New Corporate Bylaws Allow Directors to Write the Rules for
Stockholder Litigation

By Lee Rudy*

Spurred by the Delaware Supreme Court’s ATP decision,! dozens of corporate boards
have passed so-called “fee-shifting” bylaws. The U.S. Chamber of Commerce has described
these bylaws as simply dissuading “pirate investors” who bring “abusive shareholder lawsuit[s]
and lose in court.”® The truth is that these bylaws are so broadly drafted that they make it
economically irrational for even the most sophisticated investors to bring highly meritorious
litigation.®> Moreover, as drafted, these bylaws even threaten crippling financial penalties against
stockholders even when they “win.”*

ATP, the Association of Tennis Professionals, 1s a non-stock corporation whose members
consist of tennis players and tournament operators, each with representatives on the board, and
all of whom depend on the ATP for their livelihood.> ATP adopted a “fee-shifting” bylaw, which
requires a non-prevailing party to reimburse the prevailing party for its legal fees if the party
“does not obtain a judgment on the merits that substantially achieves, in substance and amount,
the full remedy sought.”® The Delaware Supreme Court upheld ATP’s bylaw as “facially valid”
in a widely publicized decision.”

Although ATP is a non-stock corporation, the A7P decision is now being touted by public
corporations when they adopt new bylaws setting rules for how and where they can be sued.
The clear purpose of these new bylaws is to seek to insulate directors and officers from the legal
scrutiny imposed by stockholder actions.

Corporations are opportunistically taking advantage of these bylaws by adopting them
just after disclosure of negative events that would likely spawn stockholder litigation.
For example, Lannett Company, Inc. adopted its bylaw one day after disclosing receipt of a
subpoena from the Connecticut Attorney General related to a price-fixing investigation.?
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Hemispherx Biopharma, Inc.’s bylaw was adopted in the middle of ongoing stockholder
litigation, with company counsel explicitly trumpeting the company’s adoption of the bylaw as a
“sword” to pressure plaintiffs to drop their lawsuit.” American Spectrum Realty, Inc. adopted its
bylaw amidst allegations that its CEO engaged in self-dealing and fraud.!®

The new bylaws being adopted are also not limited to fee shifting. Hemispherx included
a “surety” bylaw allowing the company to require stockholders to post a bond for the company’s
litigation expenses while the litigation proceeded.!! A number of companies have passed bylaws
decreeing that only stockholders owning or controlling more than 3% of the company’s stock are
allowed to sue.!? More and more aggressive provisions are likely to be included in these anti-
litigation bylaws, especially since many of the bylaws have “severability” provisions, which state
that even if one provision is struck down, the remaining terms still survive.!3

Fee-shifting bylaws not only dissuade stockholders from filing weak lawsuits but also make
virtually all claims economically irrational to pursue. Hypothetically, imagine that a stockholder
who owns a substantial 1% of a company’s stock wishes to pursue a meritorious §100 million
claim against the company. Assume the stockholder brings the suit and wins: she receives 1% of
the recovered fund (51 million), while the rest of the fund is distributed to absent class members.
But if she loses, she is liable for 100% of the defendants’ fees, which in A7P, for example, were
$17 million.'* Of course, the stockholder must also factor in the inherent uncertainty of
litigation and must be willing to make the daunting decision to file a case before having any
access to discovery.

Then, assuming the stockholder is still willing to file her case and risk paying millions in
fees 1f she loses, she will then face enormous pressure to settle the case quickly, since defendants’
fees generally climb exponentially the closer a case gets to trial. These new bylaws, therefore, will
not only dissuade economically rational stockholders from ever bringing litigation, but will also
force cheaper settlements in the cases that actually get brought, regardless of their merit.
Thus, even some well-known corporate law firms concede that fee-shifting bylaws will likely deter
meritorious cases as well.!?
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Proponents of these new bylaws typically describe them as “loser pays” bylaws. This is
false for two reasons: first, when the company or its directors lose, they do not pay. Second, as
drafted, these bylaws shift fees to stockholders even when they “win.”

Corporate directors do not pay when they lose because the plaintiffs’ attorneys’ fees are
virtually always deducted before a common fund is distributed to the class. Directors are also
indemnified by their companies and are protected by D&O (Director and Officer) insurance.
Consequently, while a stockholder knows that she faces a crippling economic penalty if she loses
her lawsuit, corporate directors might rightfully believe that they have little to fear economically
if they lose at trial.

Proponents of these new fee-shifting bylaws often obscure the fact that stockholders would
owe fees even if they “win.” These bylaws generally state that the stockholder is liable for fees
unless he or she “substantially achieves, in substance and amount, the full remedy sought.”
A plain reading of this language would mean that a stockholder who seeks $100 million at trial
but recovers (“only”) $40 million would not have “substantially achieve[d] ... the full remedy
sought” and would therefore be liable for the defendants’ fees.

In Southern Peru,'¢ for example, described as one of the largest trial victories ever for
stockholders, stockholders sought nearly $2 billion in damages from the company’s majority
stockholder and independent directors. After expensive discovery, the independent directors
were dismissed at summary judgment. At trial, plaintiff recovered (“only”) $1.3 billion before
interest.!” Under most of these fee-shifting bylaws, plaintiff’s counsel in Southern Peru would have
owed defendants millions of dollars in fees despite winning one of the largest judgments in
corporate law history.

By allowing corporate directors to use bylaws to change the rules governing stockholder
suits, the Delaware courts have given one party to corporate litigation the power to create its own
tactical advantages over the other party. Courts, not directors, should be making and enforcing
the rules for stockholder litigation.
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