments when mounting claims that the
directors breached their duties in approving mergers.

The two cases that precipitated the change in
the landscape were In re Trulia, Inc. Stockholder
Litigation,” where the Court of Chancery effec-
tively shut down the practice of so-called “disclo-
sure only” settlements (which would occur where
the stockholder plaintiffs would obtain a relatively
nominal settlement payment in exchange for the
securing revisions to the proxy statement to correct
quibble-style alleged omissions and would grant a
blanket release for those claims),' and Corwin v
KKR Financial Holdings LLC,"" where the Delaware
Supreme Court affirmed the Court of Chancery’s
holding that a fully-informed vote of disinterested
stockholders had the effect of restoring the presump-
tion of the business judgment rule to the board’s
decision to approve a merger, thereby resulting in
the dismissal of so-called Revlon claims tested under
the standard of enhanced scrutiny.'?

Although the Supreme Court’s opinion in Corwin
gave boards a potent weapon with which to dismiss
merger litigation, it also provided stockholder plain-
tiffs a roadmap for pursuing claims beyond the stock-
holder vote. The Court stated that “the [Corwin]
doctrine applies only to fully informed, uncoerced
stockholder votes, and if troubling facts regarding
director behavior were not disclosed that would have
been material to a voting stockholder, then the busi-
ness judgment rule is not invoked.”" In the years fol-
lowing Corwin, stockholder plaintiffs not only began
to use the so-called tools at hand to bring books
and records demands and litigation under Section
220 of the DGCL, but also began to make appraisal
demands and utilize Delaware’s appraisal statute as
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a means to attempt to obtain full-blown discovery
before commencing a fiduciary action act.'

With reference to the documents produced in
the litigation, the plaintiffs would seek to over-
come a Corwin-based defense by alleging that the
disclosure document seeking the stockholder vote
or tender was materially misleading. In a pair of
opinions from 2018, the Delaware Supreme Court
reversed the Court of Chancery’s Corwin-based
dismissals of claims challenging mergers on the
grounds that the disclosure documents were mate-
rially misleading."

The Reason for the Amendments

In the late 2010s, stockholder plaintiffs, in pur-
suing merger litigation, began naming officers as
defendants for their role in preparing the allegedly
deficient disclosure documents. In Morrison v. Berry,
for example, the Court of Chancery dismissed claims
against a company’s directors that had approved the
company’s acquisition by a private equity firm, but
allowed the claims against the company’s general
counsel and president and CEO to proceed on the
basis that, in light of the plaintiff-friendly pleading
standard, it would reasonably infer that the officers
were grossly negligent in preparing the disclosure
document.'

Although the Morrison Court’s opinion seemed to
indicate that an ultimate finding of gross negligence
would be unlikely, it essentially held that, once a dis-
closure violation had been found, allegations against
officers who prepared the disclosure document could
effectively proceed.” Subsequent opinions of the
Court of Chancery followed the same pattern.'®

This perverse outcome led to calls from prominent
corporate practitioners and commentators, including
highly regarded members of the Delaware courts,
to call for amendments to Section 102(b)(7)." In
large part, the amendments to Section 102(b)(7)
were enacted in response to the perceived funda-
mental unfairness that directors—upon whom the
obligation to ensure that stockholders are given all
information material to any decision they are being

asked to make—could be dismissed from the liti-
gation, while the officers, not entitled to the same
level of exculpatory protection, would be required to
continue in the litigation to demonstrate that their
conduct in preparing the disclosure document was
not grossly negligent.

Given corporate law’s stringent construction of
“gross negligence,” it is difhicult to conceive of a fact
pattern in which an officer of a public company that,
with the assistance of outside counsel, prepared a dis-
closure document that was in fact “grossly negligent”
in doing so.*® Nevertheless, the lack of exculpation
for officers gives plaintiffs the ability to continue to
exert litigation pressure to drive a settlement. Despite
the difficulty plaintiffs would face in proving, after
trial, that an officer was grossly negligent, defendants
rationally may wish to settle the claims to avoid the
costs and distraction of litigation.

Operation of the Amendments

The amendments to Section 102(b)(7) are
designed primarily to correct the dynamic that arises
in the context where stockholders are able to pur-
sue direct claims (as is frequently the case in M&A
litigation) against officers that would be dismissed
if brought against exculpated directors. An excul-
patory provision covering officers would not, how-
ever, prevent the board of directors from pursuing
duty of care claims against officers in the name of
the corporation, nor would it prevent stockholders
from bringing derivative claims in which officers are
alleged to have breached their duty of care.

Thus, Section 102(b)(7), as amended, recog-
nizes the basic structure of the Delaware corpo-
ration—that directors are principally responsible
for oversight of the corporation and the long-term
best interests of stockholders, while officers are
responsible for management of the corporation’s
day-to-day affairs. Given that basic design, direc-
tors must have the ability to rely on officers, and
should have the opportunity to pursue claims for
breach of the duty of care where directors fall short
of their obligations.
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In terms of derivative litigation, the board of
directors will in most cases retain the ability to deter-
mine whether to pursue claims for breach of the duty
of care against officers, given that stockholders would
have to either make a demand on the board to pursue
litigation or demonstrate that such a demand would
be futile,”" which, based on a recent opinion from
the Delaware Supreme Court, would prove difhicult
in most settings where the board is composed of a
majority of disinterested, independent directors.””
As with directors, an exculpatory provision may not
exculpate officers from liability for breach of the duty
of loyalty, for acts or omissions not in good faith
or that involve intentional misconduct or a know-
ing violation of law, for illegal stock redemptions or
repurchases and dividends, or for any transaction
in which the officer derived an improper personal
benefit.”?

‘The protection available under Section 102(b)(7),
whether for directors or officers, does not apply by
default. To the extent any such protection is pro-
vided, it must be granted through the certificate of
incorporation and will apply only from and after the
effectiveness of the provision granting such protec-
tion. If the provision were subsequently amended
to eliminate the exculpatory protection to officers,
the exculpatory protection would continue to apply
with respect to acts or omissions taken while the
provision was in effect.

Given that exculpatory provisions for officers
must be included in the certificate of incorporation,
it is likely that newly formed corporations, as well as
corporations that are pursuing an initial public offer-
ing, should consider including provisions in their
certificates of incorporation that exculpate officers
to the fullest extent permitted by law. For existing
public companies, it remains to be seen how insti-
tutional investors and proxy advisors will react to
proposals to amend the certificate of incorporation
to provide exculpation to ofhicers.

In light of structure of the proposed amendments
to Section 102(b)(7), which would not exculpate
officers against claims brought by or in the right of
the corporation and would principally protect them
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for a narrow class of direct claims in which officers
are alleged to have breached their duty of care, there
would not seem to be a principled objection to the
provision.
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