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CORPORATE GOVERNANCE

To Litigate or Not to Litigate
over Shareholder Proposals

In the past few years, more companies have
sought relief in federal courts to exclude share-
holder proposals—some successful and some not.
Nevertheless, it is not likely that these cases will
result in a meaningful increase in shareholder pro-
posal litigation

By Keir D. Gumbs and Daniel S. Alterbaum

As the Staff of the Division of Corporation
Finance of the SEC recognizes in its “Informal
Procedures” statement that accompanies every
shareholder proposal no-action response, “[o]nly
a court such as a U.S. District Court can decide
whether a company is obligated to include share-
holder proposals in its proxy materials.”' In prac-
tice, companies have generally eschewed litigation
in favor of the no-action letter process. However,
the last several years have brought an uptick in
shareholder proposal litigation to resolve share-
holder proposal disputes, prompting questions
about whether the rise in litigation foreshadows
a long-term trend.” These questions have become
more pronounced in 2014, as there have already
been five cases involving shareholder proposals.
As discussed in greater detail below, recent deci-
sions involving shareholder proposals provide
some clarity for companies and shareholders that
are considering litigation to resolve shareholder
proposal disputes. These cases, however, will not
likely result in a meaningful increase in share-
holder proposal litigation.

Keir D. Gumbs is a partner, and Daniel S. Alterbaum is an
associate, at Covington & Burling LLP in Washington, DC.

History of Shareholder Proposals
Litigation

Litigation involving shareholder propos-
als is not new. Not long after the shareholder
proposal rule was first adopted, the SEC sued
Transamerica Corporation in connection with
Transamerica’s decision to omit from its proxy
materials three shareholder proposals submit-
ted by the well-known gadfly John Gilbert.?
Since that decision, litigation involving share-
holder proposals has been relatively rare but
not unheard of. In fact, many of the most sig-
nificant changes to Rule 14a-8, the sharecholder
proposal rule, were the result of litigation
involving the rule.

For example, the last major overhaul of Rule
14a-8 in 1998 was a direct response to a law-
suit brought by the New York City Employees’
Retirement System (NYCERS) challenging the
position of the SEC Staff that shareholder pro-
posals relating to employment matters would be
categorically excludable under Rule 14a-8(i)(7) as
relating to ordinary business matters—even if such
proposals focused on matters such as employment
discrimination.* Similarly, the development of the
“significant social policy” consideration excep-
tion to the ordinary business exclusion was devel-
oped following the development of the theory in
Medical Committee for Human Rights v. SEC,’ and
was explicated at greater length in 2008 in litiga-
tion between Apache Corporation and NYCER.*
More recently, the SEC’s reconsideration and even-
tual adoption of a shareholder access rule was the
result of shareholder proposal litigation involving
the issue.’

Notwithstanding the fact that litigation has
played a major role in Rule 14a-8’s evolution,
challenges of no-action letters remain infrequent.
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That is because no-action letters rarely provide
ammunition for the kind of Administrative
Procedures Act-based claim involved in the
NYCERS litigation or involve Commission
action, a necessary predicate for a claim based
on Section 25 of the Securities Exchange Act of
1934 (Exchange Act), which provided the basis
for the Medical Committee for Human Rights
litigation.* For example, a typical no-action let-
ter does not involve a change that is significant
enough to be considered a rule change, while a
typical no-action letter also would not provide
a basis for a challenge under Section 25 of the
Exchange Act because no-action letters are issued
without Commission action.” Consequently,
unless a no-action letter is reviewed by the SEC
Commissioners, a no-action letter generally
may not be challenged under Section 25 of the
Exchange Act.

What is new about the recent rash of litiga-
tion, if anything, is the fact that these cases largely
have involved companies and shareholders litigat-
ing against each other directly and not the SEC.
Moreover, shareholders and companies increas-
ingly are using litigation to bypass or circumvent
the no-action letter process. None of this should
come as a surprise—the Staff of the Division of
Corporation Finance seems to encourage liti-
gation in its “Informal Procedures” statement
that accompanies every no-action response.
Nevertheless, it is interesting to note that compa-
nies and shareholders are bypassing the option of
challenging SEC no-action letters and are instead
choosing to go after each other in court. Under
Rule 14a-8(j), a company is required to notify the
SEC of its plans to exclude a shareholder proposal
from its proxy materials. While this notification is
typically done through the submission of a no-
action letter, a company may satisfy this require-
ment through a simple notification, which is the
approach typically used by companies that intend
to litigate to exclude shareholder proposals.'

Over the last several years, the blueprint
for shareholder proposal litigation has become

increasing clear: a shareholder will seek a tem-
porary restraining order or preliminary injunc-
tion under Rule 14a-8 to prevent the company
from distributing its proxy materials if it omits
the shareholder’s proposal from its proxy mate-
rials."! To make a case for judicial action, the
shareholder must first establish as a threshold
matter that it owns stock in the company."” The
shareholder must then demonstrate that it will
suffer irreparable harm if a proposal is excluded
from a company’s proxy materials and a likeli-
hood of success on the merits with respect to
Rule 14a-8.

Shareholders and
companies increasingly
are using litigation to
bypass or circumvent the
no-action letter process.

The blueprint for litigation instigated by a
company is similarly clear. As first demonstrated
by Apache with respect to a shareholder pro-
posal submitted by NYCERS in 2008, a com-
pany pursuing Rule 14a-8 litigation typically
seeks a declaratory judgment that the company
can properly exclude the proposal from its proxy
materials.” To support a declaratory judgment
action, a company must demonstrate that an
actual controversy exists, such as the possibil-
ity of an action brought by a shareholder or the
SEC in connection with the company’s decision
to exclude a shareholder proposal from its proxy
materials. These kinds of cases have historically
been dismissed as moot based on the fact that
they often are not resolved until after the share-
holder meeting at issue has already taken place
or because the company has already decided to
distribute the proposal.'

Recent Decisions

There have been five cases involving Rule 14a-8
decided in 2014, two of which were decidedly
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favorably for companies, and three that were not.
The two cases that were decided favorably were
Express Scripts Holding Co. v. Chevedden and Waste
Connections, Inc. v. Chevedden;" the three that were
decided unfavorably were Omnicom Group, Inc. v.
Chevedden, EMC Corporation v. Chevedden, and
Chipotle Mexican Grill, Inc. v. Chevedden."

Express Scripts and Waste
Connections Litigation

Express Scripts and Waste Connections have
only two things in common: both cases involved
companies challenging shareholder proposals
submitted by John Chevedden and both cases
were decided on the merits. In the Express Scripts
litigation, Express Scripts sought a declaratory
judgment that it could exclude from its proxy mate-
rials a shareholder proposal from activist investor
John Chevedden on the basis that the supporting
statement for the proposal included statements
that were demonstrably false and misleading in
violation of Rule 14a-8(i)(3)."” For example, the
proposal stated that the company’s CEO received
$51 million in total compensation even though the
company’s public disclosures indicated that his
total compensation was $12.8 million in 2012 and
$31.6 million for 2010 through 2012 combined."
In response to a motion for summary judgment,
the court ruled in favor of Express Scripts on the
basis that the proposal was materially misleading
in violation of Rule 14a-8(i)(3)."

In the Waste Connections litigation, Waste
Connections sought a declaratory judgment that
it could exclude from its proxy materials a share-
holder proposal submitted by John Chevedden
on the basis that the proposal violated various
provisions of Rule 14a-8, including the minimum
ownership requirements of the rule.*” Chevedden
sought to dismiss the litigation on the basis that
his irrevocable and unconditional covenant not
to sue Waste Connections if it excluded the pro-
posal from its proxy materials deprived Waste
Connections of standing to seek declaratory
relief. The district court rejected these arguments

and granted the company’s request for a declara-
tory judgment, thereby reaching a decision (albeit
without a published opinion) on the merits that
Chevedden’s proposal could be excluded on the
basis of Rule 14a-8. Chevedden appealed only
the district court’s determination that Waste
Connections had standing to bring the declara-
tory action suit. The Fifth Circuit concluded
that Waste Connections had standing because
“Chevedden’s request to include his proposal
placed [Waste Connections] in the position of
spending a significant sum to revise its proxy
statement, or excluding Chevedden’s proposal
and exposing itself to potential litigation.” As
a result, the Fifth Circuit concluded that Waste
Connections had standing “because its decision
whether to exclude the shareholder proposal
would implicate [Waste Connections’] duties to
all of its shareholders...[and] could expose [the
company] to an SEC enforcement action.””

Omnicom Group, EMC and Chipotle
Mexican Grill Litigation

In the Omnicom Group, EMC, and Chipotle
litigations, Omnicom, EMC, and Chipotle sought
to exclude from their proxy materials shareholder
proposals submitted by John Chevedden on a
number of bases under Rule 14a-8. In all three
cases, as was the case in Waste Connections,
Chevedden indicated that he would not sue if the
companies did not include his proposal in their
proxy materials. Unlike Waste Connections, how-
ever, the courts in all three cases concluded that
these companies did not have standing.

In Omnicom, the court found that “any specu-
lative future legal consequences” that might result
from Omnicom’s omission of Chevedden’s pro-
posal from its proxy were “not certainly actual or
imminent.”* In so ruling, the court discounted
the threat of SEC action, finding that “the possi-
bility of SEC investigation or action is remote.”*

The EMC court reached a similar conclu-
sion, although it portrayed the likelihood of SEC
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action as even more remote, noting that the SEC
had not brought an enforcement action under
Rule 14a-8 or its predecessors since the 1940s.*
Chipotle, the most recent of these cases to be
decided, also reached this conclusion.

However it went the extra step of question-
ing the reasoning of the Waste Connections opin-
ion, noting that, in light of Chevedden’s promise
not to sue, “the prospect of a lawsuit by another
shareholder or an SEC enforcement action [was
nothing] more than pure speculation.”

The resolution of the Express Scripts, Waste
Connections, Omnicom Group, EMC, and Chipotle
Mexican Grill cases have raised a number ques-
tions under Rule 14a-8, but they raise two ques-
tions in particular: Will more companies pursue
Rule 14a-8 litigation? Further, will these decisions
impact future interpretations of Rule 14a-8?

Will These Cases Result in an Increase
in Rule 14a-8 Litigation?

As discussed below, we are doubtful that—
with the possible exception of companies based
in the Fifth Circuit—the recent decisions involv-
ing Rule 14a-8 are likely to result in an increase
in shareholder proposal litigation. We believe this
to be the case for several reasons, including the
timing associated with shareholder proposal liti-
gation, the cost of such litigation, the uncertainty
associated with such litigation, and the fact that
the Omnicom, EMC, and Chipotle decisions have
provided shareholders with an easy way to defend
such litigation.

Litigation Can Take Longer to Resolve
Than Pursuing No-Action Relief

Timing should be a major consideration
for companies considering pursuing litigation
regarding Rule 14a-8 matters. One of the great
advantages of the no-action letter process is
that the SEC can process Rule 14a-8 requests
fairly quickly—typically between 30 and 60 days

following the submission of a no-action request.
In contrast, litigation can take months, some-
times years to resolve. As reflected by some of the
recent cases involving shareholder proposal liti-
gation, including those discussed in this article,
courts have demonstrated a willingness to try
Rule 14a-8 cases on an expedited basis, sometimes
having oral arguments only weeks after the initial
filing.” This, however, is not a certainty, and a
company that is considering litigation should not
assume that the litigation will be resolved before
its annual meeting.

Litigation Can Be Significantly More
Expensive Than Pursuing No-Action Relief

Cost is a major consideration for Rule 14a-8
litigation. The cost of seeking a no-action letter
can vary, but the SEC has estimated that evaluat-
ing a shareholder proposal, consulting with coun-
sel, drafting a no-action request, and monitoring
the SEC’s response can cost an issuer $37,000.”
Of course, this number can be meaningfully more
or less, depending on how complicated the pro-
posal is, whether a company makes multiple argu-
ments for exclusion, and other considerations.
In contrast, litigation can be significantly more
expensive. For example, in a Rule 14a-8 dispute
in which the authors were involved, the no-action
letter at issue cost approximately $15,000 to pre-
pare, while the related litigation cost in excess of
$300,000. Consequently, companies should con-
sider the costs seriously before choosing to pur-
sue litigation over Rule 14a-8 matters.

The No-Action Letter Process Is Significantly
More Predictable Than Litigation

Notwithstanding the fact that there has been
an increasing number of cases brought under
Rule 14a-8 in the last few years, it will be some
time before a sufficient body of case law develops
to give companies comfort that they can reliably
predict the outcome of a judicial challenge. For
example, even after the cases discussed in this
article, there will still only be a handful of cases to
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have dealt with shareholder proposals on the mer-
its, which does not compare favorably to the liter-
ally thousands of no-action letters that have been
issued since the shareholder proposal rule was
adopted. In addition, many courts are unfamil-
iar with Rule 14a-8 matters, making the outcome
of judicial Rule 14a-8 challenges less predictable.
By contrast, the SEC has developed consider-
able expertise with respect to Rule 14a-8 matters,
which increases the predictability of Rule 14a-8
no-action letter responses. The predictability of
no-action letters is important—it helps compa-
nies evaluate whether there is a basis for excluding
a shareholder proposal and allows companies and
shareholders to negotiate regarding Rule 14a-8
matters based on a reasonable understanding of
whether the proposal would have to be included
in the company’s proxy materials.

Shareholders’ Pathways for
Fighting Rule 14a-8 Challenges
Vary by Jurisdiction

The decisions in Omnicom, EMC, and Chipotle
demonstrate the “easy come/easy go” principle in
action. Just as companies were ready to celebrate
the Express Scripts and Waste Connections deci-
sions and seemingly growing momentum for
judicial challenges to Rule 14a-8, district courts
elsewhere have closed the door on future chal-
lenges. In short, courts have signalled varying
degrees of receptiveness to hearing challenges
by companies to shareholder proposals under
Rule 14a-8: the Fifth Circuit has now held twice
(albeit in non-precedential unpublished opinions)
that companies have standing to seek declara-
tory judgments against shareholders, even if the
shareholder covenants not to sue the company for
excluding his/her proposal, while district courts
in the First, Second, and Tenth Circuits have
reached the opposite conclusion. (The Express
Scripts Court, which is based in the Eighth Circuit
did not explicitly address the issue of standing,
but appeared to endorse implicitly the reasoning
of the Fifth Circuit opinions.®) As a result, in
jurisdictions outside the Fifth Circuit, it appears

that a shareholder can defeat a declaratory judg-
ment action under Rule 14a-8 simply by following
path created by John Chevedden—specifically, by
agreeing not to sue the company if the company
excludes the shareholder’s proposal from its proxy
materials. By contrast, companies based in the
Fifth Circuit (Texas, Louisiana, and Mississippi)
may be able to seek declaratory judgments in
shareholder proposal disputes more easily.

Will These Decisions Will Impact Future
Interpretations of Rule 14a-8?

Even if it is some time before a substantial
body of case law develops with respect to Rule
14a-8 more generally, the decisions in the Express
Scripts and EMC cases could have far reaching
consequences with respect to Rule 14a-8(i)(3)
arguments for exclusion. Express Scripts calls
into question the position of the Staff of the
Division of Corporation Finance since 2004 that
it will not engage in micro-editing of shareholder
proposals. Specifically, the Staff has stated that it
will not allow a company to exclude a supporting
statement or proposal—even if it contains unsup-
ported factual assertions, is disputed or coun-
tered, impugns the company or its management,
or relies upon unidentified sources—unless the
company can demonstrate “objectively that the
proposal or statement is materially false or mis-
leading.”” The ruling in the Express Scripts case
calls this approach into question and suggests
that the Staft’s approach to Rule 14a-8(i)(3) may
be too narrow. Furthermore, in EMC, the court
suggested—contrary to advice given by the SEC
in its informal procedures regarding shareholder
proposals—that the proper role of the SEC is to
provide its own substantive views with respect
to a shareholder proposal dispute before a court
intervenes.” While it is impossible to predict what
the Staff will do in the future, it is not unreason-
able to expect that the SEC could re-evaluate its
approach to arguments under Rule 14a-8(1)(3).

There is at least some precedent for a district
court decision significantly influencing Staff
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interpretations under Rule 14a-8. One of the
most prominent examples of this may be found
in the SEC’s administration of Rule 14a-8(1)(5),
which allows a company to exclude any share-
holder proposal that “relates to operations which
account for less than 5 percent of the company’s
total assets at the end of its most recent fiscal
year, and for less than 5 percent of its net earn-
ings and gross sales for its most recent fiscal year,
and is not otherwise significantly related to the
company’s business.” Notwithstanding the lan-
guage in the rule, the SEC takes the position that
a proposal that is economically insignificant to a
company’s operations may not be excluded under
Rule 14a-8(i)(5) where the proposal is of any
ethical or social significance and is meaningfully
related to the issuer’s business. This interpreta-
tion of the “significance” exclusion in Rule 14a-
8(1)(5) is the direct result of Lovenheim v. Iroquois
Brands, Ltd., which expressed this formulation in
ruling that a proposal requesting a committee to
study the methods by which its French supplier
produced pate de foie gras could not be excluded
from Iroquois Brands’ proxy materials even
though its foie gras sales did not contribute to the
company’s net income and represented less than
0.05 percent of its assets.”

Conclusion

The decisions discussed above are recent devel-
opments in a continuing trend that reflect an
increasingly aggressive approach by companies with
respect to shareholder proposals that they do not
believe comply with Rule 14a-8. While it remains
to be seen how many other companies will follow
suit, companies and shareholders alike should pay
attention to this trend, which has the potential to
meaningfully impact Rule 14a-8 for years to come.
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nal costs as well as any outside legal and other fees). According to the
responses, the costs of making a determination whether to include a pro-
posal reported by 80 companies averaged approximately $37,000, while
the median cost was $10,000. See Amendments to Rules on Shareholder

Proposals, supra note 4, at *14.

28. Express Scripts Holding Co. v. Chevedden, No. 4:13-CV-2520, 2014
WL 631538, at *3 (E.D. Mo. Feb. 18, 2014).

29. SEC Div. of Corp. Fin., Staff Legal Bulletin No. 14B, at B(4) (Sept.
15, 2004).

30. EMC Corp. v. Chevedden, No. 14-10233, 2014 WL 1004111, at *7-8
(D. Mass. Mar. 16, 2014).

31. Lovenheim v. Iroquois Brands, Ltd., 618 F. Supp. 554 (D.D.C. 1985);
see Richard Y. Roberts, Comm’, SEC, Remarks at the American Society
of Corporate Secretaries—New York Chapter: Shareholder Proposals—
Rule 14a-8, at 9-10 (Oct. 5, 1991) (discussing the effect of the Lovenheim
decision on SEC’s interpretation of Rule 14a-8), available at Attps:/lwww.
sec.govinewslspeechl 19911100591 roberts.pdf.
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