Chapter 7. Normal Governance: The Duty of Care

of competent jurisdiction that his action or failure to act involved an
act or omission undertaken with deliberate intent to cause injury to the
corporation or undertaken with reckless disregard for the best interests
of the corporation. . . .

7.5 THE Boarp’s Dury To MonrTor: Losses “CAUSED” BY
BoARrD Passivity

So far, we have discussed the possible liability of directors for failing to take
reasonable care in making business decisions that lead to financial losses. We
now turn to the related question: What is the scope of director liability for
losses that arise not from business decisions but rather from causes that the
board might arguably have deflected but did not? The business judgment rule
protects boards decisions. In fact, however, the relatively few cases that actu-
ally impose liability on directors for breach of the duty of care are not cases
in which a decision proved disastrously wrong, but cases, like the Enron col-
lapse of 2001, in which directors simply failed to do anything under circum-
stances in which it is later determined that a reasonably alert person would
have taken action."”

Dil.'ectors’ incentives are far less likely to be distorted by liability imposed
for passive violations of the standard of care than for liability imposed for erro-
neous decisions. We should not be surprised that actual liability is more likely
to arise from a failure to supervise or detect fraud than from an erroneous
busnne§s decision. Nevertheless, given the disjunction between the scale of
operat.xons. of many public corporations and the scale of the personal wealth
of typical individual directors, the risk of liability for inactivity may still deter
talent.ed.persons from serving on corporate boards. Despite this danger, the
astonishingly rapid collapse of the Enron Corporation in 2001 suggested to
many observers that boards may generally be too easily manipulated by com-
pany officers. 1‘&5 a Co'r.rective, some of these observers believe that the sharp
f:lro&il e():e pﬁtentlal llablllF?’ ogght to be more in evidence. But liability for losses
attention Il‘]ogs(;eini;e:lll)g ISECS oo (?mde €X post method to force appropriate

. nron case were in the many tens of billions of dollars.
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ot deter service? We can, at least, say it cannot be done scientifically.
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In this section, we review five cases dealing with directors who are
charged with breaching their duty of care by not sufficiently monitoring the
corporation and thus by not preventing a loss that the corporation incurred.

FRANCIS v. UNITED JERSEY BANK
432 A.2d 814 (NJ. 1981)

[Pritchard & Baird, Inc. was a reinsurance broker that arranged contracts
between insurance companies that wrote large policies and other companies
in order to share the risks of those policies. In this industry, the company that
sells insurance to the client pays a portion of the premium to the reinsurance
broker, who deducts its commission and forwards the balance to the reinsur-
ing company. The broker thus handles large amounts of money as a fiduciary
for its clients.

As of 1964, all the stock of Pritchard & Baird was owned by Charles
Pritchard, Sr., one of the firm’s founders, and his wife and two sons, Charles,
Jr., and William. They were also the four directors. Charles, Sr., dominated
the corporation until 1971, when he became ill and the two sons took over
management of the business. Charles, Sr., died in 1973, leaving Mrs. Pritchard
and the sons the only remaining directors.

Contrary to the industry practice, Pritchard & Baird did not segregate its
operating funds from those of its clients, depositing all in the same account.
From this account Charles, Sr., had drawn “loans” that correlated with corpo-
rate profits and were repaid at the end of each year. After his death, Charles,
Jr., and William began to draw ever larger sums (still characterizing them
as “loans”) that greatly exceeded profits. They were able to do so by tak'ing
advantage of the “float” available to them during the period between the time
they received a premium and the time they had to forward it (less commis-
sion) to the reinsurer.

By 1975, the corporation was bankrupt. This action was brought' by the
trustees in bankruptcy against Mrs. Pritchard and the bank as administrator
of her husband's estate. As to Mrs. Pritchard, the principal claim was that she
had been negligent in the conduct of her duties as a director of the corpora-
tion. She died during the pendency of the proceedings, and her executrix was

substituted as defendant. |

THE FALL OF THE HOUSE OF PRITCHARD*®

In the mid-1940s, Charles Pritchard, Sr., and George Baird founded one of

the first domestic brokerages in the nascent American reinsurag'ce md}lsi(tr(})}
Roughly speaking, reinsurance insures primary insurers D37 EfIRE I ahpsl o
loss among multiple parties, so as 10 avoid the possibility of a catastrophic 10ss

Kesten, The Story of Francis .
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18. This account comes from Reinier Kra Law Stories (2010). Cita-

(_]"ited Jersey Bank:When a Good Story Makes Bad Law.. Corporate
tons to the trial court opinion and other sources are pr()VldC‘d there.
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for any one. Under the leadership of Charles Pritchard, Sr., Pritchard & Baird be-
came one of America’s largest and most prestigious reinsurance intermediaries.
After Baird retired in 1964, the Pritchards became the firm’s sole shareholders,
senior officers, and directors. In 1968, the Prichard sons, Charles, Jr., and Wil-
liam, assumed sole responsibility for the management of the family firm due to
the failing health of their father. Though they were well educated and raised in
the family business, Charles, Jr., and William were cut from an altogether differ-
ent cloth than their father. Where he was moderate, they were greedy; where
he was conservative, they were risk-takers; and where he appears to have had
integrity, they were unscrupulous.

For several years, the younger Pritchards financed their extravagant life-
styles by misappropriating more than $10 million held in trust by their re-
insurance company. But eventually the brothers were discovered, forced
into personal bankruptcy, and escaped lengthy prison sentences by a hair’s
breadth. Shortly thereafter, trustees — including Mr. Francis, the plaintiff in
the civil case — were appointed to gather and administer the assets of the
various estates. In April 1976, the bankruptcy court directed the trustees for
Pritchard & Baird to bring suit against members of the Pritchard family to re-
cover the more than $10 million of client funds misappropriated under the
guise of “shareholder loans.” Claims were initially filed against all three direc-
tors of the company, but the Pritchard brothers were dismissed from the case
after being adjudicated bankrupt, leaving their mother — Lillian Pritchard,
the only solvent director of Pritchard & Baird — as the main defendant in the
case.

The tri:'ll court held that if Mrs. Pritchard “had paid the slightest attention
to the affairs of the corporation, she would have known what was happening.”
Conseq.uently, Mrs. Pritchard was found negligent, since “[h}ad she performed
her duties with due care, she would readily have discovered the wrongdoing
Théa:(flusr?erec.‘:;ltlgde;sllly have taken effective s.teps to stop the wrongdoing.”
it ] " ¢ argument that Mrs. Pritchard should be absolved of
tll?c IO?’S O?hagfgl;be “Cfliis Cz simple housew.ife - - - old and grief-stricken at
as a d}rector as an :cncorr(lmc?(ili'& S B CTRT [ [L7E0) 100 ey “se.rved
interesting rhetorical twist JUZIOHStO e hugb and and sons I ndeec}, .
ment would insult the “filr;damge .1tan't0r-1 opined that. accepting thl,s A’
on these findings, the trial ¢ ental dignity 2 nd equality of women.” Based

8S, the trial court held Mrs. Pritchard liable for the more than
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Supreme Court granted ztl'l:id of the Appellate Division, and the New Jersey
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ity as a director. Jucstion of Mrs. Pritchard’s liabi
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Working Capital Deficit | Shareholders Loans | Net Brokerage Income
70 $ 389,022 $ 508941 $ 807,229
71 NOT AVAILABLE NOT AVAILABLE NOT AVAILABLE
72 $ 1,684,298 $ 1,825,911 $1,546,263
73 $ 3,506,460 $ 3,700,542 $1,736,349
74 $ 6,939,007 $ 7,080,629 $ 876,182
75 $10,176,419 $10,298,039 $ 551,598

The statements of financial condition from 1970 forward demonstrated:
Mrs. Pritchard was not active in the business of Pritchard & Baird and knew
virtually nothing of its corporate affairs. She briefly visited the corporate
offices in Morristown on only one occasion, and she never read or obtained
the annual financial statements. She was unfamiliar with the rudiments of
reinsurance and made no effort to assure that the policies and practices of
the corporation, particularly pertaining to the withdrawal of funds, complied
with industry custom or relevant law. Although her husband had warned her
that Charles, Jr. would “take the shirt off my back,” Mrs. Pritchard did not pay
any attention to her duties as a director or to the affairs of the corporation. . ..

After her husband died in December 1973, Mrs. Pritchard became inca-
pacitated and was bedridden fora six-month period. She became listless at this
time and started to drink rather heavily. Her physical condition deteriorated,
and in 1978 she died. The trial court rejected testimony seeking to exonerate
her because she “was old, was grief-stricken at the loss of her husband, some-
times consumed too much alcohol and was psychologically overborne by her
sons.” . . . That court found that she was competent to act and that the reason
Mrs. Pritchard never knew what her sons “were doing was because she never
made the slightest effort to discharge any of her responsibilities as a director
of Pritchard & Baird.” 162 N.J. Super. at 372. . ...

I

ate director for acts of the corporation i$

a prickly problem. Generally directors arc :lccordcq br()a(.l immunity anq are
not insurers of corporate activitics. The problem 18 particularly p?t.tlcsome
when a third party asscrts that a director, because of nonfczasance,. is liable for
losses caused by acts of insiders, who in this case were officers, d}rectors 'and
shareholders. Determination of the liability of Mrs. Pritchard requires findings
that she had a duty to the clients of Pritchard & Baird, 'that she breached that
duty and that her breach was a proximate causc of their losses. . . . .
As a general rule, a director should acquire at legst a rudm}entary }m CS
Standing of the business of the corporation. Accordmgly, a ‘derCt()I“ ShOUl,
become familiar with the fundamentals of the business in which the corpori-
tion is engaged. . . . Because directors arc bound to exXercise or(:lmar‘).f‘ca;e,
they cannot set up as a defense lack of the knowledge needed to exercise the
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requisite degree of care. If one “feels that he has not had sufficient business
experience to qualify him to perform the duties of a director, he should either
acquire the knowledge by inquiry, or refuse to act.”. . .

Directors are under a continuing obligation to keep informed about the
activities of the corporation. . . . Directorial management does not require a
detailed inspection of day-to-day activities, but rather a general monitoring of
corporate affairs and policies. Accordingly, a director is well advised to attend
board meetings regularly. Indeed, a director who is absent from a board meet-
ing is presumed to concur in action taken on a corporate matter, unless he
files a “dissent with the secretary of the corporation within a reasonable time
after learning of such action.” N.J.S.A. 14A:6-13 (Supp. 1981-1982). . ..

While directors are not required to audit corporate books, they should
maintain familiarity with the financial status of the corporation by a regu-
lar review of financial statements. In some circumstances, directors may be
charged with assuring that bookkeeping methods conform to industry cus-
tom and usage. The extent of review, as well as the nature and frequency of
financial statements, depends not only on the customs of the industry, but
also on the nature of the corporation and the business in which it is engaged.
Financial statements of some small corporations may be prepared internally
and only on an annual basis; in a large publicly held corporation, the state-
ments may be produced monthly or at some other regular interval. Adequate
financial review normally would be more informal in a private corporation
than in a publicly held corporation.

Of some relevance in this case is the circumstance that the financial
records disclose the “shareholders’ loans.” Generally directors are immune
from liab}lity if, in good faith, they rely upon the opinion of counsel for the
corporation or upon written reports setting forth financial data concerning
tbp corporation and prepared by an independent public accountant or cer-
tified public accountant or firm of such accountants or upon financial state-
ments, books of account or reports of the corporation represented to them to
be correct by the president, the officer of the corporation having charge of its
book; of account, or the person presiding at a meeting of the board.
inquireht?uflzfr? ;)f financial stat’ements, however, may give rise to a duty t0
o e nto matte-rs revealed by those statements. . . . Upon discovery

z}n illega cour‘se of action, a director has a duty to object and, if the corpo-
ration does not correct the conduct, to resign.
mentgnﬂ:gtls a(;‘i(s)% ;V[r& Pritchard] should have realized |from those state-

’ January 31, 1970, her sons we ithdrawing substantial

trust funds under the guise of “Shareholders’ rc“ wit 1(‘ r.anpg, Su
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. King capital deficits and the “loans” were escalating in tandem. Detect-
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negligence leading to the loss. Analysis in cases of negligent omissions calls
for determination of the reasonable steps a director should have taken and
whether that course of action would have averted the loss.

Usually a director can absolve himself from liability by informing the
other directors of the impropriety and voting for a proper course of action. . ..
Conversely, a director who votes for or concurs in certain actions may be
“liable to the corporation for the benefit of its creditors or shareholders, to
the extent of any injuries suffered by such persons, respectively, as a result
of any such action.” N.J.S.A. 14A:6-12 (Supp. 1981-1982). A director who is
present at a board meeting is presumed to concur in corporate action taken at
the meeting unless his dissent is entered in the minutes of the meeting or filed
promptly after adjournment. N.J.S.A. 14:6-13. In many, if not most, instances
an objecting director whose dissent is noted in accordance with N.J.S.A. 14:6-
13 would be absolved after attempting to persuade fellow directors to follow
a different course of action. . . .

In this case, the scope of Mrs. Pritchard’s duties was determined by
the precarious financial condition of Pritchard & Baird, its fiduciary relation-
ship to its clients and the implied trust in which it held their funds. Thus
viewed, the scope of her duties encompassed all reasonable action to stop
the continuing conversion. Her duties extended beyond mere objection and
resignation to reasonable attempts to prevent the misappropriation of the
trust funds. . . .

A leading case discussing causation where the director’s liability is
predicated upon a negligent failure to act is Barnes v. Andrews, 298 F. 614
(8.D.N.Y. 1924). In that case the court exonerated a figurehead director who
served for eight months on a board that held one meeting after his election, a
meeting he was forced to miss because of the death of his mother. Writing for
the court, Judge Learned Hand distinguished a director who fails to prevent
general mismanagement from one such as Mrs. Pritchard who failed to stop
an illegal “loan”:

When the corporate funds have been illegally lent, it is a fair inference that a
protest would have stopped the loan, and that the director’s neglt?ct cagsed the
loss. But when a business fails from general mismanagement,. business incapac-
ity, or bad judgment, how is it possible to say that a single director could }mve
made the company successtul, or how much in dollars he could have saved? (Jd.
a6l16617) . ..

sons, although the immediate cause of
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inferred. We conclude that even if Mrs. Pritchard’s mere objection had not
stopped the depredations of her sons, her consultation with an attorney and
the threat of suit would have deterred them. That conclusion flows as a mat-
ter of common sense and logic from the record. Whether in other situations
a director has a duty to do more than protest and resign is best left to case-
by-case determinations. In this case, we are satisfied that there was a duty to
do more than object and resign. Consequently, we find that Mrs. Pritchard’s
negligence was a proximate cause of the misappropriations.

To conclude, by virtue of her office, Mrs. Pritchard had the power to
prevent the losses sustained by the clients of Pritchard & Baird. With power
comes responsibility. She had a duty to deter the depredation of the other
insiders, her sons. She breached that duty and caused plaintiffs to sustain
damages.

The judgment of the Appellate Division is affirmed.

NOTE

Although an odd case in some respects, Francis reflects the majority view
that there is a minimum objective standard of care for directors — that direc-
tors cannot abandon their office but must make a good-faith attempt to do a
proper job.The case law is divided on whether the minimum standard is the
same for all directors or whether sophisticated directors (e.g., lawyers and in-
vestment bankers) ought to be held to a higher standard. The law is clear that
all directors must satisty the same legal standard of care, but the determination
of liability is a director-by-director determination. A court may conclude that
a reasonable engineer or investment banker serving on a board should have
;'1ctcd in certain circumstances while a reasonable person without that train-
ing and experience may not have done so. See In Re Emerging Communica-
tions Inc. Sharebolders Litigation 2004 Del. Ch. LEXIS 70 (2004) (investment
banker held liable for complicity in controllers breach of loyalty in buyout,
while other directors with less knowledge found not liable).

QUESTIONS

sons'lz;ct' at YV(,)UM have been the result if Mrs. Pritchard had spotted her

e bat é:lt’ll?j if they had responded: “Don’t worry, Mama. We were steak
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55 continued to steal as bef. acifi ir mother
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In general, boards of public companies have a particular obligation to
monitor their firm’s financial performance, the integrity of its financial report-
ing, its compliance with the law, its management compensation, and its suc-
cession planning. Because of the large scale of modern public corporations,
the board must monitor largely through reports from others, whether outside
auditors, other professionals, or corporate officers. The board authorizes only
the most significant corporate acts or transactions: mergers, changes in capi-
tal structure, fundamental changes in business, etc. The lesser decisions that
are made by officers and employees within the interior of the organization
can, however, vitally affect the welfare of the corporation. Recent business
history has graphically demonstrated that the failure of appropriate controls
can result in extraordinary losses to even very large public companies. Even
before the Enron and WorldCom scandals, large losses following monitoring
failures resulted in the displacement of senior management and much of the
board of Salomon, Inc.;" the replacement of senior management of Kidder,
Peabody;® and extensive financial loss and reputational injury to Prudential
Insurance arising from misrepresentations in connection with the sale of lim-
ited partnership interests.”' Financial disasters of this sort raise this question:
What is the board’s responsibility to assure that the corporation functions
within the law to achieve its purposes?

GRAHAM v. ALLIS-CHALMERS MANUFACTURING CO.
188 A.2d 125 (Del. 1963)

Worcorr, J.:

This is a derivative action on behalf of Allis-<Chalmers against its direc-
tors and four of its non-director employees. The complaint is based upon
indictments of Allis-Chalmers and the four non-director employees named as
defendants herein who, with the corporation, entered pleas of guilty to the
indictments. The indictments, eight in number, charged violations of the Fed-
eral anti-trust laws. The suit seeks to recover damages which Allis-Chalmers is
claimed to have suffered by reason of these violations. .

The hearing and depositions produced no evidence that any director
had any actual knowledge of the anti-trust activity, or had actu.al knowle'd.gc
of any facts which should have put them on notice that anti-trust actvity
was being carried on by some of their company’s employees. The plam'u.ffS,
appellants here, thereupon shifted the theory of the case to Fhe proposmon
that the directors are liable as a matter of law by reason of their failure to take
action designed to learn of and prevent anti-trust activity on the part of any

employees of Allis-Chalmers.

19. Sec,c.g., Rotten at the Core. Economist, Aug. 17,199 1(, E(lt 6?-7;:;?4ik€ McNamee etal.,
The Judgment of Salomon: An Anticlimax, Bus. Week, June ], 1)‘)27‘" e T

20. Sec Terence P Pare, Jack Welch's Nightinare on Wall Street, Fortune, Sept. o, L4
4048, i

21. Michael Schroeder & Leah N.Spiro. Is George
Nov.8,1993, at 7.4-76.

Ball's Luck Running Out?, Bus. Week,
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By this appeal the plaintiffs seek to have us reverse the Vice Chancellor’s
ruling of non-iability of the defendant directors upon this theory. . ..

Allis-Chalmers is a manufacturer of a variety of electrical equipment. It
employs in excess of 31,000 people, has a total of 24 plants, 145 sales offices,
5000 dealers and distributors, and its sales volume is in excess of $500,000,000
annually. The operations of the company are conducted by two groups, each
of which is under the direction of a senior vice president. One of these groups
is the Industries Group under the direction of Singleton, director defendant.
This group is divided into five divisions. One of these, the Power Equipment
Division, produced the products, the sale of which involved the anti-trust
activities referred to in the indictments. The Power Equipment Division, pre-
sided over by McMullen, non-director defendant, contains ten departments,
each of which is presided over by a manager or general manager.

The operating policy of Allis-Chalmers is to decentralize by the delega-
tion of authority to the lowest possible management level capable of fulfilling
the delegated responsibility. Thus, prices of products are ordinarily set by
the particular department manager, except that if the product being priced
is large and special, the department manager might confer with the general
manager of the division. Products of a standard character involving repetitive
manufacturing processes are sold out of a price list which is established by a
price leader for the electrical equipment industry as a whole.

Annually, the Board of Directors reviews group and departmental profit
goal budgets. On occasion, the Board considers general questions concerning
price levels, but because of the complexity of the company’s operations the
Board does not participate in decisions fixing the prices of specific products.

The Board of Directors of fourteen members, four of whom are officers,
meets once a month, October excepted, and considers a previously prepared
agenda for the meeting. Supplied to the Directors at the meetings are finan-
cial and operating data relating to all phases of the company’s activities. The
Bgard meetings are customarily of several hours duration in which all the
Directors participate actively. Apparently, the Board considers and decides
Hl:attCI'S concerning the general business policy of the company. By reason of
he exten nd completyof he company's operutions i ot practci

The indictments to wh?tatl: Z}})@gﬁc problems of the various lel'SIOIlS.
defendants pled guilty char ’elih :IS-C‘halmcrs and .thc four non—d{rCCtOY
defendants, commencin inEB 195?t t‘le g()'n S and individual mm_dlrccm(;
their employees to fix pgrices an(;, u)r‘l.splr'cd with ‘()thcr manplect} e and
governmental agencies in Violationmfrlg blds' LS d-c e u.t e
None of the dir no t_he anti-trust laws of the United States:

& ector defendants in this caus g dants 1n
the indictments. Indeed, the Fed. ¢ were named as defen o d
ancovered 1o probat » th eral Govemment acknowledged that it ha
10 probative evidence which could lead he ¢ :~tion of the
defendant directors. ad to the convictio

Th .
come Ofet lflersctoz:rcltl;l;rllylf:(e)jlvll;l((i)gee ethe dlrfrctors had of anti-trust violations bY
per stories that the TVA proposye d Zw.as in t.he summer of 1959 from‘newspa.
in charge of the Industries Groy o?tlllllve‘stlgatxon Qf identical bids. Slngletond,
nothing. Thereafter, in Novembp € company, investigated but unearthe

: erof 1959, some of the company’s employees
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were subpoenaed before the Grand Jury. Further investigation by the com-
pany’s Legal Division gave reason to suspect the illegal activity and all of the
subpoenaed employees were instructed to tell the whole truth.

Thereafter, on February 8, 1960, at the direction of the Board, a policy
statement relating to anti-trust problems was issued, and the Legal Division
commenced a series of meetings with all employees of the company in pos-
sible areas of anti-trust activity. The purpose and effect of these steps was to
eliminate any possibility of further and future violations of the antitrust laws.

As we have pointed out, there is no evidence in the record that the
defendant directors had actual knowledge of the illegal anti-trust actions of
the company’s employees. Plaintiffs, however, point to two FTC decrees of
1937 as warning to the directors that anti-trust activity by the company’s
employees had taken place in the past. It is argued that they were thus put on
notice of their duty to ferret out such activity and to take active steps to insure
that it would not be repeated.

The decrees in question were consent decrees entered in 1937 against
Allis-Chalmers and nine others enjoining agreements to fix uniform prices
on condensers and turbine generators. The decrees recited that they were
consented to for the sole purpose of avoiding the trouble and expense of the
proceeding.

The director defendants and now officers of the company either were
employed in very subordinate capacities or had no connection with the com-
pany in 1937. At the time, copies of the decrees were circulated to the heads
of concerned departments and were explained to the Managers Committee.

In 1943, Singleton, officer and director defendant, first learned of the
decrees upon becoming Assistant Manager of the Steam Turbine DepartmenF,
and consulted the company’s General Counsel as to them. He investigated his
department and learned the decrees were being complied with and, in any
event, he concluded that the company had not in the first place been guilty
of the practice enjoined.

Stevenson, officer and dir
1951 in a conversation with Singleton about
pany’s operations. He satisfied himself that t

fact had not been guilty of quoting uniform prices. . . - . .
Scholl, officer and director defendant, learned of the decrees in 1956 in

adiscussion with Singleton on matters affecting the Industries Group. He was
informed that no similar problem was then in existence in the company.

Under the circumstances, we think knowledge by three of the .dl.I'C‘Ct01:s
that in 1937 the company had consented to the entry 'of decrees enjoining it
from doing something they had satisfied themselves 1t' had never dope, did
not put the Board on notice of the possibility of future illegal price ﬁxmg..'

Plaintiffs are thus forced to rely solely upon the legal propos‘mon
ddvanced by them that directors of a corporation, as a matt'er of law, are llaple
for losses suffered by their corporations by reason of their gross inattention
to the common law duty of actively supervising and managing the corporate
affairs, .

The precise charge made agains
though they had no knowledge of an

ector defendant, first learned of the decrees in
their respective areas of the com-
he company was not then and in

t these director defendants is that, even
y suspicion of wrongdoing on the part
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of the company’s employees, they still should have put into effect a system
of watchfulness which would have brought such misconduct to their atten-
tion in ample time to have brought it to an end. However, the Briggs case
expressly rejects such an idea. On the contrary, it appears that directors
are entitled to rely on the honesty and integrity of their subordinates until
something occurs to put them on suspicion that something is wrong. If such
occurs and goes unheeded, then liability of the directors might well follow,
but absent cause for suspicion there is no duty upon the directors to install
and operate a corporate system of espionage to ferret out wrongdoing which
they have no reason to suspect exists.

The duties of the Allis-Chalmers Directors were fixed by the nature of
the enterprise which employed in excess of 30,000 persons, and extended
over a large geographical area. By force of necessity, the company’s Directors
could not know personally all the company’s employees. The very magnitude
of the enterprise required them to confine their control to the broad policy
decisions. That they did this is clear from the record. . . .

In the last analysis, the question of whether a corporate director has
become liable for losses to the corporation through neglect of duty is deter-
mined by the circumstances. If he has recklessly reposed confidence in an
obviously untrustworthy employee, has refused or neglected cavalierly to
perform his duty as a director, or has ignored either willfully or through inat-
tention obvious danger signs of employee wrongdoing, the law will cast the
burden of liability upon him. This is not the case at bar, however, for as soon
as it became evident that there were grounds for suspicion, the Board acted
promptly to end it and prevent its recurrence.

Plaintiffs say these steps should have been taken long before, even in the
absepce of suspicion, but we think not, for we know of no rule of law which
requires a corporate director to assume, with no justification whatsoever, that

all_ corl).oraFe employees are incipient law violators who, but for a tight check-
rein, will give free vent to their unlawful propensities.
We therefore affirm the Vice Chancellor’s ruling. . ..

QUESTIONS

o o AH:: Echfbl CVId‘Lme that the exceptionally decentralized operating pol
zn 'S semi aimers was accompanied by enormous pressure on the con
pany’'s semiautonomous units to show steadily growing profits. If this was the

management style approved by the Allis-Chalmers board. s .re be an
implications for the board’s duty of care? mers board, should there y

servezi.rlvflllazl';-gu;acl%):rg %}/Ii? imposing liability for breach of the duty of ¢ar¢

of shareholders, and wh cn might it be in the narrow economic interests
- and when might it not be in the interests of shareholders?

3. To the extent that one is tempted to impose liability on the board for

purposes of enforcing the antitry )
. st laws wh P 3 . es
might be , What alternative enforcement strategt

available? ; . :
What about InCreasing penalties against the company itself?
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State corporate law is not the only legal source of a director’s duty of
care. Securities law and the SEC also impose negligence-based duties on direc-
tors in a variety of contexts. In the Matter of Michael Marchese, below, is a
particularly aggressive assertion of a breach in an outside director’s duty to
monitor a firm’s financial statements. In the present regulatory environment,
conventional wisdom has it that outside directors are at least as concerned
about SEC enforcement actions as they are about shareholder suits under
state law.

IN THE MATTER OF MICHAEL MARCHESE
Release Nos. 34-47732; AAER-1764; Administrative Proceeding
File No. 3-11092 (April 24, 2003)

BACKGROUND

Respondent Marchese became an outside director of Chancellor in
December 1996. He was an acquaintance of Brian Adley, who was Chancel-
lor’s controlling shareholder, chairman and chief executive officer. Chancel-
lor reported in public filings that Marchese was a member of the company’s
audit committee from 1996 to May 1999. Marchese never reviewed Chan-
cellor’s accounting procedures or internal controls. He generally deferred to

Adley when board action was required.

1. CHANCELLOR PREMATURELY CONSOLIDATED AN ACQUIRED
SUBSIDIARY’S REVENUE

On August 10, 1998, Chancellor entered into a letter of intent to acquire
MRB, a seller of used trucks. A final closing took place on January 29, 1929.
When preparing its financial reports for 1998, Chancellor imp'roperly desig-
nated August 1, 1998, as the MRB acquisition date for account{ng purposes.
Chancellor designated that date based on its claim that a preexisting written
agreement between Chancellor and MRB gave Chancellor effective control of
MRB's operations as of August 1, 1998. When Chancellor’s auditors 'began the
audit of Chancellor's year-end 1998 financial statements, they rev1§wcd the
agreement and informed Chancellor's management that it did not give Chan-
cellor sufficient control of MRB during 1998 to justify consolidatmg the two
companies’ tinancial statements for accounting purposcs. The. auditors scqt
4 memorandum to Adley and Marchese in February 1999 setting forth their
Position that GAAP required a 1999 consolidation date’, .

During February 1999, Adley directed Chancellor’s acting CFO to createt
and backdate to August 1998 a purported amended management agree‘mg‘l‘
With MRB to provide additional support to justify an August 1, 1998 acquisi-
tion date for accounting purposes. Th

Elhff auditors to change their position with respec
ate,

is document, however, did not cause
t to the correct acquisition
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ACCORDINGLY, IT IS ORDERED:

Pursuant to Section 21C of the Exchange Act, that Respondent Marchese
shall cease and desist from committing or causing any violations and any
future violations of Section 10(b) of the Exchange Act and Rule 10b-5 promul-
gated thereunder, and from causing any violations and any future violations
of Sections 13(a), 13(b)(2)(A) and 13(B)(2)(B) of the Exchange Act and Rules
12b-20 and 13a-1 promulgated thereunder.

By the Commission.
Jonathan G. Katz

Secretary

QUESTION

Ever since the enactment of the Securities Enforcement and Penny Stock Re-
form Act of 1990, SEC enforcement actions have been a powerful and fre-
quently used weapon to secure compliance with the federal securities laws.
The case against Michael Marchese generated a great deal of practitioner
commentary. In the aftermath of the settlement, then-SEC enforcement di-
rector Stephen Cutler stated: “[W]e intend to continue following closely in
our investigations on whether outside directors have lived up to their role as
guardians of the shareholders they serve. As with the Chancellor case, we
will exercise particular scrutiny in considering the role of directors in ap-
proving or acquiescing in transactions by company management..”“ Imagine
that a public-company board of directors has asked you to advise t.her}l on
the implications of the Chancellor case on their duty to monitor obligations.
How would you advise them? More specifically, to what extent, if at all, does
the SEC enforcement action against Marchese go beyond existing “red flag”

doctrine under state corporate law?

NOTE ON THE FEDERAL ORGANIZATIONAL SENTENCING
GUIDELINES

The United States has begun to sometimes treat lapses from s.tat.utory or
administrativcly mandated standards of business coqduct as f:rlmlnal mat-
ters.?* Federal statutory law has been a powerful engine of this movement.
The Comprehensive Environmental Response, Compénsatlon, .an_d Lla‘blh.t.y
Act (CERCLA),* for example, opens up potential civil and criminal ha!)lh-
ties for both corporations and “persons in charge,” who may be officers or

22. stephen M. Cutler, The Themes ()‘/'Sarbanes—()xle;)’ das Rej‘lc'c{ed {'n tl:ae C‘(;i())l;;zl(l;s;.)?l:()il Ky
Enforcement program. $peech at UCLA Law School, Los Angtlcs (flllf(?l’ll;:; (;;8: 0.2 4).
23, E.g.. Flom, (1. Prosecuttors Take d Tough Line, Fin. Times, kst e

24. 42 U.S.C.A. §§9601 et seq.

L
e

f‘{"‘:m’
K 1l me




264 Chapter 7. Normal Governance: The Duty of Care

low-level employees.?® The Resource Conservation and Recovery Act (RCRA)
imposes criminal liability on “any person’ who knowingly transports hazard-
ous waste to an unpermitted facility or treats, stores, or disposes of any haz-
ardous waste without a permit.? Similarly, the Clean Water Act? and the
Clean Air Act include criminal penalties applicable to any “person” including
“any responsible corporate officer”* who violates those Acts. Environmental
laws are simply one category of substantive federal regulation in which the
criminal law is deployed to promote corporate compliance with regulation.
The Occupational Safety and Health Act (OSHA);* the Food, Drug, and Cos-
metics Act;?* the antitrust acts; the Foreign Corrupt Practices Act (FCPA)*!
and the acts regulating federally chartered or insured depository institutions*
and securities markets®® all authorize substantial civil or criminal fines against
corporations and their officers or employees.

In 1991, pursuant to the Sentencing Reform Act of 1984, the United
States Sentencing Commission® adopted Organizational Sentencing Guide-
lines, which set forth a uniform sentencing structure for organizations con-
victed of federal criminal violations and provided for penalties that gener-
ally exceed those previously imposed on corporations.*> The Guidelines offer
powerful incentives for firms to put compliance programs in place, to report
violations of law promptly, and to make voluntary remediation efforts. Under
the Organizational Sentencing Guidelines, a convicted organization that has
satisfied these conditions will receive a much lower fine. For example, the
Guidelines will reduce the base fine of a fully compliant firm by up to 95 per-
cent, while they quadruple the base fine of firms with the highest culpability
rating.*® Since the maximum base fine under the Guidelines is $72.5 million,
the culpability score could cause a variation in a fine from $3.6 million to
$290 mill.i0n. for the same offense, depending on the circumstances.

De&gnmg corporate compliance programs has developed into a new
legal subspe.cmlty. The enormous potential fines at stake today make it less
likely than it was in 1963 that a court construing the duties of corporate

directors wou}d pass over a board’s failure to implement a legal compliance
program as blithely as was done in Allis-Chalmers.

25. E.g., United States v. Mexico See e ] di
Py . Mexico Seed & Feed Co., 764 E Supp. 565, revd in part, 980 E2d
26. 42 U.S.C. §6928(d), (e).

27. 33 US.C.§§1319(0), 1362(5), 1321(h
porate officer™). )

28. 42 U.S.C.§§7602(¢), 741°

29. 21 US.C. §333, (O TBOO.
30. 21 U.S.C.A.§§301 et seq.

31. 15 U.S.C.§§78m et seq.

32. E.g.,Financial Institutions Refo

X5) (specifically including “any rcsp()nsihlc cor-

101-429, 104 Stat. 931 (1990). rm, Recovery, and Enforcement Act of 1989, Pub.L.NO-
33. E.g., Securities Enfo i
429,104 Stat. 931 (1990). reement Remedies and Penny Stock Act of 1990, Pub. L. No- 101

34. See Sentencing Reform
X . Act of 1984 .
35. See United States Sentencin ,Pub. L. No.98-473.

ussc.gov/2008guid/CHAPS. pdf). g Commission, Guidelines Manual, ch. 8 (2008) ( ’
36. Id. §8C2.4-2.6.
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IN RE CAREMARK INTERNATIONAL INC.
DERIVATIVE LITIGATION
698 A.2d 959 (Del. Ch. 1996)

ALen, C.:

Pending is a motion pursuant to Chancery Rule 23.1 to approve as fair
and reasonable a proposed settlement of a consolidated derivative action on
behalf of Caremark International, Inc. (“Caremark™). The suit involves claims
that the members of Caremark’s board of directors (the “Board™) breached
their fiduciary duty of care to Caremark in connection with alleged violations
by Caremark employees of federal and state laws and regulations applicable
to health care providers. As a result of the alleged violations, Caremark was
subject to an extensive four year investigation. . . . In 1994 Caremark was
charged in an indictment with multiple felonies. It thereafter entered into
a number of agreements with the Department of Justice and others. Those
agreements included a plea agreement in which Caremark pleaded guilty to
a single felony of mail fraud and agreed to pay civil and criminal fines. Sub-
sequently, Caremark agreed to make reimbursements to various private and
public parties. In all, the payments that Caremark has been required to make
total approximately $250 million.

This suit was filed in 1994, purporting to seck on behalf of the company
recovery of these losses from the individual defendants who constitute the
Board of Directors of Caremark.! The parties now propose that it be settled
and, after notice to Caremark shareholders, a hearing on the fairness of the
proposal was held on August 16, 1996.

A motion of this type requires the court t0 assess the strengths and weak-
nesses of the claims asserted in light of the discovery record and to evalu-
ate the fairness and adequacy of the consideration offered to the corpora-
tion in exchange for the release of all claims made or arising from the facts
alleged. . . .

Legally, evaluation of the central claim made entails Considera.ltion of the
legal standard governing a board of directors’ obligation to supervise or mon-
itor corporate performance. For the reasons set forth belo.vsf I Conc}ude, in
light of the discovery record, that there is a very low probability that it Woulq
be determined that the directors of Caremark breached any duty to appropri-

ately monitor and supervise the enterprise. . . .

1. BACKGROUND

.. as material. Caremark . . . was cre-
ractices that created the problem
riod Caremark was involved in
ding patient care and managed

... I regard the following facts .
ated in November 1992. . . . The business p
pre-dated the spin-off. During the relevant pe
two main health care business segments, provt
€are services. . . .

N 1. Thirteen of the Directors have been memb
ancy Brinker joined the Board in October 1993.

ers of the Board since November 30, 1992.

.
g
AL

r
Bl ey

PERR
»oo

R .

¥ oE Lo
w5 oy -

£3
Tniiing

Py

vl




266 Chapter 7. Normal Governance: The Duty of Care

A substantial part of the revenues generated by Caremark’s businesses is
derived from third party payments, insurers, and Medicare and Medicaid reim-
bursement programs. The latter source of payments is subject to the terms of
the Anti-Referral Payments Law (“ARPL”) which prohibits health care provid-
ers from paying any form of remuneration to induce the referral of Medicare
or Medicaid patients. From its inception, Caremark entered into a variety of
agreements with hospitals, physicians, and health care providers for advice
and services, as well as distribution agreements with drug manufacturers, as
had its predecessor prior to 1992. Specifically, Caremark did have a prac-
tice of entering into contracts for services (e.g., consultation agreements and
research grants) with physicians at least some of whom prescribed or recom-
mended services or products that Caremark provided to Medicare recipients
and other patients. Such contracts were not prohibited by the ARPL but they
obviously raised a possibility of unlawful “kickbacks.”

As early as 1989, Caremark’s predecessor issued an internal “Guide to
Contractual Relationships” (“Guide”™) to govern its employees in entering
into contracts with physicians and hospitals. . . . Each version of the Guide
stated as Caremark’s and its predecessor’s policy that no payments would
be made in exchange for or to induce patient referrals. But what one might
deem a prohibited quid pro quo was not always clear. Due to a scarcity of
court decisions interpreting the ARPL, however, Caremark repeatedly pub-
licly stated that there was uncertainty concerning Caremark’s interpretation
of the law. . ..

In August 1991, the HHS [Health and Human Service] Office of the
Inspector General (“OIG”) initiated an investigation of Caremark’s prede-
cessor. Caremark’s predecessor was served with a subpoena requiring the
production o.f 40cuments, including contracts between Caremark’s predeces-
sor and p!lysmans (Quality Service Agreements (“QSAs”)). Under the QSAS,
Car‘emark s predecessor appears to have paid physicians’ fees for monitoring
p‘atilems }ll?der Carema‘rk’s predecessor’s care, including Medicare and Med-
1ga1d recipients. Sometimes apparently those monitoring patients were refer-
ring phys1§1ans, which raised ARPL concerns. . . .

. EI}CC glf;ls;trim; tdilbkzrr: E)r}; manag‘cment, as a result of the initiation of the
mark’s predeccsy,)r would n()nl(mn,(fm,cm that as of Oc}ohcr L, 19.9 1 Qare-
services to Medicare and _ ‘(’){lg,cr pay management fees to physicians for
: fic: c"m( Medicaid patients. . . .
© as:zllr‘;“i%g];l‘llfioilt(hlr(t(::lnlrks B()ur‘d'took scvcrz?l additional steps h
ot ) Ty (Gt pany pf)hucs concerning the ARPL :m'd the
o] : . 1§ suide. In April 1992, Caremark published a fourth
: version of its Guide apparently designed to assure that its agreements
either complied with the ARPL and regulations ~~)llf‘t 1“1 its 4 3 ceme
Medicaid patients altogether. In addition. s or SR sti-
tuted a policy requiring its regi S (0 SR 1557 (G il L7
egional officers, Z i S each
contractual relationship entered into b " one Prgs idents, to approve

Although there is evide ’0 Y _C‘lremark with a physician. ‘

nce that inside and outside counsel had advised

Caremark’s di :

mark recogr?ilzrgstt(;lr;tthat their contracts were in accord with the law, Care
: some uncertai S : At

of the law existed. . ainty respecting the correct interpretation




=5 The Board’s Duty to Monitor: Losses “Caused” by Board Passivity 267

Throughout the period of the government investigations, Caremark had
an internal audit plan designed to assure compliance with business and eth-
ics policies. In addition, Caremark employed Price Waterhouse as its outside
auditor. On February 8, 1993, the Ethics Committee of Caremark’s Board
received and reviewed an outside auditors report by Price Waterhouse which
concluded that there were no material weaknesses in Caremark’s control
structure. Despite the positive findings of Price Waterhouse, however, on
April 20, 1993, the Audit & Ethics Committee adopted a new internal audit
charter requiring a comprehensive review of compliance policies and the
compilation of an employee ethics handbook concerning such policies.

The Board appears to have been informed about this project and other
efforts to assure compliance with the law. For example, Caremark’s man-
agement reported to the Board that Caremark’s sales force was receiving an
ongoing education regarding the ARPL and the proper use of Caremark’s form
contracts which had been approved by in-house counsel. On July 27, 1993,
the new ethics manual, expressly prohibiting payments in exchange for refer-
rals and requiring employees to report all illegal conduct to a toll free confi-
dential ethics hotline, was approved and allegedly disseminated.’ The record
suggests that Caremark continued these policies in subsequent years, caus-
ing employees to be given revised versions of the ethics manual and requir-
ing them to participate in training sessions concerning compliance with the
law. . ..

On August 4, 1994, a federal grand jury in Minnesota issued a 47:page
indictment charging Caremark, two of its officers (not the firm’s chief officer),
an individual who had been a sales employee of Genentech, Inc., and David R.
Brown, a physician practicing in Minneapolis, with violating the ARPL over 2
lengthy period. According to the indictment, over $1.1 million had been paid
to Brown to induce him to distribute Protropin, a human growth hormone
drug marketed by Caremark. . . .

In reaction to the Minnesota Indictment ..
grounds for its view that the contracts were in comp

Subsequently, five stockholder derivative actions wer
and consolidated into this action. . . . o

On September 21, 1994, a federal grand jury in C()lllmblls, Ohio 1ssueg
another indictment alleging that an Ohio physician 1'1ad defrauded the Mcd1j
care program by requesting and receiving $134,600 in exchange for re'ferrz'lls
of paticnts whose medical costs were in part reimbursed by Medicare in vio-
lation of the ARPL. . . . Caremark was the health care provider who allegedly

made such payments. . . .

. [m]anagement reiterated the
liance with law.
e filed in this court

hics manual,on March 12,1993, Caremark’s pres-

. , . restati J ark’s policics
ident had sent a letter to all senior. district, and branch managers restating tcldrc‘Cn:l‘llcrlt s\xi-(rlclcnot
that no physician be paid for referrals, that the standard contract .tor;m}n 1)(1":&) e tion
0 be modified, and that deviation from such policies would result in the immedt ¢

of employment.
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II. LEGAL PRINCIPLES. ..

The complaint charges the director defendants with breach of their duty
of attention or care in connection with the on-going operation of the corpora-
tion’s business. The claim is that the directors allowed a situation to develop
and continue which exposed the corporation to enormous legal liability and
that in so doing they violated a duty to be active monitors of corporate per-
formance. The complaint thus does not charge . . . loyalty-type problems. . ..

1. Potential liability for directorial decisions: Director liability for a breach of
the duty to exercise appropriate attention may, in theory, arise in two distinct
contexts. First, such liability may be said to follow from a board decision that
results in a loss because that decision was ill advised or “negligent.”. . . What
should be understood . . . is that compliance with a director’s duty of care can
never appropriately be judicially determined by reference to the content of
the board decision that leads to a corporate loss, apart from consideration of
the good faith or rationality of the process employed. . . .

2. Liability for failure to monitor: The second class of cases in which director
liability for inattention is theoretically possible entail circumstances in which
a loss eventuates not from a decision, but from unconsidered inaction. Most
of the decisions that a corporation, acting through its human agents, makes
are, of course, not the subject of director attention. . . . As the facts of this
case graphically demonstrate, ordinary business decisions that are made by of-
ficers and employees deeper in the interior of the organization can . . . vitally
affect the welfare of the corporation. . . . [T hey] raise the question, what is the
board’s responsibility with respect to the organization and monitoring of the

?nterpﬁse to assure that the corporation functions within the law to achieve
its purposes?

. Modernly this question has been given special importance by an increas-
ing tendency, especially under federal law, to employ the criminal law to
assure corporate compliance with external legal requirements, including envi-
ronmental, financial, employee and product safety as well as assorted othef
health and safety regulations. In 1991, pursuant to the Sentencing Reform Act
of 1984: the United States Sentencing Commission adopted Organizational
Sentenqng. Guidelines which impact importantly on the prospective effect
these criminal sanctions might have on business corporations. The Guidelines
set fgnh a uniform sentencing structure for organizations to be sentenced
for vfltolatlon of federal criminal statutes and provide for penalties that equal
gl;l i(zl efl:irrller;la(l)sfég;el}; :v);:-;jld' those. previously imposed on corporations. The
o T, progl:-ams ! dxncenm{es fgr corporations today to have in p.lace
tions to appropriate pu(l)alié3 t(ffcff Y;;)latlons of law, promptly to report Viol
voluntary remedial efforts. clals when discovered, and to take prompt
Co., ;gdlrgs()s?éﬁﬁel) Sfe"ififf supreme Courtin Grabam v. Allis-Chalmers M
experienced by the cor 1 o potential liability of board members for 10SS€S
lated the antiteast Ly pforlzlmon as a result of the corporation having Vi
T ot the United States. There was no claim in that €as¢

$ knew about the behavior of subordinate employees of the
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corporation that had resulted in the liability. Rather, as in this case, the claim
asserted was that the directors ought to have known of it. . . . The Delaware
supreme Court concluded that, under the facts as they appeared, there was
no basis to find that the directors had breached a duty to be informed of the
ongoing operations of the firm. . ..

How does one generalize this holding today? Can it be said today, absent
some ground giving rise to suspicion of violation of law, that corporate direc-
tors have no duty to assure that corporate information gathering and report-
ing systems exists which represents a good faith attempt to provide senior
management and the Board with information respecting . . . compliance with
applicable statutes and regulations? I certainly do not believe so. . . .

[[]n recent years the Delaware Supreme Court has made it clear —espe-
cially in its jurisprudence concerning takeovers . . . — the seriousness with
which the corporation law views the role of the corporate board. Secondly,
I note the elementary fact that relevant and timely information is an essen-
tial predicate for satisfaction of the board’s supervisory and monitoring role
under [DGCL] Section 141. . . . Thirdly, I note the potential impact of the fed-
eral organizational sentencing guidelines on any business organization. Any
rational person attempting in good faith to meetan organizational governance
responsibility would be bound to take into account this development and the
enhanced penalties and the opportunities for reduced sanctions that it offers.

[}t would . . . be a mistake to conclude . . . that corporate boards may
satisfy their obligation to be reasonably informed concerning the corporation,
without assuring themselves that information and reporting systems exist in
the organization that are reasonably designed to provide to senior manage-
ment and to the board itself timely, accurate information sufficient to allow
management and the board, each within its scope, to reach informed judg-
ments concerning both the corporation’s compliance with law and its busi-
ness performance. . .

Obviously the level of detail that is appropriate for such an mforrpahon
system is a question of business judgment. And obviously too, no r‘agonally
designed information and reporting system will remove the posmbxhty that
the corporation will violate laws or regulations. . . . But it is 1mp0rtant that
the board exercise a good faith judgment that the corporation’s information
and reporting system is in concept and design adequatc to assure the board
that appropriate information will come to its attention ina tlme'ly_ manner asa
matter of ordinary operations, SO that it may satisfy its responsibility. . . .

III. ANALYSIS OF THIRD AMENDED COMPLAINT
AND SETTLEMENT

A. Tue CLamMs

On balance, . . . I conclude that this settlement is fair and reasonable. In

light of the fact that the Caremark Board already has a functioning commit-
tee charged with overseeing corporate compliance, the changzs in CO.rp()rat‘e
Practice that are presented as consideration for the settlement do not IMpPress

wily

we ¥
5

o
"




270 Chapter 7. Normal Governance: The Duty of Care

one as very significant. Nonetheless, that consideration appears fully adequate
to support dismissal of the derivative claims of director fault asserted, because
those claims find no substantial evidentiary support in the record and quite
likely were susceptible to a motion to dismiss in all events. . . .

2. Failure to monitor: Since it does appear that the Board was to some
extent unaware of the activities that led to liability, I turn to a consideration of
the other potential avenue to director liability that the pleadings take: direc-
tor inattention or “negligence.” Generally where a claim of directorial liability
for corporate loss is predicated upon ignorance of liability creating activities
within the corporation, . . . only a sustained or systematic failure of the board
to exercise oversight . . . will establish the lack of good faith that is a necessary
condition to liability. . . .

Here the record supplies essentially no evidence that the director defen-
dants were guilty of a sustained failure to exercise their oversight function.
To the contrary, . . . the corporation’s information systems appear to have
represented a good faith attempt to be informed of relevant facts. If the direc-

tors did not know the specifics of the activities that led to the indictments,
they cannot be faulted. . . .

NOTES FOLLOWING CAREMARK

Among the various provisions of the Sarbanes-Oxley Act of 2002, §404 re-
quires that the CEO and the CFO of firms with securities regulated under
the Securities Exchange Act of 1934 periodically certify that they have dis-
closed to.the company’s independent auditor all deficiencies in the design
or operatlon, or any material weakness, of the firm’s internal controls for fi-
n:‘mc1al reporting. Among all of the debate surrounding “SOX” (alternatively,
“Sarbox™), §404 has generated the most discussion and controversy. Critics
hav§ cor_nplained that §404 compliance costs have far exceeded predictions,
are 1rrat1‘onally high, and have pushed many companies, particularly smaller
companies, out of the public markets.*” More recently i’t is noted that initial
public ()ffcrs of stock are, post SOX, moving to Lond()n’ Hong Kong, and oth-
er financial centers and away from the New York Stock Exchange. Judging
{r()gl public stat'cmcnts, §404 is not the only cause of this, but it is helieved
h(;nj z;r‘;z $Z{O§4f(’)a4“f"f ‘th‘c ‘I’CI'CCiv.cd problem. Proponents, on the othet
syste;ns e o :)trccs companices to take a hard look at their control
e 2602 among co ni’ ,Cr~m ‘bcrllcms that they suppose outweigh the C():S'[S-
e " 1panies with more than $1 billion in market capitalizd

,2p nt have disclosed material weaknesses under §404.* Two stud-

o 3.7A Proftfssors Ehud Kamar, Pinar Karaca-
?glt]}if f):?gfrf?ri tl(])ietji(zv ;l.m small US. public companies are more likely to go private du¢
Decisions and theriﬁglrbclrfes-‘glxj;zr;? ,;((t)):;y)(;;)) il.lpliqncc. Sce Ehud Kamar et al., Go ""g‘l?myflte
Econor;;ics( fl‘i](ri(:trganiéation Rc:s'carch Pabc;N(;‘( ‘4()2’;028;((2(())1(!)2; ry Analysis (USC Center 10l Law,
Week i]u.nclz,é()l(r)]g) unn, Effective Controls, Clean ()/)inim;s Rule the Roost, Compliance

Mandic, and Eric Talley present empirical €VF
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ies find that companies disclosing weaknesses under §404 suffer a 2 percent
market-adjusted decline in their stock price, on average.”

In the event that a firm’s internal controls fail to prevent a loss and the
CEO did not identify any weakness in the control system to the auditors,
cases such as Kamin v. American Express Co., above, indicate that state
law imposes little risk of directorial liability — unless, under Caremarg, the
board’s failure to prevent a loss resulted from a systematic failure to attempt
to control potential liabilities. Does §404 of Sarbanes-Oxley change that pre-
diction in any way? What are the arguments, pro and con?

In 2005, the U.S. Supreme Court struck down the federal sentencing
guidelines for individuals as a violation of a criminal defendant’s Sixth Amend-
ment right to a jury trial.*’ As a result, the federal sentencing guidelines are
now advisory, not mandatory, with respect to individual criminal defendants.
The status of the organizational sentencing guidelines remains murkier, how-
ever, because the extent to which Sixth Amendment jury trial rights extend
to corporate defendants is not clear. Even if the organizational sentencing
guidelines are deemed to be only advisory, a 2003 Department of Justice
memorandum entitled “Principles of Federal Prosecution of Business Orga-
nizations” (a.k.a. the “Thompson Memo,” after then-Deputy Attorney General
Larry Thompson), eventually incorporated into the U.S. Attorney’s Manual,
directs U.S. Attorneys to consider the depth and quality of a company’s com-
pliance program in connection with charging decisions. As a result, the logic
that underlies Caremark remains important under federal law as well.

Confirming this point, in 2000, the Delaware Supreme Court in Stone v.
Ritter endorsed and clarified the Caremark standard, stating that: “We hold
that Caremark articulates the necessary conditions predicate for director
oversight liability: (a) the directors utterly failed to implement any reporting
or information system or controls; or (b) having implemented speh a systern
or controls, consciously failed to monitor or oversee its operations rhlls drs-
abling themselves from being informed of risks or problems requrrmg their
attention. In either case, imposition of liability requires a s‘howmg‘ thar the“
directors knew that they were not discharging their fiduciary obligations.

911 A.2d 362 (Del. 2000).

The Caremark standard as
test in the following case. The particul
demand was ¢xcused, a doctrine we examine in Chapter 9. However, the
court’s determination on this procedural question yvas guided by its assess-
ment of the viability of the plaintiffs’ substantive claims under Caremark and

Stone.

clarified in Stone v. Ritier Was put to the
ar issue before the court was whether

Weaknesses and Information Uncer-
Wealth Change and Redistribution
aper Apr. 2005).
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tf‘i’l()' (working paper Apr. 2006); Gus De Franco et al., T be G
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40, United States 1. Booker, 53 11.5. 220 (2005)-
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IN RE CITIGROUP INC. SHAREHOLDER DERIVATIVE
LITIGATION
2009 WL 481906 (Del. Ch. Feb. 24, 2009)

CuanDLER, Chancellor.

... Plaintiffs, shareholders of Citigroup, brought this action against cur-
rent and former directors and officers of Citigroup, alleging, in essence, that
the defendants breached their fiduciary duties by failing to properly monitor
and manage the risks the Company faced from problems in the subprime
lending market and for failing to properly disclose Citigroup’s exposure to
subprime assets. Plaintiffs allege that there were extensive “red flags” that
should have given defendants notice of the problems that were brewing in
the real estate and credit markets and that defendants ignored these warn-
ings in the pursuit of short term profits and at the expense of the Company’s
long term viability. . . . Plaintiffs allege that since as early as 2006, defendants
have caused and allowed Citigroup to engage in subprime lending? that ulti-
mately left the Company exposed to massive losses by late 2007.* Beginning
in late 2005, house prices, which many believe were artificially inflated by
speculation and easily available credit, began to plateau, and then deflate.
Adjustable rate mortgages issued earlier in the decade began to reset, leaving
many homeowners with significantly increased monthly payments. Defaults
and foreclosures increased, and assets backed by income from residential
mortgages began to decrease in value. By February 2007, subprime mortgage
lenders began filing for bankruptcy and subprime mortgages packaged into
securities began experiencing increasing levels of delinquency. In mid-2007,
rating agencies downgraded bonds backed by subprime mortgages.

Much of Citigroup’s exposure to the subprime lending market arose
from its involvement with collateralized debt obligations (“CDOs”) — repack-
aged pools of lower rated securities that Citigroup created by acquiring
asset-backed securities, including residential mortgage-backed securities
('RMBSs”)," and then selling rights to the cash flows from the securities in
classes, or tranches, with different levels of risk and return. Included with
at l.east some of the CDOs created by Citigroup was a “liquidity put”—an
option that. a}lowed the purchasers of the CDOs to sell them back to Citi
ir]‘t’)‘ll)l;ixeo;‘fl‘)‘:)aslu‘il:; :\;C?vl; ((1:!:% et':‘pl?illztiffs} Citigr()}lpis alleged $55 bigi.on
Unit. The first portion totaled $11.7 l:'o‘ tie Company's Securities & Banking

7 billion and included securities tied to sub-

prime loans that were being held until they ¢ ;
; could be added t :bt pools for
investors. The second portion included $4)3; billion (ff lded to debt |

i i S *r-seni securities,
which are portions of CDOs backed in part by RMBS SR ok ey

collateral.® By late 2007,

2. “Subprime” generally refers to

. borrowe Ali : : s
typically due to weak credit histories rs who do not qualify for prime interest rates:
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it was apparent that Citigroup faced significant losses on its subprime-related
assets. . . .

Plaintiffs also allege that Citigroup was exposed to the subprime mort-
gage market through its use of SIVs [Structured Investment Vehicles]. Banks
can create SIVs by borrowing cash (by selling commercial paper) and using
the proceeds to purchase loans; in other words, the SIVs sell short-term debt
and buy longer-term, higher yielding assets. According to plaintiffs, Citi-
group’s SIVs invested in riskier assets, such as home equity loans, rather than
the low-risk assets traditionally used by SIVs.

The problems in the subprime market left Citigroup’s SIVs unable to
pay their investors. The SIVs held subprime mortgages that had decreased
in value, and the normally liquid commercial paper market became illiquid.
Because the SIVs could no longer meet their cash needs by attracting new
investors, they had to sell assets at allegedly “fire sale” prices. In November
2007, Citigroup disclosed that it provided $7.6 billion of emergency financ-
ing to the seven SIVs the Company operated after they were unable to repay
maturing debt. Ultimately, Citigroup was forced to bail out seven of its affil-

iated SIVs by bringing $49 billion in assets onto its balance sheet, notwith-

standing that Citigroup previously represented that it would manage the SIVs

on an arm’s-length basis. . . .

Plaintiffs’ theory of how the director defendants will face personal liabil-
ity is a bit of a twist on the traditional Caremark claim. In a typical Caremark
case, plaintiffs argue that the defendants are liable for damages that arise from

a failure to properly monitor or Oversec employee misconduct or violations
fs’ Caremark claims are based on defendants’

of law. . . . In contrast, plaintif : : _
alleged failure to properly monitor Citigroup’s business risk, specifically its
et. In their answering brief, plain-

exposure to the subprime mortgage mark
tiffs allege that the director defendants are personally liable under Caremark
for failing to “make a good faith attempt to follow the procedures put in place
or fail{ing] to assure that adequate and proper corporate information and
reporting systems existed that would enable them to be fully 1qformeq regard-
ing Citigroup’s risk to the subprime mortgage market.” P}amuffs point to so-
called “red flags” that should have put defendants on notice of the problems
in the subprime mortgage market and further allege that the b?al:d should
have been especially conscious of these red flags becausc 4 majority of the
directors (1) served on the Citigroup board during its previous Enron related
conduct and (2) were members of the ARM [Audit and Risk Management]
Committee and considered financial experts. . _ '
Although these claims are framed by pla'mnffs as Caremark claims, plain-

tiffs’ theory essentially amounts to 2 claim that the di'rector defendants §hould
be personally liable to the Company because they failed to fully recognize the
When one looks past the lofty allegations

risk posed by subprime securities. ‘ ‘
of dlll)ties of Zversig,ht and red flags used to dress up these claqus, what 1sfleft
appears to be plaintiff shareholders attempting to hold the Q1rectgr de en-
dants personally liable for making (or allowing to be made) business ec1sl11(l)ns
that, in hindsight, turned out poorly for the Company. Delaware Courts have
faced these types of claims many times an .

with them — the fiduciary duty of care and the busin

d have developed doctrines to deal
ess judgment rule. These
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doctrines properly focus on the decision-making process rather than on a
substantive evaluation of the merits of the decision. This follows from the
inadequacy of the Court, due in part to a concept known as hindsight bias,
to properly evaluate whether corporate decision-makers made a “right” or
“wrong” decision.

The business judgment rule “is a presumption that in making a busi-
ness 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 inter-
ests of the company.”' The burden is on plaintiffs, the party challenging the
directors’ decision, to rebut this presumption. Thus, absent an allegation of
interestedness or disloyalty to the corporation, the business judgment rule
prevents a judge or jury from second guessing director decisions if they were
the product of a rational process and the directors availed themselves of all
material and reasonably available information. The standard of director liabil-
ity under the business judgment rule “is predicated upon concepts of gross
negligence.”>?

Additionally, Citigroup has adopted a provision in its certificate of incor-
poration pursuant to 8 Del. C. §102(b)(7) that exculpates directors from per-
sonal liability for violations of fiduciary duty, except for, among other things,
breaches of the duty of loyalty or actions or omissions not in good faith or that
involve intentional misconduct or a knowing violation of law. Because the
director defendants are “exculpated from liability for certain conduct, ‘then
a serious threat of liability may only be found to exist if the plaintiff pleads
a non-exculpated claim against the directors based on particularized facts.””
[citations omitted] Here, plaintiffs have not alleged that the directors were
interested in the transaction and instead root their theory of director personal
liability in bad faith. . . .

Turning now specifically to plaintiffs’ Caremark claims, one can see a
similarity between the standard for assessing oversight liability and the stan-
dard for assessing a disinterested director’s decision under the duty of care
when thp company has adopted an exculpatory provision pursuant to §102(b)
. .In cxt.her case, a plaintiff can show that the director defendants will be lia-
ble if their acts or omissions constitute bad faith. A plaintiff can show bad faith
conduct by, for example, properly alleging particularized facts that show that
abdlrectri)r consciously disregarded an obligation to be reasonably informed
:tl();):l]rtlcti (fvl(:russel: Ct;:clbﬂill;;:lbks or consciously disregarded the duty to moni-
awarglzf) rlgf)l?:t‘fi?(l)l::}lllgeme ?(‘)urt made Fl?ilr in Stone that directors of I?CI'
a system of oversight: he certain responsibilities to implement and monitor
TS o thegbl;s' owever, this obligation does not eviscerate the core
corporate managers anlges.s judgment rule — protections designed to allow
specter of being held eréreCtl(l)rs f0 pursue risky transactions without the
Accordingly. the b personally liable if .th(.)se decisions turn out poorly:

gy, urden required for a plaintiff ; ion of
the business judgment rule by show: plainti to rebut the presumptio
Y showing gross negligence is a difficult one, and

51. Aronson [

Lewi
53 1d. 5, 473 A.2d 805 (Del. 1984)), a1 812,
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the burden to show bad faith is even higher. . . . The presumption of the busi-
ness judgment rule, the protection of an exculpatory §102(b)(7) provision,
and the difficulty of proving a Caremark claim together function to place an
extremely high burden on a plaintiff to state a claim for personal director lia-
bility for a failure to see the extent of a company’s business risk. . . .

Business decision-makers must operate in the real world, with imperfect
information, limited resources, and an uncertain future. To impose liability on
directors for making a “wrong” business decision would cripple their ability
to earn returns for investors by taking business risks. Indeed, this kind of judi-
cial second guessing is what the business judgment rule was designed to pre-
vent, and even if a complaint is framed under a Caremark theory, this Court
will not abandon such bedrock principles of Delaware fiduciary duty law. . . .

Plaintiffs do not contest that Citigroup had procedures and controls in
place that were designed to monitor risk. Plaintiffs admit that Citigroup estab-
lished the ARM Committee and in 2004 amended the ARM Committee char-
ter to include the fact that one of the purposes of the ARM Committee was
to assist the board in fulfilling its oversight responsibility relating to policy
standards and guidelines for risk assessment and risk management. The ARM
Committee was also charged with, among other things, (1) discussing with
management and independent auditors the annual audited financial state-
ments, (2) reviewing with management an evaluation of Citigroup’s inter-
nal control structure, and (3) discussing with management Citigroup’s major
credit, market, liquidity, and operational risk exposures and the steps taken
by management to monitor and control such exposures, including Citigroup’s
risk assessment and risk management policies. According to plaintiffs’ own

allegations, the ARM Committee met eleven times in 2006 and twelve times
in 2007. ...
The warning signs alleged by plaintiffs are not evidence that the direc-

tors consciously disregarded their duties or otherwise acted in bad faith; at

most they evidence that the directors made bad business decisions. The “red

flags” in the Complaint amount to little more than portions of public docu-
ments that reflected the worsening conditions in the subprime mortgage mar-
ket and in the economy generally. Plaintiffs fail to plead “pqrticplanzed fac.ts
suggesting that the Board was prcsented with ‘red ﬂags’ alerting it to potcnUal
misconduct” at the Company. That the director detcndan@ knew of signs ofa
deterioration in the subprime mortgage market, or even signs suggestfng that
conditions could decline further, is not sufficient to show that the directors
were or should have been awarc of any wrongdoing at the Company or were

63. Dircctors with special expertise arc not held to a higher sFandard Qf CaI‘Cllfl thczl ovig
sight context simply because of their status as an expert. D‘x}'e.ctors ofa c'ommlttﬁe < Er}glngv‘ier
oversight of a company’s risk have additional respongblhtles.to'r.nomt(()jr SuCC r::l a,rk e its,
such responsibility does not change the standard of dxr.ector. llablht?’ under Care ?
Progeny, which requires a showing of bad faith. Evaluating dlre.ct({r ac : et Sl
standard is a contextual and fact specific inquiry and what a director l\'n()vE@ ar'u, uf er d.iru:_
is, of course, relevant to such an inquiry- Even accepting, hOwever, that a mjll({nt'y ()‘ f 11) e
tors were members of the ARM Committee and considered audit comg}xttcs ?{]dll,%l.li ;Xpﬁr:f
Plaintiffs have not alleged facts showing that they demonstrated a _consgy()ms d(.lh)l'f‘i.,‘lli( (;r ¢ L: ):
or any other conduct or omission that would constitute b:xd’. f:l)lt‘lil. hun 1r(;)u(t)lrlz ;:fl::l)m r:s
&xperts are shiclded from judicial sccon f their business decisions by SIes:
Judgment rule.

tion under the bad faith

d guessing ©
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consciously disregarding a duty somehow to prevent Citigroup from suffering
losses. . . .

.. . Directors should, indeed must under Delaware law, ensure that
reasonable information and reporting systems exist that would put them on
notice of fraudulent or criminal conduct within the company. Such oversight
programs allow directors to intervene and prevent frauds or other wrong-
doing that could expose the company to risk of loss as a result of such con-
duct. While it may be tempting to say that directors have the same duties to
monitor and oversee business risk, imposing Caremark-type duties on direc-
tors to monitor business risk is fundamentally different. Citigroup was in the
business of taking on and managing investments and other business risks. To
impose oversight liability on directors for failure to monitor “excessive” risk
would involve courts in conducting hindsight evaluations of decisions at the
heart of the business judgment of directors. Oversight duties under Delaware
law are not designed to subject directors, even expert directors, to personal
liability for failure to predict the future and to properly evaluate business
risk.™

Instead of alleging facts that could demonstrate bad faith on the part of
the directors, by presenting the Court with the so called “red flags,” plaintiffs
are inviting the Court to engage in the exact kind of judicial second guessing
that is proscribed by the business judgment rule. In any business decision
that turns out poorly there will likely be signs that one could point to and
argue are evidence that the decision was wrong. Indeed, it is tempting in a
case with such staggering losses for one to think that they could have made
tpe “right” decision if they had been in the directors’ position. This tempta-
tion, however, is one of the reasons for the presumption against an objective

review of business decisions by judges, a presumption that is no less applica-
ble when the losses to the Company are large. . ..

IV.  CONCLUSION

Citigroup has suffered sta

' . ggering losses, in part, as a result of the recent
problems in the United States

economy, particularly those in the subprime

78. If defendants had been able 1o
mortgage market, then they would not o
would have been able to make significant g
produced a return when the value of sub

predict the extent of the problems in the subprime
nly have been able 1o avoid losses, but presumably
al.ns for Citigroup by taking positions that would have
adopt plaintiffs prime securities dropped. Query: If the Court were to
e Iih glglrrcl)ttl){ismtshti?r(:rt);‘ ;)fstulgz ?SC — that the defendants are personally lliZblc for their failure t0
could not a plaintiff Succeedpo;me tflnortgage mar.ket and Citigroup’s exposure to them — then
dict the extent of the subprim a theory thz%t.a director was personally liable for failure to pre
exposed to losses from thr; sug mortgage crisis and profit from it, even if the company was 00t
for losses for failing to accurat 1pr]me.mortgage market? If directors are going to be held liable
to profit by predicting markef (};})redmt DAL events, then why not hold them liable for filin8
of certain red (or green?) flags? ents that, in hindsight, the director should have seen because

Ifo irec ;
other? e expects director prescience in one direction, why not the
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mortgage market. It is understandable that investors, and others, want to
find someone to hold responsible for these losses, and it is often difficult to
distinguish between a desire to blame someone and a desire to force those
responsible to account for their wrongdoing. Our law, fortunately, provides
guidance for precisely these situations in the form of doctrines governing the
duties owed by officers and directors of Delaware corporations. This law has
been refined over hundreds of years, which no doubt included many crises,
and we must not let our desire to blame someone for our losses make us lose
sight of the purpose of our law. Ultimately, the discretion granted directors
and managers allows them to maximize shareholder value in the long term
by taking risks without the debilitating fear that they will be held personally
lizble if the company experiences losses. This doctrine also means, however,
that when the company suffers losses, shareholders may not be able to hold
the directors personally liable.

QUESTIONS

1. How would you articulate the board’s duty to monitor after Citi-
group? Specifically, is it the case that directors of Delaware corporations
bear no responsibility for monitoring business risk? Or, is it the case that
boards bear at least some responsibility for monitoring business risk, but the
“red flags” in Citigroup were not sufficiently particularized to allow the claim
to proceed?

2. As a policy matter, does it make sense to draw a distinction bet.we:en
establishing a control system to detect employee misconduct and establishing
a control system to properly evaluate business risk? Which category would
seem to be more within a board’s expertise? And which category would

shareholders be more concerned about?

7.6 “KnowiNG” VIOLATIONS OF LAW

In Caremark, the court says that directors have a duty to take reasonable

steps to see that the corporation has in place an information and.cor%t‘rf)l
structure designed to offer reasonable assurance that the corporation is in
compliance with the law. But does that mean every asp_e.ct of our publlc
policy should be deployed to this end? Specifically, in.addmo.n tq the incen-
tives provided in the federal Organizational Sentencing .Guldelmes above,
should corporate law also command obedience to positive law? When we
ask this question, are we necessarily asking whether sh:jlreholders should
be able to sue directors to recover any 108 the corporation may suffgr (as
in Caremark) by reason of a knowing violation of the law? Are there 1idsues
Present in such a question in addition to whether we want augmented €n-

forcement?
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