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Special committees often play a critical role in conflict trans-
actions, such as transactions involving controlling stockholders,
corporate insiders or affiliated entities, including “going pri-
vate” transactions, or purchases or sales of assets or securities
from or to a related party. These transactions raise complicated
legal issues and, in today’s environment, involve a high likeli-
hood of litigation. A well-functioning and well-advised special
committee can offer important protections to directors and
managers in after-the-fact litigation.

But special committees are not one-size-fits-all, and they can
also be deployed to the detriment of a company and its stock-
holders. Forming a special committee in the absence of a con-
flict transaction can needlessly hamper the operations of a com-
pany and its ability to transact, create rifts within the board and
between the board and management, create a misimpression of
conflict that invites rather than discourages litigation, and bur-
den the company with an inefficient decision-making structure
that may be complicated to unwind. It is important, therefore,
for companies to carefully consider — when the specter of a
real or potential conflict arises — whether a special committee
is in fact the best approach, or whether recusal of conflicted

Elina Tetelbaum
Partner, Corporate

Raeesa I. Munshi
Associate, Corporate

Ryan A. McLeod
Partner, Litigation

directors or other safeguards is perhaps the better approach.
Equally important is the proper formation and empowerment
of the special committee and the execution and documentation
of its work.

Where a special committee is properly deployed, the com-
mittee should exclude anyone with a direct or indirect inter-
est in the transaction, and the committee should engage its
own unconflicted legal and financial advisors. The committee
should also be provided full negotiating power, including the
power to reject the proposed transaction. It should be consti-
tuted early in the process, before any material transaction terms
are agreed, and have access to all material information regard-
ing the company and the proposed transaction.

Committees can fail to function properly for a number of
reasons, including lack of independence, improper motivations
(including both overzealousness and languor), poor advice,
lack of diligence or unwarranted limitations on their mandate.
As a result, decision makers should carefully consider the
ground rules governing a special committee process before the
process is initiated.
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This article provides an overview of the
key considerations involved in the decision of
whether, when and how to form a special com-
mittee. Because the vast majority of public cor-
porations are incorporated in Delaware, and
many other jurisdictions look to Delaware corpo-
rate law for guidance, we focus on Delaware law.

I. Overview of Legal Framework

Generally speaking, when a company engages
in an arm’s-length transaction, the decisions of
its board of directors are examined under the
well-known “business judgment rule,” which
works to protect individual directors from being
second-guessed by a court. Board decisions in
respect of conflict transactions may not receive
the deference normally accorded by the business
judgment rule, however, and may instead be
assessed under a stricter judicial lens.

A. Conflict Transactions — Entire Fairness

The default standard of review for con-
flict transactions is “entire fairness,” which
is “Delaware’s most onerous standard [of
review].”2 This standard places the burden of
proof upon directors to show the fairness of both
the price and process of the transaction they
approved. A court will review a board’s actions
under the entire fairness standard in the follow-
ing situations:

e when the board breaches its duty of care
and the directors are not exculpated from
liability under DGCL 102(b)(7); 3

* when a majority of the board has an interest
in the decision or transaction that differs
from the stockholders in general;

e when a majority of the board lacks indepen-
dence from or is dominated by an interested
party; $

e when the transaction at issue is one where
the directors or a controlling stockholder
“stand|[] on both sides” of a transaction; ¢ or

* when a controlling stockholder receives
additional consideration to the detriment of
the other stockholders. 7

There is no bright-line test to determine
whether an individual director is conflicted, or a
majority of directors are conflicted, for purposes
of determining whether the entire fairness stan-
dard will be applied. A conflict must generally
be “material” if it is to be considered disabling,?

although in some cases, self-dealing by a direc-
tor standing on both sides of the transaction
may suffice to disable that director, regardless of
materiality. ° Potential conflicts can take many
shapes, including when a director receives cer-
tain payments from,!? has certain family rela-
tionships with, ! or has certain significant prior
business relationships with, a party to the trans-
action,!? and other instances where a director
will benefit or suffer a detriment in a manner
that is not aligned with the interests of the public
stockholders. A key consideration is whether the
director can be said to stand on both sides of the
transaction in question, or whether he or she has
obtained some benefit not ratably shared with
the public stockholders.

For example, in In re Trados Inc. Shareholder
Litigation, the Delaware Court of Chancery
applied entire fairness review to a board’s deci-
sion to approve a merger that provided consid-
eration to members of management and the com-
pany’s preferred stockholders, where a majority
of the directors were affiliated with either man-
agement or the preferred stockholders. '3 On the
other hand, directors’ mere ownership of differ-
ent classes of stock, or of common stock rather
than preferred stock, will not necessarily trigger
entire fairness review, absent a showing that the
directors” holdings of different classes of stock
were sufficiently material to make it improbable
that the directors could fulfill their obligation
to act in the collective best interest of holders of
common stock. 14

Entire fairness review can be triggered even
though a majority of directors are disinterested
if the conflicted directors control or dominate the
board, or if one or more of the conflicted direc-
tors failed to disclose his or her interest “and a
reasonable board member would have regarded
the existence of the material interest as a sig-
nificant fact in the evaluation of the proposed
transaction.” !>

In addition, entire fairness review frequently
applies to transactions involving conflicted con-
trolling stockholders, including “squeeze-out”
mergers and other transactions in which the con-
troller stands on both sides.

When analyzing a transaction to determine
whether it satisfies the entire fairness standard, a
Delaware court will consider both process (“fair
dealing”) and price (“fair price”), although the
inquiry is not a bifurcated one; rather, all aspects
of the process and price are considered holistically
in evaluating the fairness of the transaction.!¢ As
the Delaware Supreme Court has explained:

The concept of entire fairness has two basic
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aspects: fair dealing and fair price. [Fair deal-
ing] embraces questions of when the transac-
tion was timed, how it was initiated, struc-
tured, negotiated, disclosed to the directors,
and how the approvals of the directors and
the stockholders were obtained. [Fair price]
relates to the economic and financial consid-
erations of the proposed merger, including all
relevant factors: assets, market value, earn-
ings, future prospects, and any other elements
that affect the intrinsic or inherent value of a
company’s stock. 17

A “fair price” has been described as follows:
“A fair price does not mean the highest price
financeable or the highest price that fiduciary
could afford to pay. At least in the non-self-
dealing context, it means a price that is one that a
reasonable seller, under all of the circumstances,
would regard as within a range of fair value; one
that such a seller could reasonably accept.” '8

B. Shifting the Standard of Review

1. Use of Special Committees Can Shift the
Burden of Proof or Help Defendants Meet their
Burden

The use of a well-functioning and properly
formed special committee shifts the burden of
proof regarding entire fairness from the defen-
dant to the plaintiff, thus requiring the plaintiff
to prove that a transaction was not entirely fair,
rather than requiring the defendant to prove
that it was entirely fair. The quantum of proof
needed under entire fairness is a “preponderance
of the evidence,” which has led the Delaware
Supreme Court to note that the effect of a bur-
den shift is “modest,” as it will only prove dis-
positive in the rare instance where the evidence
is entirely in equipoise. !9 Nevertheless, the
Delaware Supreme Court has also stressed that
it views the use of special committees as part of
the “best practices that are used to establish a fair
dealing process,” and thus special committees
remain important in conflict transactions. 20

2. Use of Special Committees Can Lower the
Standard of Review

Under certain circumstances and by following
certain procedural requirements, the standard
of review generally applicable to conflict trans-
actions may be lowered to business judgment
review. Specifically, the fully informed approval
of both a well-functioning and independent spe-
cial committee of directors and the majority of
the disinterested stockholders can lower the
standard of review from entire fairness to busi-

ness judgment in certain transactions. 2!

Since the 2014 Delaware Supreme Court deci-
sion in Kahn v. M&F Worldwide Corp., a control-
ling stockholder has been able to obtain busi-
ness judgment review treatment if it and the
board follow specific requirements. As described
below, although M&F Worldwide addressed a
“squeeze-out” merger, the Delaware Court of
Chancery has held that the standard applies to
other conflict transactions and third-party sales
involving a controlling stockholder, as well.22
To qualify for business judgment review, the fol-
lowing conditions must be satisfied: “(i) the con-
troller conditions the procession of the transac-
tion on the approval of both a Special Committee
and a majority-of-the-minority stockholders; (ii)
the Special Committee is independent; (iii) the
Special Committee is empowered to freely select
its own advisors and to say no definitively; (iv)
the Special Committee meets its duty of care
in negotiating a fair price; (v) the vote of the
minority is informed; and (vi) there is no coer-
cion of the minority.” 22 Moreover, the condi-
tions of approval by a Special Committee and
by a majority-of-the-minority stockholders must
apply to the proposed transaction from the out-
set. 24 The Court in M&F Worldwide also noted
that the proper use of either special committee or
majority-of-the-minority approval alone “would
continue to receive burden-shifting within the
entire fairness standard of review framework.” 25

The Delaware Supreme Court clarified appli-
cation of the M&F Worldwide requirements in
Flood v. Synutra International, Inc. The Court
affirmed the Delaware Court of Chancery’s dis-
missal of the complaint, rejecting a “bright-line”
requirement that the controller commit to the
protective conditions in the very first written
expression of interest, and agreeing with the trial
court that M&F Worldwide’s requirement that the
controller’s proposal be conditioned on approval
by a Special Committee and by a majority-of-
the-minority stockholders is satisfied if these
conditions are included “before any substantive
economic negotiations begin.” 26 But as the
Delaware Supreme Court recently held in Olenik
v. Lodzinski, if “preliminary discussions transi-
tion[] to substantive economic negotiations,”
the M&F Worldwide standard will not apply. 27
The Court found that this transition occurred
“when the parties engaged in a joint exercise to
value [the relevant companies],” and accord-
ingly reversed the Delaware Court of Chancery’s
application of M&F Worldwide. 28

In In re Dell Technologies Inc. Stockholder
Litigation, the Delaware Court of Chancery
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addressed the forms of coercion that would
potentially preclude the application of M&F
Worldwide, including both coercion of the special
committee and of the stockholder vote. 22 The
Court considered different forms of coercion rel-
evant to cleansing votes under M&F Worldwide
and Corwin, including “situational coercion,”
in which a stockholder vote in the midst of an
“unacceptable status quo” may not have cleans-
ing effect if the vote on the transaction is not “an
endorsement of the merits,” but rather reflects
“a preference for a marginally better alternative
over an already bad situation.” 30 The Court
declined to apply the M&F Worldwide frame-
work at the pleading stage, concluding, as it
relates to “situation coercion,” that it was reason-
ably conceivable that both the special commit-
tee and the minority stockholders approved the
transaction because the alternative they faced
was a threat that the company would exercise a
contractual conversion right with respect to the
company’s Class V shares that would subject
Class V stockholders to significant uncertainty. 3!
Finally, standard-shifting under M&F Worldwide
can occur not only in “squeeze-out” transac-
tions or other transactions in which the controller
stands on both sides of the transaction, but also
in third-party sales in which the controller alleg-
edly receives disparate consideration. 32 The
same requirements, including that the standards
be applied from the outset, apply in such cir-
cumstances. 33 In IRA Trust FBO Bobbie Ahmed
v. Crane, the Delaware Court of Chancery also
held that the M&F Worldwide standard could be
used to shift the standard of review in conflict
transactions not involving a sale of the com-
pany, finding in that case “no principled basis
on which to conclude that the dual protections
in the [M&F Worldwide] framework should apply
to “squeeze-out” mergers but not to other forms
of controller transactions.” 34 And in Tornetta v.
Musk, the Court applied M&F Worldwide beyond
“transform[ative]” transactions by holding in
that case that disinterested stockholder approval
of the founder-CEO’s incentive-based compensa-
tion package was alone insufficient to restore the
business judgment rule to the board’s approval
of the package. 35

Il. Key Components of an Effective
Special Committee Process

With respect to process, the Delaware

Supreme Court has long encouraged boards to
utilize a “special committee” of independent
directors when a conflict transaction is proposed.
As discussed at greater length below, the pur-
pose of a special committee is to reproduce the
dynamics of arm’s-length bargaining. To be
effective, a special committee generally should:
(1) be properly constituted (i.e., consist of inde-
pendent and disinterested directors); (2) have
an appropriately broad mandate from the full
board (e.g., not be limited to simply reviewing
an about-to-be-agreed transaction); and (3) have
its own legal and financial advisors. 3¢ Factors
considered in determining whether a special
committee functioned adequately are further
described below.

A. Disinterestedness and Independence of
Committee Members

Special committees are only effective to
impact the standard of review and/or the bur-
den of proof if their members are disinterested
and independent. In determining director inde-
pendence and disinterestedness, a board should
have its directors disclose their compensatory,
financial and business relationships, as well as
any significant social or personal ties that could
be expected to impair their ability to discharge
their duties. The Delaware Supreme Court has
stressed that all of these factors must be consid-
ered “in their totality and not in isolation from
each other.” 37 Paying close attention to which
directors are selected to serve on a special com-
mittee is important, and care should be taken
to vet the independence of those selected. 38
The use of a special committee will not shift the
burden of proving unfairness to the plaintiffs
if the directors on the committee are viewed as
“beholden” to a controlling stockholder. 3° Even
if a director does not have a direct personal inter-
est in the matter being reviewed, the director
will not be considered qualified if he or she lacks
independence from the controlling stockholder
or some other person or entity that is interested
in the transaction.

Certain compensatory relationships can lead
to independence concerns. For example, in the
2004 case In re Emerging Communications, Inc.
Shareholders Litigation, the Delaware Court of
Chancery questioned the independence of a
member of a special committee because he was
a paid consultant of an affiliate of the control-
ling stockholder. 40 Familial relationships may
also be disqualifying. In Harbor Finance Partners
v. Huizenga, the Delaware Court of Chancery
held that a director who was the brother-in-law
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of the CEO and involved in various businesses
with the CEO could not impartially consider a
demand that was adverse to the CEO’s inter-
ests. 4l Special committee members are entitled
to fees for their service on the special commit-
tee. Such fees may be payable in any reasonable
form or amount, including as a lump sum or as
separate meeting fees payable per meeting or in
a combination, depending on the needs of the
committee. But caution must be exercised as
unusual compensation arrangements or exces-
sive fees may give rise to issues regarding the
independence of special committee members.

Moreover, the confluence of business and
social relationships may together compromise
a director’s independence. For instance, in
Delaware County Employees” Retirement Fund v.
Sanchez, the Delaware Supreme Court ruled that
allegations that a director had “a close friend-
ship of over half a century with the interested
party” and that “the director’s primary employ-
ment . . . was as an executive of a company over
which the interested party had substantial influ-
ence” adequately raised a doubt that the director
was not independent. 42 In another example,
the Delaware Court of Chancery found that one
director lacked independence from an interested
party because of her employment in a leadership
position at a charity where the interested party’s
wife served on the board of directors and to
which the interested party had made significant
financial contributions. 43 In that same case, the
Court also found that another director lacked
independence from the same interested party
because that director had been invited by the
interested party to join an ownership group of
a professional basketball team. 44 Additionally,
in the In re Oracle Corp. Derivative Litigation deci-
sion, the Delaware Court of Chancery found that
a director lacked independence from founder
and 28% stockholder Lawrence Ellison based
on the director’s “multiple layers of business
connections with Oracle,” including being “affili-
ated with two venture capital firms that operate
in areas dominated by Oracle.” 45 The Court
found that those connections, combined with
the “rather lucrative” director fees that would
be jeopardized if the director sued Ellison, were
sufficient to discredit the director’s indepen-
dence. 46 Although some of these cases involved
the demand futility framework rather than the
assessment of a special committee’s indepen-
dence, they reflect a trend in the Delaware courts
that may suggest closer scrutiny of business,
social, or financial relationships between board
members.

Not all relationships between special com-

mittee members and management or control-
ling stockholders will give rise to independence
concerns, however, and Delaware courts have
offered broad guidance on this topic. For exam-
ple, the Delaware Supreme Court has rejected
the concept of “structural bias,” i.e., the view
that the professional and social relationships that
naturally develop among members of a board
impede independent decision-making. 47 In
Yucaipa American Alliance Fund II, L.P. v. Riggio,
the Delaware Court of Chancery found a direc-
tor independent despite her having previously
served as an executive under the company’s
founder and former CEO 10 years prior. 4 Nor
is the fact that a stockholder had elected a direc-
tor a sufficient reason to deem that director lack-
ing independence. 4° The Delaware Court of
Chancery has also refused to accept a “transitive
theory” of conflict, rejecting the argument that a
director lacks independence from an alleged con-
troller because the director is allegedly beholden
to someone else who, in turn, is allegedly
beholden to the controller. 50 In M&F Worldwide,
the Delaware Supreme Court reinforced that
“[a] plaintiff seeking to show that a director was
not independent must satisfy a materiality stan-
dard” and that neither “the existence of some
financial ties between the interested party and
the director” nor “allegations that directors are
friendly with, travel in the same social circles as,
or have past business relationships with the pro-
ponent of a transaction” are sufficient to rebut
the presumption of independence. >/ Notably,
the Delaware Supreme Court approved then-
Chancellor Strine’s finding that the directors’
satisfaction of the independence standards of
the New York Stock Exchange was informa-
tive, although not dispositive, of their indepen-
dence under Delaware law. 52 A failure to meet
stock exchange independence standards can be
informative of a director’s independence under
Delaware law as well. In Sandys, the Delaware
Supreme Court reasoned that the board would
not have taken lightly the decision to classify
directors as lacking independence under Nasdaq
standards, and that the Nasdaq standards raised
similar issues to those relevant under Delaware
law, while reiterating that Delaware and stock
exchange standards were still not equivalent. 53
The Court concluded that the directors in ques-
tion lacked independence. 54

B. The Committee’s Role and Process
The function of a special committee is to pro-

tect stockholder interests by delegating a deci-
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sion to a group of independent, disinterested
directors in cases where the interests of certain
directors (such as directors participating in a
management buyout or representing a control-
ling stockholder) differ significantly from those
of the public stockholders with respect to such
decision. The influence (and number) of inter-
ested directors on a board may be relevant in
determining the desirability of forming a special
committee. For example, a board consisting of
a majority of independent directors may not be
significantly affected by management directors
promoting a leveraged buyout. It may be suffi-
cient for interested directors to recuse themselves
from any deliberations and votes in connection
with a proposed transaction. As the Delaware
Court of Chancery has explained, “[t]he forma-
tion of a special committee can serve as ‘power-
ful evidence of fair dealing,” but it is not neces-
sary every time a board makes a decision.” 3>

If directors who have a personal interest that
conflicts with those of the public stockholders
constitute a minority of the board, the disinter-
ested majority can act for the board, with the
interested members abstaining from the vote on
the proposal. But if a majority of the board is not
disinterested, under Delaware law, absent appro-
priate procedural protections, the merger will be
reviewed under the “entire fairness” standard,
with the burden of proof placed on the board. >¢

The need for a special committee may shift
as a transaction evolves. Acquirors that begin
as third-party bidders may become affiliated
with management directors, or management
may organize and propose a management buy-
out in response to an unsolicited bid from a third
party. Throughout a sale process, the board and
its advisors must be aware of any conflicts or
potential conflicts that arise. Failure to disclose
such conflicts may result in substantial difficul-
ties in defending the board’s actions in court. >/

Even where a majority of directors is inde-
pendent, delegation of negotiation or review
functions to a special committee may be appro-
priate or expedient in certain contexts ; however,
there is no automatic need to create a special
committee of directors, or to layer on separate
newly retained advisors (legal or financial) in
every instance where there may potentially be
conflicts. In fact, employing a special committee
where the facts do not call for it, may be inadvis-
able and jeopardize a transaction that could be
in the best interests of a company’s stockhold-

ers. There is also the potential that creation of
a special committee can itself be the basis for
additional scrutiny by stockholders and courts of
a potential transaction as it creates an inference
of a conflict where none was otherwise apparent.
As explained above, the presence of a well-
functioning special committee can shift the bur-
den of proof to the plaintiff in an entire fairness
case. To achieve this burden shift, the special
committee must follow proper procedures. For
example, in the context of a transaction with a
majority stockholder, “the special committee
must have real bargaining power that it can exer-
cise with the majority shareholder on an arm’s-
length basis.” 58 The special committee should
receive independent financial and legal advice,
negotiate diligently and without the influence
of the controlling stockholder, and should pos-
sess all relevant material information, including
material facts relating to the value of the assets
to the stockholder itself, including alternative
uses. 59 The controlling stockholder need not,
however, disclose information relating to its res-
ervation price, how it would finance a purchase
or invest the proceeds from a sale, or other infor-
mation that “would undermine the potential for
arm’s-length negotiations to take place.” €0 The
Delaware Supreme Court has suggested that
even where a special committee obtains indepen-
dent legal and financial advice and negotiates
diligently, the requisite degree of independence
may still be lacking if the committee and control-
ling stockholder fail to establish that the commit-
tee has the power to negotiate independently. ¢!
The authority granted to a special committee
should generally be reflected in formal resolu-
tions setting forth the committee’s purpose and
authority, which should reflect the ability of the
special committee to act on behalf of the com-
pany in a clear and sufficiently broad mandate. A
special committee should be sufficiently empow-
ered to act independently of conflicted directors,
controlling stockholders and management. Such
resolutions should also require management to
cooperate with the special committee and, as dis-
cussed in more detail below, permit the special
committee to retain its own independent legal,
financial and other advisors. The special com-
mittee should be empowered to determine the
timing, manner and content of its meetings and
be able to deliberate in a confidential manner
from management, the conflicted directors on
the board and the controlling stockholder, if any.
Special committees and their advisors should
be proactive in seeking all relevant information
(potentially including valuation information and
information held by management or the transac-
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tion proponent) and in negotiating diligently on
behalf of stockholders. 62 The records of the
deliberations of a special committee and the full
board should reflect careful and informed con-
sideration of the issues. 63

While clear resolutions setting forth in writing
the broad powers of a committee represent best
practices, it is even more important that the com-
mittee both have those powers and that the com-
mittee members understand as much. The spe-
cial committee should have a clear conception of
its role, which should include the power to say
“no” to the potential transaction. ¢4 In Southern
Peru, > the Delaware Court of Chancery criti-
cized the role of the special committee in review-
ing a merger proposal from a controlling stock-
holder. The Court stated that the special com-
mittee’s “approach to negotiations was stilted
and influenced by its uncertainty about whether
it was actually empowered to negotiate” and
that the special committee “from inception . . .
fell victim to a controlled mindset and allowed
[its controlling stockholder] to dictate the terms
and structure of the [m]erger.” ¢¢ The Delaware
Supreme Court affirmed the Delaware Court of
Chancery’s rulings and adopted its reasoning.6’
A special committee that does not recognize,
even in the context of a takeover bid by a control-
ling stockholder, that it may refuse to accept the
offer might bear the burden of proving the entire
fairness of the transaction in court. 68 The ability
to say no must include the ability to do so with-
out fear of retaliation. For example, in Lynch the
Delaware Supreme Court was persuaded that
the special committee’s negotiations were influ-
enced by the controlling stockholder’s threat to
acquire the company in a hostile takeover at a
much lower price if the special committee did
not endorse the controlling stockholder’s offer. 62

C. Selection of the Committee’s Advisors

The best practice is for the special commit-
tee itself, rather than management or a control-
ling stockholder, to choose its own financial and
legal advisors. For example, in Macmillan, the
Delaware Supreme Court was critical of the con-
duct of an auction to sell the company in which a
financial advisor selected by the company’s CEO,
rather than by the special committee, played a
dominant role. 70 In other cases, the Delaware
Court of Chancery has looked unfavorably on
the decision to use a company’s legal and finan-
cial advisors rather than retaining independent
advisors, 7! and has also criticized a special com-
mittee’s use of advisors who were handpicked
by the majority stockholder seeking a merger. 72

Whether the special committee should retain
advisors with a previous relationship with the
corporation is a context-specific decision. While
having a special committee advised by firms that
have close ties to the company may raise inde-
pendence concerns, it is not in all cases better for
the special committee to choose advisors who
are unfamiliar with the company or to avoid hir-
ing advisors who have done prior work for the
company. In one case, Justice Jacobs (sitting as a
Vice Chancellor) criticized a process in which the
company'’s historical advisors were “co-opted”
by the majority stockholder, leaving the special
committee with independent advisors who did
not know the company well and who lacked the
information available to the majority stockhold-
er’s advisors. 73

As a practical matter, some companies may
have had at least some prior dealings with close
to all of the financial or legal advisors who would
have the relevant experience and expertise to
advise a special committee on a transaction that
is particularly complicated or of a certain size.
If the special committee chooses to engage an
advisor with such prior dealings, it should care-
fully document any potential conflict, the rea-
sons the special committee considered it impor-
tant to engage the advisor, and the measures
the special committee took to mitigate any such
conflict. Such measures may include negotiat-
ing carefully worded confidentiality provisions
and structuring the advisor’s fee to prevent any
misaligned incentives. The committee may also
choose to hire a second advisor for a particular
role, although it should take care to ensure that
the second advisor’s presence will successfully
mitigate the conflict that has been identified—for
example, by ensuring that the new advisor is not
merely a “secondary actor” and by not compen-
sating it on a contingent basis. 74 As a practical
matter, fees paid to advisors ought to take into
consideration the nature of the engagement and
the particular needs of the special committee.
Generally, it is common to see financial advi-
sors paid an initial engagement fee followed by
milestone payments payable upon the deliv-
ery of certain advice to the committee or the
completion of a transaction. Committees may
also pay additional discretionary fees based on
an advisor’s performance. Interviewing several
advisors, and ensuring a record of such through
board and committee minutes, will also help to
show that a special committee was aware of its
options and made an informed decision in hiring
its advisors, without delegating the decision to
management.

Special Committees =>
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D. Some Additional Considerations

1. Keep Focused on What Is Best for the
Company

In many of the legal cases involving special
committees, the committees have been painted
as too compliant or too passive in represent-
ing public stockholders. There is an equal and
opposite risk: the tendency of special commit-
tees to get “dug in” and to kill transactions that
are potentially beneficial to stockholders. Thus,
serving on a special committee requires a careful
balancing of toughness and pragmatism in order
to ensure that the committee is not so legally
risk-averse that a beneficial and good transaction
opportunity is lost. Committees should carefully
consider the various alternatives and forthrightly
address the risks and benefits of each.

A basic question is how far the committee
should go, and the terms of the process it uses, in
satisfying itself that it has taken a sufficient look
at the alternatives. Processes such as full-blown
open auctions that may be right for some com-
panies may be potentially disastrous for others,
and whether the special committee has the legal
authority to “shop” the company will depend on
the board resolutions that establish the commit-
tee. An experienced financial advisor can often
provide useful advice about a company’s poten-
tial strategic alternatives, the potential universe
of interested buyers and any incremental value
that could be realized from one approach or the
other. Experienced legal advice as to the com-
mittee’s fiduciary duties and processes, and on
deal protections, should an agreement be entered
into, is also critical.

So that committee members are not unduly
concerned about personal financial exposure, it
is entirely appropriate to review, with the help
of counsel, indemnification and D&O insurance
arrangements in the context of a conflict transac-
tion.

2. Don’t Check Collegiality at the Door

Conflict transactions are stressful. People
who have previously worked harmoniously
together, pulling together for a common cause
even as they vigorously expressed their indi-
vidual opinions, may suddenly find themselves
advocating for highly distinct and perhaps irrec-
oncilable positions. While zealous advocacy is
important, it is equally important that all parties

involved work hard to avoid having the situ-
ation degenerate into hostility. There are vari-
ous risks and distractions that can arise when a
board and management lose mutual trust and
descend into dysfunction. Avoiding this pitfall
may involve people going that extra mile to be
respectful of the others involved and the duties
they must discharge, even as they remain firm in
their views when necessary. While this is a diffi-
cult balance to maintain, the dangers of letting a
board or committee go off the rails are just as real
as the dangers of excessive subservience. When
the special committee process is over, people
may have to go on living with each other (par-
ticularly if there is no transaction) and the good
of the company and its stockholders may well
depend on their ability to do so.

3. Documenting the Process

The record of the deliberation and investiga-
tion of the special committee and its advisors
should reflect careful and informed consider-
ation of the material issues raised by the transac-
tion. Counsel can help frame the agenda, review
in advance the nature and content of reports
from financial advisors, and review or assist in
the preparation of appropriate minutes.

Occasionally, the special committee itself will
undertake one or more formal, written reports to
the entire board of directors regarding the trans-
action. The report may contain the committee’s
recommendation, a description of the process it
undertook in reviewing the transaction, and a
summary of the reasons for its conclusions.

Reports and analyses — whether from the com-
mittee or its financial advisors — should be care-
fully and thoughtfully prepared. Many conflict
transactions are subject to enhanced public dis-
closure of the approval process for the transac-
tion, including the public filing of such reports
as exhibits with the SEC. Moreover, many docu-
ments (including drafts and notes) prepared by
or for a special committee will be discoverable
in litigation, and this should be borne in mind in
connection with all written materials.

lll. Special Committee Interaction with
Conflicted Persons

Some basic guidelines for the proper course
of interaction between the special committee and
conflicted persons, such as company manage-
ment, conflicted directors or a controlling stock-
holder, include:

* Cooperation. The special committee should

have the cooperation of the conflicted per-
sons, and the committee (and its advisors)
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should receive any analysis or assistance
that they request from such conflicted per-
sons, including any documents, reports, or
analyses (other than tactical and strategic
information, such as the conflicted person’s
reserve price for a transaction).

*  Meetings of the Special Committee. Meetings
of the special committee should be attended
only by the members of the special com-
mittee and its advisors; conflicted persons
should not attend such meetings unless
invited to do so by the special committee.

* Confidentiality. The special committee’s
meetings and analysis should be confiden-
tial, meaning conflicted persons should not
request copies of records relating to the
special committee’s meetings or analysis or
ask for reports as to the special committee’s
deliberations. A key benefit of establishing
a special committee is limiting access by
conflicted persons to sensitive materials.

* Management Interaction with Special
Committee Advisors. While conflicted per-
sons should engage with the special com-
mittee’s advisors if and as requested, such
persons should avoid attempting to dictate
the methods or results of any process or
analysis employed by such advisors.

IV. Conclusion

These guidelines distill certain best practices
in connection with the establishment and opera-
tion of a special committee of disinterested and
independent directors. The special commit-
tee process, while highly beneficial if properly
executed, is complex and can be expected to
be subject to rigorous review in litigation. It is
therefore imperative that all special committee
interactions be undertaken thoughtfully, and
with a view to how these interactions may be
perceived in hindsight.

An effective special committee should act
with due care, have thorough advice from inde-
pendent advisors, understand and fulfill its role
as representative of the public stockholders, and
ultimately have the power to “just say no.” If
these elements are in place, a conflict transaction
will be much more likely to withstand judicial
review. Regardless of whether a special com-
mittee is used, however, careful planning and
implementation of the transaction is necessary to
assure success.
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