
Benefit Corporation – Legal FAQs

What is a Benefit Corporation? 

· Benefit Corporation is a new class of corporation that 1) creates a material positive impact on society and the environment; 2) redefines fiduciary duty to require consideration of non-financial interests when making decision; and 3) reports on its overall social and environmental performance using recognized third party standards.  

· Vermont and Maryland are the first two states in the nation to pass Benefit Corp legislation, giving entrepreneurs and investors an additional choice when determining which corporate form is most suitable to achieve their objectives.

Why would a company want to become a Benefit corporation?  

· Provides clarity to its directors and officers that their fiduciary duty includes creation of public benefit and consideration of non-financial interests, even in liquidity scenarios;

· Offers safe harbor to its directors and officers to consider the interests of its workforce, its community, and the environment when making decisions, even in liquidity scenarios;

· Helps maintain the company’s mission over time by 1) expanding shareholder rights to enforce this expanded definition of fiduciary duty and standard of consideration; and 2) requiring a 2/3 super-majority vote of shareholders to remove these higher standards;

· Differentiates the company in a confusing marketplace in which everyone is claiming to be a responsible or green business; 

· Provides leadership in the business community by voluntarily electing to hold itself accountable to higher standards of transparency, requiring annual reporting to shareholders and the public about the corporation’s social and environmental performance.

What are the legal impediments today preventing businesses from operating this way?

· The greatest impediments exist in liquidity scenarios.

· In any of the 19 states without a constituency statute, when a company is ‘in play,’ directors’ discretion under the business judgment rule is narrowed as a result of the Revlon ruling in Delaware, requiring them to ‘take the highest offer’ regardless of the impact of that decision on non-financial interests.

· In any of the 31 states with a constituency statute, the lack of case law regarding those statutes leaves lawyers and the directors and officers they counsel with a lack of clarity about how a court would rule if directors made a decision based on broader considerations than just the highest offer. 

· Impediments also exist in operating scenarios. 

· The best interests of the corporation are commonly equated with the financial interests of shareholders.  Any decision by directors must be tied back to serving the financial interests of shareholders.  This prevents directors from making decisions that consider both financial and non-financial interests.

· Despite the existence of the business judgment rule governing operating decisions, most directors and officers and many attorneys believe that their options are constrained to acting only in the financial interests of shareholders.  Milton Friedman’s seminal article stating that ‘the social responsibility of business is to increase profits’ has been absorbed into U.S. corporate culture and impacts how decisions are made.  What is perceived as a legal impediment is often just a cultural impediment.  This impediment can be removed by creating a new corporate form explicitly required to take multiple interests into consideration when making decisions.

In states with a constituency statute, can’t companies already do this?

· Constituency statutes are permissive and as a result directors ‘may’ consider non-financial interests.  This also means that they ‘may not’.  The objective of Benefit corporation legislation is to give shareholders the option to choose to require directors to consider non-financial interests.

· Constituency statutes have not achieved the other objectives of this legislation cited above.
Why not simply use LLCs to achieve these objectives?

· An LLC could currently amend its membership agreement to incorporate any of the Benefit corporation provisions.  However, because institutional investors prefer corporate structures over LLC’s, any company with plans to raise outside capital or go public is better off with a corporate rather than an LLC structure.

· Incorporating Benefit corporation provisions into an LLC operating agreement would not achieve the differentiation or leadership objectives cited above.

Why require the creation of ‘general public benefit’ rather than simply require the creation of one or more ‘specific public benefits’?

· Most importantly, the primary objective of this legislation is to create a new corporate form and through that a new class of corporations whose corporate purpose requires it to create benefit for society generally as well as shareholders.

· The ‘general public benefit’ purpose creates a directional performance requirement (‘material positive impact on society and the environment’) without creating unnecessarily prescriptive performance requirements.  A more prescriptive approach is outside the scope of this legislation, beyond the expertise of legislators, and would lead to a proliferation of special interests seeking to prescribe or prohibit specific activities or levels of behavior.

· The ‘general public benefit’ purpose helps prevent abuse of this legislation by corporations interested in green-washing.  Without the ‘general public benefit’ purpose, a corporation could name a single, narrow ‘specific public benefit’ purpose (e.g. keeping the river in back of the factory clean from toxic effluents) and then ‘consider’ and dismiss all other non-financial interests when making decisions, which would not meet the primary objective of this legislation to create a new corporate form whose corporate purpose requires it to create benefit for society generally.  

Isn’t it too vague simply to require Benefit corporations to create ‘a material positive impact on society and the environment’?  

· Judges currently render business law decisions based on the concept of materiality.  The Benefit corporation statute provides additional guidance that materiality will be measured against independent and transparent third party standards. 

· Creating more prescriptive performance standards, like those used for certifying or rating companies, or as qualification for government incentive programs, is not the purpose of this legislation.  Case law will develop over time defining, beyond the language currently in the Benefit corporation statute, what constitutes both ‘a material positive impact on society and the environment’ and ‘independent and transparent third party standards’. 

· Legislation with more prescriptive performance criteria would likely have several problems: 1) it would make legislation more difficult to pass as special interests attach an increasingly cumbersome series of narrow and likely contentious performance standards and list of prohibited activities; 2) it presumes a capacity in government, as well as budget, to set and evolve performance standards across a wide array of corporate activities; 3) it would require legislators to anoint as preferred one or more third party standards and/or to appoint and fund a government entity to administer accreditation; 4) it would potentially have a chilling effect on market innovation to develop generally accepted performance standards; and 5) fewer companies would adopt a new corporate form with a cumbersome list of prescriptive and prohibited activities.

Without more prescriptive performance standards, isn’t this just a legalized form of green-washing?

· No.  A company deciding to become a Benefit corporation has agreed to meet higher standards of corporate purpose, accountability, and transparency.  

· Unlike existing corporations: 

· Benefit corporations have incremental legal exposure to shareholders and directors, including an independent Benefit director, who can bring a lawsuit for 1) failure to create a material positive impact on society and the environment as measured by an independent and transparent third party standard; 2) violation of duty or standard of conduct.

· Benefit corporations are required to publish publicly an annual Benefit report in accordance with recognized standards for assessing social and environmental performance, including an assessment of its successes and failures in achieving its public benefit purpose and in considering effects of decisions on stakeholders.

· Benefit corporations are required to have an independent Benefit director accountable for reporting in an annual Benefit report that the Board acted consistent with its obligation to create public benefit, and that the Board considered the effects of decisions on all stakeholders.

Aren’t the definitions of ‘public benefit’ and ‘consideration’ too broad to be meaningful?

· No.  Most importantly, a Benefit corporation meets higher standards of corporate purpose, accountability and transparency.  All three standards must be met; it is the combination of these three requirements that make a Benefit corporation distinct and meaningful.

· Moreover, there are many examples in corporate law of similarly broad language being used to set directional principles allowing case law to develop over time.  The ‘prudent man rule’ governing fiduciary duty of investment intermediaries is one example.

· Lastly, a more prescriptive, regulatory approach to defining ‘public benefit’ would likely have two unintended consequences: 1) it would make legislation more difficult to pass as special interests attach an increasingly cumbersome series of narrow definitions and prohibitions; and 2) fewer companies would be interested in availing themselves of a new corporate form with a cumbersome list of prescriptive and prohibited activities.

Are there any ‘recognized standards’ for assessing corporate social and environmental performance?

· Yes.  

· Over 1,000 companies, mostly large multinationals, issue Corporate Social Responsibility Reports in accordance with the reporting standards of the nonprofit United Nations-backed Global Reporting Initiative (GRI).  Issuing an annual Benefit report in accordance with GRI reporting standards would likely meet the Benefit corporation transparency standard.  

· The B Impact Rating System governed by the nonprofit B Lab is being used by over 1,000 companies to benchmark their performance against comprehensive and transparent standards.  These assessment standards were developed from the GRI reporting standards, and are being used to certify sustainable businesses, as a membership requirement for a growing number of business associations, as listing requirement for several emerging social stock exchanges, and as the basis for an investor-facing impact rating for the Global Impact Investing Network, which includes institutional investors like JPMorgan Chase, Prudential, The Rockefeller Foundation and other U.S. and European institutions. 

· Other emerging third party standards include separate initiatives by Underwriters’ Laboratories and GreenSeal to develop a rating system and certification for sustainable business.  

· A beneficial impact of this legislation is that it will accelerate market forces leading to one or more recognized standards for assessing corporate social and environmental performance.

Who determines which third party standards qualify?

· Ultimately a judge will decide.  No government entity or nonprofit organization has been given the authority to make these decisions.  Shareholders have been granted additional rights of action to enforce Benefit corporation standards.

· Guidance is provided in the legislation that third party standards must be independent and transparent.  This is intended to guard against self-reporting by individual companies, self-governing by industry associations, and ‘black box’ independent standards that do not serve the public interest of transparency. 

Won’t preparing the annual Benefit report be overly costly and burdensome?

· No.  For example, both the GRI reporting standards and the B Impact Rating System are available via the web for free.  Particularly for smaller companies most likely to adopt Benefit corporation status, using the B Impact Rating system to generate an impact report generally takes only 1-2 hours.  Over 1,000 companies are already doing this.

What might a general counsel tell the Board they must do to meet the ‘shall consider’ standard of conduct?

· The board minutes of a Benefit corporation should show that the directors discussed the impacts of their decisions on the interests they are required to consider and that they were supplied with any information they requested to inform their consideration of those interests.  When a material decision required the Board to balance competing interests, the minutes, and the statement of the independent Benefit director in the annual Benefit report, should indicate how the Board reached its decision and the considerations that led to the decision.  The board might also create a simple checklist for major decisions to ensure that it has considered material effects on stakeholders.
What might a general counsel tell the Board they must do to meet the ‘public benefit’ standard?

· It is expected that case law will develop on the question of whether a Benefit corporation has met its ‘public benefit’ standard, and will likely consider both 1) how the directors considered the impact of their decisions on both financial and non-financial interests (i.e., the process followed) and 2) the level of performance demonstrated in the third party assessment of the corporation’s social and environmental performance presented in the annual Benefit report (i.e., the results obtained).

Couldn’t a company ‘consider’ multiple interests, but consistently decide in favor of one (i.e. shareholders)?

· The legislation provides a right of action for shareholders or directors, including the Benefit director, if they believe that the corporation is not fulfilling its purpose of creating public benefit.  A pattern of the corporation ‘considering and dismissing’ non-financial interests may be seen as evidence that directors are not acting in the best interests of the corporation which includes creating public benefit. 

Why is there no provision for dissenter’s rights?

· Triggering dissenter’s rights if a corporation opted in as a Benefit corporation or terminated its status as a Benefit corporation will effectively nullify the effectiveness of the bill for any existing private company.  As a practical matter, this would mean that no corporation will opt in as a Benefit corporation or terminate its status as a Benefit corporation unless it has unanimous shareholder approval, effectively making the opt-in and opt out thresholds 100%.

· Opting in or opting out as a Benefit corporation is not a liquidity event that provides a pool of cash to satisfy dissenting shareholders.  Any cash to be paid to minority shareholders would have to come from the financial resources of the existing corporation.  The existing corporation, particularly the smaller, earlier stage private companies likely to consider adopting Benefit corporation status, are unlikely to have those financial resources. 

· The statute currently provides that existing corporations need to obtain an affirmative super-majority vote of 2/3 of the outstanding shares to opt-in or opt-out as a Benefit corporation.  This threshold is already above the simple majority vote usually required to amend Articles of Incorporation.  Increasing the threshold above 2/3 makes it unnecessarily difficult for companies to opt-in to the Benefit corporation which will severely limit the bill’s effectiveness. 

Can a Benefit Corporation elect subchapter S taxation?

· Yes. A Benefit corporation election does not impact whether a corporation can elect subchapter S status.  

· While S corp taxation is available to Benefit corporations and similar to partnership taxation, S corp taxation is not as flexible.  For some small businesses there is no real difference, but for businesses with more sophisticated tax postures, partnership taxation, and thus the LLC structure, is better.
Benefit Corporation -- Major Provisions

Purpose



· shall create general public benefit defined as a material positive impact on society and the environment, as measured by a third party standard
· shall have right to name specific public benefit purposes (e.g. 50% profits to charity, carbon neutral, 100% local sourcing, beneficial product to customers in poverty)

· the creation of public benefit is in the best interests of the Benefit Corporation

Accountability


· directors’ duties are to make decisions in the best interests of the corporation

· directors and officers shall consider effect of decisions on shareholders and employees, suppliers, customers, community, environment  (together the “Stakeholders”)

· not required to give priority to any particular stakeholder
· have discretion to give priority to particular stakeholders consistent with general and any specific public benefit purposes 

· standard of accountability is identical for operating and liquidity/change of control decisions 

· shall have an independent Benefit Director accountable for statement in annual Benefit Report whether Board acted consistent with obligation to create general and specific public benefit purposes, and considered effects of decisions on stakeholders
Transparency


· shall publish annual Benefit Report in accordance with recognized third party standards for defining, reporting, and assessing social and environmental performance, including assessment of successes and failures in achieving general and specific public benefit purpose and in considering effects of decisions on stakeholders

· Benefit Report delivered to: 1) all shareholders; 2) to public website with exclusion of proprietary data; and 3) Secretary of State with exclusion of proprietary data
Right of Action

· only shareholders and directors have right of action

· no third party right of action

· if Benefit Corporation is a subsidiary, >5% owners of parent have right of action

· Right of Action can be for 1) violation of or failure to pursue general or specific public benefit; 2) violation of duty or standard of conduct
Change of Control/Purpose/Structure


· shall require 2/3 majority vote 
For more information, contact thelab@bcorporation.net or check www.bcorporation.net. 
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William H. Clark, Jr. is a partner in the Corporate and Securities and Government and Regulatory Affairs Practice Groups of Drinker Biddle and Reath LLP.  Bill has served for a number of years as the draftsman for the Title 15/ Business Associations Committee of the Pennsylvania Bar Association and in that capacity was the author of the 1988 Pennsylvania Business Corporation Law and the Pennsylvania Revised Uniform Limited Partnership Act. He subsequently drafted the 1990 follow-on legislation to the 1988 BCL which made insurance corporations subject to the 1988 BCL and recodified the law on credit unions. He was also the draftsman of the 1994 Pennsylvania Limited Liability Company Law.  Bill drafted the legislation and designed the legislative strategy that led to the enactment of the North Dakota Publicly Traded Corporations Act, which is the first state corporation law in the United States to address all of the major issues of corporate governance that are of concern to institutional investors.  Bill is the reporter for a special committee of the ABA Business Law Section preparing a comprehensive revision of the Model Nonprofit Corporation Act. He is the ABA reporter for a joint project of the ABA and the National Conference of Commissioners on Uniform State Laws that has drafted the Model Entity Transactions Act, which permits mergers between differing forms of entities and the conversion of an entity from one form of organization to another. He was also the reporter for the NCCUSL drafting committee that prepared the Model Registered Agents Act. Bill is a Pennsylvania commissioner to NCCUSL and has participated in the drafting of the Uniform Statutory Trust Act and the revised Uniform Limited Liability Company Act. He was formerly an appointed member of the Committee on Corporate Laws of the Business Law Section of the American Bar Association which is responsible for updating the Model Business Corporation Act, and he now serves as a special consultant to the committee.  Bill is the former chair of the Business Law Section of the Pennsylvania Bar Association and the former chair of the Business Law Section of the Philadelphia Bar Association. He is a fellow of the American Bar Foundation and a member of the American Law Institute. Bill graduated summa cum laude from Amherst College and received his J.D. magna cum laude from Temple University. He also has a master's degree in theology from Westminster Theological Seminary.
B Lab is a nonprofit organization dedicated to using the power of business to solve social and environmental problems.  B Lab drives systemic change through three interrelated initiatives: 1) building a community of Certified B Corporations to make it easier for all of us to tell the difference between “good companies” and just good marketing; 2) accelerating the growth of the impact investing asset class through use of B Lab’s GIIRS impact rating system by institutional investors; and 3) promoting supportive public policies, including creation of a new corporate form and tax, procurement, and investment incentives for sustainable business.   For more information, check www.bcorporation.net
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