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About the Paper

This paper was commissioned by the Millstein
Center at the request of participants in the Cen-
ter’s General Counsel Corporate Governance Sum-
mit and as a part of the Center’s ongoing eftorts to

advance board excellence.

Directors addressing new political uncertainties, a
host of heightened challenges and asserted “best
practices” from many sources may understandably
ask whether their fiduciary duties have changed as
well. This paper synthesizes the latest decisions of
the Delaware courts on the standards of conduct for
directors and the standards by which their conduct
1s reviewed. While directors should expect uncer-
tainty to be a fact of corporate life for the foresee-
able future, this paper emphasizes that neither the
fiduciary duties of directors nor the protections
afforded them have changed. Disinterested and
independent directors acting in good faith continue
to have broad protections under the business judg-
ment rule. The legal framework thus enables and,
indeed, encourages directors to act proactively and

make hard choices when they need to do so.

This paper includes flowcharts illustrating how the
standards of judicial review apply to various catego-
ries of business decisions that directors may be called
upon to make. It concludes with practical suggestions
of steps that directors and General Counsels can take
to lay the foundation for board decisions to be entitled
to business judgment rule protection or, where appli-

cable, withstand more stringent standards of review.

In an accompanying article, former Delaware Chief
Justice E. Norman Veasey and Ira M. Millstein elab-
orate upon how directors, under existing law, are
both empowered and have the freedom to make
decisions they deem in the best interests of the cor-
poration. The article urges directors, in reliance on
this framework, to have the courage to work towards

securing the long-term future of their corporations.

This publication provides general information and
should not be used or taken as legal advice for spe-
cific situations that depend on the evaluation of pre-
cise factual circumstances. The views expressed in
this report reflect those of the authors and not nec-
essarily the views of the Millstein Center, Columbia
Law School, Columbia University, Weil, Gotshal &
Manges LLP, or the Center’s partners and supporters.

The Millstein Center would like to thank the paper’s
authors, Ellen J. Odoner, Stephen A. Radin, Lyuba A.
Goltser, and Andrew E. Blumberg, and the firm Weil,
Gotshal & Manges LLP, for their contributions.



Fiduciary Duties of Corporate Directors in

Uncertain Times

By Ellen J. Odoner, Stephen A. Radin, Lyuba A. Goltser, and Andrew E. Blumberg*

It was the best of times, it was the worst of times, it was the age of wisdom, it was the age of foolishness,

it was the epoch of belief, it was the epoch of incredulity, it was the season of Light, it was the season of

Darkness, it was the spring of hope, it was the winter of despair, we had everything before us, we had

nothing before us, we were all going direct to Heaven, we were all going direct the other way . . .'

While perhaps not rising to the level of turbulence
Dickens described, these are uncertain times for deci-
sion-making by boards of directors. The outcome of
the US Presidential election, combined with Brexit
and other political developments abroad, has called
into question—and may ultimately upend—trade
policy, regulatory policy, energy policy, tax policy,
healthcare policy, immigration policy and other key
external policies on which corporate strategies rest.
These new political uncertainties exacerbate chal-
lenges with which boards have already been grappling,
among them oversight in the post-financial crisis
environment, cybersecurity, climate change, the light-
ning impact of social media (even before Presidential
tweets), corporate ethics, the conflicting priorities and
time horizons of stockholders and the appropriate

role of the corporation in addressing social concerns.

Fortunately for directors confronting a complex,
unsettled environment as they weigh risks and make
decisions concerning corporate strategy and other key
issues, bedrock corporate law principles and protec-
tions for directors have not changed. It is a “fact of cor-
porate life” that “when faced with difficult or sensitive
issues, directors often are subject to suit, irrespective of
the decisions they make” Under most circumstances,
however, decisions made by informed and financially
disinterested and independent directors are protected

by the business judgment rule—a “powerful” pre-

sumption that directors are “faithful to their fidu-
ciary duties” that is “[a]t the foundation™ and “[a]t
the core™ of corporate law. The business judgment
rule presumes that “in making a business decision the
directors of a corporation acted on an informed basis,
in good faith and in the honest belief that the action
taken was in the best interests of the company” and,
therefore, the courts give great deference to the deci-
sion. Other sources of protection for directors are
charter provisions exculpating directors from liability
for violations of their duty of care;broad charter, bylaw
and contractual provisions affording directors indem-
nification and advancement of litigation expenses;
and director and ofticer (D&O) liability insurance.

The business judgment rule and these additional
protections take on special importance at times of
elevated risk and uncertainty. By insulating directors
from personal liability when they follow an appropri-
ate process (and sometimes even when they do not),
the legal framework encourages directors to act pro-

actively and make hard choices.

This paper focuses on the law of Delaware—the
home of more than 50% of all US publicly traded
corporations and 60% of the Fortune 500, and of a
court system viewed as “the Mother Court of cor-
porate law”” The discussion speaks primarily in the
voice of the Delaware Supreme Court and Court

of Chancery.

* Ellen J. Odoner, Stephen A. Radin, Lyuba A. Goltser are partners, and Andrew E. Blumberg is an associate, at Weil,

Gotshal & Manges LLP.
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l. Fiduciary Duties

It 1s a “cardinal precept” of the law that “directors,
rather than shareholders, manage the business and
affairs of the corporation.” In doing so, directors
owe the corporation and its stockholders fiduciary
duties of care and loyalty” and must act “on an
informed basis, in good faith and in the honest
belief” that their actions are “in the best interests
of the company.”" As we discuss in more detail
below, “[i]n essence, the duty of care consists of an
obligation to act on an informed basis; the duty
of loyalty requires the board and its directors to
maintain, in good faith, the corporation’s and its
shareholders’ best interests over anyone else’s inter-
ests.”” “Directors owe fiduciary duties to all stock-
holders”—even where appointed to the board by

a particular stockholder.”

Duties to the Corporation and
Its Stockholders

“In the standard Delaware formulation, fiduciary
duties run not only to the corporation, but rather
‘to the corporation and its shareholders.”" “The
conjunctive expression ‘captures the foundational
relationship in which directors owe duties to the
corporation for the ultimate benefit of the entity’s
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residual claimants.

Most corporations, however, have a multi-faceted
stockholder base encompassing a wide range of
priorities and views on strategies and time hori-
zons for maximizing returns and on how their cor-
poration should address environmental, social and
governance issues. As noted in April 2017 by the
Court of Chancery, “[ijn a world with many types
of stock—preferred stock, tracking stock, com-
mon stock with special rights, common stock with
diminished rights (such as non-voting common
stock), plain vanilla common stock, efc—and many
types of stockholders—record and beneficial hold-

ers, long-term holders, short-term traders, activists,
momentum investors, noise traders, efc.—the ques-
tion naturally arises: which stockholders [are owed
fiduciary duties]?”” The court’s answer: “the stock-
holders in the aggregate in their capacity as residual
claimants, which means the undifterentiated equity
as a collective, without regard to any special rights””"”
This principle applies, for example, to board deci-
sion-making with regard to a proposed transaction
with a controlling shareholder or other related party.
It also applies to board decision-making with regard
to an activist shareholder’s proposal for a change in
strategic direction such as a sale or break-up of the
company or a change in the company’s capital allo-
cation policy to emphasize substantial buybacks or

dividends over reinvestment.

Non-Stockholder Constituencies

In Delaware, “‘stockholders’ best interest must
always, within legal limits, be the end. Other con-
stituencies may be considered only instrumentally
to advance that end.””” For example, it is ““accepted
that a corporation may take steps, such as giving
charitable contributions or paying higher wages,
that do not maximize corporate profits currently.””
““They may do so, however, because such activi-
ties are rationalized as producing greater profits
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over the long-term’ for the corporation and its
stockholders.” “Decisions of this nature benefit the
corporation as a whole, and by increasing the value
of the corporation, the directors increase the quan-
tum of value available for the residual claimants.””
“Nevertheless, ‘Delaware case law is clear that the
board of directors of a for-profit corporation . . .
must, within the limits of its legal discretion, treat
stockholder welfare as the only end, considering
other interests only to the extent that doing so is
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rationally related to stockholder welfare.



In contrast with Delaware, many other states have
adopted statutes that allow, and in a few cases even
require, a board to consider the interests of non-
stockholder constituencies, especially in the context
of a potential change in control.” While Delaware
does not permit traditional corporations to consider
non-stockholder constituencies, in 2013 it autho-
rized a new type of for-profit corporation—a public
benefit corporation—*“to produce a public benefit
or public benefits and to operate in a responsible
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and sustainable manner”” The statute expressly
requires the directors of a public benefit corpora-
tion to balance three sets of competing interests: the
pecuniary interests of stockholders, the best inter-
ests of those materially affected by the corporation’s
conduct, and the public benefit or public benefits
identified in the corporation’s charter.” It remains
to be seen how prevalent public benefit corpora-
tions become, and how directors reconcile these

interests in practice.

Short v. Long Time Horizons

Corporate strategy is at the center of the board's
responsibilities. This includes striking the right
balance between actions intended to enhance
stockholder value in the short-term and actions
intended to enhance growth and profitability
over a longer time horizon, and the appropriate
allocation of corporate resources between these
potentially competing objectives. The Delaware
Supreme Court stated in 1989 that Delaware law
authorizes a board “to set a corporate course of
action, including time frame, designed to enhance
corporate profitability” and thus that “the ques-
tion of ‘long-term’ versus ‘short-term’ values is
largely irrelevant because directors, generally, are
obliged to chart a course for a corporation which
is in its best interests without regard to a fixed
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investment horizon.

More recently, the Court of Chancery has stated
that directors owe fiduciary duties to “short-term
as well as long-term holders,”” but also that the
“corporation, by default, has a perpetual existence,”
“[e]quity capital, by default, is permanent capital,”’
and “[i]n terms of the standard of conduct, there-
fore, the fiduciary relationship requires that the
directors act prudently, loyally, and in good faith
to maximize the value of the corporation over the
long-term for the benefit of the providers of pre-
sumptively permanent equity capital, as warranted
for an entity with a presumptively perpetual life in
which the residual claimants have locked in their
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investment.”” Under this view, directors “owe a
duty to shareholders as a class to manage the cor-

poration . . . in a way intended to maximize the
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long run interests of shareholders.

Of course, “a duty to maximize long-term value
does not always mean acting to ensure the corpo-
ration’s perpetual existence.”” A director “might
readily determine that a near-term sale or other
shorter-horizon initiative, such as declaring a div-
idend, is value-maximizing even when judged
against the long-term,”““[a] trade bidder with access
to synergies . . . may oftfer a price for a corporation
beyond what its standalone value could support,”
and directors might for other reasons “conclude that
continuing to manage the corporation for the long-
term would be value destroying because of external
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market forces or other factors”” When “consider-
ing whether to pursue a strategic alternative that
would end or fundamentally alter the stockholders’
ongoing investment,” directors must “seek an alter-
native that would yield value ‘exceeding what the
corporation otherwise would generate for stock-
holders over the long-term.”” “What the fiduciary
principle requires in every scenario is that direc-
tors strive to maximize value for the benefit of the

9933

residual claimants.



Duty of Care

The duty of care requires directors “to inform them-
selves, prior to making a business decision, of all
material information reasonably available to them.””
A board “does not need to know every fact. Rather,
the board is responsible for considering material
facts that are reasonably available, not those that are

immaterial or out of the board’s reasonable reach.””

Reliance

In exercising their duty of care, directors are “fully
protected” if they rely in good faith upon “the
records of the corporation and upon such informa-
tion, opinions, reports or statements presented to
the corporation by any of the corporation’s offi-
cers or employees, or committees of the board of
directors, or by any other person as to matters the
[director] reasonably believes are within such other
person’s professional or expert competence and
who has been selected with reasonable care by or
on behalf of the corporation.”” The right to rely
“applies to the entire range of matters for which the
board of directors is responsible.”” “[T]he amount
of information that it is prudent to have before a
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decision is made is itself a business judgment.

Delegation

The duty of care also permits directors to delegate
managerial duties to corporate officers.” As noted

in a recent decision:

In a modern corporation, the board is not
expected to be involved in every decision,
or even most decisions. “Few modern
corporations could function effectively

if that was the norm. In fact, it is the rare
corporation that is actually ‘managed by’
the board; most corporations are managed

‘under the direction of” the board.”

“[A]lthough ultimate responsibility for

the direction and management of the
corporation lies with the board, the law
recognizes that corporate boards, comprised
as they traditionally have been of persons
dedicating less than all of their attention

to that role, cannot themselves manage the
operations of the firm, but may satisfy their
obligations by thoughtfully appointing
officers, establishing or approving goals and
plans and monitoring performance. While
it is the elected board of directors that bears
the ultimate duty to manage or supervise
the management of the business and affairs
of the corporation, the duties of a board
that oversees professional management
ordinarily entail the obligation to establish
or approve the long-term strategic, financial
and organizational goals of the corporation;
to approve formal or informal plans for

the achievement of these goals; to monitor
corporate performance; and to act, when in
the good faith, informed judgment of the
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board it 1s appropriate to act.

Duty of Loyalty

The duty of loyalty “mandates that the best interest
of the corporation and its shareholders takes prece-
dence over any interest possessed by a director . . .
and not shared by the stockholders generally”"
As stated in the seminal decision Guth v. Loft, Inc.:

Corporate officers and directors are not
permitted to use their position of trust and
confidence to further their private interests.
While technically not trustees, they stand in
a fiduciary relation to the corporation and
its shareholders . . . .The rule, inveterate and
uncompromising in its rigidity, does not

rest upon the narrow ground of injury or



damage to the corporation resulting from a
betrayal of confidence, but upon a broader
foundation of a wise public policy that, for
the purpose of removing all temptation,
extinguishes all possibility of profit flowing
from a breach of the confidence imposed

by the fiduciary relation.”

Disinterestedness and Independence

The duty of loyalty is implicated where directors are
“Interested in the outcome of a transaction or lacked
the independence to consider objectively whether
the transaction was in the best interest of its company
and all of its shareholders.

where he or she “appear[s] on both sides of a trans-
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A director is interested

action [or] expect[s] to derive any personal financial
benefit from it in the sense of self-dealing, as opposed
to a benefit which devolves upon the corporation or
all stockholders generally””* A director lacks indepen-
dence where he or she is “beholden” to the interested
director “or so under their influence that their discre-
tion would be sterilized.”” Typically, a director lacks
independence if the director has a “close personal or
familial relationship” with an interested director or
the interested director “has the unilateral power ... to
decide whether the director” whose independence
is being assessed “continues to receive a benefit,
tinancial or otherwise, upon which the director is so
dependent or is of such subjective material impor-
tance to him that the threatened loss of that benefit
might create a reason to question whether the direc-
tor is able to consider the corporate merits of the
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challenged transaction objectively:

Good Faith

The duty of loyalty includes a duty to act in good
faith.” A director acts in bad faith where, for exam-
ple, he or she takes action: (1) “with the intent to

harm the corporation;” (2) in a “state of mind affir-

matively operating with furtive design or ill will;”
(3) “with a purpose other than that of advancing the
best interests of the corporation;” or (4) “with the

9948 :

intent to violate applicable positive law”"—even 1

the director “believes that the illegal activity will
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result in profits for the entity.”” A director also acts
in bad faith where he or she “intentionally fails to
act in the face of a known duty to act, demonstrat-
ing a conscious disregard for his duties.”” “The pre-
sumptive validity of a business judgment is rebutted
in those rare cases where the decision under attack
is ‘so far beyond the bounds of reasonable judgment

that it seems essentially inexplicable on any ground

other than bad faith””

Contextual Duties

The conduct required to fulfill the fiduciary duties
of care and loyalty “will change in the specific con-
text of the action the director is taking with regard
to either the corporation or its shareholders.”” Key
contextual duties include the duty to oversee and
monitor, the duty of disclosure, duties when selling
the company, duties with regard to corporate oppor-

tunities, and duties when the company is insolvent.

Oversight/Monitoring

Directors owe a “duty to monitor,” which “stems
from the core fiduciary duties of care and loyalty.””
The duty to monitor requires directors to imple-
ment “information and reporting systems . . . in the
organization that are reasonably designed to provide
to senior management and to the board itself timely,
accurate information sufficient to allow manage-
ment and the board, each within its scope, to reach
informed judgments concerning both the corpo-
ration’s compliance with law and its business per-
formance.”” Where an information and reporting
system 1s in place, directors are required to “monitor

or oversee its operations.””



Disclosure

The duty of disclosure, sometimes referred to as the
duty of candor, also derives from the duties of care
and loyalty. Directors owe a duty of disclosure to
the corporation’s stockholders. “When stockholder
action 1s requested, directors are required to pro-
vide shareholders with all information that is mate-
rial to the action being requested and ‘to provide a
balanced, truthful account of all matters disclosed
in the communications with shareholders.”” “A
board can breach its duty of disclosure .. .in a num-
ber of ways—by making a false statement, by omit-
ting a material fact, or by making partial disclosure
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that 1s materially misleading””" An omitted fact is
considered material “if there is a substantial like-
lihood that a reasonable shareholder would con-
sider it important in deciding how to vote.””™ “Put
another way, there must be a substantial likelihood
that the disclosure of the omitted fact would have
been viewed by the reasonable investor as having
significantly altered the ‘total mix’ of information
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made available.

“Omitted facts are not material simply because they
might be helpful”” By way of example, in the con-
text of seeking shareholder approval for an M&A
transaction, where the board relies on the advice
of a financial advisor, stockholders are entitled to
receive in the proxy statement “a fair summary of
the substantive work performed by the investment
bankers upon whose advice the recommendations of
their board as to how to vote on a merger or tender
rely”” “A fair summary, however, is a summary”—
“not a cornucopia of financial data, but rather an
accurate description of the advisor’s methodology
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and key assumptions.

Directors also owe a duty of disclosure to their
fellow board members. A director breaches this
duty where he or she fails “to disclose material
information under circumstances in which full

disclosure” is “obviously expected.”” Candor is

particularly important when the board needs to
assess whether a director has a relationship or
other interest that would detract from a director
being considered disinterested with respect to a

matter under consideration.

Sale of the Company

Once it becomes “apparent to all that the break-
up of the company [is] inevitable,” the board’s duty
changes from “the preservation of [the company] as
a corporate entity to the maximization of the com-
pany’s value at a sale for the stockholders’ benefit.”"
This so-called “Revlon” duty to seek the highest
price reasonably available to stockholders is not lim-
ited to a break-up transaction in the technical sense
but rather applies “in at least the following three
scenarios: (1) “when a corporation initiates an active
bidding process seeking to sell itself or to effect a
business reorganization involving a clear break-up
of the company, . . .; (2) ‘where, in response to a
bidder’s offer, a target abandons its long-term strat-
egy and seeks an alternative transaction involving
the break-up of the company’ . . . ; or (3) when
approval of a transaction results in a ‘sale or change
of control””” This duty does not apply, however,
where, as a result of a merger, “‘[c]ontrol of both
[companies] remain][s] in a large, fluid, changeable
Nor do “Revlon duties . . .
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and changing market.
arise simply because a company is ‘in play.””” Thus,
when a company receives a takeover proposal, “the
directors . . . have the prerogative to determine that
the market undervalues its stock and to protect its
stockholders from offers that do not reflect the
long term value of the corporation under its pres-
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ent management plan.

Where Revlon duties do apply, directors’ duties are
“not independent duties but the application in a
specific context of the boards fiduciary duties of
care, good faith, and loyalty”” “[T]here is no sin-
gle blueprint that a board must follow to fulfill its



duties”” because, in each instance, directors “will be
facing a unique combination of circumstances, many
of which will be outside their control”””" Rather,
“directors must focus on one primary objective—to
secure the transaction offering the best value reason-
ably available for the stockholders—and they must

exercise their fiduciary duties to further that end.””

Corporate Opportunities

The duty of loyalty is implicated when a director
learns of a business opportunity that might be of
interest to the director, but also is in the corpora-
tion’s line of business. In such a situation, a direc-
tor may take the business opportunity for him or
herself only if: “(1) the opportunity is presented
to the director or officer in his individual and not
his corporate capacity; (2) the opportunity is not
essential to the corporation; (3) the corporation
holds no interest or expectancy in the opportunity;
and (4) the director or officer has not wrongfully
employed the resources of the corporation in pur-
suing or exploiting the opportunity”” A corpora-
tion may “[r]enounce, in its certificate or by action
of its board of directors, any interest or expectancy
of the corporation in, or in being offered an oppor-
tunity to participate in, specified business oppor-
tunities or specific classes or categories of business
opportunities that are presented to the corporation
or 1 or more of its officers, directors, or stockhold-
ers.”” This “permits the corporation to determine
in advance whether a specified business opportu-
nity or class or category of business opportunities is
a corporate opportunity of the corporation rather

than to address such opportunities as they arise.””

Insolvency

“When a solvent corporation is navigating in the
zone of insolvency, the focus for . . . directors does
not change: directors must continue to discharge
their fiduciary duties to the corporation and its
shareholders by exercising their business judgment
in the best interests of the corporation for the bene-
fit of its shareholder owners.”” When a corporation
becomes insolvent, “directors continue to have the
task of attempting to maximize the economic value
of the firm,”” but fiduciary duties are at this point
owed “to the corporation for the benefit of all of its
residual claimants, a category which now includes
creditors.”” “The directors of an insolvent firm do
not owe any particular duties to creditors” and need
not “shut down the insolvent firm and marshal its
assets for distribution to creditors, although they
may make a business judgment that this is indeed
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the best route to maximize the firm’s value.



Il. Standards of Review and Liability

“Aspirational ideals of good corporate governance
practices for boards of directors that go beyond the
minimal legal requirements of the corporation law
are highly desirable, often tend to benefit stockhold-
ers, sometimes reduce litigation and can usually help
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directors avoid liability”” When determining whether
directors have satisfied their fiduciary duties, however,
“corporate law distinguishes between the standard of’
conduct and the standard of review.”™ The standard
of conduct establishes what directors are expected to
do—that is, as discussed in Part I, to comply with
the duties of loyalty and care. The standard of review,
on the other hand, establishes how a court evaluates
whether directors have met the standard of conduct.
While no director wants a judicial ruling finding—or
even suggesting—that his or her conduct fell below
the standard of conduct, “the standard of review is
more forgiving of directors and more onerous for

stockholder plaintifts than the standard of conduct’
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Tiers of Review

“Delaware has three tiers of review for evaluating
director decision-making: the business judgment
rule, enhanced scrutiny, and entire fairness””” The
standard of review depends upon the relationship of
the directors to the particular matter at hand, varying

with whether members of the board:

* “were disinterested and independent

b3
>

(the business judgment rule);

* “faced potential conflicts of interest because of
the decisional dynamics present in particular
recurring and recognizable situations

)

(enhanced scrutiny);” or

* “confronted actual conflicts of interest such
that the directors making the decision did not
comprise a disinterested and independent board

majority (entire fairness).””

“The standard of review may change further depend-
ing on whether the directors took steps to address
the potential or actual conflict, such as by creating
an independent committee, conditioning the trans-
action on approval by disinterested stockholders, or
both.”” These steps can shift the standard of review
from entire fairness or enhanced scrutiny to business
judgment,orshiftthe burden of prooffrom defendants
to plaintiffs.

Impact of Exculpatory Provisions

Most state corporation laws authorize corporations
to adopt a charter provision that exculpates their
directors from liability for monetary damages for
a breach of the duty of care—even where a stock-
holder plaintiff is able to rebut the business judg-
ment rule presumption. Due to the widespread
adoption of exculpatory charter provisions, “due
care liability is rarely . . . available” as a remedy for
stockholder plaintiffs.

Director-by-Director Assessments

Director liability 1s assessed on a director-by-direc-
tor basis, with each director “considered individu-
ally when the directors face claims for damages in a
suit challenging board action.”” “The liability of the
directors must be determined on an individual basis
because the nature of their breach of duty (if any),
and whether they are exculpated from liability for
that breach, can vary for each director.””™ As a result,
“even if a plaintiff has pled facts that, if true, would
require the transaction to be subject to the entire
fairness standard of review, and the interested parties
to face a claim for breach of their duty of loyalty, the
independent directors do not automatically have to
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remain defendants.”” Rather, “plaintiffs must plead
a non-exculpated claim for breach of fiduciary duty

against an independent director protected by an



exculpatory charter provision, or that director will
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be entitled to be dismissed from the suit.

The Business Judgment Rule
(see Flowchart A on page 18)

The business judgment rule is both a presumption
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and the “default standard of review:.

In the context of decisions by directors, the business
judgment rule is a powerful “presumption that in
making a business decision the directors of a corpo-
ration acted on an informed basis, in good faith and
in the honest belief that the action taken was in the
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best interests of the company.”” In the overwhelm-
ing majority of circumstances, plaintift stockholders
are not able to rebut the presumption. When plain-
tiff stockholders are not able to rebut the presump-
tion, the business judgment rule standard of review
applies and “the Court gives great deference to the
substance of the directors’ decision and will not inval-
idate the decision, will not examine its reasonable-
ness, and ‘will not substitute [its] views for those of
the board if the latter’s decision can be ‘attributed to
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any rational business purpose.””” If, however, plain-
tift stockholders are able to rebut the presumption by
sufficiently alleging “that the directors breached their

9994

fiduciary duty of care or of loyalty”™ and the claim is
not exculpated (in the case of a duty of care claim),
the more stringent entire fairness standard of review

applies, as discussed below.

Impact of Stockholder Approval

Except in the context of certain transactions involv-
ing controlling stockholders, as discussed below, when
decisions are approved “by fully informed, uncoerced,
[and] disinterested stockholders,” the business judg-
ment rule standard of review applies.” This is the case
even if, had the decision been made by directors with-

out stockholder approval, it “might otherwise have

10

been subject to the entire fairness standard” of review
due to a lack of care, disinterestedness, independence

or good faith by decision-making directors.”

The Waste Exception

The business judgment rule does not protect a
board’s decision amounting to corporate waste. This
is “a corollary of the proposition that where business
judgment presumptions are applicable, the board’s
decision will be upheld unless it cannot be ‘attributed
to any rational business purpose’”” A transaction
constitutes waste where the consideration received
by the corporation in the transaction is “‘so inade-
quate in value that no person of ordinary, sound busi-
ness judgment would deem it worth that which the
corporation has paid.””” Where stockholders approve
a transaction, however, “the vestigial waste excep-
tion has . . . little real-world relevance, because it [is]
understood that stockholders would be unlikely to

approve a transaction that is wasteful.””

“Fraud on the Board”

The business judgment rule also does not protect
board decisions “‘in the face of illicit manipulation
of a board’s deliberative processes by self-interested
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corporate fiduciaries””” Examples are where there
is a “failure of insiders to come clean to the inde-
pendent directors about their own wrongdoing, the
wrongdoing of other insiders, or information that
the insiders fear will be used by the independent
directors to take actions contrary to the insiders’
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wishes.”" Where a financial advisor or other “third
party knows that the board is breaching its duty of
care and participates in the breach by misleading the
board” or failing to disclose material information
to the board, the financial advisor or other “third
party can be liable for aiding and abetting” a breach
of fiduciary duty even where the directors are pro-

2

tected by an exculpatory charter provision."



Enhanced Scrutiny
(see Flowchart B on page 19)

“Enhanced scrutiny is Delaware’s intermedi-

ate standard of review”"” Enhanced scrutiny
applies “when a board adopts defensive mea-
sures in response to a hostile takeover proposal
that the board reasonably determines is a threat
to corporate policy and effectiveness . . . , even
in the absence of an immediate threat” (“Unocal”
enhanced scrutiny). Enhanced scrutiny also applies
“when the board enters into a merger transaction
that will cause a change in corporate control, initi-
ates an active bidding process seeking to sell the
corporation, or makes a break up of the corporate
entity inevitable” (“Revlon” enhanced scrutiny)."
The enhanced scrutiny standard of review requires
that the directors “‘bear the burden of persuasion
to show that their motivations were proper and
not selfish” and that ‘their actions were reasonable
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in relation to their legitimate objective.

Courts applying enhanced scrutiny under Unocal or
Revlon “must decide ‘whether the directors made a
reasonable decision, not a perfect decision.”"” “Unlike
the bare rationality standard applicable to garden-
variety decisions subject to the business judgment
rule,” enhanced scrutiny “contemplates a judicial
examination of the reasonableness of the board’s
decision-making process.”"” “Thus, although the
level of judicial scrutiny under Revlon [and Unocal
are] more exacting than the deferential rational-
ity standard applicable to run-of-the-mill decisions
governed by the business judgment rule, at bottom
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Revlon [and Unocal are] test[s] of reasonableness.

Defensive Measures (Unocal)

Where a board defensive

“[b]ecause of the omnipresent specter that a board

adopts measures,
may be acting primarily in its own interests, rather
than those of the corporation and its shareholders,

there is an enhanced duty which calls for judicial

examination at the threshold before the protec-
tions of the business judgment rule may be con-
ferred”' As a result, directors bear the burden
of demonstrating: (1) that they had “reasonable
grounds for believing that a danger to corporate
policy and effectiveness existed,” and (2) that the
defensive measure they adopted was “reasonable in

relation to the threat posed.”"

The first prong focuses on “‘the reasonableness of
their investigation, the reasonableness of their pro-
cess and also of the result that they reached)” and “the
‘process” has to lead to the finding of a threat””"
The second prong, “the reasonableness of a board’s
response,” 1s “‘determined in relation to the ‘spe-
cific threat.”" “[I]f the board of directors’ defensive
response is not draconian (preclusive or coercive)
and is within a ‘range of reasonableness, a court
must not substitute its judgment for the board’s.”"
“A defensive measure is preclusive where it ‘makes
a bidder’s ability to wage a successful proxy con-
test and gain control either ‘mathematically impos-
sible’ or ‘realistically unattainable’” and “[a] coercive
response 1s one that is ‘aimed at ‘cramming down’
on its shareholders a management-sponsored alter-
If the board satisfies its burden under
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native.
Unocal, “the board is accorded the protection of
the business judgment rule”” presumption unless
stockholders have approved the defensive measure,
in which event the business judgment rule standard

of review will apply.

Change in Control Transactions (Revlon)

116

Due to similar concerns, “where a board approves
a transaction that results in a change in cor-
porate control, “directors have the burden of
proving that they were adequately informed
and acted reasonably” to “maximiz[e]

the company’s value at a sale for the stockholders’
benefit.”" “[T]here is no single blueprint that a

board must follow to fulfill its [Revlon]| duties.

99119
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“[D]irectors are generally free to select the path
to value maximization, so long as they choose a
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reasonable route to get there””™ “No court can
tell directors exactly how to accomplish that goal,
because they will be facing a unique combination
of circumstances, many of which will be outside

their control.”™

If the board satisfies its burden under Revlon, “the
normal presumptions of the business judgment rule
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will apply,”™ unless stockholders have approved the
transaction resulting in the change of control, in
which event the more forgiving business judgment
rule standard of review will apply. If the board
does not satisty its burden under Revlon, it will be
deemed to have “violated its situational duty .. . to
take reasonable steps to attain the best value reason-
ably available to the stockholders”—but will not
be held liable for money damages unless a breach
of the duty of care or loyalty is established in the

manner required in other circumstances.”

Application to Director Liability
The applicability of the Unocal and Revlon enhanced

scrutiny standard in actions seeking to impose lia-
bility on directors—as opposed to challenges to
consummation of the transaction itself—is uncer-
tain, as “Unocal and Revlon are primarily designed to
give stockholders and the Court of Chancery the
tool of injunctive relief to address important M&A
decisions in real time, before closing. They were not
tools designed with post-closing money damages

claims in mind.”"”
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Entire Fairness
(see Flowchart C on page 20)

“Entire fairness, Delaware’s most onerous standard,
applies when the board labors under actual conflicts
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of interest” "—either a financial interest, a lack of
independence, or a lack of good faith. Once entire
fairness applies, the defendants must establish “to the
court’s satisfaction that the transaction was the prod-
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uct of both fair dealing and fair price.”” Fair dealing
“embraces questions of when the transaction was
timed, how it was initiated, structured, negotiated,
disclosed to the directors, and how the approvals of
the directors and the stockholders were obtained.””
Fair price “relates to the economic and financial
considerations of the proposed [transaction], includ-
ing all relevant factors: assets, market value, earn-
ings, future prospects, and any other elements that
affect the intrinsic or inherent value of a compa-
ny’s stock.””™ An “honest belief that the transaction
was entirely fair” does not establish entire fairness;
rather, “the transaction itself must be objectively fair,
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independent of the board’s beliefs.”” Where entire
fairness applies, directors who breach their fiduciary
duties are “subject to damages liability for the gap
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between a fair price and the deal price.

Impact of Stockholder Approval

Obtaining approval by a majority of the disinter-
ested shareholders “acts as a safe harbor in situations
where directors’ potentially conflicting self-interests
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are at issue.””" Even if the transaction would other-
wise have been subject to the entire fairness standard
because the board labored under actual conflicts of
interest, “a fully informed, uncoerced vote of the
disinterested stockholders invoke[s] the business

99132

judgment rule standard of review.



Director Compensation

“Like any other interested transaction, directo-
rial self-compensation decisions lie outside the
business judgment rule’s presumptive protection,
so that, where properly challenged, the receipt of
self~determined benefits is subject to an affirma-
tive showing that the compensation arrangements
are fair to the corporation.”” Thus, where “direc-
tors make decisions about their own compensation,
those decisions presumptively will be reviewed as
self-dealing transactions under the entire fairness
standard rather than under the business judgment
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rule.”” Directors, however, may gain the protection
of the business judgment rule where compensation
is issued pursuant to a stockholder-approved com-
pensation plan that specifies “a limit applicable (or
‘meaningful’) to directors specifically—as opposed
to a generic limit applicable to a range of beneficia-

135

ries with differing roles.”

Controlling Stockholder Transactions

The entire fairness standard also governs corporate
transactions 1involving a controlling stockholder

1113

where “‘the controller . . . engage[s| in a conflicted
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transaction. “[T]hose situations [generally| fall
into one of two categories: (a) transactions where
the controller stands on both sides; and (b) transac-
tions where the controller competes with the com-
mon stockholders for consideration.””” Where the
entire fairness standard of review governs, “approval
of the transaction by an independent committee of
directors or an informed majority of minority share-
holders shifts the burden of proof on the issue of
fairness from the controlling or dominating share-
holder to the challenging shareholder-plaintift.”™
But the business judgment rule standard of review,
and not the entire fairness standard of review, applies
where an independent committee of directors and
an informed majority of minority approve the trans-

action and the following conditions are met “(i) the

controller conditions the procession of the transac-
tion on the approval of both a Special Committee
and a majority of the minority stockholders; (i1) the
Special Committee is independent; (ii1) the Special
Committee is empowered to freely select its own
advisors and to say no definitively; (iv) the Special
Committee meets its duty of care in negotiating a
fair price; (v) the vote of the minority is informed;
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and (vi) there is no coercion of the minority.
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lll. Oversight Claims Following Corporate “Trauma”

Recent years have seen a proliferation of actions
brought “in the midst of or directly following ‘corpo-
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rate trauma’ of some sort or another””" “The claim is
that the directors allowed a situation to develop and
continue which exposed the corporation to enor-
mous legal liability and that in so doing they violated
a duty to be active monitors of corporate perfor-
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mance.”" “The list of corporate traumas for which
stockholders theoretically could seek to hold direc-
tors accountable is long and ever expanding: regula-
tory sanctions, criminal or civil fines, environmental
disasters, accounting restatements, misconduct by
officers or employees, massive business losses, and
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innumerable other potential calamities.

“[P]roving liability for a failure to monitor corporate
affairs is ‘possibly the most difficult theory in corpo-
ration law upon which a plaintift might hope to win
a judgment.”™ “In bringing these actions, ‘plaintiffs
seem to hope the Court will accept the conclusion
that since the Company suffered large losses, and
since a properly functioning risk management sys-
tem would have avoided such losses, the directors
must have breached their fiduciary duties in allowing

99144

such losses.”" The “courts consistently have rejected
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‘such general ipse dixit syllogisms.”"” In such cases,
directors will not be held liable unless: ““(a) the direc-
tors utterly failed to implement any reporting or
information system or controls; or (b) having imple-
mented such a system or controls, consciously failed
to monitor or oversee its operations thus disabling
themselves from being informed of risks or prob-
lems requiring their attention. In either case, imposi-
tion of liability requires a showing that the directors
knew that they were not discharging their fiduciary
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obligations.”" This means that scienter is required."”
““Utterly failed’ 1s a linguistically extreme formula-
tion.”" ““Utterly’ means ‘carried to the utmost point

1”’149

or highest degree; absolute, tota

Recent cases dismissing director liability claims on

14

this ground at the motion to dismiss stage, before
discovery, include claims arising out of the hacking
of Home Depot customers’ personal financial data,”
financial institution exposure to subprime mortgage
market risks in the midst of the 2008 financial cri-
sis including at Citigroup” and AIG,"” allegations
concerning violations of international antitrust laws
at Qualcomm,” violations of anti-money launder-
ing laws at Capital One,” General Motor’s igni-
tion switch failures,” alleged oversight failures at
JPMorgan Chase with respect to Bernard Madoft’s
Ponzi scheme™ and “London Whale” credit default
swaps,  solar panel manufacturing defects by First
Solar, Inc.,” investments in mortgage-backed secu-
rities by U.S. Bank National Association,” US Mine
Safety and Health Administration safety violations
by Hecla,” and violations of state and federal laws
regulating the transportation and delivery of ciga-
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rettes by United Parcel Service.



V. What to Do in Uncertain Times: Recommendations for

Directors and their Counselors

Directors should expect uncertainty to be a fact of

corporate life for the foreseeable future. In light of

this, we ofter the following recommendations for

directors and their counselors.

To lay the foundation for board decisions that will be
entitled to the protection of the business judgment rule
or, where applicable, withstand more stringent standards

of review:

e In approaching decision-making on all but a
limited number of issues, recognize that the busi-
ness judgment rule, augmented by exculpatory
and indemnification provisions and D&O insur-
ance, affords powerful protection against personal
liability as long as decisions are made following

an appropriate process—regardless of outcome.

e At the outset, identify and disclose any actual
or potential self-interest or lack of indepen-
dence with respect to the matter in question
so that a thoughtful determination can be
made by the board about which directors
should participate in the decision-making and
which, if any, should recuse themselves from

discussions and/or a vote.

¢ Identify and obtain the information that will
be relevant to the decision. Consider the need

for expert advice.

e Ensure that the minutes carefully document
independence determinations, the process by
which the decision was reached, the time spent,
the information considered, the risks and benefits

weighed and the ultimate basis for the decision.

e If stockholder approval will be sought or a
discussion of the transaction is otherwise to
be sent to stockholders, ensure that these
matters are also described in the proxy or

information statement.

To help the company avoid both the underlying
calamity and the impact on stockholder value that

come from corporate trauma:

® Probe how risk is incorporated into corporate

strategy and be vigilant about potential harm

to the company’s reputation.

Ensure the board’s agenda provides ample
time, on a regular basis, for oversight of

the framework, processes and resources
(both internal and external) that manage-
ment is using to identify, evaluate and
mitigate risk. Oversight should include

how well risk management efforts are
keeping pace with changes in the company’s
operations and in the political, business

and regulatory environment.

As part of setting the appropriate tone

at the top, emphasize—throughout the
organization—the importance of upholding
ethical values and adhering to risk manage-
ment and compliance initiatives. Promote a
culture that fosters speaking up and healthy
debate so that concerns can be surfaced

and addressed before they escalate into
trauma. Keep a watchful eye on the culture
by monitoring the types and frequency of
concerns coming through the organization’s
hotline and other internal reporting
mechanisms, and management’s analysis

and response.

Study special committee reports and other
analyses to see what has gone wrong at
other companies, including ethical failures
and compensation structures that may have
encouraged excessive risk-taking rather than
sustainable growth. Seek to understand how,
with twenty-twenty hindsight, these traumas
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might have been avoided or, at least, identified at
an earlier stage. Work with senior management

to take advantage of lessons learned.

Regularly reassess and look for ways to
strengthen the board’s own risk management
oversight activities. Ensure the allocation of
responsibility among the board and board
committees covers the waterfront of risks.
Focus on the quality of risk management
oversight as part of board and board committee
self-evaluations. Consider the need for
competencies in critical company-specific risk
areas as part of the process of refreshing the

composition of the board.

Most important, don't hesitate to ask
the tough questions or request more
information of management or your

fellow board members.



Appendix

Flowcharts lllustrating the Application of the Standards of Review

A. Fiduciary Duty Cases: Business Judgment Rule Presumption
B. Fiduciary Duty Cases: Enhanced Scrutiny

C. Fiduciary Duty Cases: Controlling Stockholder Transactions
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Flowchart A
Fiduciary Duty Cases: Business Judgment Rule Presumption

(Assuming Corporation Has Exculpatory Charter Provision)

Decision approved by
majority of disinterested,
fully informed, and
uncoerced shares
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majority of disinterested,
fully informed, and
uncoerced shares
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Flowchart B

Fiduciary Duty Cases: Enhanced Scrutiny
(Assuming Corporation Has Exculpatory Charter Provision)

Directors have initial burden to show they

acted reasonably

/\

Directors do NOT show they
acted reasonably

Directors show they
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presumption (see flowchart A)
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Flowchart C

Fiduciary Duty Cases: Controlling Stockholder Transactions
(Assuming Corporation Has Exculpatory Charter Provision)

Transaction NOT approved by
well-functioning special
committee OR disinterested, fully
informed, and uncoerced
majority of minority shares

Controlling stockholder and
conflicted directors have burden
of proving entire fairness — fai
price and fair pro

For other directors, stockholder
plaintiff has burden of rebutting
business judgment rule
presumption (see flowchart A)

Controlling stockholder stands
on both sides of the transaction
OR receives different treatment

than other stockholders

A 4

Transaction approved by well-
functioning special committee
OR disinterested, fully
informed, and uncoerced
majority of minority shares

Controlling stockholder does
NOT stand on both sides of the
transaction AND does NOT
receive different treatment than
other stockholders

Transaction approved by well-

disinterested, fully informed, and

on both approvals)

functioning special committee AND

uncoerced majority of minority shares
(and conditioned from the beginning

e fairness applies to controlling
kholder and conflicted directors,
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ving lack of entire fairness — unfair
rice and/or unfair process

For other directors, stockholder
plaintiff has burden of rebutting
business judgment rule
presumption (see flowchart A)
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