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I. INTRODUCTION

Recent corporate scandals have focused attention on the corporate world and
investors’ ability to monitor its activity. This corporate malfeasance demonstrated the
failure of the traditional corporate governance system. In addition, congressional attempts
to remedy the situation fail to provide adequate corporate governance tools for investors.
Additional measures are needed to allow investors to check management conduct and
thus restore confidence in the corporate market.

These additional tools will work best if they come from within the system. Although
new regulations aid the individual investor’s cause, they are still inadequate to allow for
proper corporate governance. In contrast, the institutional investors are in the best
position to implement effective changes in corporate governance. Their extensive
holdings allow them to influence management and their decisionmaking. In addition,
their long-term approach aligns them with stakeholder and other shareholder interests.

This Article discusses the benefits of full-circle evaluations and how institutional
investors could implement a formal full-circle evaluation system for companies and their
management to improve corporate accountability. These evaluations would gather
feedback from multiple sources, analyze the information collected, and present it to the
company and individual managers. Institutional investors could compare each company’s
activities, performance, and compensation with other similarly situated companies and
provide an independent assessment of corporate conduct. This outside assessment, by an
influential investor or group of investors, would act as a powerful check on corporate
management.

The Article goes on to suggest that corporations should take advantage of extensive
benefits of full-circle systems and implement their own internal evaluations. These could
then be used in conjunction with the evaluations by institutional investors to improve the
overall results of management evaluations. Although the corporate benefits should be
enough for management to act on its own, these systems could be forced on the corporate
world by new requirements of self-regulatory organizations (SROs), or they may some
day become mandatory of companies as a necessary requirement to satisfy the duties of
care or loyalty.

Finally, the Article addresses the impact full-circle evaluations could have, possibly
even preventing the recent corporate scandals. The evaluations add another tool to
prevent corporate malfeasance. Whether implemented by institutional investors,
companies themselves, or both, they improve corporate communication and produce
benefits that lead to better performance. Although it is uncertain whether these systems
could have prevented previous corporate scandals, this Article argues that these systems
would have increased the chances of identifying the fraud at an earlier time. In sum, this
Article discusses the benefits of full-circle evaluations and argues that implementation of
these systems by institutional investors, companies themselves, or both, will provide an
effective corporate governance tool.

II. TRADITIONAL CORPORATE GOVERNANCE AND SARBANES-OXLEY

The traditional corporate governance tools do not adequately protect the interests of
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shareholders and stakeholders, as evidenced by the increasing number of corporate
scandals.! There is no one place to lay the blame for the system’s failure. Legislation
protecting corporate interests, outlandish compensation packages, and the excessively
high fees paid to accounting and auditing firms all played their role. In the current
corporate environment, the protections typically provided by market forces, corporate
duties of care and loyalty, and contractual arrangements attempting to align parties’
interests are inadequate. Congress attempted to correct this imbalance with the Sarbanes-
Oxley Act, but the Act fails to provide investors with a tool to monitor corporate activity.

A. Problems in Corporate Governance

The problem associated with the separation of corporate ownership and control has
been a popular topic in the corporate law area since the 1930s, when Berle and Means
brought the issue to the fore.2 They observed that because management often has little, if
any, of its own capital invested in the corporation, an incentive exists to exploit the
shareholder wealth in the form of higher management salaries, bonuses, and perquisites.3
Other modern scholars have viewed the corporation as an agency relationship in which
the shareholders are the principals and management personnel are the agents.?
Shareholders receive the firm’s profits, growth, and capital appreciation while managers
are often paid handsomely for their expertise.® This agency relationship is beneficial to
both parties because shareholders have capital but lack management expertise, while the
managers do not have the requisite capital but possess the necessary management skills.6

However, as U.S. shareholders have had to learn all too well in recent times, the risk

1. See Penelope Patsuris, The Corporate Scandal Sheet, FORBES.cOM, Aug. 26, 2002,
http://www.forbes.com/2002/07/25/accountingtracker.html (discussing a number of corporate scandals).

2. ADOLF A. BERLE, JR. & GARDINER C. MEANS, THE MODERN CORPORATION AND PRIVATE PROPERTY
128-29 (rev. ed. 1968).

3. Id. at 119-25; see also Edward S. Adams, Governance in Chapter 11 Reorganizations: Reducing
Costs, Improving Results, 73 B.U. L. Rev. 581, 600 (1993) [hereinafter Adams, Governance in Chapter 11]
(discussing that managers who have little invested in a firm have little incentive to maximize shareholder
wealth); Jim Chen & Edward S. Adams, Feudalism Unmodified: Discourses on Farms and Firms, 45 DRAKE L.
REv. 361, 421-22 (1997) [hereinafter Chen & Adams, Feudalism] (discussing the problem of separation of
control and ownership resulting from widely diversified risk bearing without sufficient incentive to monitor
management).

4. Robert Dean Ellis, Equity Derivatives, Executive Compensation, and Agency Costs, 35 Hous. L. REV.
399, 405 (1998).

5. Michael C. Jensen & William H. Meckling, The Theory of the Firm: Managerial Behavior, Agency
Costs and Ownership Structure, 3 J. FIN. ECON. 305, 309 (1976); see also Adams, Governance in Chapter 11,
supra note 3, at 600 (discussing the separation of ownership and control as an agency relationship in which
owners save as principals and management of their agents); Chen & Adams, Feudalism, supra note 3, at
421-22 (discussing the modern theory of an agency relationship between owners and management).

6. See Eugene F. Fama, Agency Problems and the Theory of the Firm, 88 J. PoL. ECON. 288, 290-92
(1980) (explaining that the high risk owners bear is mitigated by the market competition for their role and low
transaction costs); Eugene F. Fama & Michael C. Jensen, Separation of Ownership and Control, 26 J.L. &
Econ. 301, 302 (1983) [hereinafter Fama & Jensen, Ownership and Control] (discussing the risks borne by
owners); Eugene F. Fama & Michael C. Jensen, Agency Problems and Residual Claims, 26 J.L. & ECON. 327,
330 (1983) (discussing the specialization of management skills); see also Adams, Governance in Chapter 11,
supra note 3, at 600 (discussing the value of skilled managers with limited capital teaming with shareholders
with limited managerial skills); Chen & Adams, Feudalism, supra note 3, at 422 (same).
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of management exploitation of shareholder wealth and investment is great.” Shareholders
in the past had developed various strategies to reduce the risk of agency costs,8
“including corporate law fiduciary duties of care and loyalty owed by boards of directors
to shareholders; market forces; and contractual arrangements between management and
shareholders that aim to align management’s financial interests with those of the
shareholders.”®

Although these methods have made a noticeable impact,10 recent revelations of
corporate malfeasance and scandal,1! in the cases of Enron, WorldCom,12 Adelphia,
Qwest, and Tyco, for example, make it apparent that strategies used by shareholders in
the past are no longer enough. “The market collapse . . . has inflicted trillions of dollars
of losses on investors who have watched with dismay the exposure of the rigged IPO
market, the auditor-independence fiasco, and the massive upsurge in financial and
accounting fraud.”13

Many have sought to explain how so much corporate fraud, on so many levels, was
permitted to occur, and why investors were left unaware until it was too late.14 It seems
that this new trend in corporate malfeasance cannot be attributed to one factor alone, but
can only be explained as a result of a culmination of circumstances, including: legislation

7. See Edward S. Adams, Using Evaluations to Break Down the Male Corporate Hierarchy: A Full-
circle Approach, 73 U. CoLo. L. Rev. 117, 128 (2002) [hereinafter Adams, Using Evaluations] (discussing
managerial incentive to exploit shareholders).

8. Id. at 129 (citing Adams, Governance in Chapter 11, supra note 3, at 600-02; Chen & Adams,
Feudalism, supra note 3, at 422; Fama & Jensen, Ownership and Control, supra note 6, at 304; Jensen &
Meckling, supra note 5, at 305).

9. Adams, Using Evaluations, supra note 7, at 129 (citing Adams, Governance in Chapter 11, supra
note 3, at 601-02; Chen & Adams, Feudalism, supra note 3, at 422).

10. See Adams, Using Evaluations, supra note 7, at 129.

11. One author describes the massive stock market declines that have inflicted “gigantic losses” on
investors between the spring of 2000 and the fall of 2002 and the exposure of corporate fraud to a degree never
seen before in the history of the U.S. stock market, as “the carnage that has recently roiled our security
markets.” William S. Lerach, Plundering America: How American Investors Got Taken for Trillions By
Corporate Insiders: The Rise of the New Kleptocracy, 8 STAN. J.L. Bus. & FIN. 69, 70 (2002) [hereinafter
Lerach, Plundering America].

12. Id. at 104-05 (citing Christopher Bowe & Joshua Chaffin, Problem for All of Corporate America,
Knock-on Effects, FIN. TIMES, June 27, 2002, at 22; Bruce Nussbaum, Can You Trust Anybody Anymore?, BUS.
WK., Jan. 28, 2002, at 30). In reference to Enron and WorldCom in particular, Lerach comments:

Now we have Enron-WorldCom, ak.a. “Encon”-“WorldCon,” the poster children of corporate
excess in the current era. To state the obvious, Enron and WorldCom were colossal frauds. Billions
in bogus profits. Billions in illegal insider trading. Thousands of jobs lost. Thousands of
retirements ruined. Some $200 billion in market capital vaporized.

Id.

13. Id. at 94-95.

14. See, e.g., Joseph A. Franco, Why Antifraud Prohibitions Are Not Enough: The Significance of
Opportunism, Candor and Signaling in the Economic Case For Mandatory Securities Disclosure, 2002 CoLuM.
Bus. L. Rev. 223, 229 (discussing the failure of disclosure requirements as a contributor to the Enron case);
Stephen Labaton, Now Who, Exactly Got Us Into This?, N.Y. TIMES, Feb. 3, 2002, at 1 (blaming lawmakers for
these scandals); Pamela Moore, This Scandal Changes Everything: Breaches of Auditor Independence at PWC
Could Lead to an Overhaul of the Big Five, Bus. WK., Feb. 28, 2000, at 140 (blaming the corporation’s merger
of auditing and consulting duties into one accounting firm); Sam Zuckerman, Busi nes s’ Bad
E c o n o my,'S.E. CHeanr, Jane 30, 2002, at A4 (pointing to a failure at all levels of corporate governance).
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in the 1990s that primarily protected corporate and financial interests, instead of the
interest of shareholders;1® unprecedented increases in executive compensation;18 and
skyrocketing increases in fees paid to accounting firms by their corporate clients for
consulting services.1” Commentators also criticize Congress, the SEC, and the courts for
not preventing “the worst stock market debacle in the history of postwar America.”18

Whatever the reasons for such misconduct, the fear is that investor confidence may
be permanently lost for at least a generation.1® Those who want to encourage re-
investment into the stock market are more desperate now than ever to find effective ways
to further restrict management from exploiting corporate wealth and to encourage
consumer confidence in the market again.20

B. Historical Approaches to Curb Corporate Malfeasance

Since the inception of a corporate-like form where there exists a separation between
ownership and control, the persons whose capital is at risk (i.e., shareholders) have
developed strategies to help reduce the risk of agency costs.2! The problem of agency
costs has been addressed in a variety of ways, including corporate law fiduciary duties of
loyalty and care owed by boards of directors to shareholders, market forces, and
contractual arrangements between management and shareholders that aim to align
management’s financial interests with those of the shareholders.22

15. Lerach, Plundering America, supra note 11, at 79.

16. 1d. at 80 (explaining that corporate executives only received bonuses when the company’s stock or
earnings reached a target level and that executives received major stock options, which were usually exercised
each quarter).

17. 1d. (stating that the profitability of the huge accounting firms depended on their high-margin
consulting fees from their audit clients, which created powerful incentives for the accounting firms to
accommodate their corporate clients).

18. Id. at 85-100.

19. Id. at 120.

It is my concern that investor psychology has suffered a very serious blow in recent months. Strong
financial markets depend on healthy investor psychology. Without it, you get the money-under-the-

mattress syndrome. . . . It appears that investors are voting with their wallets and, in effect,
“revaluing” the market downward to reflect their perception of real corporate profitability, trust and
credibility.

Lerach, Plundering America, supra note 11, at 120; see also The Backlash Against Business—Corporate
Scandals and Politics, EcCONOMIST, July 6, 2002, at 1 (referring to “disintegrating confidence in corporate
America”); Kate Maddox, Trust Remains Elusive Marketing Goal, Bus. MKT., Nov. 11, 2002, at 1 (“Marketers
are debating how to communicate messages of corporate trust and responsibility to investors . . . marketing and
communications experts say it’s critical to restore confidence in companies.”).

20. Apparently, the demand for information regarding corporate governance has become so great that
there is a large influx in the amount of people who are selling themselves as “experts” on corporate malfeasance
including lawyers, accountants, corporate consultants, executive recruiters, retired CEOs, and even Enron
whistle-blower Sharron Watkins. Ameet Sachdev, Corporate Governance Becomes Go-To Fi el d;
Hangs out a Shingle as a New Rules Expert, CHI. TRIB., Jan. 20, 2003, at 1.

21. See Fama & Jensen, Ownership and Control, supra note 6, at 304—05 (proposing ways for firm
managers to limit risk); Jensen & Meckling, supra note 5, at 305 (analyzing agency costs for firms); see also
Adams, Governance in Chapter 11, supra note 3, at 600-02 (addressing specialization and diversification as
risk management strategies); Chen & Adams, Feudalism, supra note 3, at 422 (discussing specialization as a
form of risk management).

22. See Adams, Governance in Chapter 11, supra note 3, at 601-02 (commenting on the risk that

“Everyone”
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1. Duty of Care

Fiduciary duties began the change, and have remained, as a means of protecting
shareholders’ interests.23 The most basic duty, the duty of care, requires boards of
directors to manage the business and affairs of the corporation for the sole benefit of the
shareholders.24 This duty requires a director to discharge his duties and to make business
decisions with the care of a “reasonably prudent person” in like circumstances.2®> The
Model Business Corporation Act section 8.30(a) states:

A director shall discharge his duties as a director, including his duties as a
member of a committee: (1) in good faith; (2) with the care an ordinarily
prudent person in a like position would exercise under similar circumstances;
and (3) in a manner he reasonably believes to be in the best interests of the
corporation.26

Courts have interpreted this standard of care to be a relatively low threshold for the board
of directors to meet.2’

Moreover, so long as a conflict of interest is not apparent, the business judgment
rule often insulates the board from potential liability for business decisions.?8 Under the
business judgment rule, courts generally defer to the judgment of the corporate
directors.2? The rule includes a “presumption that in making a business decision the
directors of a corporation acted on an informed basis, in good faith, and in the honest
belief that the action taken was in the best interests of the company.”30 The rationale for
the rule is that a board should be able to exercise full managerial discretion without the
threat of an impending lawsuit for a poor decision.3!l Courts reason that corporate
directors, not judges, are in the best position to weigh the risks and benefits of a specific
decision.32 Thus, the business judgment rule creates a rebuttable presumption in favor of
the board.33

In order to succeed in a claim against the board of directors for the breach of the
duty of care, the plaintiff must show a breach of the board’s duty rather than merely a
poor business decision.34 To rebut the presumption of the business judgment rule, the
plaintiff must show that the board did not make an informed decision.3> An informed

managers will abuse their authority); Chen & Adams, Feudalism, supra note 3, at 422 (discussing the fiduciary
duty of a manager).

23. Pepper v. Litton, 308 U.S. 295, 30607 (1939).

24. Norlin Corp. v. Rooney, Pace Inc., 744 F.2d 255, 264 (2d Cir. 1984).

25. Id.

26. MODEL Bus. Corp. ACT § 8.30 (1998).

27. See, e.g., Shlensky v. Wrigley, 237 N.E.2d 776 (lll. App. Ct. 1968) (discussing generally the duty of
care and the corresponding legal standard).

28. Am. Soc’y for Testing & Materials v. Corrpro Cos., Inc., 478 F.3d 557, 572 (3d Cir. 2007).

29. Aronson v. Lewis, 473 A.2d 805, 812 (Del. 1984).

30. Id. (citing Kaplan v. Centex Corp., 284 A.2d 119, 124 (Del. Ch. 1971); Robinson v. Pittsburgh Oil
Refinery Corp., 126 A. 46 (Del. Ch. 1924)).

31. See Zapata Corp. v. Maldonado, 430 A.2d 779, 782 (Del. 1981) (explaining the evolution of the
“business decision” doctrine).

32. Grogan v. O’Neil, 292 F. Supp. 2d 1282, 1291 (D. Kan. 2003).

33. Aronson, 473 A.2d at 812.

34, 1d.

35. Id.
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decision requires that the directors inform themselves, “prior to making [the] business
decision, of all material information reasonably available to them.”36 The board’s process
of informing itself is generally of vital importance in a court’s determination.3” Though
somewhat contrary to the explicit language endorsed by the Model Business Corporation
Act, the applicable standard for showing a breach of the duty of care can generally be
described as one of gross negligence.38 Absent a showing of gross negligence, courts
defer to the board’s decisions and assume that the board acted in the best interests of the
corporation.39

For a plaintiff to show that the board has violated its duty of care, the plaintiff must
overcome the business judgment rule and show that the board’s conduct constitutes gross
negligence.?0 Usually the duty of care is raised when the board of directors has
undertaken a major corporate decision, such as whether to enter into a merger or purchase
another corporation.4! The board, however, is still required to fulfill its duty of care when
making less important and more routine decisions.#2 No matter the gravity of the decision
made by the board, the business judgment rule remains in full force.

The director has four relatively distinct duties: (1) to reasonably monitor or oversee
the conduct of the corporation’s business and, as a corollary, to take reasonable steps to
keep abreast of the information that flows to the board as a result of monitoring
procedures and techniques; (2) to follow up reasonably on information that has been
acquired and should raise cause for concern; (3) to employ a reasonable decisionmaking
process; and (4) to make reasonable decisions.43

The duty to employ a reasonable decisionmaking process has both a procedural and
a substantive element.#* Procedurally, directors must use reasonable care to inform
themselves before making a decision about a proposed action.4> Substantively, the rule is
based on a special protective rule—the business judgment rule.46 But, in order for a
director to claim a safe harbor within the rule, the decision has to have been already
made.4’

36. Smith v. Van Gorkom, 488 A.2d 858, 872 (Del. 1985) (quoting Aronson, 473 A.2d at 812).

37. Seeid. (discussing the presumption that directors make the effort to inform themselves).

38. Aronson, 473 A.2d at 812.

39. Van Gorkom, 488 A.2d at 873.

40. Aronson, 473 A.2d at 812.

41. Shaper v. Bryan, 864 N.E.2d 876, 885-86 (lIl. App. Ct. 2007).

42. See id. (addressing the scope of a board’s fiduciary duties).

43. See Van Gorkom, 488 A.2d at 872 (stating that directors have a duty to fully inform themselves of all
available information prior to making decisions and a duty to protect the financial interests of the corporation
and its stockholders).

44. See Lyman Johnson, Rethinking Judicial Review of Director Care, 24 DEL. J. CORP. L. 787, 797-98
(1999) (comparing the business judgment rule with the duty of loyalty standard).

45. See id. at 798 (explaining that the procedural aspect of the business judgment rule places the burden
on the plaintiff to prove a breach of fiduciary duty).

46. See id. (stating that the plaintiff can satisfy the substantive aspect of the business judgment rule by
proving a breach of fiduciary duty).

47. See Van Gorkom, 488 A.2d at 872 (explaining that the business judgment rule is a presumption that
the director acted in the best interest of the corporation). See generally AM. LAW INST., PRINCIPLES OF
CORPORATE GOVERNANCE: ANALYSIS AND RECOMMENDATIONS § 4.01(c) cmt. ¢ (1994) (stating that “to be
afforded protection a decision must have been consciously made and judgment must, in fact, have been
exercised”); see also S. Samuel Arsht, The Business Judgment Rule Revisited, 8 HOFSTRA L. REv. 93, 111
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2. Duty of Loyalty

Distinct from the duty of care, directors also owe a duty of loyalty to sharecholders.48
The duty of loyalty ensures that directors do not partake in self-dealing transactions or
usurp corporate opportunities for their own benefit, to the detriment of shareholders.49
The duty of loyalty is typically implicated where a conflict of interest question has
arisen.>0 These situations often involve transactions that are potentially self-dealing in
nature.5! The duty of loyalty demands that any decision made by the board of directors or
executives be made in the best interests of the company.52 The duty of loyalty thus
requires each director and corporate executive to protect the interests of the shareholders
and the corporation, and prohibits bad faith, fraud, or any type of self-dealing.>3 The duty
of loyalty also prohibits directors, as fiduciaries, from exploiting their position as
“insiders” by appropriating for themselves a business opportunity that properly belongs
to the corporation.>*

Directors face a much higher burden in satisfying the duty of loyalty. The rebuttable
presumption of the business judgment rule does not apply when the duty of loyalty is
implicated.>® Rather, the Model Business Corporation Act section 8.61 requires that “the
transaction, judged according to the circumstances at the time of commitment, is . . . fair
to the corporation.”6 Similar to the Model Business Corporation Act, most states require
that the transaction be reasonable.’ All states place the onus on the director to show that
the transaction the corporation is partaking in is fair and reasonable.® The director is
afforded no presumption of validity because from the inception of the transaction, there
exists an inherent conflict of interest.59

While the duty of loyalty is a stricter standard than that associated with the duty of
care, requiring that the transaction be fair and reasonable, as long as the transaction is in
the realm of some reason the duty of loyalty will not be violated. The essence of the duty
of loyalty requires that an “arms-length transaction” is occurring to ensure that a

(1979) (arguing that the business judgment rule should not be available to directors who do “not exercise due
care to ascertain the relevant and available facts before voting”).

48. See Loy v. Harter, 128 S.W.3d 397, 407 (Tex. App. 2004) (stating that one of the three fiduciary
duties of corporate officers and directors is the duty of loyalty).

49. Miller v. U.S. Foodservice, Inc., 361 F. Supp. 2d 470, 480-81 (D. Md. 2005).

50. Mannv. GTCR Golder Rauner, L.L.C., 483 F. Supp. 2d 884, 900 (D. Ariz. 2007).

51. See Loy, 128 S.W.3d at 407-08 (arguing that the duty of loyalty dictates that the director must not
allow his own interest to prevail over the interest of the corporation).

52. Cede & Co. v. Technicolor, Inc., 634 A.2d 345, 361 (Del. 1993).

53. Seeid. at 361-62 (explaining that the duty of loyalty mandates that the best interest of the corporation
and its shareholders be put first).

54.  Miller v. Miller, 222 N.W.2d 71, 78 (Minn. 1974).

55. See Weinberger v. UOP, Inc., 457 A.2d 701, 710 (Del. 1983) (stating that there is no “safe harbor”
when the duty of loyalty is at issue and directors have the burden of proving utmost good faith and inherent
fairness).

56. MODEL Bus. CORP. ACT § 8.61 (1998).

57. See MINN. STAT. § 302A.2551(a) (2005) (stating that a contract or transaction between a corporation
and one of its directors is not void if it is reasonable).

58. See, e.g., Demoulas v. Demoulas Super Mkts., Inc., 677 N.E.2d 159, 180 (Mass. 1997) (stating that
the intrinsic fairness test places the burden on the fiduciary that engages in self-dealing to show that the
transaction was intrinsically fair).

59. In re Sheffield Steel Corp., 320 B.R. 405, 422 (Bankr. N.D. Okla. 2004).
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corporate director is not benefiting from the transaction to the detriment of the
shareholders.60

When a conflict of interest does arise, directors are given the ability to insulate the
transaction before the transaction is consummated.®? The Model Business Corporation
Act section 8.62 allows directors to, in advance, have the transaction approved so as to
not violate the duty of loyalty, provided the director:

(1) discloses to the directors voting on the transaction the existence and nature
of his conflicting interest and informs them of the character and limitations
imposed by that duty before their vote on the transaction, and (2) plays no part,
directly or indirectly, in their deliberations or vote.52

However, if a director does not take these steps to insulate the transaction ahead of time,
the burden will be on the directors to show that the transaction was fair and reasonable
for the corporation.63

3. Market Forces

The fiduciary duties of care and loyalty owed to shareholders serve as an internal
check on corporate governance.54 However, external forces have also functioned as a
means of regulating corporate control. Market perception of the corporation has served to
maintain management integrity.5° The reputation of the corporation in the marketplace is
an important attribute to modern day corporations.56 The market looks favorably upon
open and honest management principles.6” Investors are less likely to run away from a
stock at the onset of bad news if the investors feel a sense of trust and sincerity in
management.%8 If shareholders become dissatisfied with the corporation’s performance,
they will sell their shares causing the stock price to fall. Share price, in this way, acts as a
sort of public approval rating.59

60. Sean J. Griffith, Good Faith Business Judgment: A Theory of Rhetoric in Corporate Law
Jurisprudence, 55 DUKE L.J. 1, 42 (2005).

61. See Douglas M. Branson, Assault on Another Citadel: Attempts to Curtail the Fiduciary Standard of
Loyalty Applicable to Corporate Directors, 57 FORDHAM L. Rev. 375, 385 (1988) (stating that a conflict of
interest transaction may be insulated upon either disclosure and a disinterested director vote or fairness).

62. MODEL Bus. Corp. ACT § 8.62(b) (1998).

63. See Solomon v. Armstrong, 747 A.2d 1098, 1117 (Del. Ch. 1999) (stating that in a self-dealing
transaction if there was an informed minority shareholder ratification, then the burden switches to the plaintiff
to prove the transaction was not fair).

64. See Brehm v. Eisner, 746 A.2d 244, 256 (Del. 2000) (explaining that all good corporate governance
practices include compliance with fiduciary duties).

65. See Betsy Atkins, Is Corporate Social Responsibility Responsible?, FORBES.com, Nov. 28, 2006,
http://www.forbes.com/leadership/governance/2006/11/16/leadership-philanthropy-charity-lead-citizen-
cx_ba_1128directorship.html (challenging the concept of corporate social responsibility).

66. Id.

67. Id.

68. Id.

69. It must be noted, however, that shareholders can be caused to sell their shares for a variety of reasons.
Dissatisfaction with a corporation’s current management may be one of many reasons that a shareholder may
decide to sell.
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4. Contractual Arrangements

Finally, contractual arrangements have been made primarily through structured
management salary packages that offer high proportions of stock options in the
corporation and tie bonuses to the corporation’s balance sheet.”0 This results in
management success being based virtually exclusively on stock success.”l Top level
executives today, through ever-rising stock performance based compensation schemes,
have an overwhelming interest that is consistent with that of shareholders—seeing the
stock price rise.”? Officers and directors understand that the slightest notion of wrong-
doing, be it clerical accounting errors or scandal, will result in market punishment of the
stock. This conclusion, however, is premised on the assumption that a corporate officer
“will have a greater incentive to make his or her corporation as profitable as possible if he
or she must forego greater personal financial gain if the corporation performs poorly.”73

While these methods have made a noticeable impact on reducing the risk of agency
costs, sharcholders are still trying to find cost-effective ways to further restrict
management from exploiting corporate wealth. Corporate management has grown too
powerful, and the existing institutions and mechanisms developed to protect shareholders
against managerial abuse have proven largely insufficient.”? All of the above stated
strategies were at work during the bull market of the late 1990s; however, such methods
did not prove to prevent the corporate scandals of Enron, Worldcom, Adelphia, Qwest,
Tyco, and their ilk.”> Perhaps the greatest downfall of the historically employed
strategies is that they serve only to punish corporate wrongdoing, rather than protecting
shareholder equity at the outset. Directors’ fiduciary obligations to sharcholders, while
forceful on their face, have proved to be difficult for shareholders to enforce given the
rebuttable presumption associated with the duty of care and the minimal reasonableness
standard necessary to satisfy a director’s duty of loyalty. Furthermore, while market

70. Hannah Clark, Stock-Option Stashes Grow for CEOs, FORBES.COM, Feb. 28, 2007, http://www.
forbes.com/leadership/governance/2007/02/27/ceo-stock-options-lead-govern-cx_hc_0228options.html.

71. Id.

72. Id.

73. Edward S. Adams, Corporate Governance After Enron and Global Crossing: Comparative Lessons
for Cross-National Improvement, 78 IND. L.J. 723, 745 (2003) [hereinafter Adams, Corporate Governance
After Enron]. Recent studies have corroborated what many had already guessed: “The more stock directors
hold, the better the [company’s] performance on average.” Robin Goldwyn Blumenthal, Di r ect or s
Links Corporate Per f or mBarrOrR’'S, Aug. 2, BO89aar 28.$Specificajly fortthy
average company, every 1% increase in the share ownership of the average outside director corresponds with a
1.52% rise in operating income.” Id. It was also found that stock-holding directors more often made changes to
corporate management when the company faltered. Id.

Stock awards and/or option based compensation are standard at more than two-thirds of companies.
Stock-based compensation schemes replaced pensions during the 1990s, with fewer than ten percent of all
companies currently providing directors with retirement income. The proportion of director compensation
delivered in the form of stock averages 48%. See Press Release, Nat’l Ass’n of Corporate Dirs., NACD
Releases Groundbreaking Comprehensive Survey on Director’s Compensation (Mar. 1, 2000), available at
http://www.nacdonline.org/ (evaluating the composition of director’s compensation).

74. Adams, Corporate Governance After Enron, supra note 73, at 736.

75. The collapse of Enron into Chapter 11 during late 2001 and early 2002 made it the largest ever public
bankruptcy in U.S. history. Enron appears to be largely another case of “the cult of the all-powerful chief
executive, armed with sackfuls of stock options” again “push[ing] . . . checks [and balances] aside.” The
Lessons from Enron, ECONOMIST, Feb. 9, 2002, at 10.

Cut :
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forces and executive contractual arrangements initially serve to align management with
shareholders’ interests, such forces do not ensure that officers and directors look out for
the long-term shareholders’ interests. Something more is necessary.

C. Sarbanes-Oxley

Various reforms implementing outside control have been suggested in order to
facilitate the goal of curbing corporate malfeasance where the traditional approaches have
failed. Congress, for one, has enacted legislation, the Sarbanes-Oxley Act (the Act),”8 as
a response to the recent corporate scandals. The Act covers requirements for auditor
independence, management compensation, corporate governance and responsibility, and
disclosure and public reporting.”” It “also defines new criminal offenses and provides
new criminal penalties for violations of federal securities laws.”’® The Act gives the U.S.
Securities and Exchange Commission (SEC) the role of issuing rules to implement
certain provisions of the Act.”® The purpose of the Act was to restore investor confidence
in public markets by requiring significant reforms in disclosure, accounting, and
corporate governance.80 The Act was passed through the legislature with tremendous
support8l in response to corporate and accounting scandals that rocked the public
markets.

Despite political efforts, some commentators feel that the new legislation does “little
to empower investors.”82 Although it increases prison terms for violators, violations of
securities laws have long been felonies punishable by imprisonment, yet have failed to
deter misconduct.83 The legislation increases the authority of the SEC, but many still
distrust the SEC for having a “pro-corporate bias.”®* Finally, although the legislation
establishes a new accounting oversight board, such entities have existed in the past, and
“have always been co-opted by the accounting industry and were in place when the

76. Sabanes-Oxley Act of 2002, Pub. L. No. 107-204, 116 Stat. 745.

77. 1d.

78. Id.; see also Private Companies Need to Prepare for Sarbanes-Oxley Act, PITTSBURGH POST-
GAZETTE, Dec. 3, 2002, at 2.

79. See Sarbanes-Oxley Act of 2002 § 307, 15 U.S.C. 7245 (Supp. V 2005) (requiring the SEC to set
standards of professional responsibility “for attorneys appearing and practicing before the Commission” in the
representation of a client).

80. See Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, 116 Stat. 745 (codified in scattered sections of
11, 15, 18, 28, and 29 U.S.C.) (stating in the preface that the purpose of the Act is “[t]o protect investors by
improving the accuracy and reliability of corporate disclosures made pursuant to the securities laws, and for
other purposes”). The Act's provisions generally apply to all companies, U.S. and non-U.S., required to file
periodic reports with the SEC under section 13(a) or 15(d) of the Securities Exchange Act. See Sarbanes-Oxley
Act of 2002 §§ 302(a), 404(a), 406(a), 408(c), 409, 906(a).

81. The overwhelming support by both legislative branches for the Sarbanes-Oxley bill is evidenced in
the House vote, which was 423 to 3, and the Senate vote, which was 93 to 0. See Jack S. Levin et al., What
Every Private Equity Professional Must Know About Sarbanes-Oxley Reforms, VENTURE CAPITAL REV., Fall-
Winter 2002, at 11, 11, available at http://www.kirkland.com/siteFiles/kirkexp/publications/2494/Documentl1/
What%20Every%20Private%20Equity%20Professional.pdf (noting the vote totals and “the intense political
pressure on both Republicans and Democrats to respond to the corporate and accounting scandals roiling public
markets”).

82. Lerach, Plundering America, supra note 11, at 122-23.

83. See id. (citing 15 U.S.C. § 78ff).

84. Id.at123.
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accounting excesses that got us where we are now were put in place and pursued.”83

The Act causes more serious problems that may prove highly detrimental to
stimulating the economy. One of these problems is that no one wants to be a CEO. The
Act and subsequent SEC rulings contain new issues facing would-be CEOs. Under the
Act, CEOs are now subject to a greater risk of criminal liability.88 CEOs and CFOs must
certify certain SEC reports.8” For example, under section 906 of the Act’s certification
requirements, when the officer “knowing[ly]” submits a false certification, penalties
range from fines up to $1,000,000 and/or ten years in prison.88 The penalties are much
harsher where an officer willfully certifies a report knowing that it does not comport with
the requirements.8° The difference in penalties and the distinction made upon whether the
false certification was willful or not implies that CEOs and CFOs are still liable even if
they should have known that the certification was false. This puts a tremendous burden on
the CEO and CFO to do an independent investigation into the accuracy of the report.

At a minimum, the risk of being CEO will require increased returns to CEOs,
driving up compensation even more drastically. Though many argue that executive
compensations are already grossly exaggerated, it does not strain the conscience to
understand why CEOs and CFOs would require increased compensation in return for the
increased risk of criminal liability. However, while executive officers may expect an
increase in compensation, the Act actually contains provisions that may negatively affect
public companies’ executive compensation programs.%0 For example, the Act prohibits
executive officers and directors from buying, selling, or otherwise acquiring or
transferring company stock during a retirement plan blackout period®! if the person
acquired the company stock in connection with his or her service as an officer or
director.92 Such a provision significantly limits the liquidity of executives’ shares, and

85. Id.

86. See Sarbanes-Oxley Act of 2002 § 906, 18 U.S.C. § 1350 (creating criminal penalties for “failure of
corporate officers to certify financial reports”™).

87. There are three certification requirements. The first, notarized statements certifying the accuracy of
the company’s most recent annual report, is only required of the 947 U.S. public companies with annual
revenue over $1.2 billion. The second, a certification process required of all annual and quarterly reports filed
under section 302 of the Sarbanes-Oxley Act is to be implemented by the SEC. The requirement applies to all
U.S. and foreign companies that file SEC reports. The third is a continuing requirement under section 906 of the
Act. It requires that all U.S. or foreign companies that file SEC reports to file a periodic reports containing
financial statements accompanied by a written statement of the company’s CEO and CFO, or equivalent
officers, certifying that: 1) the report “fully complies with the requirements of Sections 13(a) or 15(d) of the
Securities Exchange Act of 1934”; and 2) the information contained in the periodic report fairly presents, in all
material respects, the financial condition and results of operations of the company. The CEO and CFO certify
any periodic report filed after July 30, 2002.

88. Sarbanes-Oxley Act 2002 § 906(c)(1), 18 U.S.C. § 1350 (c)(1).

89. The penalty for willfully certifying false reports is a fine of “not more than $5,000,000” and/or 20
years in prison. Id. § 906(c)(2), 18 U.S.C. § 1350 (c)(2).

90. See supra notes 48—-63 and accompanying text (discussing the duty of loyalty that corporate directors
owe to the shareholders).

91. The blackout period is a period of more than three consecutive business days in which the right to sell
or purchase company stock is suspended with respect to at least half of the participants in the individual account
retirement plans (such as 401(k) plans) sponsored by the company. Sarbanes-Oxley Act of 2002 § 306(a)(4), 15
U.S.C. § 7244(a)(4).

92. For example, the prohibition would apply to company stock the officer or director acquired through
stock options, restricted stock, or an outright grant of stock. The company or any shareholder on behalf of the
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thus decreases the value of executives’ compensation packages.

The Act also prohibits companies from directly or indirectly making new loans or
extending credit to any director or executive officer.9% The prohibition of loans is so
broad that it may apply to necessary business functions such as advances on business
expenses that are reconciled at a significantly later date, personal expenses charged to
company credit cards that are reimbursed by the executive when the statement arrives,
some relocation arrangements, certain types of cashless exercise of stock options, and
some split-dollar life insurance arrangements.94 Additionally, CEOs and CFOs are now
required under the Act to repay certain compensation and gains—including bonuses or
other incentive-based or equity-based compensation paid to them, and any profits they
receive from the sale of their company’s securities during a certain period—from the sale
of company securities if financial information about the company has to be restated due
to material noncompliance with the financial reporting requirement of the securities laws
as a result of misconduct.%® The Act further requires that certain transactions in company
stock, including stock acquired under executive compensation programs, be reported
using Form 4 reports by the end of the second business day after the transaction. 9

While the rationale for the Act is understandable given the debacle of the late 1990s,
the resulting effect of the Act does not hit the mark. Shareholders have no greater control
of corporate management than in times when the Act was nonexistent. As is the case with
the historical strategies used to curb corporate malfeasance, the Act really only gives
shareholders an additional remedy after the harm to their investment has occurred.
Moreover, it is likely that insurance costs will rise due to the Act. The Act and the
ensuing SEC rulings increase the potential for executive liability, not to mention the
litigation costs in defending the additional lawsuits that are bound to occur as a result of
the Act’s lower threshold for liability. These costs and uncertainty as to how the Act will
be enforced will force executive insurers to increase their rates. These prices will be
factored into the cost of goods and ultimately passed on to the consumer. Thus, at the
same time that companies may lose productivity with the loss of talented and skilled
management, inflation is likely to occur.

It seems that something more than this legislation is needed to restore investor
confidence and to meaningfully reform the system. One solution to the problem of
corporate malfeasance might be to encourage more self-regulation. Shareholders, and
namely institutional investors, are in the best position to accomplish this task.

company in a derivative suit may recover the profits from these unlawful trades.

93. The Act provides for a few exceptions for certain types of loans, but they are only permitted if the
loans are made in the ordinary course of the company’s consumer credit business and do not have terms that are
more favorable than those available to the general public. See Sarbanes-Oxley Act of 2002 § 402, 15 U.S.C. §
78m.

94. These prohibitions appear to be outside of the scope of the original intent of the prohibition on loans
provision of the Act. More guidance in this area is expected by a future SEC ruling.

95. See Sarbanes-Oxley Act of 2002 § 304, 15 U.S.C. § 7243 (requiring forfeiture of certain bonuses and
profits under specific circumstances).

96. Before the Act was enacted, directors and executive officers were required to file these Form 4 reports
within the ten days of the end of the month in which the transaction occurred. The new provision subjects more
transactions to Form 4 reporting compared to the old requirement that permitted deferred reporting on Form 5
which included transactions between directors or executive officers and the company under stock-based plans or
otherwise. See id. § 403(a), 15 U.S.C. § 78p(a).
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III. ALTERNATIVE APPROACHES TO CURB CORPORATE GOVERNANCE PROBLEMS

Before shareholders’ investments will be protected from corporate malfeasance,
shareholders themselves must take a more active role in monitoring the corporations in
which they invest and act on the information gathered in the monitoring process by
voicing their concerns to management to induce change.%’ Such a notion is contrary to
the “top-down” approach of the common law duties of care and loyalty, the regulatory
approach of the SEC, and the legislative approach of the Sarbanes-Oxley Act.
Shareholder activism can serve as another useful check on corporate governance. The
positive benefits of shareholder activism are further increased when the activism is
undertaken by institutional investors. These investors’ extensive stock holdings,
expertise, and industry knowledge allow for them to exert extensive influence on
corporate conduct.%8

A. Increased Individual Shareholder Activism

Common shareholders have historically been of little importance in monitoring
corporate conduct. This is a result of the collective action problem, where the monitoring
costs are too high and fall on the activist shareholders, but the benefits flow to all
shareholders. Ideally, all shareholders would have a desire to monitor and take an active
role in their stock ownership. This simply will never occur, however, given the dynamics
of the current markets. Most shareholders are intimidated by Wall Street and the U.S.
markets. It has become commonplace today for shareholders of corporate America to
view their investments solely as a passive investment. Such a scenario, however, only
serves to foster the corporate governance problems that have recently plagued our
markets. Shareholders must be at the forefront of the charge to curb corporate governance
problems before the detrimental effects have been realized.

Increasing shareholder activism has been a common strategy touted by
commentators as a means of protecting shareholders. Such activism, however, has not
come to fruition for multiple reasons. Perhaps the biggest problem associated with
increasing shareholder involvement is that the common shareholder today only has a
minimal financial interest in numerous different corporations. This creates a problem for
shareholders in that the amount of time required of them to have any sort of impact on
corporate management is grossly inefficient. “Individual shareholders of large
corporations own too few shares to act independently and [are] so dispersed that the costs
of attempting to gather and discuss corporate strategy and policy are too high for a
private, individual stockholder to incur.”®9 Such an individual shareholder will thus “be
more inclined to sell his or her shares than get involved with the costs of communication
and negotiation between a body of diverse and dispersed shareholders.””100

Additionally, shareholders are at an extreme disadvantage in terms of access to

97. Carol Goforth, Proxy Reform as a Means of Increasing Shareholder Participation in Corporate
Governance: Too Little, but Not Too Late, 43 AM. U. L. REV. 379, 406 (1994).

98. See Craig C. Martin & Matthew H. Metcalf, The Fiduciary Duties of Institutional Investors in
Securities Litigation, 56 Bus. Law. 1381, 1395 (2001) (noting that institutional investors can influence
corporate litigation).

99. Adams, Corporate Governance After Enron, supra note 73, at 731.

100. Id.
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corporate information. Indeed, the SEC filing requirements do provide shareholders with
enough information to allow them to make an informed decision before making an
investment. However, in practice, the extreme amounts of information only serve to
intimidate investors and require shareholders to spend even more time sifting through the
mass amounts of data. In addition, common shareholders lack the immediate access to
confidential and other important strategic business information that is in the hands of
corporate management. Small-time investors today simply are not willing, and should not
be required, to devote such enormous amounts of time to monitoring their investments.

New rules and regulations may allow for common shareholders to be more active in
monitoring director conduct. Such regulations include new proxy disclosure requirements
directed to enhancing “the transparency of the operations of boards of directors.”101
Specifically, the new regulations enhance the existing disclosure requirements regarding
the operations of board nominating committees and further, require increased disclosure
of the means by which shareholders can communicate with directors.192 It must be noted,
however, that these new regulations do not mandate any particular action to be taken by
the company or the board of directors.103 Instead, these new disclosure requirements, by
increasing the transparency between sharecholders and directors, hope to give
shareholders yet another means of evaluating the companies in which they invest.104

The new regulations will serve to better inform shareholders as to how they may
participate in a company’s nominating process, in addition to how candidates are
evaluated.105 While these new regulations will serve to increase shareholder awareness of
the director nomination process, it is not yet clear whether such regulations will actually
result in increased sharecholder activism. Indeed, a lack of shareholder understanding
about corporate governance and director nominations contributes to the lack of individual
shareholder activism in today’s markets. However, these specific regulations do not serve
to make it any easier or less costly for an individual shareholder to nominate a director or
to combine his or her efforts with other individual shareholders to make significant
corporate governance changes. Even with the required additional disclosures,
management still maintains control over the information passed on to the shareholders
and thus controls the election process.

Currently, common shareholders have no efficient mechanism to logistically
accomplish the goal of instituting significant changes to the corporate governance system.
Increased awareness of problems may lead to other methods for bringing common
shareholders together and produce more activism. For example, corporate sponsored
Internet sites that provide extensive information to shareholders and provide a forum for
shareholder discussion, voting, or comments to directors and management could lead to
improved action by common shareholders. Alternatively, these web sites and discussion
forums could be set up by investors themselves. Corporations could choose to contribute

101. Disclosure Regarding Nominating Committee Functions and Communications Between Security
Holders and Boards of Directors, Securities Act Release No. 8340, Exchange Act Release No. 48,825,
Investment Company Act Release No. 26,262, 81 SEC Docket 2135 (Nov. 24, 2003), available at
http://www.sec.gov/rules/final/33-8340.htm.

102. Id.
103. Id.
104. Id.

105. Id.
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information to these investor sites and through this voluntary disclosure improve their
company’s view in the market, and possibly even their stock price. Even if companies
failed to participate in these investor sites, they could still be a cost-effective way of
bringing individual shareholders together, allowing easier information sharing and
collaboration among shareholders. Even more, increasing global corporate concerns can
be used to foster greater shareholder interaction.

These forums could improve individual shareholders’ access to information and
their ability to share information amongst themselves, but they are unlikely to result in
immediate shareholder involvement in corporate management and policy. Even if they
could be implemented immediately, which is doubtful, they would take time to develop
into a truly effective tool for corporate governance. And while they will serve to increase
shareholder knowledge, and thus activism at a beginning level, more is needed to provide
a more immediate and effective check on management.

B. Institutional Investors Must Lead the Charge

Institutional investors are in the best position to leverage their current influence
more aggressively to foster corporate governance changes.19¢ Institutional investors are
rapidly expanding their share in ownership of corporate equities, especially in specific
blue chip companies.107 Therefore, today over six trillion dollars worth of corporate
equities are owned by institutional investors.108 In effect, the increasing presence of
institutional investors as major shareholders in corporations has caused an evolution in
corporate governance.

These investors include a wide variety of institutions, such as: insurance companies,
banks, mutual funds, pension funds, universities, foundations, and organizations set up
for the specific purpose of being institutional investors.109 The largest institutional
investors are private and public pension funds and mutual funds.110 Together these
institutions own 76% of the equities owned by institutional investors.111 In particular,
these institutional investors represent a myriad of constituents and must have sustained
growth for present and future constituents.112

Institutional investors have several common traits that are important in assessing

106. See Helen Garten, Institutional Investors and the New Financial Order, 44 RUTGERS L. REV. 585,
588-89 (1992) (discussing a renewal in academic research on institutional investors as a force in corporate
governance).

107. Institutional investors now control about 60% of the stock in the 1000 largest U.S. corporations, and
the control is concentrated among the largest 25 institutional investors. See Lorene Yue, Large Investors
Control Market, DETROIT FREE PRESS, Aug. 20, 1998, at 1E (noting that “the 25 largest investors controlled
19.7 percent of total outstanding stock in 1997, up from 16.7 percent in 1996”); see also Adams, Corporate
Governance After Enron, supra note 73, at 728 n.20 (noting that institutional investors are gaining power).

108. Id.

109. See Adams, Corporate Governance After Enron, supra note 73, at 728 n.19 (describing an array of
institutional investors).

110. A.A. Sommer, Jr., Corporate Governance in the Nineties: Managers vs. Institutions, 59 U. CIN. L.
REev. 357, 361 (1990).

111. BD. OF GOVERNORS OF THE FED. RESERVE SYS., FLOW OF FUNDS ACCOUNTS OF THE UNITED STATES
31-32 (Mar. 6, 2003).

112. See Alfred Conrad, Beyond Managerialism: Investor Capitalism?, 22 U. MICH. J.L. REFORM 117,
140-44 (1988) (outlining the myriad of constituents and investors).
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their role as shareholders. First, institutional investors tend to acquire a significant portion
of stock in a corporation to gain a measure of control in the corporation.}13 These
institutional investors, therefore, not only have enough stock to have a controlling
influence, they also have business and financial incentives to be critical shareholders
looking out for the corporation’s best interest.114 Second, they tend to renounce the “Wall
Street Rule”115 and hold on to stock for the long haul.116 Because of their increased
holdings, institutional investors are less flexible in their ability to divest from large equity
interests.117 Therefore, institutional investors’ funds are locked into holdings on a longer-
term basis.118 Third, institutional investors are increasingly active in the governance of
the corporations of which they are shareholders.}1® Their increased ownership allows
them to act collectively in their interests with other institutional investors, making proxy
voting plausible.120 These concentrated ownership interests allow a few institutional
investors to exert pressure on management to improve performance, as opposed to the
scattered thousands of relatively uninformed individual shareholders.12

Given the size of institutional investor holdings and their ability to organize
shareholder activism, management and directors are likely more responsive to “outsiders
who circulate alternative policy proposals to major investors, make informal suggestions
for new director nominees . . . or solicit votes for a shareholder proposal” concerning
specific policy reforms.122 These institutional investors can use their dominating
positions to continue to strengthen the independence and fiduciary responsibilities of
corporate management to improve long-term financial performance.123

The California Public Employees’ Retirement System (CalPERS)124 provides an
example of the potential for institutional investors to influence corporate conduct.
CalPERS is one of the largest institutional investors in the market.125 It owns stock in

113. Richard H. Koppes, Institutional Investors, Now in Control of More Than Half the Shares of U.S.
Corporations, Demand More Accountability, NAT’L L.J., Apr. 14, 1997, at B5.

114. Adams, Corporate Governance After Enron, supra note 73, at 740.

115. See Warren F. Grienenberger, Institutional Investors and Corporate Governance, 1161 PRAC. L. INST.
65, 68 (2000). The “Wall Street Rule” is commonly described as the ability of a shareholder to sell her shares in
a company when she is unhappy with its corporate governance; institutional investors are unable to do this
because their large holdings would adversely affect the market price of the stock. Conrad, supra note 112, at
144-45.

116. Koppes, supra note 113.

117. See BOARD DIRECTORS AND CORPORATE GOVERNANCE: TRENDS IN THE G-7 COUNTRIES OVER THE
NEXT TEN YEARS 9 (1992) [hereinafter TRENDS].

118. On average, an institutional investor is likely to hold stock for a period of more than three to five
years. See id. at 22.

119. See infra notes 131-41 and accompanying text (describing instances of institutional investor
involvement in corporate governance). See generally Grienenberger, supra note 115, at 68—69.

120. Conrad, supra note 112, at 131-34, 146-48; see, e.g., Council of Institutional Investors, About the
Council, available at http://www.cii.org/about (last visited Jan. 28, 2009).

121. Adams, Corporate Governance After Enron, supra note 73, at 740.

122. John Pound, The Rise of the Political Model of Corporate Governance and Corporate Control, 68
N.Y.U. L. Rev. 1003, 1008 (1993) (quotations omitted).

123. See TRENDS, supra note 117, at 12.

124. For more information, see CalPERS’s website at http://www.calpers.ca.gov/ (last visited March 19,
2008).

125. Another major institutional investor is the Teachers Insurance and Annuity Association-College
Retirement Equities Fund (TIAA-CREF). See generally TIAA-CREF, http://www.tiaa-cref.org/ (last visited
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1600 U.S. companies!26 and provides a good example of the traits commonly found in
today’s institutional investors. When CalPERS feels a company is underperforming it
puts the company on its “Focus List,” rather than dumping the large amount of stock it
inevitably owns into the market.12? CalPERS then works with the directors of the
corporation to facilitate corporate change and improve the value and performance of the
firm.128 Independent studies suggest that the companies on CalPERS’s “Focus List” that
trailed the Standard & Poors Index (the S&P) by 89% during the five years before
CalPERS’s intervention outperformed the S&P by 23% in the five years after the
intervention.129

This is only one example of CalPERS’s shareholder activism. In addition, it
produces shareholder proposals and works for implementation of corporate governance
changes through proxy votes.130 In addition, CalPERS has created numerous guiding
principles for corporate governance, accountability to shareholders, accountability to
governmental regulatory agencies, and securities industry reform.131 These activities
have made institutional investors’ voices, such as CalPERS, heard in the corporate
governance arena.l32 Finally, CalPERS works with other institutional investors on
individual corporate issues as well as general shareholder rights issues.133

The Institutional Shareholder Services (ISS) is an independent organization, whose
clients include CalPERS, that aggregates the interests of institutional investors.134 It
provides reports on the corporate governance of companies, offers proxy voting services,
makes recommendations for shareholder proposals, and keeps institutional investors up to

Oct. 21, 2008).

126. CalPERS  Viewpoint, Why  Corporate ~ Governance  Today?,  http://www.calpers-
governance.org/viewpoint/default.asp (last visited Oct. 21, 2008).

127. Last year’s list includes: Cheesecake Factory Inc., Hilb Rogal & Hobbs Company, Invacare
Corporation, La-Z-Boy, and Standard Pacific Corporation. Reform Focus List Companies, http://www.calpers-
governance.org/alert/focus/ (last visited Jan. 21, 2009).

128. Id.

129. Id. Some commentators suggest that CalPERS may be unique in its successful shareholder activism
because although other institutional investors bring forth shareholder proposals and even pass them, they do not
change corporate firm performance. Bernard S. Black, Shareholder Activism and Corporate Governance in the
United States, in THE NEW PALGRAVE DICTIONARY OF ECONOMICS AND THE LAW 462—63 (Peter Newman ed.,
1998).

130. For example, CalPERS filed over 75 shareholder proposals between 1987 and 2000 and prevailed on
many of them. For a detailed list, see CalPERS shareowner proposals, http://www.calpers-governance.org/
alert/facts/default.asp (last visited Jan. 28, 2008).

131. See, e.g., CAL. PuB. EMPLOYEES’ RET. SYS., GLOBAL PRINCIPLES OF ACCOUNTABLE CORPORATE
GOVERNANCE (2008), available at http://www.calpers-governance.org/principles/docs/2008-8-18-global-
principles-accountable-corp-gov-final.pdf.

132. See supra text accompanying note 122 (noting that management and directors are likely to be
responsive to institutional investors).

133. See, e.g., Come Home to America, http://www.calpers-governance.org/tyco/recommendation.asp (last
visited Oct. 21, 2008) (describing Institutional Shareholders Services’ analysis of Tyco International); Support
Important Market Initiatives, http://www.calpers-governance.org/alert/initiatives (last visited Oct. 21, 2008)
(listing the industries that CalPERS educates and influences owners regarding new corporate governance
issues).

134. Black, supra note 129, at 460—61. RiskMetrics acquired ISS in early 2007. RiskMetrics Group,
Company History, http://www.riskmetrics.com/history (last visited Jan. 21, 2009).
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date on regulatory changes and industry news.13% An ISS recommended proposal will
likely receive 15%—20% more support in a shareholder proxy vote.136 This collaboration
with others,137 along with the efforts of individual institutional investors such as
CalPERS, gives institutional investors the information and organization necessary to play
a key role in corporate governance.

The relationship between institutional investors and corporations is amassed with
obligations. The company has the same obligations to institutional investors as it would
to any of its shareholders, including the duties of care and loyalty.138 Moreover,
institutional investors are also considered stakeholders. A stakeholder is “any group or
individual who can affect or is affected by the achievement of the organization’s
objectives.”139 For example, employees of a corporation, product suppliers, and
consumers of a corporation’s products are all stakeholders.140 Institutional investors
profit off corporations by recommending to their clients what stocks to purchase. If
institutional investors consistently recommend fraudulent companies, clients lose trust for
the institutional investors, and institutional investors will lose business. Because of this,
the business of institutional investors is also at stake when corporate malfeasance occurs.
Thus, in this way, not only are institutional investors shareholders, but they are
stakeholders, as their entire livelihood depends upon their reputation in recommending
companies that turn a profit. Therefore, stakeholder theory also applies to institutional
investors. The principle of stakeholder theory is that managers owe fiduciary duties to
stakeholders as well as shareholders.14! Thus, management must consider these groups
when implementing strategies for the organization.142

Institutional investors, on the other hand, because of their role as majority
shareholders, have a duty to minority shareholders. For instance, institutional investors
have the voting power to decide questions of corporate governance and the outcome of
proxy contests.143 Moreover, institutional investors have a duty to their clients to ensure
that the companies they recommend run smoothly and that they are recommending these
companies honestly and in good faith. In not doing so, institutional investors risk a loss to
their business. Thus, institutional investors are in the best position to affect change within
a corporation. They have the economic incentive and the power to assume a prominent

135. See Thuy-Nga T. Vo., Rating Management Behavior and Ethics: A Proposal to Upgrade the
Corporate Governance Rating Criteria, 34 J. Corp. L. 1, 4-5 (2008) (discussing ISS’s services); RiskMetrics
Group, supra note 134 (describing ISS’s history and RiskMetrics Group’s current services).

136. Black, supra note 129, at 460-61.

137. See, e.g., Council of Institutional Investors, About ClI, http://www.cii.org (last visited Oct. 21, 2008)
(discussing the Council’s goal to educate about corporate governance, shareowner rights, and related investment
issues).

138. See In re Anderson Clayton S’holders Litig., 519 A.2d 680, 689-90 (Del. Ch. 1986) (discussing the
rationale for rejecting plaintiff’s claims for fraud and corporate waste).

139. R.EDWARD FREEMAN, STRATEGIC MANAGEMENT: A STAKEHOLDER APPROACH 46 (1984).

140. Id.

141. Id.

142. See id. (discussing that an effective corporation deals both with people that can affect it, and people it
can affect).

143. Betty Linn Krikorian, Old Duties—Laying the Groundwork, in CORPORATE GOVERNANCE: CURRENT
AND EMERGING ISSUES 1, 7 (ALI/ABA Course of Study, Nov. 12, 1998), available at http://blk-
consulting.com/extracts/pdf/blk_ali_article.pdf.
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role in corporate governance.144 If an institutional investor wants to implement a program
that will benefit the company and improve the company’s functioning, because of the
duties of loyalty and care, the company will need to think about implementation. Thus, if
institutional investors decided to evaluate a company, grade a company, and suggest
changes for a company, the company would be forced to consider implementing the
recommended changes.

Corporate management has come to learn that it must be more perceptive to
shareholder interests aggregated in large units. If institutional investors can more
frequently come together and reach common interests and goals, shareholders will be in a
better position to impact the corporation, influence its direction, and improve its
performance.145 Institutional investors must use their position of influence to effectuate
change to the corporate governance system. One possibility is the implementation of full-
circle evaluations. The benefits of these systems combined with the power of institutional
investors would alter the status quo in corporate governance, increasing corporate
accountability and investor confidence.

IV. ANEW SOLUTION: FULL-CIRCLE EVALUATIONS AND THE INSTITUTIONAL INVESTOR

Shareholders and institutional investors have aligned interests in corporations and in
curbing corporate malfeasance. Perhaps implementation of a full-circle system is the best
way for shareholders and institutional investors to curtail corporate malfeasance. “The
concept of full-circle systems is simple: instead of traditional top-down information
collection methods, full-circle systems retrieve data from as many sources as
possible.”146 Traditionally, full-circle evaluations have been used by companies as a
means to evaluate managers of the company.14’ Even though shareholders and the board
of directors may not be directly involved in the full-circle appraisal process, management
behavior is shaped directly by this process and this type of evaluation system can be used
to monitor management’s activities. Further, the improved environment created by 360-
degree evaluations resulting from increased communication and a sense of job ownership
has an overall positive effect on a corporation’s efficiency, talent pool, and morale.148 All
of these factors increase a corporation’s profitability, which in turn benefits
shareholders.149 In short, full-circle systems are a low-cost part of the solution to the
corporate agency costs problem.

A. Full-Circle Evaluations

In order to be an effective corporate governance tool, companies should implement

144. Robert G. Vanecko, Regulations 14A and 13D and the Role of Institutional Investors in Corporate
Governance, 87 Nw. U. L. Rev. 376, 381 (1992).

145. Adams, Corporate Governance After Enron, supra note 73, at 732.

146. Adams, Using Evaluations, supra note 7, at 120.

147. See id. at 119 (noting that they have “steadily gained acceptance in corporate America throughout the
1980s and 1990s, not only as a decision-making tool, but as a means of evaluating management”).

148. See id. at 124-25 (citing survey results of more employee buy-in to corporate initiatives, and better
performance and results).

149. See id. at 123 (noting that shareholders benefit from the resulting higher profits, less turnover, and
more market share).
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full-circle evaluations instead of the more common overall board evaluation, self-
evaluations, and peer review. Full-circle appraisals were initially championed in the late
1970s by the Center for Creative Leadershipl®0 in Greensboro, North Carolina, which
referred to the systems as “developmental-only feedback.”1®1 Full-circle evaluations
steadily gained acceptance in corporate America throughout the 1980s and 1990s, not
only as a decisionmaking tool, but as a means for evaluating management. The
widespread popularity of these systems is due primarily to the success firms have enjoyed
after implementing them. Employees often laud full-circle systems as an important
component of their feeling of investment in the corporation, while managers are equally
pleased with the improvement of their personal managerial skills that comes with an
increased amount of quality feedback. Full-circle evaluations thus provide benefits at
multiple levels of the corporation. Increased employee job ownership and higher-skilled
management yields lower employee turnover, greater efficiency, and higher profits.

1. Critiques of Top-Down Systems

Full-circle evaluations grew out of the failures of the previous systems in the
management-employee evaluation context. Although top-down performance appraisals
are the conventional employee performance indicators, systems of supervisor-only review
have been attacked throughout the years. The idea of these appraisal systems has been
described as “alluring,” but when implemented, “the organization [becomes] the
loser.”152 One commentator described top-down appraisal programs as follows:

[A top-down employee appraisal program] nourishes short-term performance,
annihilates long-term planning, builds fear, demolishes teamwork, nourishes
rivalry and politics. It leaves people bitter, crushed, bruised, battered, desolate,
despondent, dejected, feeling inferior, some even depressed, unfit for work for
weeks after receipt of rating, unable to comprehend why they are inferior. It is
unfair, as it ascribes to the people in a group differences that may be caused
totally by the system they work in.153

The impact on management has been described in unfavorable terms as well:

Appraisal systems are disappointing to management for the following reasons:
grades or scores are likely to be invalid because everyone gets basically the
same scores; the scores are distorted when they have to be discussed with
employees; they can widen the differences between people who have to work
together; and they reflect bias. These are rating difficulties which are basically
the result of human tendencies, and limitations and attempts to overcome them
with a system or a form are likely to end in frustration.1%4

Although the critiques of the traditional evaluation systems are related to

150. The Center's homepage contains valuable information on implementing full-circle programs. Center
for Creative Leadership, http://www.ccl.org (last visited Jan. 21, 2009).

151. Mark R. Edwards & Ann J. Ewen, How to Manage Performance and Pay with 360-Degree Feedback,
COMPENSATION & BENEFITS REV., May/June 1996, at 41, 42.

152. W. EDWARD DEMING, OUT OF THE CRISIS 102 (2d ed. 1986).

153. Id.

154. Kenneth E. Richards, A New Concept of Performance Appraisal, 32 J. Bus. L. 229, 232 (1959).
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management-rated employees, the same sort of critiques exist when management and
CEOs rate each other, or in the current corporate climate, when management and CEOs
often have no one evaluating them. In the current corporate structure, the board of
directors and CEOs are supposed to be separate, each ensuring that the other does its job.
However, members of management choose CEOs, and the CEOs they select are usually
their friends or colleagues. As a result, even if companies implement an evaluation
system, the relationships between board members produce reviews where all board
members receive the same ratings and all are perceived as performing well. The value of
these evaluations is further hindered when they are conducted as a discussion during a
board meeting. An open discussion format does not allow for confidentiality and makes it
even tougher for the evaluations to provide useful information that can be an effective
check on board activities. This type of evaluation system neither monitors individual
board member performance nor produces positive change regarding the activities of the
board as a whole. With each member reviewing the board, they are all in part reviewing
themselves. This lack of independence often results in maintenance of the status quo,
with no effective critique of board composition, processes, and responsibilities or the
structure and composition of the board’s committees.

Moreover, the corporation writes the proxy statements sent out to shareholders
regarding the voting for corporate executives. Usually, shareholders get no alternative
information regarding why they should or should not vote for the executive. In fact,
shareholders get no alternative information regarding any corporate decision. This allows
directors to control the election of board members. The board nominates new members,
structures the board and its committees, and provides the information that shareholders
must use to make their voting decisions. Once again, there is no effective check on the
board’s actions. Shareholders are left to rely on the board’s information and, in essence,
the board’s good faith in monitoring itself.

Although new SEC regulations may improve the amount or quality of information
available to investors in proxy statements, it is unclear whether these new regulations will
have any effect on shareholders’ ability to monitor corporate activities. Moreover, the
new rules only require additional information be provided by management. This new
information may still be laden with bias as it is distributed by management. In essence,
the new rules increase the disclosure burdens on management, but fail to alter the system
in a way that will allow investors to effectively monitor management.

Thus, the same problems that occur in the management-employee system occur
where management rates itself. Everyone gets the same scores. These scores are distorted
because members of the board are critiquing their friends, whom they may know from
other boards. The greatest problem might be that the information sent to the shareholder
is laden with bias. Everyone in management has the same evaluation. The shareholder is
told that management and CEOs alike are all doing a great job, that the company is
profitable, and that the company is running smoothly. Thus, it is clear that there is a need
for some sort of outside evaluation.

2. The Full-Circle Structure and the Ability to Implement

Full-circle systems retrieve data from as many sources as possible. For example,
traditionally, a low-level manager’s superior(s) reviewed her performance, whereas in a
full-circle evaluation system, the low-level manager is reviewed not only by her
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supervisor(s), but also by her subordinates and peers. The most obvious value of full-
circle evaluations is the variety of perspectives taken into consideration. Instead of
receiving an evaluation based solely on a supervisory perspective, a manager is now
evaluated from multiple perspectives: not only as a subordinate, but as a leader, and as a
peer by individuals who likely have more daily contact with the manager than her
supervisors. Each manager, then, is reviewed from multiple perspectives, and in turn
reviews others in a corresponding role as reviewer.

Several major American corporations have been using full-circle evaluations for a
number of years. IBM may be the most notable example. IBM has successfully used full-
circle subordinate appraisals since the 1960s, when it began including questions about
management in its annual employee survey.1%® At IBM, subordinates are asked a variety
of questions about their supervising managers, including how well their managers “set
performance plans,” “provide feedback,” “emphasize quality,” and “explain key business
decisions.”®¢ Over 90% of IBM employees complete these surveys voluntarily and
anonymously every year, and the personnel research department carefully analyzes the
results. 17 The analysis focuses on average ratings, variability of responses, norms for
similar managerial situations, and any relevant, open-ended responses.1®® Based on the
analysis, every manager receives an action plan specifically developed for that manager,
as well as feedback from highly trained personnel.1%® IBM links major personnel
decisions to its full-circle evaluation system, maximizing the utility of the system
whenever possible.160

RCA has also placed a heavy emphasis on subordinate appraisals for personnel
decisionmaking since the 1970s.161 RCA uses a talent inventory based on a multiple
assessment approach to evaluate its managers.162 In the RCA system, five to seven
individuals within a manager’s network are selected to evaluate the manager.163 First, the
manager-evaluatee submits a list of potential evaluators including a number of
subordinates and at least one supervisor.184 The actual evaluators are then selected from
this group based on the frequency and significance of contact between each potential
evaluator and the employee to be evaluated.165 At least two of the selected evaluators
chosen are subordinates. Like IBM, RCA keeps the evaluators anonymous.166 As part of
the evaluations, subordinates are asked to indicate the extent to which the manager: (1)
performs several critical functions, including the extent to which the manager uses
subordinates’ input; (2) looks for ways to improve existing systems; (3) establishes
timetables and goals to measure the success of projects; (4) delays taking action on urgent

155. H. John Bernardin, Subordinate Appraisal: A Valuable Source of Information About Managers, 25
HuM. RESOURCE MGMT. 421, 425 (1986).

156. Id.
157. 1d.
158. Id.
159. Id.
160. Bernardin, supra note 155, at 425.
161. Id.
162. Id.
163. Id.
164. Id.

165. Bernardin, supra note 155, at 425.
166. Id.



Adams Final Do Not Delete 2/19/2009 7:10 PM

432 The Journal of Corporation Law [Vol. 34:2

requests; and (5) over-delegates to the point of losing control.167 Survey data at RCA
indicates that managers prefer these multiple assessments and consider the feedback from
the system to be preferable to traditional supervisor-only feedback.168

One of the newest trends in full-circle systems is to utilize the Internet to administer
the feedback instruments. In its simplest form, an Internet-based full-circle process
consists of a survey typically loaded at a website maintained by an outside consultant. A
corporate performance management systems administrator communicates with the
consultant to customize the surveys to the corporation’s individual needs. Once the
system is functional, employees are able to access the website and fill out the survey. The
administrator then sorts and organizes the results and distributes those results to
employees and managers via electronic mail. A supervisor will often follow up the e-mail
with a personal conference, providing in-depth analysis of the results and advice on how
to develop an action plan for the evaluated employee. The effectiveness of full-circle
evaluations is improved by using the Internet. Those improvements include
administrative ease, decreased evaluator overload, increased evaluator reliability,
independence of survey administrators, positive behavior change, and reduced costs.169

Although never used before, institutional investors could easily, and without much
added cost, evaluate management. Institutional investors already have much information
on management and on a given corporation’s structure. Thus, institutional investors could
implement the same type of evaluation as IBM. Institutional investors could answer
questions about management, how well management sets forth performance plans,
provide feedback, explain key business decisions, and similar questions. More
importantly, institutional investors could examine the compensation levels given to
executives, especially in relation to the company’s profits.

Institutional investors also could gather feedback from midlevel management
regarding the corporation. Midlevel management knows how well the company is
functioning on a daily basis and which parts of the company’s structure needs additional
work. Just as RCA uses subordinates to rate top management performance, institutional
investors could anonymously have midlevel management of corporations indicate the
extent to which management: (1) performs several critical functions, including the extent
to which the manager uses subordinates’ input; (2) looks for ways to improve existing
systems; (3) establishes timetables and goals to measure the success of projects; (4)
delays taking action on urgent requests; and (5) over-delegates to the point of losing
control.

Institutional investors can take this information and establish a talent inventory
based on the multiple assessment approach. Recommendations can be included so that
management knows how to change the company in order to effectuate positive change.
Moreover, comparisons should be made to other similarly situated companies. Thus, for
example, management might be given suggestions about how other companies handle
personnel decisions, or how more profitable companies are determining bonus incentives
for their executives. Thus, the system could be easily implemented. The institutional
investor would act as an outside consultant, completing a feedback instrument, evaluating

167. Id. at 425-26.
168. Id. at 426.
169. David W. Bracken et al., High-Tech 360, TRAINING & DEV., Aug. 1998, at 42—43.
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the results, and communicating the results to management, the board, and
shareholders.170

The only thing standing in the way of implementing a full-circle system is
management itself. Although the institutional investor may take the initiative in setting up
this type of evaluation system, its effectiveness may require buy-in from corporate
management. These people are highly successful and at the top of the corporate
hierarchy. They are not used to being evaluated and may even find it insulting.171
Without support from management, the institutional investors may find it more difficult
to gather the information necessary for an effective system. But, this scenario is unlikely
for a number of reasons. First, institutional investors’ large stock holdings make them
influential investors and give them the power to “force” buy-in from corporate
management. Second, a lack of support by management would be viewed as a negative
signal to the institutional investors and the rest of the market, which could negatively
impact the company’s stock price. Finally, the benefits to the company that can be
realized by implementing a full-circle system, especially one that provides outside review
of management, may be too great for management to overlook and their support will
follow.

3. The General Benefits of Full-Circle Evaluations

Given the increased use of full-circle evaluation systems over the last two decades in
evaluating and developing management, it makes sense for institutional investors to use
this mechanism to rate companies and their managers. While debate still rages over the
advantages and disadvantages of full-circle evaluation systems,1’2 more and more
companies have instituted and expanded their use.l73 In fact, a survey of American
Management Association (AMA) member companies revealed that 22% of those
surveyed used at least a partial full-circle system for appraising managers.174 In a recent
survey of Fortune 1000 firms, 90% of those surveyed indicated that they had
“implemented some form of multisource assessment for career development, or
performance management, or both.”7% In fact, many high-profile companies, such as
Walt Disney, General Motors, American Airlines, Intel, and DuPont, use full-circle
evaluations.176

170. See generally Robert Hoffman, Ten Reasons You Should Be Using 360-Degree Feedback, HR MAG.,
Apr. 1995, at 83-85 (describing implementation and characteristics of a 360-degree system).

171. Jennifer A. D’Alessandro et al., Board Evaluations, HRO ALERT (Holme, Roberts, & Owen LLP,
Denv. Colo.), June 1, 2004, at 1, 2, available at http://www.hro.com/files/file/publications/Corporate%20
Governance/Corporate%20Governance%2021307/Board.pdf.

172. These systems are also known as multi-source feedback (MSF) or multi-rater assessment systems.

173. Although this Article stresses the implementation of full-circle evaluation systems in American
corporations, it is interesting to note that many “of the freshest ideas for evaluating employees are coming from
an unexpected source: the public sector.” Dick Grote, Performance Appraisal Reappraised, HARV. Bus. REV.,
Jan.—Feb. 2000, at 21. Grote explains that public sector employers have improved their evaluation systems by
taking new approaches to the traditional top-down evaluations, including involving “team members” in defining
more clearly what an employee ought to do instead of merely evaluating what an employee is doing. Id.

174. Don L. Bohl, Minisurvey: 360-Degree Appraisals Yield Superior Results, Survey Shows,
COMPENSATION & BENEFITS REV., Sept.—Oct. 1996, at 16.

175. Edwards & Ewen, supra note 151, at 41.

176. Id. at 46.
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These giant corporations use full-circle evaluations because they increase employee
morale, develop better management, and improve lines of communication. These benefits
increase corporate efficiency, resulting in higher profits, less turnover, and more market
share, all of which benefit shareholders. In fact, full-circle systems yield so many
improvements for such a relatively low cost that a manager would arguably be acting
irrationally by choosing not to implement a full-circle system.

User surveys at organizations such as Hewlett-Packard, Disney, Monsanto, Intel,
Samaritan Health Services, and the University of Minnesota show that full-circle systems
are generally regarded as more fair, accurate, credible, valuable, and motivational than
traditional evaluation methods.1?” In the aforementioned AMA poll, respondents using
full-circle systems showed higher levels of satisfaction than those with traditional
systems.178 Respondents using full-circle evaluations felt that the systems improved
employee understanding and self-awareness, promoted communication between
supervisors and staff, promoted positive changes in work behavior, and promoted better
performance and results.179

Managers tend to have similar positive responses to the feedback they receive from
full-circle evaluations.180 Full-circle systems, which include subordinate appraisals,
provide managers with an opportunity to find out what image they project to their peers
and their subordinates.18l The full-circle system also plays a developmental function
because the results often translate into promotion and marketability. Although some
managers bristle at the introduction of full-circle evaluations, they are often converted
when they realize how much the systems open the lines of communication with their
subordinates and peers and clarify the weaknesses in their own style and skills.

In addition to the benefits discussed thus far, full-circle evaluations can also help
reinforce total quality management and continuous process improvement programs by
emphasizing customer service, promoting team building, decreasing hierarchies, and
shifting accountability from few to many.182 Full-circle evaluations also help to expose
previously undetectable weak links in management, provide clearer assessments of
developmental needs, reduce bias and subjectivity by using multiple evaluators instead of
a single evaluator, and personalize action plans more than traditional appraisal
systems.183 Further, full-circle systems are easy to implement, requiring only a human
resource staff or an outside consultant to complete a feedback instrument, evaluate the
results, and communicate the results to employees and managers. 184

Full-circle evaluations implemented by institutional investors would provide the
same benefits for management and corporations. Institutional investors can ask the same
questions and reach the same evaluators as in the employee-management context.
Because of this, full-circle evaluations can reinforce total quality management and

177. 1d. at 43.
178. Bohl, supra note 174, at 17.
179. Id.

180. See Bernardin, supra note 155, at 426 (noting that a study done at RCA found that managers preferred
the company’s 360-degree assessment system to the traditional supervisor-only system).

181. Id. at 427.

182. Hoffman, supra note 170, at 83—85.

183. Edwards & Ewen, supra note 151, at 44.

184. Id. at 43.
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emphasize customer service. Further, institutional investors’ market position and access
to information can lead to additional benefits. Institutional investors can tell management
what human resources practices are working best to facilitate team building, suggesting
successful changes if necessary. Because the institutional investor will have information
about the human resources and productivity of various companies, they will be in the best
position to suggest these changes. Moreover, institutional investors will be able to
evaluate management, how successful their strategies are, whether they are successfully
motivating employees, and whether or not the company is profitable. Institutional
investors will also be able to evaluate if the company and management are making the
company as profitable as it can be by comparing the company to other similarly situated
corporations. Most important, institutional investors will be able to evaluate management
compensation packages, determining if management deserves the compensation sought.
In doing so, this evaluation will prove a valuable tool in curtailing corporate malfeasance.
Thus, the full-circle system will result in promotion and marketability for the company
and its executives when implemented by institutional investors.

In addition to comparisons of management, the feedback from multiple sources can
provide additional benefits in the corporate governance area. The full-circle approach
gathers information on individual directors and on the board as a whole. This information
allows the board to find previously undetected weaknesses in senior management, as well
as on the board itself. Moreover, by assessing the board and company as a whole, the
evaluations can pinpoint previously unknown problems in the way the board or company
is structured. And more importantly, it gathers information from persons other than the
board members themselves, which reduces the potential for biased evaluations and allows
for a more effective review of the board activities. This improved review will lead to
increased board accountability and effectiveness.

4. Full-Circle Problems and Solutions

Full-circle evaluations produce some of the same problems that are inherent in every
evaluation system. These problems, however, can often be alleviated by fairly simple
solutions. One particularly frequent concern about full-circle systems is the reliability of
appraisals conducted by subordinates of their supervisors, especially when compensation
and career advancement are at stake. The potential negative effects on validity include
inflated ratings, less useful data for developmental purposes, and manipulation of the
system.185 In response to these concerns, some companies use full-circle systems only for
developmental purposes and completely divorce decisions regarding performance, pay, or
promotion from the system.186 In the 1990s, however, experts have found ways to
combat this potential problem with new methods of system implementation.

In order to decrease the inflation of ratings, the evaluation system should use
safeguards including trimmed mean scoring and respondent feedback.187 Often used in
Olympic events, trimmed mean scoring discards the high and low scores. Respondent
feedback also attempts to decrease ratings inflation by holding respondents accountable

185. Id. at 43.
186. Id. at41-42.
187. Id. at 43.
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for providing ratings that are not uniformly at the top or bottom of the rating scale.188
Studies at DuPont, Current, Intuit, and Arizona State University found that, generally,
score distribution did “not change... when an organization move[d] from a
developmental-only [full-circle system] to the use of feedback for performance
management.”189 In fact, two companies making the switch recently reported that
average scores actually decreased, indicating a higher level of accountability on the part
of respondents. 190

Full-circle evaluations have been criticized for use in performance management
because they can encourage evaluators to manipulate the system. Evaluators motivated by
friendship, hostility, peer pressure, or collusion may provide consistently high or low
ratings, hindering the effectiveness of the system. Research shows, however, that
manipulative responses are just as likely to occur in developmental-only systems as in
performance management systems. Further, safeguards can be put in place to combat
these effects.191 Respondent feedback is a primary solution to the problem, giving
evaluators an incentive to be honest.

Perhaps some of the common problems associated with full-circle systems can be
prevented by carefully managing the way feedback is handled.192 Feedback about
competence and behavior should be linked to development decisions, but not to pay
decisions, to avoid undermining trust in a 360-degree system and the corporation
itself.193 Results data, obtained from satisfaction surveys, should, however, be linked to
personnel and pay decisions because there is a distinction between competence and
results.194

Of course, the way feedback is handled when institutional investors implement full-
circle evaluations will be different. It would be ideal to say that because institutional
investors are more neutral, there will not be the same problems with collusion, peer
pressure, and hostility as seen in full-circle evaluations performed for management
decisions. However, this is not certain. Assuming that there may be some problems with
favoritism among companies, friendships between the institutional investor and the CEO,
or collusion, it would be best for institutional investors to carefully examine their use of
feedback. One possible solution might be for the institutional investor to independently
evaluate the company as to developmental decisions and pay decisions. In addition, the
institutional investor can then separately evaluate management based upon other
employees’ rankings. The institutional investor could average the two scores, or compare
the two scores, to ensure that they are fairly evaluating the company. Another solution
might be to have a three prong evaluation: (1) the institutional investor will evaluate pay
decisions by comparing the profitability of other companies to their management; (2) the
institutional investor will evaluate development decisions as in comparison to other
companies; and (3) the institutional investor will evaluate development decisions using

188. Edwards & Ewen, supra note 151, at 43.

189. Id.

190. Id.

191. Id. at 43-44.

192. For more information on a company that sells feedback management software, see 20/20 Insight
Gold, http://www.2020insight.net (last visited Oct. 21, 2008).

193. DennisE.Coates, Don’ t Ti e 36 0, TRAI®IRGISepA 1998, att7@ Pay
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the feedback of midlevel management. In addition, to the extent the evaluations are
carried out by multiple institutional investors, any favoritism by one institutional investor
is minimized by the reviews of other investors. In this way, each institutional investor
acts as a check on others to assure unbiased evaluations of companies and management.

Finally, confidentiality should be strictly maintained by limiting the amount of full-
circle data available to supervisors.195 The supervisor “should know the individual’s
average scores for various categories and how those scores compare to group norms. But
the manager does not need to see specific ratings or comments from the individual’s 360-
degree feedback report.”198 Corporations benefit from the information provided by the
evaluations to help employees set developmental goals, but evaluators are discouraged
from misusing the system.197 Keeping developmental feedback confidential enhances
trust while linking developmental feedback to pay and personnel decisions tends to
destroy it.198 In short, management and CEOs should see their scores from evaluators
outside the company. However, information provided by midlevel management within
the company should be kept confidential. This is the one way to ensure honesty in
evaluation. Moreover, this will ensure that there is no whistleblower problem if midlevel
management reveals problems within the corporation’s functions.

A new problem that arises when institutional investors, as outsiders, evaluate board
activities is the problem in availability of all information necessary to evaluate the
company and its management. In the normal management-employee context subordinates
may not have access to all the information needed to evaluate a manger, but the review is
conducted by that person’s supervisor who has access to all information needed to
evaluate that person’s performance, including information that may not be known to that
manager’s subordinates. If a subordinate’s lack of information influences the feedback,
the supervisor presumably can account for this because he or she has the additional
information. This may not be the case where institutional investors gather information.
Those providing feedback may not have the same information as the board or senior
management and this may affect their ability to accurately assess the board’s
performance. With institutional investors gathering the feedback and possibly lacking
access to this same information, the institutional investor may be unable to act as a
correcting force for the evaluators’ lack of information. In this situation there is a
potential disconnect between the board’s performance and the institutional investor’s
ability to assess that performance with less than complete information.

This potential problem is unlikely to hinder the effectiveness of institutional
investors’ evaluation of corporations and their boards. The full-circle evaluations gather
extensive amounts of information on board activities and only a small amount of this
information could be affected by information that would be unknown by some evaluators.
In addition, because the full-circle system gathers feedback from subordinates, peers, and
managers, it is likely that at least some people providing feedback will have access to all
the information that is available to the board. Even if one group of evaluators lacks all the
information needed, their feedback is combined with the feedback from others that do

195. Id. at 76.
196. Id. at 78.
197. 1d.

198. Coates, supra 193, at 78.
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have all the necessary information. Moreover, the company can conduct its own full-
circle evaluations and those with complete access to company information can collect the
feedback and properly adjust for any disparity due to information differences.

Another concern is the ability to keep any evaluation information confidential. If the
evaluation feedback is not privileged, it could be discoverable and used by adverse
parties in a lawsuit against the company.199 This could ruin the effectiveness of the
evaluation system as it could limit the information company employees would put into
the evaluations, and potentially, result in companies refusing to implement these systems
at all.

One possible solution would be to agree in advance that all evaluation materials be
destroyed, but this does not guarantee the information would never be disclosed.2%0 For
example, any destruction while the company is aware of any litigation could be
unlawful. 291 In addition, the destruction of the documents does not prevent adverse
parties from using the destruction as an inference of wrongdoing.202 Another possible
solution is the protection provided by the attorney-client or critical self-analysis privilege.
The critical self-analysis privilege is similar to the privilege that protects medical peer
review information, but it is recognized in only a few states.203 Using legal counsel to set
up the evaluation process may allow some information to be protected by the attorney-
client privilege, but it is unlikely the privilege would extend to all evaluation
communications.204 Although the protection of these privileges is uncertain, the
confidentiality is unlikely to cause problems due to the low threshold for management to
meet its duties, the business judgment rule, and the resulting presumption in favor of the
board. In this way, any negative information that may be discoverable in a lawsuit would
presumably have been reviewed and considered by management in their decisionmaking
and thus, protected by the business judgment rule and not result in a violation of their
duty of care.

Even if evaluation information is protected by privilege or will be of little use
against the company, the discoverability of the information could pose additional
problems. The feedback is typically provided confidentially to promote honesty, but with
this honesty comes the potential for negative information specific to each person
evaluated. Although this personal information may not aid any adverse party in litigation,
it may still be information that is damaging to the individuals involved. This could allow
an indirect attack on corporations by parties seeking disclosure of evaluation data in an
effort to publicize the negative information regarding individual board members.
Depending on the nature of the data, the information could be used to publicly criticize
corporate management or the company, and the company, in an effort to protect itself or
its management, may be more inclined to settle a lawsuit that has little or no merit. In any
event, the confidentiality issues and whether any privilege can protect the evaluation data
are far from certain and any system should be implemented only after considering the
possible effects and seeking legal counsel.

199. D’Alessandro et al., supra note 171, at 2.
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204. D’Alessandro et al., supra note 171, at 5.
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A company can decrease or eliminate the effectiveness of full-circle systems as a
performance management tool when it spends too little for a poorly organized full-circle
system, touts a full-circle system as a cure-all, or inadequately introduces and explains a
full-circle system to employees and managers. Additionally, the effectiveness of a full-
circle evaluation system is compromised if the corporation changes the way feedback is
used after the system is implemented, uses the system only for certain employees,
conducts all evaluations at the same time, or fails to adhere to a rigid schedule for
distribution, collection, and debriefing of information. Finally, a full-circle evaluation
system is less effective if the company provides feedback without also providing
solutions or suggestions for problem areas or allows a system to completely replace
personal, face-to-face coaching and direct communication.205

As with every corporate decision, the best way to maximize the potential benefits
and minimize drawbacks of full-circle evaluations is to devise a well-formulated
implementation plan in advance.206 When designing and implementing full-circle
systems a company should consider several questions.297 First, how will the new process
be communicated to team leaders, managers, and employees? Second, should full-circle
feedback be the only type of evaluation system used, or should the process be combined
with other appraisal systems? Third, how will staff be trained to use the feedback
instrument effectively? Fourth, should an outside consultant be hired? Fifth, can a
program be purchased off-the-shelf or should the process be customized for the
organization? And finally, is a computer-based evaluation or a paper-and-pencil form
more practical?208

The problems with full-circle evaluations exist not only when using them in
employment decisions, but also when institutional investors use them to evaluate
corporate management and corporate structure. To thwart these deficiencies with full-
circle evaluations, management should not rely solely upon the evaluations provided by
institutional investors. Management should establish a separate, internal system for rating
itself. However, because management may not do so, full-circle evaluations are an
important first step in combating corporate malfeasance.

Institutional investors can avoid some of the aforementioned problems by collecting
evaluations randomly, not always during the same month. For instance, assume that a
company’s sales are seasonal. If institutional investors only evaluated the company
during that season, profits would appear larger than at other times of the year. Moreover,
feedback provided by mid-level management might be strikingly different during the
corporation’s busiest time of year than at slower times. Therefore, institutional investors
should collect the data over time, averaging the data and throwing out the high and low
scores.

Another problem with these full-circle evaluations is that there is no way to
guarantee management will use them, or if they use them, use them effectively. They
may decide to use the system only for certain employees. Thus, to combat this problem,
institutional investors should provide very specific feedback. Detailed solutions and

205. Susan Haworth, The Dark Side of Multi-Rater Assessments, HR MAG., May 1998, at 106, 114.
206. See Hoffman, supra note 170, at 85 (describing ways to implement the feedback system).

207. Id.

208. Id.
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suggestions should be provided. Comparisons with similarly situated corporations and
management should be drawn. This will provide management with enough feedback so
that there will be effective strategies to implement and improve the company. If
management refuses to implement these suggestions, there may be a breach of the duty of
loyalty, a breach of the duty of care, or both. After all, if a full-circle evaluation in fact
increases the economic performance of a corporation, corporate directors may be required
to implement full-circle evaluations in order to fulfill their duties of care and loyalty to
shareholders.

B. A Potential Legal Requirement for Full-Circle Evaluations

Corporations may eventually have a legal duty to implement full-circle evaluations,
assuming that further studies are conducted that make the benefits of full-circle
evaluations even clearer. The basis of such a requirement lies in the duty of care and duty
of loyalty owed by corporate directors and executives to the corporation and its
shareholders. If an evaluation system, such as the full-circle system, is proven to increase
the economic performance of a corporation, the board of directors may be required to
implement such a system in order to fulfill its duty of care. Moreover, in certain
situations the duty of loyalty may also conceivably require corporate boards to implement
a full-circle system. Arguably, if a board or the corporate officers refuse to implement a
full-circle system despite empirical studies that demonstrate their economic benefit,
solely out of a desire to maintain or preserve their own positions, the board may violate
its duty of loyalty.

1. The Duty of Care

The director approached with the opportunity to implement a full-circle program is
obliged by her duty of care to properly inform herself of the benefits of the proposed
program before she can decide not to implement the program. The director cannot take
safe-harbor in the business judgment rule if she was not informed prior to making her
decision. Thus, it would be a violation of her duty of care to act prematurely.

A board faced with the decision of whether or not to implement a full-circle
evaluation system must make an informed business decision. A plaintiff filing a
derivative suit against a corporation that failed to implement a full-circle system would
need to show, that in making the decision, the board failed to consider information that
was both material and reasonably available to the board. In the existing corporate and
legal climate, a court seems unlikely to find that the failure to implement a full-circle
evaluation system constitutes a breach of the board of directors’ duty of care. Currently,
there is an insufficient number of studies that demonstrate the benefits of full-circle
evaluations, but there will certainly be more comprehensive studies undertaken in the
future showing the benefits of these evaluation systems. If these studies continue to show
increased worker productivity, more effective feedback information for managers, and
more satisfied employees, a board may be hard pressed to avoid converting to full-circle
evaluations. To do otherwise would be to ignore information that is clearly material to
making an informed business decision as well as information that is relatively available
to corporate officers. As the business judgment rule does not protect unintelligent or
uninformed decisions, such a decision by the board may come perilously close to
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violating the duty of care, amounting to an “uninformed business decision.” At best, the
decision would be imprudent and detrimental to the corporation in the long run.

Committees consisting of members of the board of directors are frequently
appointed to manage specific affairs of the corporation. Typical committees include a
nominating committee, which recommends nominees to the board to fill board vacancies,
a compensation committee, which deals with compensation agreements for senior
management, and a management development committee, which focuses on issues of
management succession at the highest levels of the corporation. These three committees
are most likely to deal with the implementation, maintenance, and use of the results of
full-circle evaluations.

The Revised Model Business Corporation Act specifically allows for the
appointment of such committees by the board, unless the articles of incorporation or
bylaws specifically prohibit such committees.299 Generally, the committees act with the
full authority of the board of directors.210 The committee members, however, may be
held to different and higher standards of knowledge and care than the board as a
whole.211 This distinction is based on the specialized responsibility of the committee
members. 212

Few cases have addressed the issue of committee member liability for breach of a
fiduciary duty. The leading case is Syracuse Television, Inc. v. Channel 9, Syracuse
Inc213 The court stated that “[h]aving injected themselves into the more detailed
management of the corporation and thereby acquired additional knowledge, [committee
members] are charged with that knowledge in judging their conduct.”?14 Additionally,
the comments to the 1974 amendment of the Model Business Corporation Act indicate
that directors sitting on a committee likely assume increased responsibility and are
consequently subject to greater liability.215 At least one commentator has also argued that
serving on a board committee “appears to impose automatically a higher standard of
care” for that director.216

It is plausible that any of the committees mentioned above (nominating,
compensation, and management development) would face the issue of whether the
corporation should implement full-circle evaluations. For example, it would seem entirely
reasonable for the management development committee, in attempting to improve the
management skill and style in the corporation, to consider switching to a full-circle
evaluation system. Because of the specific nature of the management development
committee, the board members on the committee would likely be responsible for staying
updated on trends and innovations in current management styles and approaches.

209. MoDEL Bus. Corp. ACT § 8.25(a) (2003).

210. Id. §8.25(d).

211. See Syracuse Television, Inc. v. Channel 9, Syracuse, Inc., 273 N.Y.S.2d 16, 27 (N.Y. Sup. Ct. 1966)
(requiring that greater diligence and stricter liability be imposed on the defendants as members of an executive

committee).
212. Id.
213. Id.
214. Id.

215. MoODEL Bus. Corp. ACT § 8.30 cmt. (1974).

216. Charles E.M. Kolb, The Delegation of Authority to Committeesofthe Boar d of Director s: Directo
Liabilities, 9 U. BALT. L. Rev. 189, 201 (1980) (stating that directors who serve on committees may be
expected to exercise a high level of due care similar to judicially created standards).
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Accordingly, the committee members should be aware of studies and articles relating to
the benefits of full-circle evaluations. As a result, failure of the management committee
or a similar committee to implement a full-circle evaluation system could be viewed as a
breach of the duty of care in light of this higher standard. An informed decision by
members of the management development committee would require more specific
information than would an informed decision made by the entire board.

2. The Duty of Loyalty

It is conceivable that corporate decisions not to use full-circle evaluations could also
violate the duty of loyalty. Questions concerning the duty of loyalty could arise in a
situation where the board of directors is cognizant of the benefits that full-circle
evaluations provide. This once again assumes that further studies have been conducted
that make it even more clear that full-circle evaluations provide great benefits with
correspondingly few costs. The scenario also posits a situation in which the board
believes objectively that implementation of a full-circle evaluation system in that
particular situation would result in a clear benefit to the corporation. Despite this
information, the board chooses not to institute full-circle evaluations for the sole purpose
of self-preservation. Directors faced with this situation could very well feel that
implementing full-circle evaluations may result in the promotion of more productive,
efficient, and progressive managers who may eventually threaten the directors’ jobs.
Basing a corporate decision on such a rationale might amount to a conflict of interest and
consequently a breach of the duty of loyalty.

Full-circle evaluation systems have the potential to provide significant benefits to
those corporations choosing to implement them.?1” These evaluations tend to increase
employee morale, better develop corporate managers, and improve the lines of
communication throughout the corporation. These benefits, of course, promote efficiency
and profitability.?18 They may also decrease the separation between ownership and
control while potentially providing a benefit for both shareholders and stakeholders.219
Not surprisingly then, many of America’s most successful corporations have chosen to
implement these systems, including Walt Disney, GM, and Intel.220 As a result of the
significant upside associated with implementing these evaluation systems and the
correspondingly few costs, it is possible that in the near future, corporations will have a
legal duty to implement these systems. To do otherwise might, at best, be viewed as
irrational and, at worst, a violation of the board’s duty of care or duty of loyalty.

Although one of these duties may someday require full-circle board evaluations, it is
far from certain. In addition, even if this duty becomes a possibility it will take time for
business studies to capture the knowledge needed to verify the merits of the full-circle
approach. And, once the support develops it will take additional time before the investors
and the courts react to the new duty. This uncertainty and time lag prevent the extension

217. See, e.g., Bohl, supra note 174, at 17 (documenting the positive effects of 360-degree assessments
enjoyed by companies that have implemented that method of performance appraisal).

218. Id.

219. Id.

220. See Edwards & Ewen, supra note 151, at 46 (providing information regarding the advantages and
disadvantages of employing a 360-degree feedback system).
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of corporate duties from being an effective tool for assuring corporate accountability and
increasing investor confidence. A more definite and immediate requirement is needed to
put pressure on corporations to implement their own full-circle evaluations systems and
to effectively use any information provided by institutional investors.

C. Company-Implemented Evaluation Systems

The problems with full-circle evaluations exist not only in employment decisions,
but also when institutional investors use full-circle evaluations to evaluate corporate
management and corporate structure. To thwart these deficiencies with full-circle
evaluations, management should not rely solely upon the evaluations provided by
institutional investors. Management should establish a separate, internal system for rating
itself. Although this may someday be required by corporate legal duties, the requirement
could be added immediately by SROs.

The benefits of full-circle evaluations, detailed above, should be enough motivation
for corporations to implement these systems on their own. In addition, institutional
investors and other sharcholders are calling for companies to increase their efforts on
board accountability and this push includes instituting board evaluation systems.221
Implementation of these systems may also lessen the cost for company directors and
officers’ insurance.222 These benefits, along with the minimal implementation cost, the
increased monitoring of board conduct, and lower chance of fraud, should increase
investor confidence in corporations that implement these systems. This in turn should be
reflected in companies’ stock prices, which should provide adequate incentive for
companies to choose, on their own, to implement a full-circle system.

Because corporations may still choose not to implement full-circle systems, the
adoption of internal full-circle evaluation systems may need to be “forced” on the
corporate world. For example, institutional investors could use their power to force
companies to implement these systems and there is evidence that this is happening. The
U.S. Corporate Governance Principles adopted by CalPERS recommend that companies
establish evaluation systems that assess the board’s performance as well as the
performance of individual directors.223 Alternatively, corporations may be forced to
conduct evaluations by self-regulatory organizations. For example, the New York Stock
Exchange (NYSE) now requires companies to conduct self-evaluations at least
annually.224 The problem with this requirement is that it fails to specify the form of the
evaluation that satisfies the requirement and there is little guidance on the scope of the
evaluations. The NYSE could easily alter its standards, providing more detailed
requirements for board evaluations. In addition, other regulatory bodies could follow a
similar path and force implementation of full-circle evaluations on corporate America.

Although board evaluation requirements are gaining support, there needs to be more
emphasis on the type of evaluation required and not just requiring any sort of board
evaluation. The most common types of board evaluations include evaluations of the

221. D’Alessandro et al., supra note 171, at 1.
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224. NYSE, Inc., Listed Company Manual § 303A.09 (2004), available at http://www.nyse.com/pdfs/
governance_guidelines.pdf.
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board as a whole, self-assessments by individual directors, and peer evaluations.225
Evaluation of the board as a whole is usually done by gathering feedback from all the
board members, either through questionnaires or discussion in a board meeting.226 In
self-assessment evaluations questionnaires are given to each director.22” Less common is
peer evaluation of board members where each board member evaluates every other
member.228 The problem with all of these approaches is that the board is evaluating itself
and no outside information is gathered. Whether assessing their own individual
performance, the performance of another board member, or the performance of the board
as a whole, all the information comes from someone on the board. Full-circle evaluations
would be a more effective corporate governance tool, but few companies use this type of
system to assess board performance. Institutional investors or SROs could alter their
policies to require not just board evaluations, but full-circle evaluations.

D. Full-Circle Evaluations, Institutional Investors, and Fraud Prevention

When evaluating the effectiveness of full-circle systems, it is worthwhile to consider
how such a system could have prevented corporate scandals like those at Enron and
WorldCom. Although the results cannot be certain, it is likely that if institutional
investors had monitored these corporations they would have prevented this type of abuse,
or at least discovered the abuse at an earlier time. Institutional investors, as outside
evaluators, would have made it tougher for board members to hide fraudulent activities.
While these corporations no doubt had outside evaluators, including accounting and legal
firms, institutional investors would not have had the same incentives as these other
outside parties. Institutional investors’ duty to sharcholders and their long-term
investment horizon makes them focus on companies’ long-term performance. In addition,
institutional investors would have performed their monitoring activities without receiving
any compensation from the companies themselves. In comparison, the accounting and
legal firms do not have the same incentives.229 These firms have duties to their respective
firms and the fees they were paid aligned them with the companies in the fraud, as all
benefited from continuation of the fraudulent activities.

It could be argued that institutional investors would not have had access to the
information needed to discover the abuses; that much of the information needed to
expose these schemes was in the hands of those orchestrating the fraud. Although there
may have been roadblocks to discovery, institutional investors and their full-circle
approach would have increased the likelihood of discovery. While the fraudulent activity
was complex and institutional investors likely would have relied on the opinions of the
companies’ legal and accounting advisors, this view fails to consider all the aspects of the
full-circle approach. Institutional investors would have gathered information from
multiple sources and not just the professional advisors. They would have solicited
feedback from employees and management. This would have provided a confidential

225. D’Alessandro et al., supra note 171, at 3.
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forum for any company employees that knew of potential abuses to share their concerns.
These concerns could then be evaluated and investigated by the institutional investor
instead of being covered up by the corporation. Moreover, institutional investors would
have been able to compare these companies’ activities to those of similar companies,
which could lead to further questioning of the corporate activities.

The effect institutional investors may have been able to have on these past frauds is
far from certain, but whether or not full-circle evaluations by outside investors could have
prevented all prior fraudulent activity, they are an important element in combating
corporate malfeasance and institutional investors are best positioned to implement these
evaluations. Institutional investors have the most information and the most resources to
evaluate corporations, and the most power to change corporate structure. The full-circle
system increases the chance of discovering fraudulent activities by gathering information
from several sources and providing a forum for company employees to share their
concerns. Institutional investors should begin using full-circle evaluations to evaluate the
board, management, and the corporation’s overall structure. The added monitoring of
board activities will lead to improved company performance, increased board
accountability, and greater investor confidence.

V. CONCLUSION

Institutional investors should take advantage of their influential position and wealth
of information and implement full-circle evaluations of companies and their
management. These evaluations provide substantial benefits to companies using them in
the employee-management context and these benefits are transferable when used to
evaluate companies and management. Further, the outside influence provided by
institutional investors alters the status quo, where all information passed on to
shareholders comes from management itself.

This type of system is needed to improve corporate governance, foster corporate
accountability, and ultimately, increase investor confidence. The traditional tools of
governance no longer provide adequate protection for shareholders. In addition, current
regulations fail to alter the system in a way that allows for effective governance.
Institutional investor-implemented systems would add a new and powerful source of
information and check on management and alter the current system. Corporations could
further enhance the benefits of full-circle systems by implementing their own internal
evaluations. If corporations fail to act in this manner, these systems could be forced on
them by SROs or their duties of care or loyalty.

Use of full-circle evaluations could have prevented the recent corporate
malfeasance. Although this cannot be proven, there is no doubt these systems would have
increased the chances of identifying the fraud. Given their potential to protect against this
type of conduct and the benefits to the corporation, full-circle evaluation systems should
be implemented by institutional investors, companies themselves, or both.



