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Governance has tipped in the direc-
tion of the Sarbanes-Oxley Act
and compliance — not just for

public companies, but also for organiza-
tions across the spectrum, including pro-
fessional services firms. No doubt the pen-
dulum has remained stuck on compliance
issues for a good reason. Still, many boards
are not harvesting the intellectual capital
around the table. 

Framing governance in a way that allows
little real attention to the organizational
and strategic issues (e.g., the internal
dynamics of law firm mergers, the chal-
lenges of leading professionals, the global-
ization of services) undoubtedly leads to
missed opportunities that can be more
damaging to the long-term health of a firm
than the technical and analytic elements of
board functioning. This article lifts up
some of the critical, “softer side” issues,
some subtle and some not so, that paradox-
ically may contain at least as much risk as
compliance.

For those of us not dealing explicitly
with the legal issues around what boards do
or don’t do, it’s important to know what we
mean when we throw around “gover-
nance.” Here is a guiding definition, cour-
tesy of Sir Adrian Cadbury in Global
Corporate Governance Forum:

“Corporate governance is concerned
with holding the balance between econom-
ic and social goals and between individual

and communal goals. The corporate gov-
ernance framework is there to encourage
the efficient use of resources and equally to
require accountability for the stewardship
of those resources. The aim is to align as
nearly as possible the interests of individu-
als, corporations and society.” 

Boards of directors are made up of
human beings. Any human gathering with
more than two people introduces differ-
ence: political, social, ethnic, familial and
interpersonal, to name a fraught few.
Boards, composed of insiders and out-
siders, academics, and executives, with
expertise in finance and distribution and
manufacturing and global sourcing, strate-
gy, operations, and leadership, along with
high expectations about their voice and
view being heard, are a crucible for under-
performance or least common denomina-
tor deliberations. 

In professional services, for example,
providing oversight and guidance regard-
ing the right balance between motivating
individual professional passions (which all

knowledge workers bring to their work, at
least at the beginning), and following good
business principles (profitability, produc-
tivity, selling, managing) is only one of the
many serious challenges with which board
members wrestle. This guidance is made
even more challenging in professional set-
tings because board members are also typ-
ically owner/employees themselves, often
with a large ownership stake. 

Let’s take a couple of cases that illustrate
the strategic and organizational issues that
a board might face:  

• A merger of like-sized, professional-
services firms — basically, eliminating
competition by joining forces — to deepen
expertise in a particular area of focus and
expand their global reach. 

• A firm’s underperformance against
budget across multiple quarters.

MERGING FIRMS
Two law firms merge. Each firm’s board

brings its own theory of the case for merg-
ing: one may believe that they are estab-
lishing a “colony” from which a pool of
resources (e.g., associates) can be extracted
at a lower cost; while the other believes
that their mode of “growing talent” in each
office will expand their delivery of services
and therefore their margins. Both have
clear economic and organizational implica-
tions for the joined firm: how many and
what kind of professionals are hired, how
people are deployed, where supervision
takes place, how fees are established. 

The issue is how to bring these two
boards to a meeting of the minds.
Investment and expectations about returns,
the shareholders’, clients’ and professional
employees’ views and interests will need to
be assessed because they affect firm results.
However, what skills will a newly formed
board of this merged firm have with which
to unpack the differing assumptions about
the merger’s economics?

Such boards need a process by which to
manage the undercurrent of power and
influence that is natural to any board’s
“groupness” so that decisions get made
thoughtfully and inclusively rather than
back channel and “imperially” — not
because back channel is bad, but because it
often leads to poor firm outcomes.

AN UNDERPERFORMING FIRM
A large private firm’s board faces six

quarters of underperformance against plan.
The CEO has been in the job for five
years, and he owns 20 percent of the firm.
The rest of the board is a thoughtfully
assembled group of nine varied experts,
some of them CEOs themselves, others
with expertise in some aspect of the firm’s
products or customers.  

Some of the questions for the board
include the following:

• Is the CEO’s leadership adequate to
run the firm?

• Is the firm’s strategy obsolete? 
• Was the firm’s leadership delusional

about the plan?
• Does the firm have the horsepower to

execute against the plan?
• Is the level of investment recommend-

ed to right the problem worth it? 

• Can the board trust the firm’s leader-
ship since it has not presented a successful
solution given the continued poor per-
formance?

• Can the board have a meaningful con-
versation about any of these issues with the
CEO in the room and setting the board’s
agenda? 

As with most boards, this one’s talented
members suffer from the following other
handicaps: 

• The limited time they have together,
coupled with their overloaded and unrelat-
ed schedules between meetings, making
adequate preparation for board meetings
difficult. 

• The varied familiarity with the “right”
level of detail about the company’s opera-
tions, so they can use their time effectively. 

• The regulatory and legal environment
that dictates much of what must happen
under their aegis.  

Again, this board needs a process with
which to tackle these issues. Sarbanes-
Oxley is about controls, disclosure and
reporting — not process. Boards need a
way to deliberate in which they multiply
rather than divide the expertise of mem-
bers.  

PROCESS SUGGESTIONS
These suggestions take some work.

Managing group dynamics around high-
stakes issues is not for the meek, impatient
or weary. Still, the results of putting in
place some of these suggestions can
increase a board’s value as thinking part-
ners for a firm’s leaders, and make for bet-
ter oversight on behalf of shareholders. 

• Beyond standing committees: Ad hoc
opportunities to work on an issue outside
board meetings can make a big difference
in members coming to know each other.
While firms will have a strategy committee
and an audit committee, an ad hoc com-
mittee that digs into a specific dimension
of strategy can be tremendously illuminat-
ing not just for them but for the whole
board. This committee could provide a
high-level assessment of the firm’s cost
structure against a couple of competitors,
for example, with a cross-cutting, small
group of someone from the strategy com-
mittee, someone from audit and someone
from inside.  

• An agenda that isn’t really just a check-
list: Some boards follow a standard
Robert’s Rules agenda with executives
reporting on the business. The board
meeting becomes something just to get
through. Setting up on a rotating basis a
habit of one member checking in with a
couple others in advance of the agenda
going out, where members get to candidly
disclose concerns or opportunities that
could be topics of board discussion, is
another way to break the rote rhythm of
board work.

• Crafting a theme that crosses meet-
ings: For boards that meet monthly,
include a theme that runs through a full
quarter, for example, succession planning.
For boards that meet quarterly, devise a
theme that might run for a full year. What
we often find is that board members scat-
ter after meetings and the thread of their
work gets lost once the meeting concludes.
This is a real productivity sink — just as
the group gets going, the meeting is over
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exercise price (i.e., bullet-dodging or
spring loading). 

Once the material nonpublic informa-
tion has been publicly disclosed, a rea-
sonable time should elapse for the pur-
pose of permitting public dissemination
and evaluation of the information before
the options may be granted. Generally,
an “open window” is a period of approx-
imately two weeks beginning two busi-
ness days after the public dissemination
of the information and lasts until the
end of the company’s fiscal quarter. The
compensation committee should devel-
op a policy for granting options during
the company’s “open window” periods,
provided that during such periods, the
compensation committee is not other-
wise aware of material nonpublic infor-
mation to avoid allegations of spring
loading or bullet-dodging.  

Under the new SEC compensation
rules, public companies, excluding small
business issuers, will be required to
include a new table in their SEC filings
disclosing, among other items, the fol-
lowing: 

• The grant date for option awards as
determined under Financial Accounting
Standards Statement No. 123R, which is
generally the date on which the decision
to award an option is made, provided
such decision is promptly communicated
to the recipient of the award; 

• The date on which the compensa-
tion committee (or another committee

performing the function of the compen-
sation committee or the full board of
directors) takes action to grant options if
such date is different from the date of
the grant; 

• The per-share exercise price of the
options granted; and 

• The closing market price of the
security underlying the option on the
date of grant if the exercise price of the
option is less than the closing market
price of the underlying security on the
date of grant.  

The “Compensation Discussion and
Analysis” required under new SEC com-
pensation rules should include the dis-
closure of: 

• Whether the company has any pro-
gram to time option grants to its execu-
tives in coordination with the release of
material nonpublic information; 

• How such program to time option
grants to executives fits in the context of
the company’s program with regard to
option grants to other employees; 

• The role of the compensation com-
mittee in approving and administering
such a program; and 

• Whether the company has timed, or
plans to time, its release of material non-
public information for the purpose of
affecting the value of executive compen-
sation.

In order to provide this detailed analy-
sis in SEC filings, the compensation
committee has to carefully and accurate-
ly document the policies and procedures
applicable to option grants and review
prior grants for compliance with these
policies.

The compensation committee should
keep abreast of all new developments in
the executive compensation area, includ-
ing changes to the laws, rules and regu-
lations imposing new requirements
related to option grants. This can be
accomplished through the committee
“expert,” or by hiring compensation
professionals and attorneys familiar with
the accounting, tax, SEC and exchange
rules related to option grants.  

THE BEST DEFENSE
A properly documented grant is the

best defense to option backdating or
other allegations.  Generally, backdating
option grants is not illegal as long as the
backdating is properly disclosed and
accounted for. Therefore, if a company is
permitted under the terms of its option
plan to grant options at the exercise price
that is not the same as the market price
on the date of the grant, there should be
no backdating issue, provided the infor-
mation is properly disclosed in the com-
pany’s SEC filings and the appropriate
tax and accounting treatment is utilized.
Problems arise when the company either
intentionally does not properly disclose
and account for the backdated option
grants or does so due to poor record-
keeping and general informality of taking
corporate actions.  

The corporate secretary or other desig-
nated member of the compensation com-
mittee should be in charge of properly doc-
umenting all actions taken at meetings  in
the minutes, which then should be filed in
the company’s record book. Minutes should
be reviewed by corporate counsel familiar

with the option granting rules and other
requirements to ensure all appropriate
steps are taken and correctly documented.

Usually, under the state corporate law
and the company’s governing documents,
a committee of the board of directors, as
well as the board of directors, is permit-
ted to take actions by written consent in
lieu of the meeting. If some directors
abstain from voting due to a disqualifying
interest in the matter (for example,
options are being granted to that particu-
lar director), then the action can not be
taken by unanimous consent.  Moreover,
under most state corporate laws, the
action by written consent is effective
when the last signature to that consent is
received, even if the consent is dated as of
a prior date. Therefore, the date of the
option grant may turn out to be later than
anticipated by the company,  which
would result in a backdating issue. Avoid
this problem by using telephonic or in-
person meetings to make option grants.  

CONCLUSION
Board oversight over the process of

option granting is critical. Even if the
authority to grant options is delegated to
the compensation committee, the board
of directors must oversee the option
granting process, as the board is the
“gate keeper” of all corporate actions.
The written minutes of the meetings of
the compensation committee should be
submitted to the board, and the commit-
tee should make reports at board meet-
ings at least once every quarter or upon
each particular grant of options or other
compensation.   •

ensure that corporate good practices are
in place and being enforced. 

The Disney decision has particular sig-
nificance for Delaware corporations,
because under that state’s law a corporation
may indemnify its directors for a breach of
due care only if the director acted in good
faith. Corporate officers who are found to
have violated the duty of good faith, there-
fore, can be held personally liable for their
misconduct.

It is possible that Pennsylvania’s courts
will apply the same duty of good faith to
directors of Pennsylvania corporations. In
fact, Pennsylvania’s Business Corporation

Law already requires that a director per-
form his duties in good faith. Like
Delaware law before the Disney decision,
however, Pennsylvania law never has clear-
ly elucidated what the duty of good faith
requires. Rather, Pennsylvania’s courts
have often conflated the duty of good faith
with the well-recognized duties of loyalty
and due care, holding that good faith
requires that directors not usurp corporate
opportunities, or that directors act with
reasonable care in their decisions on cor-
porate matters.

Clarification of Pennsylvania’s duty
of good faith, in accordance with the
Disney court’s explication of that duty,
would be consistent with the Business
Corporation Law. While
Pennsylvania’s courts have not clearly

explained the duty of good faith, the
Disney court’s interpretation of good
faith is not contrary to any previous
interpretation of Pennsylvania’s statu-
tory duty. Further, the Pennsylvania
Legislature has set forth the duty of
good faith as separate from directors’
duties of due care and loyalty. 

Recognizing that good faith has a distinct
meaning from those previously recognized
duties would reflect the legislative intent
underlying that language. Recognition of
good faith as a distinct duty, along with an
explanation of its requirements, would also
provide additional guidance to courts inter-
preting the standards for corporate gover-
nance in Pennsylvania. The Disney deci-
sion, in fact, provided its guidelines at least
in part as the result of consistent academic

advocacy for a distinct duty of good faith
under Delaware law.

In conclusion, the decision of the
Delaware Supreme Court in Disney offers
some level of comfort to directors who
approve executive compensation plans, even
if shareholders or the public might view the
levels of compensation as shockingly exces-
sive. So long as the compensation amounts
are supported by rational business purposes,
there is no breach of fiduciary duty. The
Disney decision, however, also clarified the
“triad” of fiduciary duties that directors owe
to their companies. The court made clear
that directors have a duty of good faith to
actively monitor and control corporate con-
duct, which will leave directors facing clearer
liability if they fail to act despite knowledge
of corporate problems or wrongdoing.     •

and that’s that. Charging a board member

with “keeping the theme” across meetings,
in conjunction with the CEO and chair-
man and their agenda-setting jobs, is a way
to re-enter a conversation that may not
need an immediate outcome but which

would benefit from periodic revisiting.
Board minutes just can’t do this job. The
texture of the discussion needs to be
thoughtfully brought forward.  

No one said good governance is easy. In

fact most of what we hear is that poor gov-
ernance is the norm. Along with attending
to the legal, not to mention the technical,
business skills — people and group skills
(the soft side of governance) matter.    •

significant valuation premium for compa-
nies that can meet the requirements of
U.S. listings.” 

Niemeier says that New York Stock
Exchange estimates peg the valuation
premium at 30 percent. Similarly, a
December 2005 Wharton study found
that companies from countries with more
extensive disclosure requirements,

stronger securities regulation, and
stricter enforcement mechanisms, have a
significantly lower cost of capital. 

Christianna Wood, senior investment
officer at the California Public
Employees’ Retirement System, told
Reuters that the cost of capital for com-
panies listing in the U.S. is 7 percent less
than abroad, and valuations are at a 13
percent premium. As a result, “the U.S.
share of worldwide IPOs actually has
increased since 2001,” SEC
Commissioner Annette L. Nazareth told

Newsweek, adding, “SarbOx has not
harmed our ability to compete but rather
is viewed by other countries as providing
valuable investor protections.”

While the short-term view may seem
like a swinging pendulum of public poli-
cy, investor confidence and corporate ini-
tiative, the transparency and reliability of
U.S. corporate governance systems,
accounting and financial reporting stan-
dards, and related requirements for inter-
nal control structures, over time, lead to
the kind of growth in value that is desired

by long-term investors, who depend on
clear and reliable financial reporting.
That transparency and reliability is pre-
cisely what has enabled the United States
to enjoy its long term economic leader-
ship in the global markets. A philosophy
of transparency through reasonably accu-
rate disclosure — which is embedded in
the federal securities laws and in
Sarbanes-Oxley — is the key driver
towards ensuring that U.S. capital mar-
kets continue that leadership for years to
come.     •
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