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S
erving as a director of a com-
pany, particularly a public com-
pany, can be no picnic. Earnings 
disappointments, activist stock-

holders, government regulation, and 
difficult succession issues can keep di-
rectors awake at night. They should not 
also have to worry about having to de-
fend their board actions with their own 
personal funds. Corporations should be 
able to assure their directors 
that litigation costs will be 
paid by the company, subject 
to well-known exceptions 
(such as where the director is 
found to have violated his or 
her fiduciary duties).

Despite the importance 
of advancement and indem-
nification rights, Delaware 
law is far from certain as to 
the scope and limitations of 
these rights. Recent Delaware 
Chancery Court decisions, 
which come on the heels of 
Delaware corporation law 
amendments related to ex-
pense advancement, should 
trigger a careful re-exami-
nation of advancement and 
indemnification rights. In particular, 
boards and companies should know 
that:

• A company’s bylaws may impose 
reasonable restrictions on expense ad-
vancements.

• The full scope of advancements and 
indemnification rights should, but does 
not necessarily have to, be contained in 
one document.

• Courts expect a director to be aware 
of the scope and restrictions of these 
protections as described in a company’s 

charter and bylaws.
• A director may be entitled to these 

protections for defending against a com-
pany’s counterclaim even if the original 
suit had been brought by the director 
against the company. 

 Advancement rights returned to the 
spotlight in 2008 with a controversial 
decision by the Delaware Chancery 
Court (Schoon v. Troy), which en-

forced a bylaw amendment 
that retroactively eliminated 
expense advancements to 
former directors. These di-
rectors, therefore, were on 
the hook for funding their 
own legal defenses. In the 
wake of Schoon, companies 
amended bylaws and entered 
into indemnification agree-
ments with their directors to 
strengthen the advancement 
and indemnification rights 
and to prevent changes that 
would reduce these rights 
to the detriment of a for-
mer director. In response to 
Schoon, the Delaware legisla-
ture amended the corpora-
tion law to prohibit elimi-

nation of advancement rights after the 
occurrence of the action giving rise to 
the litigation, unless a specific provi-
sion explicitly authorized elimination. 
Following this amendment, many of 
the questions resulting from Schoon 
were resolved and the pressure to review 
these rights subsided. 

 Then, the Delaware Chancery Court 
issued two other opinions about ex-
pense advancement and indemnifica-
tion rights: Xu Hong Bin v. Heckmann 
Corp. and Paolino v. Mace Security Inter-

national, Inc. In Xu Hong, the court ana-
lyzed whether a bylaw provision that al-
lowed a company to impose restrictions 
on the advancement of legal fees was 
consistent with the company’s charter, 
which included an advancement provi-
sion, but not the restriction. In Paolino, a 
former CEO filed a demand for arbitra-
tion for wrongful discharge and breach 
of his employment agreement against 
his former company. In response, the 
company filed counterclaims asserting, 
among other things, breach of his fidu-
ciary duties. The former CEO sought 
expense advancement to defend against 
the company’s counterclaims. 

 As decided, Xu Hong makes clear that 
a Delaware corporation’s bylaws may 
impose restrictions on advancements, 
even if not in the charter. The court 
noted that the bylaws had been adopted 
simultaneously with the charter and the 
court assumed that the drafters did not 
intend for the two documents to con-
flict. Additionally, both the bylaws and 
charter were in effect when the direc-
tor began his service on the board and, 
accordingly, the director should have 
been on notice of the bylaw limitations. 
The court also noted that there is no re-
quirement that conditions on advance-
ments be included in the same docu-
ment granting the advancement rights. 
Indeed, if such a requirement did exist, 
many indemnification agreements be-
tween companies and directors might 
not be enforceable. In Paolino, the court 
held that the director was entitled to 
advancement for defending against the 
company’s counterclaims, which were 
not initiated by him but did include 
claims related to his fiduciary duties 
and, thus, were related to his service as 
a director. Because it was not practical 
to distinguish between expenses in-
curred by the director in his affirmative 
claims and defending against the coun-
terclaims, the court ordered that all of 
the director’s reasonable expenses must 
be advanced. 

 The decisions in Xu Hong and Pao-
lino emphasize the need to thought-
fully review expense advancement and 
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flows received after the next five years. If 
you doubt this, take any publicly traded 
company and compare the dividends 
received over the next five years to the 
price and you will find that most of the 
value is in the terminal value, even for 
low-growth utilities; 

2) this terminal value is very sensi-
tive to the future growth of a 
company, with small changes 
producing large swings in 
value; and, 

3) all CEOs are replaced at 
some point, and it’s likely to 
be in this future period where 
the dominant CEO leaves. So 
what we have is a situation 
where the growth and value 
of the company are highly de-
pendent on an executive who 
is likely to be replaced. Hence, 
increased risk.

Next, consider information-
al risk. The CEO-dominated 
board is less likely to get the 
information it needs to per-
form its duties. Problems can 
be hidden until revealed by a 
disaster. It is even more likely 
that the problems will be hidden if the 
firm is doing well. It is tough to chal-
lenge success and to critically assess the 
factors contributing to it.

Then we have what we might call life-
cycle risk. Some firms are CEO-centric 

because of the stage in their life cycle. 
We’ve already mentioned founder 
firms, but mature firms with well- 
tenured CEOs can also fall into this 
stage. In this latter case, risk increases 
because the CEO resists change that is 
needed to transform the firm.

Expropriation risk can also occur in 
CEO-centric firms. This oc-
curs where a CEO with a 
weak board appropriates 
wealth from minority share-
holders. (This is more likely 
in countries with weak legal 
protection of investors.)

Finally, consider percep-
tion risk. If the public thinks a 
firm is heavily dependent on 
the CEO, that perception will 
impact the valuation — even 
if the public perception is 
mistaken.

The solutions to the risks 
of CEO centricity vary with 
the type of dominance. For 
dependency risk, the most 
obvious solution is careful 
succession planning. Indeed, 
effective leaders and effective 

boards will have developed sound con-
tingency plans to mitigate the loss of their 
CEOs. Subordinates should be prepared 
to take over the reins on short notice, and 
the board should be thoroughly famil-
iar with the strengths and weaknesses 

of these individuals. Still, replacing the 
creative and entrepreneurial talents of a 
Steve Jobs is a formidable task.

Improved governance is also a natu-
ral remedy for informational risk. The 
chairman of the board (or lead director) 
must pursue an independent assessment 
of the strengths and weaknesses of the 
firm and see that adequate attention is 
given to potential problems and oppor-
tunities, particularly if things seem to 
be going well. One must be particularly 
careful to assess all the possible oppor-
tunities and not just choose the obvious, 
or continue with past strategies without 
challenging the reason for their success.

Perception risk is best handled with 
a strong public relations campaign. Mi-
crosoft could have been viewed as de-
pendent on its chairman, Bill Gates, but 
his transition out of that position was 
orchestrated over a two-year period and 
carefully presented to the public. The re-
sult was minimal disruption in the stock 
price upon his departure.

In summary, the dominant CEO cre-
ates special risks. Like many types of 
risks, the key is not to eliminate them 
but to understand them — embracing 
the benefits, mitigating the dangers, and 
ensuring that shareholder value is con-
tinually enhanced.                                  ■

The author can be contacted at rw@drexel.
edu.

indemnification rights and to monitor 
developments in this area. As noted 
by the court in Xu Hong, directors are 
bound by any limitations on advance-
ment and indemnification existing at 
the time they begin service on the board. 
Xu Hong also illustrates the importance 
of having consistent and well-integrated 
corporate documents that may affect ad-
vancement and indemnification rights. 
Directors who rely solely on the char-

ter may be surprised to learn that they 
may be responsible for their own legal 
defense in the future. 

 If there are any questions, directors 
should consider indemnification agree-
ments, which can provide clarity. In-
demnification agreements can include 
detailed provisions defining the types of 
conduct for which advancement and in-
demnification are available, the method 
for determining whether a director is eli-
gible for advancement and indemnifica-
tion, the priority of payments, and the 
remedies available to directors for non-

payment. Additionally, indemnification 
agreements generally authorize indem-
nification to the fullest extent permitted 
by law as such law may be amended to 
increase any permitted indemnifica-
tion. A well-drafted, specifically tailored 
indemnification agreement can benefit 
both a company and its directors and 
may prevent future litigation.              ■

The author can be contacted at douglas. 
raymond@dbr.com. Audrey Burns, an  
associate with Drinker Biddle & Reath,  
assisted in the preparation of this column.
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