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Abstract

Recently, corporate law scholars have compared levels of enforcement in different national economies.  This literature has acknowledged the importance of aggregate corporate litigation for American corporate governance.  Shareholder derivative and class action litigation have long been considered special elements of American private enforcement.  The private enforcement debate has revisited various aspects of derivative and class action litigation from a more comparative perspective with the express intent of paying closer attention to procedure.

Strikingly absent from the entire corporate governance and corporate litigation debate is a truly unique feature of American civil procedure that deserves special attention but has somehow been overlooked entirely:  the modern civil discovery regime.  In this paper, we attempt to fill this gap.  We argue that modern discovery – first established by the Federal Rules of Civil Procedure in 1938 – have had a profound impact on the evolution of corporate litigation practices in the United States.  

The United States is unique in how it structures the process of civil litigation, and in particular, the process of information or evidence acquisition.  In order to understand the essential elements of derivative suits and class actions, one has to analyze the core features of the American civil procedure system related to the discovery process and consequent decentralization of information gathering that it permits.  The structure of the civil litigation process as a whole gives civil litigants substantial control over collecting, organizing, and presenting information in the context of a civil law suit.  Not merely does civil discovery routinely afford litigants, regulators, shareholders and the public access to information about internal corporate practices.  But the requirement to produce such information during discovery ex post forces corporations ex ante to produce, collect, store, and maintain information about internal practices, business decisions, and control systems.  Because corporations must anticipate future involvement in litigation, civil discovery shapes corporate governance, organization and practice.

Most importantly, discovery which is expected to be conducted by the parties themselves, significantly decentralizes judicial power to investigate wrongdoing.  The discovery rules empower private parties to obtain information about corporate internal wrongdoing, who need not rely on the initiative and presence of the judge, but control important steps of the judicial proceeding themselves.

We argue that civil discovery and the threat of discovery itself, has significantly affected the development of corporate litigation, the private rules of corporate governance, the development of securities laws and corporate law, the evolution of case law and judicial precedents, and more generally the American corporate culture of diclosure of information.  Our arguments provide important normative prescriptions for the comparative corporate governance debate.
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I. Introduction
Professor Romano’s seminal work on The Genius of American Corporate Law set the research agenda for a virtual cottage industry in the corporate law scholarship.  Romano’s book offered an explanation for American exceptionalism in financial markets development based on the now well-known theory of a “race to the top” in corporate governance and capital markets regulation.  She identified the competition for state charters and the creation of a market for legal rules that allowed corporations to choose the legal system that governs their corporate affairs as a critical feature of “American exceptionalism.”  The genius of American corporate law, according to Professor Romano, rested on the consequences federalism for the evolution of American corporate and securities laws, which contrasted with much less successful institutional frameworks in other national economies.

Legal, economic, and financial scholars have been identifying, studying and debating competing theories about what variables serve as preconditions to capital markets development ever since.  The American Exceptionalism debate has moved through several stages, emphasizing characteristics of ownership structure,
 features of minority shareholder protections and the role of law,
 legal origins and their impact on judicial discretion,
 social norms,
 stock exchange rules,
 mandatory disclosure regimes,
 levels of public and private enforcement
, politics,
 and others. 

The debate that interests us in the present paper is the enforcement debate.  Recently, corporate law scholars have compared levels of enforcement in different national economies, i.e. the ability to achieve compliance with previously established rules through coercive mechanisms.  Scholars have distinguished public and private enforcement of corporate and securities laws.
  Public enforcement refers to enforcement actions by the State through its public agencies.  Private enforcement refers to legal actions brought by private parties vindicating their rights.  A substantial literature has subsequently focused on the importance of the private enforcement of U.S. corporate and securities laws, identifying the “intensity” of U.S. enforcement as a significant aspect of American exceptionalism.

This literature has acknowledged the importance of aggregate corporate litigation for American corporate governance.  Shareholder derivative and class action litigation have long been considered special elements of American private enforcement.
  The private enforcement debate has revisited various aspects of derivative and class action litigation from a more comparative perspective with the express intent of paying closer attention to procedure.

 Black et al., for example, surveyed procedural rules that affect the adjudication of directorial and managerial liability claims in the United States, Russia, France, Germany, Austria, Korea, and the United Kingdom.
  Although they claim to focus on “procedural issues,” Black et al. mostly confine themselves to analyzing who can file a claim, what the available filing mechanisms are, and how attorney’s fees and litigation costs are allocated among the litigants.

A different study by Coffee, arguing that the U.S. has designed a unique system of “entrepreneurial litigation,” similarly confines itself to examining the provisions specific to class actions, and to the incentives created by the American rule on fee shifting and the acceptance of contigency fees.
  Similar discussions relating to European law, as the EU Commission is considering the adoption of class actions and derivative suits on the American model, also concentrate on procedural issues that are typically within the purview of corporate and comparative law scholarship.

In this paper, we want to call attention to the failure of the private enforcement debate to tackle a critical feature of enforcement that is fundamental to the genius of the exceptionalism of U.S. corporate litigation.  We argue that, in order to understand the impact of private enforcement in the U.S., one must probe more deeply into U.S. civil procedure and its decentralization of judicial and regulatory authority.

Strikingly absent from the entire corporate governance and corporate litigation debate, and from the American exceptionalism theses, is a truly unique feature of American civil procedure that deserves special attention but has somehow been overlooked entirely:  the modern civil discovery regime.  We argue that modern discovery – first established by the Federal Rules of Civil Procedure in 1938 – have had a profound impact on the evolution of corporate litigation practices in the United States.  Even in the context of the private enforcement, and more specifically, of corporate and securities litigation, scholars fail to consider how modern civil discovery has shaped the distinctive overall design of U.S. civil adjudication.  Neither civil discovery, nor the procedural structure of civil adjudication that it informs, have been studied in any detail as potential determinants of the effectiveness of U.S. private enforcement in the area of corporate and securities laws.

The United States is unique in how it structures the process of civil litigation, and in particular, the process of information or evidence acquisition.  The thesis of the article is that civil procedure, and in particular the American civil discovery process, has had tremendous significance in shaping the evolution of corporate law and corporate governance practices in the United States.  In this paper, we argue that civil discovery and the threat of discovery itself, has significantly affected the development of corporate litigation, the private rules of corporate governance, the development of securities laws and corporate law, the evolution of case law and judicial precedents, and more generally the American corporate culture of diclosure of information.
In part II, we elaborate our claims that discovery is a key characteristic of American corporate litigation in that it decentralizes fact investigation and document gathering to the private parties, and permits the revelation of detailed information of corporate internal affairs.

In part III, we discuss the U.S. discovery system, explaining its historical foundations and the purposes of its creation.  We then compare some of the differences between the typical procedural rules in the U.S with those of civil law jurisdictions.

In part IV, we revisit Disney, one of the most striking examples of cases that failed to result in director liability, but that succeeded in transforming corporate governance precisely because of what was disclosed as a consequence of adversarial discovery during the process of litigation.  We then discuss whether the type of facts that were revealed in Disney could be made public in a civil law jurisdiction.  The comparison with the civil law system is important, because it shows how striking the contrast is between the American system of adversary discovery, that essentially requires parties to produce all evidence of the case, and an inquisitorial system, in which the judge has control over the development of a case and will only pursue limited discovery in connection with specific aspects of a claim.

In part V, we discuss the benefits that derivative litigation produces through discovery.  We consider how the threat of discovery itself defines the peculiar procedural features and standards of shareholder derivative actions.  We argue that the threat of discovery drives the occurrence of settlements and encourage the Special Litigation Committees to conduct internal investigations.  We also discuss the corporate therapeutics applied in settlement agreements as a mechanism that promotes corporate governance. 

Part VI considers the broader implications of civil discovery for the development of the enforcement debate and present some policy conclusions.  We argue that studies that try to assess enforcement in the U.S. underestimate the important role of discovery in corporate litigation.  We also raise serious questions about the export of disclosure regimes and mechanisms of aggregate litigation to civil law systems which lack the disciplining power of civil adversary discovery system.

II. Civil Discovery and the Decentralization of Judicial Authority to Investigate Corporate Internal Wrongdoing.

One reason why civil procedural rules have been overlooked until now is perhaps that these rules are not substantive rules of corporate or securities laws, but general rules that apply in all civil actions.  The focus of the corporate law literature on the “law on the books,” that is, on formal and substantive corporate law rules of civil adjudication has distracted attention from this special set of civil procedural rules, which define the reality of U.S. corporate litigation practice more than any other aspect of civil litigation.  The literature has largely ignored the role of fact investigation and discovery for law enforcement.  But to understand the disciplining force of derivative litigation and class actions, it is, in our view, necessary to look beyond liability, or the rules, standards, and procedural peculiarities specific to shareholder aggregate litigation, to the broad scope of civil discovery and the panoply of tools afforded to plaintiffs for fact investigation in the American adversarial process of civil litigation.  

Comparative corporate law scholars, moreover, have not taken the account of the history and comparative analysis of non-American procedural systems.  Indeed the comparative analysis of procedural systems is a quite daunting task, not least because the “rules on the books” must be understood in the context of a larger set of constitutional and administrative doctrines, judicial organization, and their resulting strategic implications for litigation practice.  As a result, comparative corporate scholars have larged ignored the role of civil procedure rules as determinants for important differences in international corporate governance. 
  To recognize the importance of rules on civil discovery becomes more important at the present time when both Europe and the United States are rethinking their systems for aggregate litigation.
  The commission in Europe is dicussing the adoption of class actions and derivatives suits based on the American model.  The focus of the debate has centered towards the usual elements that have been largely discussed by corporate law and comparative corporate law scholars, related to specific characteristics of the American system like opt-out class actions, contingent fees, and the “American rule” on fee shifting.  However, as we call attention in this paper, this focus diverts attention from the peculiarities that makes American corporate litigation distinctive for corporate governance.  In order to understand the essential elements of derivative suits and class actions, one has to analyze the core features of the American civil procedure system related to the discovery process and consequent decentralization of information gathering that it permits.

This oversight is remarkable in that so much attention has been given to the disclosure regime instituted by the 1933 and 1934 securities and exchange acts, when, at roughly the same time, the new discovery rules armed litigants with broad vastly expanded investigatory powers for obtaining information on corporate internal procedures, activities, and decision making.  The rise of discovery in private civil litigation parallels the rise of transparency rules and norms beginning with the establishment of New Deal regulatory agencies in the 1930s, which essentially implemented the same approach of monitoring by disclosure in, e.g., the securities regulation.  This development has been a bête noire for the business community ever since.  The Institute for Legal Reform, an affiliate of the American Chamber of Commerce, for example, states in a White Paper on Discovery that “discovery has become the focus of litigation, rather than a mere step in the adjudication process.”
  But it has been largely neglected by corporate law scholarship.  Whatever the cause of this oversight, it is certain that the U.S. rules of procedure are intricately related (both historically and functionally) to the basic principles that inform the U.S. style of regulating its national economy as we briefly review below.

The structure of the civil litigation process as a whole gives civil litigants substantial control over collecting, organizing, and presenting information in the context of a civil law suit.  Not merely does civil discovery routinely afford litigants, regulators, shareholders and the public access to information about internal corporate practices.  But the requirement to produce such information during discovery ex post forces corporations ex ante to produce, collect, store, and maintain information about internal practices, business decisions, and control systems.  Because corporations must anticipate future involvement in litigation, civil discovery shapes corporate governance, organization and practice.


Most importantly, discovery which is expected to be conducted by the parties themselves, significantly decentralizes judicial power to investigate wrongdoing.  The discovery rules empower private parties to obtain information about corporate internal wrongdoing, who need not rely on the initiative and presence of the judge, but control important steps of the judicial proceeding themselves.  The state faces significant resources and staff constraints on the effective investigation of corporate internal wrongdoing.  Economic policy, politics, and other factors also impact a state’s incentives to investigate corporate internal wrongdoing.  Unless there is a significant public outcry that demands action all these reasons converge to limit such judicial probes.  Enabling private parties, who have the appropriate incentives to investigate the facts in support of their specific claims is a powerful device for ensuring the effectiveness of private enforcement.
  The U.S. discovery system essentially affords private parties the powers of the state to investigate corporate internal wrongdoing.


The U.S. civil discovery rules transfer the cost from expensive investigation, document collection and analysis from the State to private parties involved in the lawsuit.  This takes a burden from the State, expedites the process and enables more in depth investigation by people who have the interests and expertise necessary to collect them.


In sharp contrast, in civil law countries, it is only a prosecutor who wields such comparable investigatory powers of the state.  Moreover, while prosecutors in civil law jurisdictions may pursue corporate internal wrongdoing – as exemplified by the Mannesman case – such investigations do not necessarily answer to the concerns of shareholders (or other corporate constituencies).

 Consider the following important, but so far unexplored, relationship between disclosure and discovery.  Disclosure under the securities laws proceeds ex ante in accordance with disclosure requirements that have been decided ex ante.  Once the disclosures have been satisfied, they are approved ex ante by the regulator.  Civil discovery, however, requires disclosure that was not mandatory at the time that a company was required to comply with the disclosure requirements.  Civil discovery thus fills the gaps and loopholes in public company disclosures.  Whereas disclosure operates ex ante, discovery operates ex post.  It allows private parties to seek additional disclosure in particular situations that were not specifically contemplated by the regulator.  Civil discovery therefore can be viewed as complementary to public disclosure under the securities laws.  It gives private parties the power to obtain additional information about particular transactions they wish to challenge.  Public disclosure occurs at a much more general level.  The result is that directors, officers and managers no longer have an expectation of privacy, as the discovery regime affords private litigants extraordinary access to corporate internal information.
The threat of discovery disciplines the entire corporate hierarchy, as has been repeatedly seen in case after case where litigation, even if it is settled without imposing liability, has routinely led to specific corporate government improvements, new internal controls, improved internal monitoring, and stricter policies of employee conduct and communications.  

We argue that discovery itself serves as a major deterrent to abuse, because every director knows that, even if there is almost no chance of personal liability, highly damaging and embarrassing revelations found in internal documents, emails, recorded messages, or confidential communications exhanged by the water-cooler with witnesses who may be deposed under oath, may be revealed in litigation discovery and become subject to public scrutiny.  Perhaps not for attorneys but certainly for competitive leaders of industry, the prospect of giving their employees, business associates, investment bankers, lenders and competitors insight into their close business relationships, social networks, business methods, decisional styles, organization, product development, sales methods, internal books and records is abhorrent – regardless of the outcome.
  

Not only do all companies fastidiously guard the confidentiality of just the kind of information that must be disclosed,
 but the discovery process (with interrogatories, document requests, requests for admissions, depositions of key firm employees and managers), once underway, threatens to expose to public scrutiny anything from minor lapses in judgment to serious wrongdoing, that could be entirely unconnected with the pending litigation. 

How damaging and embarrassing revelations arising out of civil discovery can be is evidenced in many key cases.  For example, in the Disney case, when the court allowed discovery, revelations of the specific facts emerged that no public shareholder would have known if it weren’t for the discovery process.  Ovitz, Eisner - respectively former CEO and Chairman of Disney - and the other board members did not incur personal out of pocket liability.  However, all their actions were exposed to American society producing huge public outcry.  Delaware Courts emphasized that their actions were not to be considered a model of corporate governance, and were to be condemned.  

The Disney case clearly shows that discovery provides access to otherwise concealed information on the day-to-day management of corporations.  Discovery enables the disclosure of internal corporate practices that would not otherwise be revealed to public scrutiny.  This promotes progress in corporate governance.  Corporate governance practices are shaped by the facts that are learnt in discovery.  The disclosure of these practices originates public criticism in a process that naturally feeds corporate governance debate and practice, resulting in improvement and diffusion.  Companies may change their business practices because of the threat of discovery – even when plaintiffs don’t succeed on the merits of the case.  

As we discuss below, the internal investigations conducted by the Special Litigation Committees and the threat of discovery influence companies to change their corporate practices even when they settle disputes.  Corporate lawyers call this process as “corporate therapeutics” which are prescribed and adopted by companies in settlements with plaintiffs.  As a matter of fact, threat of discovery not only influences corporate governance, but entirely shapes the development of corporate litigation.  Many steps and proceedings of a civil suit can be better understood once one acknowledges strategic decisions that parties in litigation undertake in order to obtain or to resist discovery.


Discovery also promotes a culture of transparency.  It fosters a mentality of constant scrutiny of business affairs and incentivates monitoring by private parties.  We refer to these constant demands that private parties make to request and obtain further information from fact as the “discovery culture”.  The differences produced by the “discovery culture” for the American corporate practices also affords a very compelling explanation on the reasons why the disclosure systems and systems of corporate litigation imported to other nations in the vast majority of the cases work poorly in practice.

III. Comparing U.S. Civil Discovery  With Civil Discovery In Civil Law Jurisdictions

In this part, we describe the broad structural differences between U.S. civil litigation and the adjudication of civil disputes in civil law jurisdictions.  The U.S. civil discovery process, as we shall see, is at the core of the “procedural revolution” brought about by the new Federal Rules of Civil Procedure in the late 1930s.  We give a somewhat detailed account of the scope and the variety of tools of discovery in the U.S. system, the role of judges and attorneys in fact investigation, and the significance of adversarialism as a catalyst for vigorous discovery.  We then compare the U.S. system to the laws and principles that inform the civil adjudication process in civil law countries and affect the ability of litigants to obtain information about corporate internal wrongdoinog and governance failures.  Here too, we examine in some detail the role of the judge, of the parties, the pleading requirements, and the development of the evidence in civil law countries.  In this draft, we limit our consideration of how specific provisions of civil law procedural codes impact fact investigation to examples from German, Brazilian, and Italian law.  We show that breadth and depth of the scope of civil discovery in the United States has no analogue or functional equivalents in civil law systems of civil adjudication. 

A. The Origins and Significance of U.S. Civil Discovery

The significance of modern civil discovery for corporate governance is not an unintended consequence of the rules.  The modern rules originated with the same legal realist philosophy that informed FDR’s New Deal legislation and helped revolutionize the governance of U.S. markets in the 1930’s.
  The Rules Enabling Act, which authorized the judiciary to develop and promulgate new rules of civil procedure for Article III courts, was passed in 1934 together with the second wave of New Deal legislation that included the Securities Act of 1933 and the Securities Exchange Act of 1934.
  The rules were adopted in 1937, and became effective in 1938.

For the generation prior to the crash of 1929, governance of the economy had been marked by laissez-faire capitalism, strong cycles of economic boom and bust, anemic efforts by the federal government to discipline big business (especially the financial industry), and significant constitutional barriers to economic and social legislation by federal and state government.   Roosevelt’s New Deal responded to the devastating economic and social consequences of the depression that followed the 1929 market crash by centralizing the regulation of all aspects of the economy (including banking, securities markets, labor markets, etc.) in new federal agencies.  The new agencies would have independent authority to gather and analyse data, write regulations based on the conclusions of experts, investigate violators, adjudicate violations in administrative courts, and seek criminal prosecution of violators by the Department of Justice. 

As is well know, the New Deal was heavily influenced by the rise of the social sciences and their increasing influence on the leading legal minds of the day.
  In 1905, Roscoe Pound’s sociological jurisprudence famously decried adjudication based on the “law in the books,” that ignored the “law in practice.” The Legal Realists took up the challenge of sociological jurisprudence and expanded their toolbox to include the methods and insights of the other social sciences.
  Legal Realism took hold in the leading law schools of the country (Yale Law School), began to influence legal practice (Brandeis Brief), and enjoyed its champions on the Supreme Court (Holmes, Frankfurter, Brandeis).  The goal of legal realism was nothing short of a modern revolution in governance.
  When the Democrats assumed control of the federal government after the 1929 crash, Roosevelt turned to the Legal Realists to implement the sweeping changes to the federal government’s regulation of economy and society.

Charles Clark, the Dean of Yale Law School and the hotbed of legal realist thinking at the time, became the Reporter to the Judicial Conference’s Advisory Committee on Civil Rules (“Committee” or Advisory Committee”) responsible for drafting the new rules.
  Another Yale Professor, William Douglas, later to be appointed to the Supreme Court, brought the same legal realist agenda to bear on bolstering the new disclosure regime under the Securities Act of 1933 and implementing the Securities Exchange Act of 1934, which regulated the securities markets and created the Securities Exchange Commission.

The goal of the reformers was to implement the core principles of their progressive revolutionary agenda.  The legal realists and their peers in the social sciences sought to place governance on a scientific footing, turn over the details of public administration to experts, thereby to create a modern state that would promote social welfare.  Unfettered competition would be tempered by social cooperation.  Scientific decisionmaking by experts based on objective data would replace haphazard judgments by lay politicians based on prejudice or political opportunism.  Centralization would overcome the unsurveillable thicket of state and local governance regimes, and assure uniform, rational policies based on empirical evidence.

According to the legal realists, the “law on the books” that judges relied upon to decide cases was unscientific.
  Common law adjudication was not based on what the social sciences would count as evidence.  And it did not employ inductive or deductive reasoning. According to this critique, the prevailing orthodoxy relied on reasoning by analogy from nineteenth century legal categories that were outdated.
  They failed to reflect current social and economic practices.  At any rate, they were too abstract to make relevant distinctions.
  Common law adjudication gave higher courts discretion to, in effect, make public policy by incremental changes in the law.  These policies did not promote social welfare, but in the words of Wesley Hohfeld reflected little more than “what the judge had for breakfast.”

The Rules Enabling Act authorized the promulgation of new uniform federal rules of procedure, where previously federal district courts followed the procedural rules of the State in which the district was located.  The arcane and esoteric nineteenth century writ system would be abolished.  The outcome of litigation would no longer depend principally upon the skill of adversaries to manipulate the complicated pleading rules and other technicalities.
  The new rules created a single cause of action, permitted the pleader to state multiple, alternative, and even mutually inconsistent claims, and joined bills in equity with actions at law.  Pleading became a simple affair that, in simple negligence cases, barely required the assistance of council.
  All that was needed was an ordinary language complaint (no magic words required) making a brief statement of the claims that would give the defendant notice of the claims against him.
  The goal was the resolution of disputes on their merits and in the interests of justice.  The rule-makers explicitly rejected dismissals based on technical defects in the pleadings before the plaintiff was given the chance to develop facts in support of his claims.
  Instead of deciding cases at the pleading stage or at trial, the new rules placed great emphasis on broad fact investigation by the parties themselves during an extended discovery period that would unveil the facts and circumstances of the dispute to both parties. 

In accordance with the distrust in judicial authority, the rulemakers used their (centralized) authority to unify procedures as an occasion to devolve authority previously concentrated in the hands of the judge on the parties’s adversaries themselves.  The new discovery regime decentralized the authority of the court to force witnesses to appear before court, and litigants and third parties to turn over documents.  The modern rules armed adversaries with the court’s power of subpoena to depose witnesses under oath outside of the presence of the judge and to obtain documents and to compel their adversaries and third parties to submit to extensive fact investigation.  The adversaries received an entirely new panoply of tools to unearth information.
  Expanding on and granting a right to discovery mechanisms, such as depositions, that were sometimes permitted in courts of equity (in much more limited circumstances), and combining the most liberal discovery rules to be found within the several States (and beyond), the reformers changed the nature of civil trials.
  There was no precedent for the combination of liberalized discovery that the rules committee drafted.
  The rules went further than any jurisdiction’s discovery provisions.
  Although the Federal Equity Rules contained some provisions for depositions and the subpoena duces decum that authorized the procurement of documents, these tools were essentially limited to situations in which witnesses were unavailable to examination in open court and required good cause.
  

The reformers recognized the unprecedented and experimental character of the new rules.  Their approach “complemented the legal realist movement[‘s]” emphasis on “the importance of amassing all of the facts before deciding social policy or a case.”
  The new discovery was analogized to the new scientific tools of observation.  According to Ragland, one of the main proponents of modern discovery, a “lawyer who does not use discovery procedure” is like “a physician who treats a serious case without first using the x-ray.”
  Discovery would place civil adjudication on a more rational, scientific foundation.  Bringing out the facts in discovery and requiring adversaries to show all their cards on summary judgment before trial (on pain of being barred from introducing the withheld evidence at trial) eliminated the element of surprise at trial, and could better inform settlement negotiations. 

Sunderland, who was responsible for drafing the modern discovery rules, described the central role of discovery as follows:

It is probable that no procedural process offers greater opportunities for increasing the efficiency of the administration of justice than that of discovery before trial.  Much of the delay in the preparation of the case, most of the lost effort in the course of the trial, and a large part of the uncertainty in the outcome, result from the want of information on the part of litigants and their counsel as to the real nature of the respective claims and the facts upon which they rest.”

Perhaps the most striking discovery tool adopted was the deposition.  Attorneys were given the subpoena power to examine witnesses under oath and on the record without the involvement of a judge.  Deposition testimony could be used as evidence at summary judgment and at trial.
  The power to examine witnesses, including witnesses who were not expected to be called at trial, during lengthy depositions at which deposing attorney could ask – and the witness was forced to answer – virtually any question that was even tangentially related to the claims and defenses of the parties, regardless as to whether the question sought hearsay or other inadmissible evidence, was not merely unprecedented, but shocking even to one of the members of the Advisory Committee itself.  The significance of this new tool of discovery cannot be understated.  Not only was the attorney given the power to subpoena party opponents, but the nature of the questions that could be asked went far beyond anything that an attorney might be authorized to inquire into on the witness stand in court.
  Subrin reports on the following colloquy to describe the tremendous concern by conservative members of the bar, such as Senator Wharton Pepper, who was appointed to the Adivsory Committee that drafted the Rules:

Sen. Pepper.  “This sort of power given to a plaintiff is simply going to be used as a means of ruining the reputation of responsible people.  You bring a suit against a man, without any ground whatever – the president of some important company, the president of a utilities company or a bank or something.  You take his deposition, have the reporters present, and grill him in the most unfair way, intimating that he is a burglar or murderer, or this, that, and the other.  He has no redress, and the next morning the papers have a whole lot of front-page stuff . . . 

Chairman Clark.  It is too much like some of these Senate committees you used to sit on.  (Laughter)

Sen. Pepper.  Exactly; and that is where I got a taste of the kind of lawlessness that ruins people’s reputations without the opportunity ever to redress the harm that is done.

The Senator was, indeed correct, in his statement that the deposition rules,
 together with the rules governing the permitted scope of discovery,
 gave plaintiffs (but also defendants) much the same authority as a Senate Committee.  It is noteworthy, that, it took nothing less than this type of authority to investigate and uncover coercive, deceptive, and collusive practices among corporate and financial elites in the period before the rise of private enforcement through civil litigation.  As reported by Brandeis in Other People’s Money (1914), it took the Congressional Pujo Committee investigation (1912-1913) too uncover the inner workings of a highly concentrated group of Wall Street bankers who used a sophisticated financial network of over 300 interlocking directorships to exert significant control and influence over the U.S. economy and monetary system. The investigation resulted in the passage of the Federal Reserve Act of 1913 and the Clayton Antitrust Act of 1914.  Similar Congressional investigations followed the financial crises of the 1920s and early 1930s.

According to Professor Hazard the new rules of civil procedure led to a new role for civil claims as “an integral part of the law enforcement in this country.”
  And in particular he concluded that “the scope of discovery determined the scope of effective law enforcement in many fields regulated by law.”
 

B. Scope and Practice of Civil Discovery

The federal rules established a discovery regime that was (and still remains) broader in scope than anything seen before.  Plaintiffs and defendants are entitled to:

obtain discovery regarding any matter, not privileged, which is relevant to the subject matter [now “claims and defenses”] involved in the pending action.  The information sought need not be admissible at the trial if the information sought appears reasonably calculated to lead to the discovery of admissible evidence.  (emphasized)

“Relevancy” is interpreted liberally.
  “Subject matter” discovery
 thus permits the broadest possible scope for the party’s fact investigation.  It applies to questions and topics at deposition, document requests, and interrogatories, and other discovery tools (with some exceptions).  The burden of proving relevance is not, in the first instance on the party seeking discovery.  The responding party must challenge a document request or interrogatory by specific objection.  Before the parties can seek an order from the judge either to compel or to protect them from discovery, they must try to work out their disagreement amongst themselves.  The involvement of the judge in discovery is strongly discouraged, not least by requiring a party that loses an unreasonable discovery motion to pay the costs of the opposing party.
  Objections based on lack of relevance are typically the weakest kind of objection and parties are well advised never to go before a judge to seek a ruling on such grounds.  Similarly, in the context of a deposition, witnesses are required to answer even irrelevant questions to the extent that they do not harrass the deponent or seek privileged information.


Valid objections to discovery are typically confined to issues of privilege, to the costs or burdens of discovery where the discovery is unnecessary, cummulative, or duplicative.  But large corporations usually receive little sympathy from judges.  Even in cases that involve massive electronic discovery costing millions, judges who know that companies and law firms now can hire outside, third party electronic document processing and review, will have little patience with corporate defendants who seek relief under the much discussed electronic discovery rules that were recently added.


We next turn to a comparison between U.S. discovery rules and the rules of fact investigation in civil trials civil law jurisdictions.

C. Comparison with Procedural Rules in Civil Law Jurisdictions

The main point we seek to establish in this section is that information about illicit corporate internal practices is very difficult, if not impossible, to come by in civil actions in most jurisdictions.   Common law jurisdictions, such as the UK, do allow civil discovery, but modern U.S. civil procedure is unique in the authority and the tools that it affords litigants and their attorneys to investigate the facts and circumstances of a claim.  In contrast, in most civil law jurisdictions, however, pretrial discovery by the parties’s attorneys is unknown and illegal.

As litigation attorneys know well, taking depositions under oath from a witness in civil law jurisdictions is generally illegal.  Civil law regimes regard deposition practices as witness tampering.  Thus, neither the parties to a dispute, nor third party witnesses can be approached for the purpose of information gathering by an attorney, if such witnesses might be called before the judge.  This has to do with the special status of witnesses, as we shall see.

The right not to be forced to bear witness against oneself (“nemut tenetor seipsum podere”), and other privacy protections, are construed much more broadly in civil law jurisdictions.  They constitute fundamental values embedded in society and legal culture incompatible with American style discovery.  In the U.S., the right to refuse to bear witness against oneself is limited to actions that may result in criminal sanctions in the United States.  In civil law jurisdictions, however, it broadly extends to civil disputes, and to all parties in the case and is referred to as the right to “avoid producing proof against oneself.”  This right to avoid producing proof against oneself extends to all parties to a civil litigation.  One can readily see how this rule clashes with the entire process of adversarial discovery in the United States.

 In Brazil’s civil procedure code, for example, parties are treated differently from third-party witnesses.  Only third-party witnesses are called witnesses, considered reliable in their testimony, and are subject to perjury charges if they testify falsely.  Parties to the litigation who give testimony during the proceedings are treated separately as “deponents,” and are not subject to perjury for lying on the stand, because they have a right not to produce proof against themselves.

The right of litigants not to produce proof against themselves also colors the production of documents and other discovery.  A party is required to participate in “good faith” in the proceedings and “disclose facts to the judge that conform to the truth.”
  But parties are expected to resist.  Under the U.S. rules, a party resisting discovery has the burden of justifying their objection.  But in Brazil, the party conducting the offensive discovery has the burden to prove to the satisfaction of the court that a specific document or set of documents exist.  A judge can draw inferences from a party’s conduct and take lack of cooperation into account in the judgment, but a monetary sanction only attaches to more egregious conduct than merely failing to produce a document that the judge requests.


In civil law jurisdictions, the scope of discovery is limited to facts that are directly relevant to questions of proof in a case.  Thus, Brazil’s procedural code requires that the party seeking discovery of documents has the burden of specifying with particularity “the document or the thing” that is being sought, explain how “the document” is relevant to the demands of proof in the case, and state the circumstances based on which the party believes that the requested “document” exists.
  This turns every document request into the U.S. equivalent of a motion to compel, if you will.  Although there are no express limits on the quantity or categories of documents that can be discovered, emphasis on “document” in the singular in Brazil’s code, reflects expectations about the scope of discovery that a judge will permit.   Note that in the civil law system, it is the judge who receives requests for discovery from the parties, reviews them, and then issues an order to the producing party to deliver the documents or things to the court.  Attorneys look at a standard U.S. style discovery request that includes words like “all” or “any” and find them not merely curious, but laughable.
  

The structure of civil adjudication system in civil law jurisdictions, makes U.S. style discovery in large complex cases nearly inconceivable.  Whereas the U.S. trial judge is passive and largely absent during discovery,
 civil law adjudication follows an inquisatorial model, in which the judge herself investigates and develops the facts as the adjudication proceeds.  U.S. adjudication is designed to culminate in a single, dramatic trial, at which the evidence is presented to a fact finder.  Adjudication in civil law systems is more like a series of business meetings, in which the judge concentrates on only those facts that are relevant to addressing a limited set of issues.  The judge only moves on to seek additional facts, if the case cannot be disposed of on the issues presently before the court and further consideration of other issues becomes necessary.  In this (limited) respect, the civil adjudication process resembles adjudication under the writ system, which was intended to narrow the issues at the pleading stage and decide issues on demurrer to limit the facts and issues that would be tried.  By contrast, narrowing of the issues in the U.S. adjudication process generally takes place at the end of discovery. 

There are other consequences for the scope of civil discovery that flow from the inquisatorial model.  The civil law judge neither has the incentives, nor the resources, to cast a wide net in gathering evidence.  The civil law judge does not have the same interest in the development of the evidence as the parties in the case.  Nor does his pay structure incentivise him to leave no stone unturned, as does the fee structure of litigation attorneys in the U.S. 

Adversaries in complex business litigation in U.S. courts can bring armies of lawyers to bear on taking depositions, on gathering documents for both offensive and defensive discovery, revewing and developing the evidence, and eventually on compiling and organizing the evidence either to support summary judgment or a case at trial.  In contrast, the civil judge has only herself and a few clerks to rely on for the investigation and organizing of the evidence.

The very structure of the inquisatorial model in which fact investigation and the development and organization of the evidence is controlled entirely by the judge, thus makes it inconceivable for the discovery phase of a standard derivative or class action law suit, which easily requires the deposition of two dozen witnesses and the production, review, and analysis of several million documents and emails.

In the civil law model, (we here use Brazil as our main example), fact investigation is controlled entirely by the judge.  Instead of engaging in lengthy discovery and development of the facts before trial, civil law adjudication constitutes a series of business meetings in which the judge requests only limited information from the parties that would be relevant to the issue before the court.  Much like the writ system, but structurally very different, civil law adjudication is a process in which the judge seeks to narrow and limit the legal and factual issues at every turn.  

IV. Rereading Some Widely Discussed Cases From the Discovery-Benefits Perspective

A. Disney 
In this section, we describe how the discovery process in the Disney cases served to disclose ex post the Disney board’s abrogation of decision-making authority in highly embarrassing public revelations.
  The cases serve as good examples of how civil discovery can fill gaps in the public disclosure regime, reveal deficient corporate internal practices, and serve as an opportunity to reaffirm rules of conduct in the face of deficient governance practices – all without imposing liability.

Disney’s board awarded Michael Ovitz, its departing president, a severance package of approximately U.S. $140 million after just 14 months in office, in accordance with an early termination provision in Ovitz’s employment contract.  In a derivative action based on waste, complaining shareholders challenged not merely the board’s initial approval of the excessive downside protection in the original employment contract, but also the board’s approval of Disney Chairman Michael Eisner’s decision to terminate Ovitz without cause.  Plaintiffs alleged there were ample grounds for terminating Ovitz with cause, which would have avoided the $140 million severance payment to Ovitz.

The litigation lasted more than eight years and resulted in five decisions, three by the Delaware Court of Chancery and two by the Delaware Supreme Court.  After initially dismissing the case for failure to satisfy the demand requirement, the Delaware Chancery ultimately ordered defendants to answer the complaint and granted plaintiffs discovery.  We skip a full recitation of the procedural history, as our focus is on the extent and depth of fact investigation authorized by civil discovery and the nature of the revelations that it brings out into the open.

After extensive discovery, the case went to trial.  Trial lasted 37 days (between Oct. 20, 2004 and January 19, 2005), included 24 witness examinations, and generated 9,360 pages of transcripts.
  The Court reviewed “thousands of pages of deposition transcripts and 1,033 trial exhibits that filled more than twenty-two 31/2-inch binders.”
  In a close-to 250 page opinion on its decision after trial, the Chancery spent nearly [100] pages reciting the facts of the case, another 45 pages analyzing the facts in light of the applicable law, and only 22 pages reciting the law. 

What is remarkeable about the Disney 4 decision for attorneys from civil law jurisdictions, is the extraordinary detail of the factual recitations, and the extent to which they render transparent highly sensitive, confidential internal decision making by the company’s top executives and directors.  The Court’s almost unbearably detailed recitation of the facts in its opinion and decision after trial in Disney 4 is, of course, entirely dependant on discovery, and indeed represents only the tip of the iceberg.  Both plaintiffs and defendants have culled from the mountains of evidence exchanged in discovery only the most essential documents and witnesses for trial.
 

The case exemplifies how extensive discovery by plaintiffs succeeds in reconstructing, step by step, all of the actions and internal (confidential) communications between directors, officers, employees, consultants, advisors and all others involved the decisions surrounding Ovitz’s hiring and firing, and the events that led to Ovitz’s termination.  To the uninitiated, the resources put into what would appear to constitute a relatively simple and straightforward transaction or set of transactions, and the near obsessive compulsive dissection of these events, seems more appropriate to a murder investigation than to a dispute about the payment of a severance package – that is, if one puts aside the value in dispute.  Where discovery is driven by the parties themselves, the resources they decide to put into fact investigation will, however, be proportionate to the value they put on the dispute.  The adversarial system and the “American rule,” which obligates parties to bear their own litigation costs, therefore only amplify the broad authority and the use of the court’s subpoena power that plaintiffs attorneys are given by the modern discovery rules to investigate tortuous or unlawful conduct.

We note here in particular the kind of facts to which plaintiffs gained access as a result of discovery. 

Plaintiffs’ discovery substantially covered Ovitz’s business arrangements since the founding of Creative Artist Agency (“CAA”) in the 1970s.  At trial Plaintiffs dissect Ovitz’s career, business partnerhips, leadership positions, and opportunity costs, including confidential internal personnel and management issues of the partnership that he founded, and the details and structure of a completely separate failed deal to install him as CEO of Music Corporate of America (MCA; now “Universal Studios”) just prior to his appointment as Disney’s President.

Plaintiff’s discovery assembling testimony, documents, and other evidence before trial allowed them to offer fact-finder a blow-by-blow account of the process of hiring and firing Ovitz:  what each and every board member knew, when they knew it, and what they did or did not do to inform themselves.  The Court recites in detail what information was kept from the board entirely; what the private and business relationships were of Eisner with Ovitz and with each member of the board; the express or implied motivations of Eisner’s conduct at each stage of the process to hire and fire Ovitz, and much more.  

The factual recitation in the Disney decision involves so many characters that it reads like a script by the writers of “The Wire,” or a Dickens novel.  It revealed that the hiring process was largely controlled by Eisner and Rusell.  Russel was the head of the compensation committe and also a personal counselor of Eisner, and therefore was considered a non-independent director.
  The Court’s factual report states that the “first instance where a board member other than Russell or Eisner was brought into the Ovitz negotiation process” happened when Ovitz’s employment agreement had its financial terms “sufficiently concrete.”
  The factual investigation showed that the opinions of Graef Crystal, the executive compensation consultant, “never circulated to any board member other than Eisner.”
  For instance, in his analysis of Ovitz’s proposed compensation agreement, Crystal noted that he “was philosophically opposed to a pay package that would give Ovitz the best of both worlds – i.e., low risk and high return.”  As such, Crystal’s analysis contained very important observations that were not disclosed to the rest of the board.
  In addition, in the meeting that approved Ovitz’s hiring, the whole board was not informed that Litvack and Bollenbach, two of the most important executives of Disney, were against the hiring of Ovitz.
  

Due to the very detailed information that was brought about in discovery, the Court was able to conclude that Eisner did not disclose information to the board.
  The Court also acknowledges that the board of directors was not independent enough.
  The factual findings showed that Eisner directed the process of Ovitz’s hiring without any further consent from the board.
  Indeed the Court describes the picture as one of Eisner “having enthroned himself as the omnipotent and infallible monarch of his personal Magic Kingdom,” who “fail[ed] to better involve the board in the process of Ovitz’s hiring, usurping that role of himself.”
  It further states that “outside of his small circle of confidants, it appears that Eisner made no effort to inform the board of his discussions with Ovitz until after they were essentially completed and an agreement in principle had been reached.”  

Disney served as a type of judicial sanction, in spite of the Court’s refusal to impose personal liability on Disney’s directors.  Discovery permitted the Delaware Supreme Court to articulate norms of corporate governance and shame the actions of the directors, as the passage below illustrates.

“Eisner’s actions in connection with Ovitz’s hiring should not serve as a model for fellow executive and fiduciaries to follow.  His lapses were many.  He failed to keep the board as informed as he should have.  He stretched the outer boundaries of his authorities as CEO by acting without specific board direction or involvement.  He prematurely issued a press release that placed significant pressure on the board to accept Ovitz and approve his compensation package in accordance with the press release.  To my mind, these actions fall short of what shareholders expect and demand from those entrusted with a fiduciary position.  Eisner’s failure to better involve the board in the process of Ovitz’s hiring, usurping that role for himself, although not in violation of law, does not comport with how fiduciaries of Delaware corporations are expected to act.”

If it were not for the discovery process, the facts that were produced in Disney, causing public ashame to the Disney executives, would not have been brought about to the public.
Contrast this with what we have learned about fact investigation by civil law courts.  Such factual investigations conducted in Disney would be entirely out of bounds in a civil law country in which judges narrowly focus on the requirements of proof under particular circumstances, as we discuss below.  It is nearly inconceivable that a judge in a civil law country could marshal the resources that are routinely available to private litigants in fact investigations in U.S. civil disputes.

B. Comparing Disney with an Equivalent Civil Law Case
In a civil law jurisdiction, it would be nearly impossible to replicate the type of fact investigation that the plaintiffs did in Disney.  First of all, all witness testimony is taken before the judge in civil law jurisdictions.  This significantly reduces the number of depositions that can be taken to only those that the judge has time to attend.  Moreover, a typical deposition in a U.S. civil action in such complicated actions lasts for one or two days.  In a civil law country, a judge might interrogate some key witness for a length of time, but certainly would not have, say the ability or the inclination to spend one to two days on a hundred or so witnesses for one to two days each.  A civil law judge cannot equal the work of dozens of attorneys simultaneously deposing witnesses in a case. Depositions in the United States are taken by attorneys, who are endowed with the subpoena and contempt power of the court to assert their right to question witnesses.  In other words, the powers of the court are decentralized and multiplied in taking witness testimony and other fact investigation.

Second, the directors and officers of Disney, as well as Ovitz, would not be considered proper witnesses in a civil law jurisdiction.  Civil law jurisdictions, as already noted, do not require parties challenged in a law suit to produce information that can be used against them.  It is therefore much more difficult in civil law jurisdictions to expose the kind of detail about what directors said to each other in private, what they knew, when they knew it, and what kinds of documents they saw or did not see, as was made transparent in the Disney case.  A defendant is protected constitutionally in civil law jurisdictions to withhold information that s/he does not want to reveal. 

If the Disney case had been brought in a civil law jurisdiction like Brazil, the plaintiffs would have been required to list and describe with specificity all the defendants’ documents to which they wanted access to in their complaint.  In the Disney case, plaintiff would not have the information ex ante to know what specific documents would be helpful to establish their case.  Even if they knew and could list all the documents, such as Graef Crystal’s report and spreadsheets on Ovitz’s compensation and stock options that were never shared with the board, the judge could, in the first instance, deny access on the basis of relevancy.  “Relevancy” in civil law jurisdictions is defined much more narrowly in terms of the proof for a particular cause of action.  The type of blanket “subject matter” discovery that the Disney plaintiffs were able to obtain for documents, letters, informal memos, emails, etc. under the Delaware Chancery Rules, is hard to conceive under civil procedural rules in civil law jurisdictions.

For example, compare the Parmalat case that was litigated simultaneously in the United States and in Italy.  In the Italian litigation, private enforcement did not succeed, according to Guido Ferrarini and Paolo Giudici, because of significant shortcomings in the Italian rules of civil produre:

Italian procedural rules allow broad discovery in a very limited and defined set of marginal cases.  When reading a book on Italian civil procedure it may appear that access to the documents held by the other party can be obtained through a court order.  The problem is that the party does not know exactly what documents his opponent has, and the court cannot grant any disclosure order unless a document is specifically indicated.  Moreover, if the party obliged to discover the document does not comply, the court can only consider this issue when deciding on the merits… Hence discovery is virtually absent.  Given the lack of efficient discovery rules, investor action against mass wrongdoings is virtually impossilbe in Italy as it is in the rest of Europe, unless information is gathered by public authorities.

  Therefore, much of the documentary information that the plaintiffs relied on in the Disney case to reconstruct the events would therefore likely be unavailable to them if they were litigation in a civil law jurisdiction.  

V. How Discovery Affects Derivative Suits, Settlements and the Role of the Special Litigation Committee 

 
We briefly review attempts to explain the disconnect between the failure to achieve success on the merits and the continued significance of shareholder derivative actions. Assessments of the efficacy of shareholder derivative actions suffer from the same shortcoming of not having carefully thought through enough about procedural posture when they conclude that derivative actions do little to discipline directors and officers, because they are rarely held liable.
  The significant procedural hurdles to initiating and maintaining derivative suits, and the increasing insulation of directors from liability through exculpation clauses, indemnification clauses, and D & O insurance, have been an ongoing topic of scholarly debate since their emergence, as has been the use of Special Litigation Committees to terminate derivative actions.
  Proponents of director liability have often deplored these hurdles to success on the merits in derivative actions.  Others have explained these hurdles as necessary protections to personal liability of outside directors, who would, absent such protections, refuse to serve.  Moreover, a disconnect seems to persist in corporate law between the continued centrality of director fiduciary duties in Delaware corporate law and the relative absence of cases holding directors personally liable for their breach.  

We believe that discovery conducted in connection with derivative suits may offer an explanation why the game is worth the candle.  As noted above, even derivative actions that settle prior to a motion to dismiss lead to extensive fact investigations of corporate internal wrongdoing, as well as the implementation of better oversight.  A look at the use of Special Litigation Committees in shareholder derivative actions explains what we mean.

The use of special litigation committees in derivative actions has commonly been viewed as a formidable obstacle to private enforcement.  The prevailing view is that SLC’s invariably decide to dismiss shareholder derivative litigation and that SLCs therefore are just one more procedural obstacle to a board’s responsiveness to minority shareholder claims.
  A recent empirical study by Professor Myers, however, shows that (1) SLCs decide to pursue or settle claims much more frequently than heretofore recognized and that (2) most shareholder claims subject to SLC review end up settling and are not dismissed.  

Myers observed that SLC decisions to settle were usually made longer after the filing of claims than either decisions to pursue the litigation or to dismiss.  She speculates that this might be attributable to the time needed to negotiate the settlement.
  Once the SLC decided to settle, however, the cases were resolved almost immediately.

What this suggests to us, instead, is not that negotiations took place in the interim, but that before settling the SLC engaged in an internal investigation to assess the claims in the complaint.  In order to succeed on a motion to dismiss, the SLC has the burden of proving that it engaged in an “independent, good faith … reasonable investigation.”  In assessing the SLC’s conclusion that maintaining the suit is not in the best interests of the company, a court will look at the committee’s investigative procedures and methodologies.  A court should not dismiss, if either “the committee is not independent or has not shown reasonable bases for its conclusions, or, if the Court is not satisfied for other reasons relating to the process, including, but not limited to the good faith of the committee.”
  

An SLC investigation should “at a minimum address the actual allegations of wrongdoing and other possible violations that are uncovered during the course of the investigaton.”
  In practice this means that an SLC will engage in much of the same discovery that an opponent might seek during discovery if the case went forward, including witness interviews, document review (including ESI), consulting independent forensic experts, etc.
 Working with independent counsel, the SLC will produce a report that reviews all the evidence and attaches all the exhibits that are relevant to establishing its conclusions.   The SLC report is introduced as evidentiary support for the board’s motion to dismiss, if the board decides to make the motion. 

It is, however, attractive for defendants and plaintiffs to settle without actually filing the motion with the Court.  The SLC can share the report with the plaintiffs subject to a confidentiality agreement.  The SLC’s report then functions much like adversarial discovery, by providing both the plaintiffs and the defendants the information they need to assess the merits and the value of the case.  The advantage for plaintiffs is to obtain a settlement without additional investment and risk to receive a negative judgment on the merits of the case.  The advantage for the board is to avoid filing the SLC report, which typically will include some unpleasant information about internal practices, with the Court and thus make it available to the public.  Apart from the reputational damage, facts that are discovered in the internal investigation can be used as a basis for additional litigaton, even when there is no wrongdoing.

One might conclude that such SLC settlements, which manage to keep the results of internal investigations confidential, avoid corporate governance challenges by hiding internal wrongdoing.  But the opposite is likely and derivative actions that settle after an internal investigation typically lead to the adoption of at least some oversight improvements.

One reason is that the settlement needs to be approved by a judge.  In order to satisfy the judge, such settlements typically involve what defense attorneys somewhat derisively call “corporate therapeutics.”  In other words, enough oversight changes have to be made that in some way address any negligence or wrongdoing, and that are plausibly related to an effort to avoid such problems in the future.  Otherwise, the judge will not see what benefit the company derives from the settlement.  In a stock options backdating investigation that one of the authors was involved in on the defense side, we put together a table of all the corporate governance improvements that were reported in the press in similar cases and then agreed with the plaintiffs to include some of these in the settlement agreement.

Further, if any material misstatements in the financial disclosures of the company are discovered that lead to earnings restatements – not an uncommon situation – then an 8k needs to be filed with the SEC and shareholders and market watchers will expect an explanation by the company what went wrong and what oversight mechanisms were improved to avoid such problems in the future.

The settlement or dismissal of an internal investigation does not necessarily mean that there are no consequences for officers and directors.
  Nor does it mean that internal wrongdoing is covered up.  A proper internal investigation should be broad enough to include consideration of appropriate remedial actions.
  If unconvincing in scope the findings of the internal investigation runs the risk of being discounted, regardless of whether the audience of the internal investigation is a judge or plaintiff’s counsel.  

In light of these observations, consider the procedural reforms to shareholder derivative litigation that have been proposed by Robert Thomas and Randal Thompson.  They deplore the restrictions imposed on plaintiffs in pleading demand futility, which requires establishing that the majority of the board lacks independence.
  “The main difficulty,” as they put it, “is that the plaintiff cannot use discovery to learn information that they need to formulate such allegations.”
  In addition, they perceive the the judicial deference to the conclusions of an SLC’s in jurisdictions that follow the Auerbach rule to be misguided.  Thomas and Thompson therefore propose that the demand requirement should be modified so that demand be excused for a 1 percent shareholder and argue for the uniform adoption of the Zapata standard that gives a judge the discretion to set aside the business judgment rule and weigh the evidence disclosed by an SLC investigation.


Whereas we might agree with Thomas and Thompson that it should be easier to overcome the demand requirement, judicial deference to SLCs who have engaged in a reasonable investigation strikes us as less of a problem.  If indeed the goal of formal enforcement is to investigate, uncover, and remediate internal corporate governance failures, then the kind of thorough internal investigations that are frequently done by SLCs would seem to come with many of the benefits and fewer of the shortcomings of adversarial discovery.  Moreover, if judges are deferential to the conclusions of thorough and independent internal investigations, SLCs will have every incentive to conduct them properly.
VI. Conclusions and Policy Implications For Comparative Corporate Governance

A. Enforcement Debate

Where previously substantive provisions of corporate and securities laws were believed to explain differences in corporate governance regimes, scholars have increasingly emphasized enforcement itself as a critical variable. A substantial literature has emerged on the importance of private enforcement of corporate and securities laws.  In particular, the level of private enforcement has been identified as a significant aspect of American exceptionalism.  

The enforcement debate, however, is oddly silent on what is meant by enforcement or how it is measured.  Different studies use different concepts and proxies for studying levels of enforcement, including funds expended,
 director and officer liability,
 incentives such as fee structures,
 number of filings and the availability of certain causes of action.

While we don’t attempt here to supply an answer to this question, we question some of the underlying assumptions of these studies and propose to disaggregate some of the variables that are studied to show why our observations might be useful to the private enforcement discussion. 

In a comparison of private enforcement in the U.K. and the United States, Armour, Black, Cheffins, and Nolan concluded that private enforcement is much more “intensive” in the U.S. than in the U.K., where private enforcement is virtually nonexistent.
  But their empirical data lead them to conclude that “private enforcement of corporate law is less central to strong securities markets than might be anticipated.”

Armour et al. base their conclusion on both an analysis of available causes of action and empirical research on filings and outcomes of lawsuits.  They report that lawsuits against directors of public companies alleging breach of duty are nearly non-existent in the U.K., where, “absent exceptional circumstances, direct suits are not available and derivative suits have also been extremely hard to sustain.”
  Their empirical results show that the U.K. has almost no formal private enforcement of corporate substantive law against directors of publicly traded companies.  They attribute the absence of formal private enforcement to the importance of procedural rules.  Like other scholars, they focus on rules governing class actions, contingency fees, and who pays the winner’s legal expenses.

In contrast, shareholders in the U.S. are able to commence and sustain litigation (both direct and derivative) in many circumstances where directors may have breached their duties.
  While directors are much more likely to be sued under U.S. corporate law than their British counterparts, the authors remark that out-of-pocket liability is rare.


<INSERT ARMOUR ET AL., TABLE 6, HERE
Their empirical study of U.S. private enforcement focuses on cases filed and on outcomes.
  Their analysis shows that “[t]he most common outcome was for the defense to succeed on a motion to dismiss or for summary judgment.”  They report that 52 percent (184 out of 355) of the damages cases are resolved on pre-trial motions (in favor of defendants).
  The problem with their approach is that they aggregate the results of dismissals before discovery with dispositions of summary judgment that in most cases occurs after discovery in a case has been completed.  In so doing, the authors overlook the substantial threat that discovery represents for defendants.  Not merely is discovery extraordinarily expensive in these cases, but it subjects the actions of the directors and officers, as well as the behavior of all company employes, to a level of scrutiny that is virtually nonexistent in any other country. 
The authors do not specify what percentage of the remaining 48% of the (171) cases that were not disposed of on pretrial motion received discovery.  Looking at their Table 6, one can infer that all but 48 cases, that is, the 14 percent that were settled, received some discovery.  But the authors don’t disaggregate settlements before and after discovery, which means that this number may include cases that went through discovery.  Even if a disproportionate number of the settled cases in Armour et al.’s dataset are settled prior to discovery, this does not necessarily mean there was no extensive fact investigation into the challenged practices, as our discussion on the special litigation committees showed.  
The failure to disaggregate the data and to consider what consequence the procedural posture has for the “intensity of private enforcement” variable to which the study ultimately intends to speak, may have led Armour et al. to underestimate how formal enforcement through private litigation might significantly discipline directors, officers, and the entire corporate hierarchy, because of the effectiveness of discovery to render corporate internal practices transparent by giving private plaintiffs the power to investigate specific confidential corporate transactions, decisions, communications, and actions.  It is therefore important to distinguish between cases that were resolved with and without discovery, even if plaintiffs lose on the merits of the claim.
B. Export of Mechanisms of Agreegate Litigation and Securities Disclosure Regimes but not Discovery
Our claims result in very important normative prescriptions.  First of all, we caution against the transplant of aggregate mechanisms of litigation without a careful analysis of the particularities of civil procedure rules that exist in each jurisdiction.  Derivative and class action litigation are very unlikely to produce a significant disciplining effect in any other system that does not implement appropriate discovery rules. 

Second, our paper points out an unexplored relation between disclosure ex ante and discovery ex post.  We have argued that civil procedure rules of discovery supplement and complement a system of mandatory disclosure.  A number of countries have imported from the U.S. model mandatory disclosure systems established by public agencies that do not work effectively in practice.  We could exemplify this problem by mentioning the Brazilian Securities and Exchange Commission’s requirements of disclosure of related party transactions, with which companies hardly comply in practice.  Companies fail to disclose complete enough information.  Moreover, the lack of a system of adversarial discovery in Brazil will hardly allow the revelation of information of these transactions even if they are contested as it would happen in the U.S.  The lack of a “discovery culture” in Brazil prevents players to even realize the kind of information that could possibly be gathered, and therefore plaintiffs’ lawyers neither have the proper mechanisms nor will they even try to scrutinize these transactions in a thorough way.  

We emphasize that even the implant of substantive corporate and securities law may fail to produce the expected enforcement in civil law jurisdictions because of the lack of the threat of litigation in an adversarial system.  It is what gets revealed in the context of a much more searching inquiry during discovery; and all the mandatory features that raises the specter of serious harm to a corporate D&O defendant.  Therefore, the effectiveness of disclosure regimes can only be fully achieved if there is a system of discovery to support it.

Once the state cannot predict all the types of disclosures that would be necessary in the day-to-day running of all corporations, discovery also serves to show regulatory agencies additional requirements of important information that should be requested as businesses change and evolve.
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