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executives included sizeable bonuses for arranging and closing a successful
sale of the company.342 This strategy proved successful: the company's
performance improved, and Trados sold itself to a company called SDL for
$60M-a sum that, net of the $7.8M needed to pay the management
bonuses, almost satisfied the preferred's liquidation preference and left the
common with nothing.343 In a sense, the turnaround strategy was too
successful, as the improved business performance gave the common
shareholders some hope that their equity-which had long been zero-might
soon have some value.3 " The merger, of course, extinguished that hope, and
the common shareholders sued the board for a breach of fiduciary duty.345
Each of the preferred-appointed board members was employed by, and held
equity in, the venture capital funds that owned the preferred stock.34 6
In denying the defendants' motion to dismiss, Chancellor Chandler
held that the board had acted self-interestedly in cashing out the common for
no consideration when the company's financial fortunes seemed to be
improving.347 In essence, the merger had negative value to the common,
because their equity was extinguished when it still retained some significant
option value.348 In this respect, Trados can be usefully compared with the
hypothetical "bad faith" scenario discussed in LC Capital, in which the
merger had negative value to the preferred because it cashed out a
guaranteed stream of dividends for consideration of lower present value.349
Whereas LC Capital left the preferred to its own (non-existent) devices,
Trados intervened on behalf of the common.3 50 By finding the board to have
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1d at *3.
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Trados I, 2009 WL 2225958, at *3-*4.
344Id at *3.
34
at*1.
346
Id. at *1-*2.
347
Trados I, 2009 WL 2225958, at *9. The alternatives would have been sharing merger
consideration with the common, or waiting to sell until the improved business performance led to a
valuation in which the common would have obtained some consideration. See id. at *4. It is easy to
understand why the preferred shareholders disliked both options. The latter was far from certain,
and would have exposed the preferred to the risk that the company's value would actually decline;
the former would further reduce their already lowered liquidation preference. Id
348
Id. at *7. Strictly speaking, of course, common equity always retains some option value,
so long as it is possible for the company's business to turn around and become profitable. See id.
The key fact in Trados I was that it appeared, from the complaint at least, that the company's
business had already turned around. Id. It was not certain that the common equity would ever
regain value, but that prospect seemed to be more than a distant and remote possibility. Id.
349
Compare id, with LC Capital v. James, 990 A.2d 435, 438 (Del. Ch. 2010). For a
discussion of LC Capital, see supra Part II.E.
3

soCompare LC Capital, 990 A.2d at 438, with Trados I, 2009 WL 2225958, at *4.
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been acting in breach of duty by favoring the interests of the preferred, the
court forced the board to prove that the deal was entirely fair."'
Proving entire fairness turned out not to be a fool's errand for the
Trados directors. In an opinion issued after trial (Trados II), Vice
Chancellor Laster determined that the common stock had no value at the
time of the merger.35 2 He thus characterized the transaction as entirely fair,
even though he found that the directors had in fact acted in a self-interested
fashion and had engaged in unfair dealing."' This resolution of the case was
simultaneously justified on the facts and implausible in its outcome. The
court engaged defendants' contentions in detail and without credulity;354
indeed, it is difficult to pinpoint any significant flaw in its evaluation of the
record. At the same time, the idea that the common equity lacked any option
value makes little sense in a financial market in which deep-out-the-money,
soon-to-expire stock options trade with positive value. Ultimately, the
common's case was doomed from the start, because the record before the
court was shaped entirely by the actions and testimony of directors and
officers with a strong financial interest in an immediate sale."' Pointing out
inconsistencies and flaws in the defendants' account was no substitute for
affirmative evidence that, at the time of sale, the firm realistically could have
appreciated to a value in excess of the liquidation preference."' What the
common needed was a decision-maker inside the company seeking to
identify value for them or pushing back on the managers' convenient
determinations that the future was all downhill.
Taken together, the Trados opinions demonstrate both the viability of
and the need for DBC. In this case, the preferred stockholders used their
board control to avoid the sad fate of their counterparts in Equity-Linked

35

'Technically, Trados I decided a motion to dismiss, and so the court did not find the
directors to actually have breached their duties. Trados1,2009 WL 2225958, at *10. Nonetheless,
the clear thrust of the opinion's logic is that the board will not be protected by the business judgment
rule when they sell out the common stock for absolutely nothing. Id. As the court noted, "[i]t would
not stretch reason to say that this is the worst possible outcome for the common stockholders." Id. at
*7. Of course, the board will not be liable in a self-interested transaction if it can show entire
fairness. See DEL. CODE ANN. tit. 8, § 144(a)(3) (2011).
352Trados II,73 A.3d 17, 20 (Del. Ch. 2013). The Vice Chancellor inherited the case when
Chancellor Chandler left the Delaware Court of Chancery.
3Id. at 56-65.
3541d

3ss1d.
356

at 49.

The opinion scatters several references to inconsistencies in the directors' testimony
throughout its discussion of entire fairness, culminating in the Vice Chancellor's final assessment of
that testimony as "often problematic." Trados II, 73 A.3d at 76. Still, the plaintiff was unable to
demonstrate that the firm could make sufficient profits to keep up with the accumulating preferred
dividends. Id
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Investors and Thoughtworks.' The common, meanwhile, used the board's
fiduciary duties to form a first line of defense against a zero-value cashout."' But fiduciary duties proved inadequate to the task, as commonly is
the case in corporate law."'
The transaction might have looked different, and fairer to both parties,
if the executives had been compensated differently."' Directors who
answered to the common shareholders might have designed the merger
bonus package to incentivize the executives to obtain at least some value for
the common. For instance, they might have granted a large tranche of
common equity options with a strike price close to zero. Instead, the
preferred-controlled board gave the executives a sizeable bonus simply for
completing a deal for less than the liquidation preference.36 '
Taken together, the two Trados opinions have the potential to subtly
but significantly reshape the law, encouraging the preferred and common
shareholders to cooperate. It does not restore the peacekeeping paradigm,
but it does at least give each side enough weaponry to deter bullying on the
part of the other. As noted above, DBC levies some risks on the common
that cannot be neutralized by the common's compensation power 3 6-the
merger in Trados being just such a risk." When preferred-appointed
directors want to cash out their investment at the common's expense, there
may not exist any realistic compensation scheme powerful enough to change
those incentives. In Trados, for instance, the directors' equity in (and career
prospects with) the venture capital funds likely dwarfed in value whatever
directors' fees they might have possibly earned from Trados." Entire
fairness review helps protect the common against transactional exploitation,
and makes it possible for them to willingly cede board control to the
preferred."' That willingness is necessary for DBC to gain a foothold, and

337

See supra Part II.
3ssSee Trados 1,2009 WL 2225958, at *1 (Del. Ch. July 24, 2009).
.s.See id at *10.
360
See supra Part III.

Trados 1, 2009 WL 2225958, at *4 (noting that the executives were paid $7.8M in
merger-related bonuses).
As noted above, the compensation power is most useful to push back against a preferredcontrolled board's tendency to manage too conservatively. See supra note 66 and accompanying
text. It is of less use in a transactional context. See supra note 66 and accompanying text.
161Trados I, 2009 WL 2225958, at *7.
'"Id The company's CEO does not appear to have had exposure to Trados preferred. Id.
But the board gave him an incentive to support the transaction by means of a large bonus to be paid
out of the merger proceeds. Id. Under DBC, only common-elected directors would be able to
authorize such bonuses, and presumably they would not have done so unless the merger carried
some benefit for the common. See id.
365

see id
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for preferred to regain its viability as a generally available financing
mechanism.
For these reasons, Trados is better viewed as a victory for the
harmonious co-existence of common and preferred than as yet more
evidence of Delaware's hostility to preferred stock.3" Venture capitalists
likely view it far less favorably. As Professors Bratton and Wachter have
observed, the case empowers entrepreneurs or other common shareholders to
potentially block, or at least delay, the sale of a VC portfolio company with
negative common equity value."' That delay can serve the cause of
efficiency-for instance, if the VC's financial incentives lead it to sell the
firm below its true enterprise value3"-but also the cause of opportunism:
the common can extract concessions from the VC simply by bringing and
then settling derivative litigation.' On this view, TradosII is at best a mild
palliative.' While the VCs were able to prevail ultimately on the issue of
fair price,"' it can only be described as a close case. The Vice Chancellor
found that the board had engaged in unfair dealing, and even on the issue of
price, he characterized the board's evidence at trial as "strained," "overly
strident" and "exaggerated to the point of caricature."' These wounds may
have been self-inflicted, and it might be supposed that a different board of
directors would have produced a cleaner evidentiary record. Still, proof of
entire fairness typically requires a trial, and trials cost money." Trados II
might have reassured a nervous VC community, but it is hard to imagine that
it caused much rejoicing."
VCs, however, constitute a special class of preferred shareholders.s
They have little to gain from Tradosbecause they already enjoy what Trados

366
See, e.g., Melissa M. McEllin, Rethinking Jedwab: A Revised Approach To Preferred
Shareholder Rights, 2010 COLUM. BUS. L. REV. 895, 918 (2010) ("[T]he In re Trados

decision ... illustrates the low probability that preferred shareholders will prevail in preferential
rights situations.").
367
See Bratton & Wachter, supra note 29, at 1877-81.
368 When firms are struggling but not yet insolvent, preferred shareholders hold most (if not
all) of the downside risk and yet have little upside. See id. Thus, they have an incentive to sell the
firm for whatever price they can fetch.
"For example, the common may attempt to extract concessions from the VC by filing an
action against the board of directors if a decision made by the directors, such as a merger, does not
yield anything for the common. See, e.g., Trados IL 73 A.3d 17, 17 (Del. Ch. 2013).
37

oSee id at 76.
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Id at 66, 68, 71.
See supranote 353 and accompanying text.
374
See supra notes 372-73 and accompanying text.
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5See supra note 276 and accompanying text.
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makes possible: the prospect of obtaining some board control."' Divided
Board Control, as described in this Article, is aimed at more established
companies that currently have limited ability to raise preferred stock
financing.377 As discussed in Part I above, preferred stock can be an elegant
financing solution for firms with cyclical business models-one that permits
the common to obtain significant upside through financial leverage, with less
risk of total or near-total loss in bankruptcy."' To the extent that Trados
makes it possible for DBC to function, it can be seen as a favorable remedy
for preferred shareholders in general, if not for venture capitalists in
particular."'
It is also possible that DBC arrangements could help venture
capitalists, by restoring the disinterestedness of the company's executives. In
Tradositself, the executives were interested in the merger because the board
had granted them sizeable bonuses payable upon the company's sale."o
These bonuses incentivized both a quick sale and a good price, but not in
equal measure: the executives had more to lose from delay than they had to
gain from waiting for a price favorable to the common."' Even though the
bonuses increased non-linearly with increasing sale price, they were still
significant at low sale prices and scaled up more rapidly at the low end of the
valuation scale.382 For instance, the Trados CEO took home $2.34M at the
sale price of $60M."8 An $11 M increase in the sale price (which would
have netted a grand total of $3M for the common) would have gained him an
additional $430K, but an $1 1M decrease would have cost him $723K. More
importantly, delay risked of losing the transaction-and the multi-million
dollar bonus-entirely. Was the difference between the potential $2.77M
bonus and the actual $2.34M worth the risk of a much smaller bonus or even
none at all? Apparently the Vice Chancellor did not think so: he found that
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See supranote 366.
supra Part [U.
378
See supra Part I.
379
See supraPart 1.
37

7See

380

See Trados II, 73 A.3d 17, 20 (Del. Ch. 2013) (noting that the executives were awarded a
total of $7.8M
in bonuses upon merger completion).
38 1
1d
382
That is, the incentive plan paid out to the executives a percentage of the total merger
consideration, and that percentage itself increased as the merger consideration increased. Id. at 59.
Had the sale price been between $30M-$40M, the executives would have received only 6 percent of
the proceeds. Id. Had the management team been able to obtain more than $120M, they would
have kept38315 percent. Id.
1d
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the bonus plan "skewed the negotiation and structure of the Merger in a
manner adverse to the common stockholders. 3 8
Suppose, by contrast, that Trados had a divided board in which the
common held ultimate power over compensation. If so, this exact same
bonus plan might have been interpreted quite differently, as evidence that the
managers were incentivized to seek higher sale prices but did not believe that
a better price could be obtained. To the extent that the incentives were
improperly designed, the common shareholders would have had only
themselves to blame. Indeed, a common-approved compensation plan might
even have handed the board a victory on the motion to dismiss. Of course,
the compensation plan would probably have looked quite a bit different had
it been designed by the common. It would have been the product of
negotiation between the two classes of stock, and could easily have yielded a
more equitable result.
It is harder to assess whether Trados is sufficient to protect the
common from preferred board control. Technically, the holding of the case
rests on the fact that the directors owned equity in the funds that held the
preferred stock; thus, they were financially self-interested in the decision to
sell the company and pay off the liquidation preference.3 5 What if the
preferred shareholders had appointed directors loyal to their interests, but
who did not own any equity? This is a critical question: if the court will not
prevent preferred-loyal directors from pursuing transactions to exploit the
common, then the DBC grand bargain would collapse. Perhaps sensing its
importance, the Chancellor avoided the issue:
Each of these four directors was designated to the Trados board
by a holder of a significant number of preferred shares. While
this, alone, may not be enough to rebut the presumption of the
business judgment rule, plaintiff has alleged more."'
The second sentence was supported by citations to two conflicting
authorities: Citronv. FairchildCamera& Instrument Corp., which held that
a director's representation of one of the corporation's largest shareholders
"alone did not make him an interested director,""' and a contrary holding
from the Court of Chancery in Goldman v. Pogo.com, that directors who
"were the representatives of shareholders which .. .are both alleged to have

384

Trados II, 73 A.3d at 61.
"See Trados 1, 2009 WL 2225958, at *10 (Del. Ch. July 24, 2009).
386Id. at *8 (emphasis added) (internal citations omitted).
3

387

Citron v. Fairchild Camera & Instrument Corp., 569 A.2d 53, 65 (Del. 1989).
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had a direct financial interest in this transaction . . . ." were possibly

interested.'
This is not remotely a fair fight. Fairchild Camera is a
Delaware Supreme Court opinion that has been cited dozens of times, often
for its statements of foundational corporate law principles. 3 9 Pogo.com, by
contrast, is a minor Court of Chancery opinion that has been cited primarily
for its boilerplate recitation that "[a] claim of tortious interference with a
contractual right requires . .. a contract, a breach of that contract, and an
injury."' It is not hard to predict how a future court would resolve this
particular split of authority if forced to make a choice.
However, DBC may be viable without a position on director
independence as strong as that articulated in Pogo.com. As Airgas recently
discovered during its hostile bid for Air Products, directors are not
necessarily loyal to those who merely nominated or appointed them.3"' A
preferred shareholder bloc seeking to exploit the common would likely
appoint directors with deeper bonds of loyalty.392 Under existing precedent,
courts could easily find such directors to be interested. For instance, In re
PrimediaDerivative Litigation held that, when directors have "substantial
past or current relationships, both of a business and of a personal nature," it
can be inferred (depending on the facts, of course) that the directors felt "a
sense of owingness to their mutual patron" that would sterilize their
discretion.9 Whether the common can rely on the court sniffing out the
directors' loyalties is another question. Presumably, the preferred will seek
to appoint directors with whom they are not visibly associated but whom
they can trust to do their bidding.
Ultimately, the issue likely reduces to one of risk versus reward.
Obviously, the common would be unlikely to take any chances with board
control if it has little to gain by doing so. In most situations, perhaps, the

388Goldman v. Pogo.com, Inc., 2002 WL 1358760, at *3 (Del. Ch. June 14, 2002).
39

" See, e.g., Kahn v. Lynch Commc'n Sys., 638 A.2d 1110, 1114 (Del. 1994) ("For a
dominating relationship to exist in the absence of controlling stock ownership, a plaintiff must allege
domination by a minority shareholder though actual control of corporation conduct." (quoting
FairchildCamera,569 A.2d at 70)).
39
oSee, e.g., Allied Capital Corp. v. GC-Sun Holdings, L.P., 910 A.2d 1020, 1036 n.32
(Del. Ch. 2006) (quoting Pogo.com, 2002 WL 1358760, at *8). Its assertion that directors lack
disinterest with regards to powerful shareholders who appointed them has not been seconded.
39
tSee Air Prods. & Chems., Inc. v. Airgas, Inc., 16 A.3d 48, 103-04 (Del. Ch. 2011)
(noting that the three directors nominated by Air Products and elected in a subsequent proxy contest
voted with the incumbent board members to reject Air Products' offer and to maintain Airgas' poison
pill).
392
See supra notes 63-66 and accompanying text.
393
In re Primedia Inc. Derivative Litig., 910 A.2d 248, 261 n.45 (Del. Ch. 2006) (internal
citations and quotations omitted).
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common will be perfectly happy to issue debt, preferring the bankruptcy risk
thereby created to the risk of exploitation in a system of DBC.394 In some
circumstances, however, the common might sufficiently value the financial
flexibility afforded by preferred stock-in particular, the ability to defer
dividends in periods of financial stress-enough to acquiesce to DBC."'3
What seems clear is that DBC opens at least a possibility of the continued
viability of preferred stock as a financing vehicle outside of highly
specialized contexts.396 The Delaware courts should continue to expand its
protection of common shareholders from exploitation by the preferred, in
order to make DBC a viable option.
D. An Extra Benefit: Pay ForPerformance
The central purpose of DBC is to render preferred stock more
investment-worthy, and thus would-be preferred shareholders stand to gain
the most by its adoption."' However, DBC holds important ancillary
benefits for the common. One of them, as discussed above, is the utility that
might flow from the greater availability of preferred stock financing."' Less
obviously, but more importantly, DBC offers a mechanism by which
investors can reduce the agency costs associated with inefficient executive
compensation."
Executive compensation of large public companies attracts a wide
range of criticism, but one of the more persuasive arguments has focused on
the dissociation between executives' pay and their performance.400 As
Professors Fried and Bebchuk have long argued, currently dominant
compensation practices do not effectively motivate executives to manage in
the shareholders' best interests, nor reliably reward (or punish) them for
successfully (or not) doing so."'

While these observations have been

presented as part of a more comprehensive and highly controversial
"tmanagerial power" theory,402 one does not have to endorse their entire
argument in order to think highly of performance-sensitive compensation.

394

See Partnoy,supra note 31, at 804.
5See supra Part II.B.
396
See infra Part IV.
397
See supra notes 22-26 and accompanying text.
39
8See supra Part II.B.
' 99See supra Part ffl.D.
40
oSee generallyLUCIAN A. BEBCHUK & JESSE M. FRIED, PAY WITHOUT PERFORMANCE:
THE UNFULFILLED PROMISE OF EXECUTIVE COMPENSATION (2006).
401
See id. at 6-8.
402
See id. at 61-79.
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Perhaps the market price of a firm's common stock should not be the
ultimate benchmark of managerial performance, but surely strong market
performance is at least a goal and an indicator of managerial prowess.4 03 One
does not have to accept the idea that managers should focus solely on the
welfare of shareholders-to the exclusion of other stakeholders or other
members of the firm's production team-to be concerned that managers
focus too much on their own welfare. One need not be an advocate of
"shareholder power" to be concerned that vast quantities of corporate
resources are being inefficiently deployed, doing more to enrich executives
than to create economic value.4 0
There are several reasons why boards approve executive compensation
plans that under-incent. Perhaps most important is the board's own lack of
incentive to achieve optimality.405 Neither their wealth nor theirjob security
is likely to be meaningfully impacted by the amount of effort they devote to
compensation issues.406 Thus, they tend to delegate compensation matters to
consultants, human resources managers, or the firm's legal departmenteoeach of whom have incentives to recommend "safe" pay packages in lieu of
innovations that would actually increase performance-sensitivity. 40
Shareholders, in turn, lack a meaningful ability to hold the directors
accountable for their compensation decisions, by virtue of the 'bundling
problem.'409 The shareholder franchise permits only a choice between
403 Some commentators have argued that the obsessive focus by executives
and investors on
short-term stock price fluctuations has decreased overall corporate efficiency by promoting (or
fostering a culture of) myopic management. See David I.Walker, The ChallengeOflmproving The
Long-Term Focus OfExecutive Pay, 51 B.C. L. REV 435, 440 (2010) (collecting arguments linking
equity compensation to short-termism among managers). It is true that executives increasingly
massage earnings the more equity they hold, and that massaging earnings frequently sacrifices longterm performance-such as when a firm cuts research and development expenditures in order to
reduce present period costs. Id at 441-42. Moreover, the financial crisis of 2008 has made it more
difficult to view stock market prices as informationally efficient. Nonetheless, it seems unlikely that
stock market prices are either uninformative or dis-informative, or that the costs of myopia usually
outweigh the benefits of incentivized management. The burden of demonstrating either proposition
has not been met. Equity-based compensation is surely no panacea for the ills of corporate
governance, but it can contribute to agency-cost reduction if structured wisely in conjunction with
other mechanisms.
404
See BEBCHUK & FRIED, supra note 400, at 1.
405

See Kevin J. Murphy, Executive Compensation: Where We Are andHow We Got There

132, (Marshall Sch. Bus., Working Paper No. 204167), availableat http://papers.ssrn.com/sol3
/papers.cfn?abstract-id=2041679.
4061d

4 07

1d

at 140-41.

408ld

409

See Bebchuk, supra note 309, at 857 (describing how shareholders cannot punish
directors for individual decisions because their only means of discipline isto vote the directors out of
office, which they will not do if the directors' performance has been otherwise acceptable).
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candidates based on overall performance.410 Thus, shareholders are unlikely
to vote against a decently-performing board even if they are unhappy with
many of its particular decisions-such as compensation-if the alternative is
the risky decision to elect a slate of directors who lack experience with the
company and an established track record.4 1' In addition, psychological
factors likely play a role. Directors may feel beholden to executives for
helping them obtain (and retain) their seats; they may value friendship with
the executives; and they may simply be risk-averse, willing to over-pay an
incumbent CEO to avoid even a minimal risk that the CEO may leave for
greener pastures.4 2
DBC, by contrast, provides a structural remedy for most of these
shortcomings of the current process."' It operates by means of the logic of
necessity. Investors have to demand performance-sensitivity for executive
pay, because that is the primary lever by which to protect their interest in
risk-taking.414 As described above in Part III.A., executives and directors,
like preferred holders, naturally avoid risk: whereas they enjoy the generous
compensation, perks, and prestige that comes with their positions so long as
the company stays stable, they likely will lose their job and perhaps their
whole career if the firm enters distress.' If the board and thus the managers
answer to the preferred, risk-aversion will result, and the upside potential of
the firm-the most important economic interest of the common stock-will
be diminished.416 But this implicit collusion can be broken if the right
incentives are built into the compensation scheme. If managers' base
compensation is set fairly low, but the rewards for common stock
appreciation are very high, then the managers will gain an appetite for risk.4 7

0

41See id. at
4 11

836-38.

See id. at 857-58.

412See BEBCHUK & FRIED, supranote 400, at 4 (discussing these factors and other causes of
under-incentivizing compensation). In the last decade, an extensive literature on executive
compensation has developed, much of which criticizes the Bebchuk/Fried "managerial power"
argument that executive compensation reflects the power of executives in setting their own pay. See,
e.g., Marcel Kaban & Edward Rock, Embattled CEOs, 88 TEX. L. REV. 987, 1033-37 (2010)
(describing the recent diminishment of CEO influence over the board, including over matters of

compensation); cf Kevin J. Murphy & Michael C. Jensen, CEO Bonus PlansAnd How to Fix Them

5-6 (Harvard Bus. Sch., Working Paper No. 1935654), availableat http://papers.ssm.com/sol3/pa
pers.cfm?abstract id=1935654 (recognizing that even critics of the managerial power view,
including Murphy and Jensen themselves, acknowledge that executive compensation generally
under-incents executives to maximize the corporation's economic profits).
413
See infra notes 416-19 and accompanying text.
414See supra Part M.B.
4 15
See supra Part M.A.
416See supra Part M.A.
4
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See supra Part M.A.
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Many people would not risk losing a job that paid them two million a year
for a chance at ten, but they might risk a salary of half a million a year for a
chance at fifty.
Moreover, DBC provides mechanisms by which the common's
demands can be easily translated into action by the board's compensation
committee.418 First, it establishes clear accountability and expectations for
the directors elected to the compensation committee.419 They would be
elected specifically to optimize compensation, and the shareholders would
have fewer qualms about replacing those directors if their performance is
inadequate.420 The bundling problem would be solved because shareholders
would not have to (or be able to) to elect an entirely new, untested board in
order to address their unhappiness with the performance of the compensation
committee.42 ' Second, the common-appointed directors' own risk-aversion
would be redirected toward optimizing compensation.422 Their constituents
will fear the departure of a good executive less than collusion between
executives and the preferred, and so directors who want to keep their jobs
will err on the side of hard bargaining.423 Finally, the expectation of
collegiality on the board would be reduced.424 While the common, the
preferred, and the directors themselves would all prefer for the board to
function as a team, it would be understood by all parties that the directors
represented different constituencies with interests that occasionally
conflicted. If disputes are inevitable, the directors won't seek to avoid them
at all costs.
To be sure, DBC is no panacea for the many problems that plague the
executive compensation process, even if it were the case that all companies
adopted a DBC governance regime. It is easy, after all, to talk of optimal
compensation for executives; it is much harder, in practice, to determine
what that might be in real world situations. That practical reality does not
disappear just because directors have better incentives to strive for
optimality. Still, compensation is likely to improve if the directors'
incentives improve. That DBC can help in this regard is surely a feather in
its cap.

4

18

See infra notes 419-24 and accompanying text.
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See supra Part UL.A.
See supra Part HI.A.
421See supra note 411 and accompanying text.
422
See supra Part M.
42 3
See supra Part 1H.A.
424See supra note 414 and accompanying text.
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IV. CONCLUSION

Preferred stock has been placed in a difficult spot by the case law of
the past two decades. Its current plight recalls the warnings of the famed
investor (and mentor to Warren Buffett) Benjamin Graham, that the yield of
preferred stock is almost never sufficient to justify the risk of maltreatment
by the board.425 In large measure, the decline in its investment worthiness
has been a product of the increasing financial and legal sophistication of
directors and their advisors; the economics of and legal strategies for
exploitation have been widely disseminated. However, what innovation
produced, innovation can reduce. Preferred and common stockholders can
use those very same tools-such as distribution of voting rights and equity
compensation-to craft an equity structure characterized by harmony
between the different classes.

425

See BENJAMIN GRAHAM, THE INTELLIGENT INVESTOR 50 (1949) (arguing that preferred

stock should be "bought on a bargain basis or not at all" and that even the rare "good" preferred
stock is "good in spite of their investment form, which is inherently a bad one").

