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Real issue is
comflict of interest

§3.3 The Basic Allocation of Powers and Duties

poration and are two of its directors; Barbara and her spouse own the other
half of the stock and are the other two directors. Andy is the president of
the company; Barbara is the vice president, secretary, and treasurer, Bar-
bara wants to bring a suit in the name of Excellent Corporation against
Chumly, Andy’s son-in-law who was made a sales employee of the corpo-
ration at Andy’s insistence. The claim is that Chumly wrongfully converted
corporate assets to his own use. Andy and his spouse object to the bringing
of the litigation. Chumly defends on the ground that Barbara does not have
authority to initiate the suit.

In cases like this, courts have seemed to accept the issue as being one of
authority. They have purported to find it relevant whether the suit wag
against an insider or not (a suit against Andy himself would presumably be
casier to permit than one against Chumly), and whether the board of
directors actually voted that the suit not be brought (in which case, appar-
ently, their decision would be respected) or whether the board was dead-
locked or did not formally vote on the matter at all (in which case the suit
might proceed despite the fact that a majority of directors does not
affirmatively support the bringing of a suit).

What is really at issue in these cases, of course, is not primarily a ques-
tion of authority, but a conflict of interest. It is clear that ordinarily the board
of directors may vote to preclude the bringing by the corporation of a suit
and may thus override the corporate president. It is also clear that corpo-
rate presidents ought to be able, without explicit board approval, to cause
their corporations to bring a variety of lawsuits in the ordinary course. The

" trouble arises — and the case therefore becomes nonordinary and thus &

legitimately subjected to different rules — where the directors have roixed *
motives. Andy and his spouse may have opposed the lawsuit in our ex- 0 F
ample, not because they believe it would not be in Excellent’s best interest,
but because they want to protect their son-in-law. Indeed, the conversion
by Chumly of Excellent’s assets may actually have been in their own inter- 5
est if they were intending to make a substantial gift to Chumly and his
wife. For a dollar taken by Chumly from the company only costs them Sl

e T

cents (the other half coming from the stockholder claims of Barbara and
spouse), whereas a dollar from their own assets would cost a dollar. In this
kind of situation, it is not surprising that courts find a way to let the lawsttit i

proceed — even despite apparently contrary precedent.*® What is surpris= -
ing ig that their reasoning seems confined to the language of presumptive

MGee, for example, how the ceurt in Rothman & Schneider, which resembles the hypatliet:
ical in the text, dealt with the prior opinion in Sterfing Industries. (Both cases are cited InS
footnote 23 supra.) :

Vi Ei:s'-".@.*,{ﬁ%u;-
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orinherent authority. It might be better for courts to simply say that, when
director opposition to the bringing of a corporate suit is infected with a
conflict of interest, any officer acting in good faith may initiate the suit.

§3.4 The Duty of Care Versus the Business
Judgment Rule

Mowhere is the tension between the policies of giving managers ample
discretion and trying to keep them accountable as obvious as in the cases
invoking the duty of care, the business judgment rule, or both. Statutes
and case law say that directors and officers owe their corporations a duty of
care: They must exercise that degree of skill, diligence, and care that a
reasonably prudent person would exercise in similar circumstances.! At
times, some authorities have applied the stricter formulation that the direc-
tor or ofticer must act as a reasonably prudent person would act in the
conduct of his owr affairs.? It is doubtful whether this difference in stan-
dard has affected the outcome of cases. In any event, by analogy to the
duty of care concept used in tort law, violation of the director’s or officer’s
duty of care is frequently described as negligence.

In contrast to this worrisome doctrine, the mere mention of the 1t=)us‘mess
judgment rule brings smiles of relief to corporate directors. In a sense, the
business judgment rule is just a corollary of the usual statutory provision
that it is the directors who shall manage the corporation.®> The rule is
simply that the business judgment of the directors will not be challenged or
overturned by courts or shareholders, and the directors will not be held
liable for the consequences of their exercise of business judgment — even
for judgments that appear to have been clear mistakes — unless certain
exceptions apply. Put another way, the rule is “a presumption that in
making a business decision, the directors of a corporation acted on an

§3.4 'MBCA §8.30(a) (director's duty to act in good faith, with due care, and in manner
J_-|_e rcasonab_ly believes to be in the best interests of the corporation); Cal. §309; N.Y. §715(h);
Gsth V. Loft, Inc., 5 A.2d 503 {Del. Ch. 1939), aff'd, 19 A.2d 721 (Del. 1941). See generally
American Law Institute, Principles of Corporate Govemance: Analysis and Recommenda-
fons, tent. draft no. 3 {April 13, 1984), at 1-84 (patt on duty of care and business judgment
rule’)' (hereinafter cited as ALI Corp. Gov., t.d. no. 3). -

4 s:ge %ommint to N.Y. § 717, “Duty of Directors and Officers” (McKinney 1983); former

L 8. Corp. Law 5408, discussed in Selhei . i

tl.141([’a, 1%2; sed in Selheimer v. Manganese Corp. of America, 224 A.2d
Smith v. Van Gorkom, 488 A.2d 858, 872 (Del. 1585).
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§3.4 The Basic Allocation of Powers and Duties =
informed basis in good faith and in the honest belief that the action was
taken in the best interests of the company.”

By any reckoning, the kinds of actions and judgments not protected by
the business jadgment rule are extremety unportant, although courts do
differ in their formulation of the exceptions, Some say that no challenge to
the directors’ judgments will be considered on the merits unless the judg.
ment in question was tainted by fraud, conflict of interest, or illegality;®
others say, unless the atleged defect in the directors’ judgment rises to the
level of fraud;® still others, unless it rises to the level of gross negligence,”
The basic idea of the fraud and conflict of interest exceptions is that, when
directors are shown to have been trying to further their own personal enils I
or to have been strongly tempted to bias the terms of a transaction in thejr
own interest, their judgments are not really within the class of discretion-
ary exercises of power on behaif of the corporation that we want to protect,
The idea behind the illegality exception is that shareholders’ derivative
suits can be a useful supplement to the enforcement activities of public -
prosecutors and regulatory agencies.

At first blush, the business judgment rule seems to take away much of
the force of the duty of care, Virtually all courts agree that directors will not
be held liable for “honest mistakes” of judgment. But most of them alsa
say, in effect, that directors cannot act negligently (or in a grossly negligent
way). {s the duty of care simply gobbledygook, then, or a mere exhortation
rather than an enforceable legal duty? Linguistically, one can construct arn
accommodaton of the two ideas that makes them logically consistent with
each other. Here is one such formulation: the directors’ business judgment
cannot be attacked unless their judgment was arrived at in a negligent
manner, or was tainted by fraud, conflict of interest, or illegality. Put
another way (as courts have sometimes put it), the business judgment rule Sk
presupposes that reasonable diligence lies behind the judgment in ques_»j-éi‘ =i

4 Aronson v. Lewis, 473 A.2d 805, 812 (Del. 1984). See also Pogostin v. Rice, 480 A2dsld
{Del. 1984); Zapata Corp. v. Maldonado, 430 A.2d 779 (Del. 1981); Gimbel v. The ﬁigna_i':‘
Companies, Inc., 316 A.2d 599 (Del. Ch. 1974), aff'd, 316 A.2d 619 (Del. 1974). et

SE.g., Shlensky v. Wrigley, 237 N.E.2d 776, 780 (11l App. 1968}. See also Maldonada ¥
Flynn, 413 A.2d 1251, 1255-1256 {Del. Ch. 1980), rev'd, 430 A.2d 779 (Del. 1981}

6 Averbach v. Bennett, 393 N.E.2d 994, 1000 (N.Y. 1979). =

?Bucyrus-Erie Co. v. General Prod. Corp.. 643 F.2d 413 (6th Cir. 1981); see also Smith ¥
Van Gorkom, 488 A.2d 858, 873 (Del. 1983). MNote that decisions such as this do nol mean b
imply that the business judgment rule precludes a suit based on fraud or self-dealing by the
directors. The “gross nepligence” formulation is concerned only with adjusting the business
judgment rule to the fiduciary duty of care; the duty of loyalty (sce chapter 4) is anaflEr E g
matter. 1
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gon.” But making the concepts practically consistent is another matter:
drawing the line between an honest mistake and a negligent one can be
difficult.

§3.4.1 Case Law Development of Duty of Care

Viclation of the duty of care might arise from inactivity, fromn grossly
negligent behavior, or from simple negligence. The distinction might be
compared to three levels of bad acting: going on stage but failing to say
gne’s Hnes, because one didn't even try to memorize them; going on stage
and murdering one’s lines, because one learned the lines poorly; and going
on stage and saying the lines correctly but doing a bad job of acting,
because one lacks talent or did not rehearse enough. As a general matter,
most successful attacks on directors resemble the first level, that is, a sim-
ple failure, after having become a director, to engage in the basic activities
of that role. Directors have been found to violate their duty of care when
they failed to attend meetings, to learn the basic facts about the business of
the corporation, to read a reasonable quantity of reports, to seek needed
help when a danger signal appeared, or when they have otherwise ne-
glected to go through the standard motions of diligent behavior.” The

*The classic staternent of this peint is in Casey v. Woodruff, 49 N.Y.5.2d 625, 643 (5. Ct.
1544}, A representative recent case i3 Lussier v, Mau-Van Development, Inc., 667 F.2d 804,
817 (Hawaii Ct. App. 1983). See also ALI Corp. Gov., t.d. no. 3, at 56-69 (discussing prerequi-
sites: to the protection afforded by business judgment rule:

{} a conscious exercise of judgment;
(2} an infermed dedsion;

(3} good faith and nu self-interest; and
{4) a rational basis}).

?A goed example is given by Francis v. United Jersey Bank, 432 A.2d 814 (N.]. 1981),
where a director and the largest shareholder of a corporation, after the death of her husband,
Ik no interest in the company, thus giving her sons the opportunity to embezzle corporate
fund;. [Plaintiffs were trustees in bankruptcy of the corporation and therefore represented its
creditors. Nate that in an insolvent corpuration creditors acquire the status of residual claim-
ints am‘1 can enforce duties principally designed for the benefit of shareholders.) The court
Was unimpressed by the claims that she was old, depressed, alcoholic, and ignorant of
h}lam*ss affairs; such a person should not become a director. (In fact, since the trustees werg
simply trying to get at the assets in the estate of the deceased husband, who was the prime
mavet in the corporation, the holding was not as hardnosed as it seems.)

From a planning perspective, the opinion in Fruncis offers useful guidelines as to what
“rery director should do:

1) pet a rudimentary understanding of the business;

{2) keep informed about the corparation’s activities;
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courts often talk tough in these cases and warn so-called figurehead direc-
tots — those who become directors at the request of spouses or friendsand
as an “accommodation” — that the law will not excuse them for failing to 5
behave like real directors. Even here, however, the inactive or naive dirsg-
tor sometimes gets off the hook."® And in other cases, the undoubted
negligence of directors may not result in lability if the plaintiff cannat
show that the negligence proximately caused damages to the corporatian, 't
Cases in which active directors are nevertheless held liable are rarer. Ir_u-
fact, the total number of reported cases in which derivative actions against =~
directors of nonfinancial corporations were actually won on the merits on
the basis of simple negligence uncomplicated by any fraud or self-dealing
is small, Professor Bishop, in a search of cases over several decades, found
only four. ' To be sure, the number of decided cases does not tell the whole i
story, since most suits against directors, whether based on negligence ar
something else, are settled, and since all the cases brought, if publicized
within the corporate world, may terrify other directors into being more: 8
careful. But the case law experience must still lead us to wonder whether
the courts are serious when they say directors may be held liable fog
negligence. N E
This feeling is reinforced when we examine some of the better known =
cases in a critical way. Not infrequently, the facts suggest that the directors
were actually being sued and held liable because of wrongful self=2
interested conduct — for a violation of their fiduciary duty of loyaify —and
the courts’ talk about duty of care is simply a way of letting the plaintiffs
win without having to prove all the elements of a wrongful conflict of
interest transaction. ' (Such proof may be difficult and the evidence may be
within the defendants” control.) :

(3) engage in a general monitoring of corporate affajrs and activities™;

(4) attend board meetings regularly;

(5) review finandal statements regularly; and -

(6) make inquiries into doubtful matters, raise objections to apparently illegal acticns;
and consult counsel and/or resign i corrections aren’t made.

WSee, e.g., Altied Freightways, Inc. v. Cholfin, 91 N.E.2d 765 (Mass. 1950) (passive accaliis & i
modation director — the wife of another director — escapes liability under gross negligemee g
standard). o

USee Barnes v. Andrews, 298 F. 614, 616-617 (5.D.N.Y. 1524) (Learned Hand, ].). f

2Rishop, Sitting Ducks and Decoy Ducks: New Trends in the Indemnification of Cufpo=
rate Directors and Officers, 77 Yale L.]. 1078, 1099-1100 (1968). See also Cohn, Demise c:t the
Director's Duty of Care: Judicial Avoidance of Standards and Sanctions Through the Business
Judgment Rule, 62 Tex. L. Rev. 591 {1983). An important later cage, Smith v. Van Gorkomm: o
will be discussed shortly. T

135¢e Bishop, note 12 supra, at 1100, for a similar analysis of the Selheimer case cited i
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In Litwin v. Allen,' for example, the directors of the Guaranty Trust
Company had approved the purchase of certain convertible debentures
with an option in Allegheny Corporation, the seller, to repurchase. The
directors were among the most experienced risk assessors in the invest-
ment or commercial banking communities. Yet a New York court found
that their approval of the bond purchase was negligent. Specifically, it
found that the entire amrangement was so improvident, so risky, so un-
ustial and unnecessary as to be the contrary to fundamental conceptions of
prudent banking practice.’® But the court's reasoning is not persuasive,
pyven on its own terms.

First, the fact that a transaction is unique can hardly be a basis for
finding that it is negligent to undertake it.

Second, the transaction was not really very unique. A repurchase agree-
ment of the sort involved simply means that in effect the Guaranty Trust
Company was making a secured loan to the Allegheny Corporation. In fact,
the transaction clearly was a substitute for a loan, which Allegheny Corpo-
ration was prohibited from accepting directly because of a borrowing limi-
tation in its charter.

Third, it is of course possible that directors could be negligent because
they approve a loan that is excessively risky, or more precisely, that has a
risk that is excessive in relation to the risk that would be incurred in other
investments with comparable expected return. But the court in fact made
no serious inquiry into this question, which i any event would seem to fall
clearly within the ambit of the business judgment rule.

The clue as to why the court resorted to such a formalistic and erroneous
application of the duty of care is that the Guaranty Trust Company was an
affiliate of, and controlled by, the J. P. Morgan Company, and the Al-
legheny Corporation was part of the so-called Van Sweringen business
empire. |. P. Morgan and Company and all its affiliates together had quite
an investment in the Van Sweringen empire, and a decline in the value of
Allegheny stock was threatening the stability of all these investments.
Thus, although the risk inherent in the debenture purchase transaction
was the potential decrease in the value of the debentures, a risk that would
be bome solely by Guaranty Trust Company, the potential benefit was
the avoidance of the even greater loss of the total investment of the
I F. Morgan affiliates in the Van Sweringen empire, a benefit that would

b -
fiite 2 supra. On its face it is a duty of care case, he says, but "“the facts are heavy with the
bdor of self-dealing, . . .~

M35 N.Y.5.,2d 667 (5. Ct. 1940).
BHd. at 699.
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accrue fo various parts of the Morgan complex. in other words, the transac-
tion could be scen as one that was not being etfected for Hie best interest of
the Guaranty Trust Company. [t was a transaction in which there was an
apparent conflict of interest between the injured corporation and other
companies that controlled it. :

Why didn’t the court deal with the conflict of interest problem directty?

The court's own words suggest the answer: “"There is 10 evidence in this |

case of any improper influence or domination of the directors or officers
of the Trust Company or of the Guaranty Company by J. P. Morgan & i
Co. . . . 18 Evidence of how Morgan’s top management might have ins
fluenced the directors of the Trust company would be very difticult for the :
plaintiffs, who were shareholders of the Trust Cotnpany, to get. In addi-
Hon, evidence needed to show twrongful self-dealing, that is, evidence
about the actual riskiness, expected return, and hence true value of the =
convertible debentures, would have beer equally difficult to present i a
conclusive way. One may suspect, then, that the court’s twisted reasoning
toward the conclusion that there was a violation of the duty of care wis
simply a way of giving the plaintiffs a break in a situation where equity
seemed to require it.
In view of this case law background, the Delaware Supreme Court's
controversial 1985 decision in'Smith v. Van Gorkom" is quite striking. Shares
holders brought a class action seeking rescission of a cash-out merger of
their company into another or, in the alternative, damages from defendant:
members of the board of directors whom they charged with breach of their
duty of care in approving the merger. The court of chancery held far
defendants on the grounds that the directors were protected by the busis
ness judgment rule and the shareholder vote on the merger was fully
informed. But the Delaware Supreme Coust reversed and directed judg
ment for the plaintiffs. It held that the board’s approval of the merger.
agreement wasn't the product of an informed business judgment, that the
board’s subsequent curative efforts were ineffectual, and that the board
didn't deal with “complete candor” with the shareholders. hi
Perhaps the key legal proposition of the case is that, though the business
judgment rule does create a presumption that the board’s decision was an
informed one, plaintiffs can rebut the presumption (and they did, in the
Van Gorkomt case) by showing that the directors failed to meet their duty &
inform themselves “prior to making a business decision, of all material

i

514, at 694 (emphasis added).
17428 A 2d 858 (Del. 1983).
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information reasonably available to them.”'® The business judgment rule
Jdoesn't shield unadvised judgments. This duty to become informed is, of
course, an aspect of the duty of care. The court stated that the concep;: c;f
£i0ss negligence was the proper standard for determining whether the
hoard’s business judgment was. an informed one. |

The opinion in ¥an Gorkom is heavily oriented to the facts. Of obvious
importance to the result was the fact that the directors approved the mer-

ger at a relatively bref, quickly called meeting upon the basis of a 20
rninut_e‘ oral presentation by Van Gorkom, the chairman and chief execu-
tive officer, without having or reviewing the merger documents and with-
out having or calling for a serfous valuation study, either by directors and
officers or by an outside investment banking firm. CGf apparent importance
to the result (on my reading) is the circumstance that Van Gorkom seems to
have been a rather autocratic leader who acted and made decisions in a
solitary rather than a consultative fashion, without soliciting substantial
discussion with and feedback from the company’s top officers and board
members. The court apparently thought it was an abdication of duty for
thie-other directors to submit to this kind of domineering leadership.”® The
wfl,rt also discounted the significance of the fact that the cash-out merger
price was at a premium over the previous market price of the compant;r’s
stock, since the merger price was not based on any serious effort to value
the company. It also discounted the fact that the merger proposal was
subjected to a market test {the directors reserved time in which to consider
other, better offers), since the test was “virtually meaningless” in light of
the terms and time limitations governing it. And it rejected the defense that
the directors were highly sophisticated and experienced persons (they

were) on the ground that their general expertise did not give them a license

to shoot from the hip in such an important transaction. |

§3.4.2 Duty of Care as Responsibility for Systems

: I1n large-corporations, the directors’ role seems confined in practice to
Biving 'a.dwce and counsel to the president, acting in crisis situations, and
reviewing broad policy decisions. Commentators have used this fact as

148
H;jLz[t]S?Z ‘;:[.l}ol‘ins Amns.on v szwis, 473 A.2d 805, 812 (Del. 1984).
o th.:.qelo,:lr' 1:,c11:1.-;.slfm earlier in this c:haPter of Baldwin v. Canfield. Of course, one could
S 2 : - implicit in the Van Gorkomt dissent, that straong leadership, quick action, and
nce of committees and red tape make the business world work better or, al the {east,

that it should be missible for directors artic cQ i s th 2 rLl
¢ pern ssible for dicectors af P icular mpanies to all
nnd I .log()ph'y_ p ow them to be run
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part of an argument for explicit legal recognition of a “’monitoring’’ model
of the board, plus reforms to encourage real monitoring by directors of
officers’ performance.?” There has been resistance to the policernen image &
conjured up by the monitoring model, and even counterargument to the ;
effect that there is a substartial role for the board of the large modern
corporation to play in substantive business decision making.” But even
under the latter approach, directors would principally make strategic ded-
sions rather than direct day-to-day operations. i §
A question raised by the inevitably generai, even detached, role of the
board in very large corporations is, What is the nature of the directors’
responsibility for the misconduct of operating leve! managers and emplay=
ees? This question was presented to the Delaware Supreme Coutt in
Graham v. Allis-Chalmers Manufacturing Co.,” a case atising out of the
notorious electrical equipment price-fixing conspiracy.” The Department
of Justice obtained indictments charging criminal vielation of the federal
antitrust laws by the price fixing activities of various middle level execu-
tives of Allis-Chalmers and other companies in the heavy electrical equip-
ment industries. Pleas of guilty were entered by the corporation and
certain of its employees, who went to jail. Certain shareholders broughta
derivative suit in the Delaware courts to recover, from the directors and
from nondirector employees, damages Allis-Chalmers was claimed to have &
suffered by reason of the antitrust violations and the ensuing imposition of
penalties. The Delaware Supreme Court confirmed a Vice Chancellor's
ruling that the defendant directors were not liable. It characterized the
plaindiffs’ proposed interpretation of the duty of care as calling for an
affirmative duty to install a system of internal monitoring of the legality of
employees’ conduct, and it rejected the idea. ’

The precise charge made against these director defendants is that, even
though they had no knowledge or any suspicion of wrongdoing on the part
of the company’s employees, they still should have put into effect a systent af
watchfulness which would have brought such misconduct to their attention-in

The major picneer in developing this model is Prafessor Melvin Fisenberg. See his The
Structure of the Corporation: A Legal Analysis (1976). See also Dent, The Revolution. i
Corporate Governance, the Monitoring Board, and the Director's Duty of Care, 61 B.U.L. Reve 08
623 (1981). 5

B Haft, Business Decisions by the New Board: Behavioral Sdence and Corporate Law, BOESEREE
Mich. L. Rev. 1 (1981). =1

22188 A.2d 125 (Del. 1963). .

B5ee Geis, On White-Collar Crime: The Heavy Electrical Equipment Antitrust Cases ok
1961, in Corporate and Governmental Deviance: Problems of Organizational Behavior i 8
Contemporary Society 123 (M. Erman & R. Lundman cds., 2d ed. 1982).
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ample time to have brought it to an end. However, . . . direclors are entitled
to rely on the honesty and integrity of their subordinates until something
oceurs 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 upen the directors to install and operate a
corporate system of espionage to ferrel out wrongdeing which they bave no
reason to suspect exists.™ :

In reaching this result, the court was influenced by several factors, Allis-
Chalmers’ large size — its 31,000-plus employees, 24 plants, and 145 sales
oifices, for example — confined the directors’ role, according to the court,
to “‘the broad policy decisions.” Its policy of decentralizing decision mak-
ing authority was also nated by the court, which apparently thought it to
pe a good 1dea and somehow inconsistent with top-down monitoring sys-
tems. An internal monitoring system also connotes, to some persons, un-
wholesome snooping, a gratuitous insult to the dignity and integrity of
curpurate employees, and a business policy that may create more costs in
terms of bad employee morale than it is worth. All of this may be implicit in
the court’s exaggerated rhetorical description of the plaintiff's proposal as
being to establish a system of “espionage.” And finally, the directors were
eﬁ_lllled to rely in good faith upon books of account or reperts made by
ufticers, as well as upon other corporate records, under a statutory provi-
sion now appearing as Section 141{e) of the Delaware General Corporation
Law, which has analogues in MBCA Section 8.30(b) and the statutes of
other states.®

Of course, none of these considerations really clinched the court’s con-
clusion. The fact that giant size confines directors to broad policy decisions
is beside the point. A decision by the directors ordering the corporation’s
legal counsel to design and implement a systematic legal compliance or
1ega~.l audit program, as it is sometimes called, would be a broad policy
decision. No one expects the directors to design or implement the program
themselves. Furthermore, a policy of decentralizing decision making au-
thority is not in fact inconsistent with a policy of monitoring whether
employees obey the law, any more than it is inconsistent with internal
accounting coutrols designed to make sure that employees do not steal the
tompany’s inventory or cash, A menitoring system might cause discomfort
to employees who do not like to be watched. But it is a discomfort that may
Recessarily attend all efforts at supervision and control, and the cost seems
warranted in light of widespread reports of corporate illegality. Moreover,

1‘1:-:3 A.2d at 130 (emphasis added).
Bz, Cal. §309; N.Y. §717.
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no rational employee should feel personally insulted by an impartial gys-
tem of controls applicable to virtually all of the corporation’s employtes.
And finally, the statutory provisions about reliance upon corporale records
are qualified by the condition that reliance must be in good faith. The good

faith proviso can be interpreted to mean that directors may not rely when
they spot something they should regard as suspicious or inadequate abouf

the particular records or reports in question or about the corporation’s
system of procedures for generating records and reports. (Jn any event,
policy makers might well consider clarifying the statutes to spell out this
latter interpretation.) :
Despite the weakness of its reasoning, the Delaware court did seem li
reject a general affirmative duty on the part ot directors of large corpors-
tions to order implementation of a proactive legal compliance systemt of
some sort and restricted their investigative duties to those arising when
some suspicious triggering event occurs. Why? '
Perhaps a deeper motivation for the court's holding is to be found in the
belief that the net result of the middie managers’ price fixing activitigs
actually was beneficial to the company and its shareholders. At least this
may have been true prospectively, at the times when these managers ma
the relevant decisions. It may even have remained true after the discovery
and the ensuing law suits! After all, undiscovered antitrust violations hts
consumers but help the offending corporation and its shareholde;
Whether a violation is likely to be discovered and sanctioned, and if 50,
whether the risk is worth running, are questions of business judgmientis
Given these assumptions, the directors’ institution of an effective legalis
compliance program would amount to an act that was wasteful, rat
than careful, skillful, and diligent, as regards the interests of the corpo
tion and its shareholders. No court would countenance a directorial ded
sion ordering middle managers to violate important criminal statutes,
course, or a deliberate refusal of the directors to do anything about knows
continuing violations. But a court might think that a decision to hi
corporations incur the cost of creating a non-profit-maximizing legal o "
pliance program should be expressly compelted by the legisiature tha
enacted the laws whose compliance is in question, or at least left to mal
agement’s discretion, rather than judicially made by reading 2
affirmative, specific duty to advance the public nterest into corporate la'__'
duties whose historical purpose has been to ensure managerial regarc {08
the interest of shareholders. If antifrust policies are so importanit, and i
Congress thinks that the antifrust monitoring and enforcement’ deviee

that it explicitly legistated are inadequate, it has the option of deciding that =

a new law requiring corporate directors to monitor antitrist complianEes
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would be a good way to help solve the problem. According to this argu-
ment, judictal creation of enforcement systems for regulatory StatL-ItF.‘S gu a
task that should be approached with caution, especially when the statute is
federal and the court is a state court.

If this reading of the motivations behind the Alfis-Chaliners result is
correct, it would mean that the Delaware Supreme Court migt-lt yet finc;l
that directors of large corporations can violate their duty of care by failin
t insure the existence of a system of internal accounting controls. Not having
such a system might very well be thought to result in a risk of injury to
shareholders that no reasonable director would normally incur. In so
finding, the court would not be mandating an enforcenent systelln for a
regu]amry statute aimed at protecting nonshareholder interests. Therefore
it would not contradict the spirit of Allis-Chalrers. '

Ironically, public corporations are now subject to federal statutory re-
guirement that they devise and maintain a system of internal accom:lting

- pontrols. The requirement grew out of the foreign bribery scandals of the

mid-1970s. It came to light that hundreds of U.5. corperations, through

'emp.loyees and agents, had made bribes of many millions of dollars to
: foreign government officials and politicians, in hopes of obtaining govern-
mental purchase orders and regulatory favors that would enhance their

5 2 .
husingﬁs volume and profit.® The main concern of most investigators and
reformers was not with corporate shareholders, despite some lip service in

: ﬂ-‘.w direction, but wjth the impropriety of letting U.5. corporations con-
tribute to the corruption of foreign goverrunrents. In many cases, the brib-

ery may have helped corporate profits.

~ Congress’s rTesponse was the Foreign Corrupt Practices Act of 1977.%
Thﬁlt ke.y provision was one making it unlawful for U.S. corporations or
the1{ d-:rectgrs, officers, or agents (1) to make a bribe to a foreign official or
foreign: political party or party official or (2) to make payments to agents
wha they have reason to know will make such bribes, in order to éssist the

_E_t:rp(:'rgtion in getting or retaining business for or with any person.”® The
‘definition of foreign official does nof include any foreign govemme-nt em-
ployee whose duties are essentially ministerial or clerical. Thus, so-called
_‘ﬁmse-money payments such as those made to customs officials in man

‘Lountries are not made illegal by this act. ’

*5eu SEC, Report on Questionable and
stionable and Illegal Corporate Payments and Practices (Comm,

Pt 107 (0 ; .
_ﬁ'l-ﬂ ':"fg}ésuFrr'tltted. to the S.enate Committee on Banking, Housing and Urban Affairs, 94th
GJI':E_ -+ 40 bess.); Business Without Bribes, Newsweek, Fab. 19, 1979, at 63; Note Eff:zcr.ive

Enforce i
F:;T:;tcnfct?e Foreign Corrupt Practices Act, 32 Stan. L. Rev. 561 (1980).
e §§78a, 78m(b)(2)-76m(b)(3), 78dd-1, 78dd-2, 78H.
FUS.C.A, §§78dd-1, 78dd-2.
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Because in many of the reported bribery cases various directors and top
officers claimed not to have known what was going on, Congress alsno
added an accountng controls provision. This provision, which became
Section 13(b)(2) of the Securities Exchange Act, applies to all corporations
having securities registered under the Act, or having to file reports under
it, that is, to most public corporations in the United States. Such corpora-
tions have to make and keep books, records, and accounts that, in reas _
sonable detail, fairly and accurately reflect their transactions and the
dispositions of their assets. They must also “devise and maintain a system

o

of internal accounting controls sufficient to provide reasonable assurances
that four conditions are imet:

(1) Transactions are exccuted in accordance with management’s gen-
eral or specific authorization. '

(2) Transactions are recorded as necessary (a) to permit preparation of
financia} statements in corformity with generally accepted accourit-
ing principles or any other criteria applicable to such statements
and (b) to maintain accountability for assets.

(3) Access to assets is permitted only in accordance with manage-
ment’s general or specific authorization. E

(4) The recorded accountability for assets is compared with the existing’
assets at reasonable intervals and appropriate action is taken with
respect to any differences.

Two comments must be made about Section 13(b)(2). First, as a formal
matter, its potential impact on corporations is great. Despite its genesis,;
the provision applies to virtually all public corporations, not just those
engaging in foreign trade. It applies to accounting controls with respect o
all kinds of corporate transactions and uses of assets; it is not at all re=
stricted to controls that might uncover foreign bribes. Because of its geners
ality and its apparently formless wording, corporate managers amd
attorneys later began to fear that the SEC, by virtue of its ability to make
rules spelling out and implementing the provision, would use it to embark
on a sweeping program of mandated reforms of corporations’ interpal’
comumunication and control systems. Thus far, however, the SEC has done
little to substantiate these fears.

Second, the list of four conditions that a system of internal accountng
controls is supposed to assure was taken almost verbatim from Statemenkt.

of Auditing Standards Number One of the American Institute of Cert'lﬁfﬂ-.-ﬁ |

Public Accountants, the chief trade association of the nation’s independm‘iitﬂ
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certified public accountants, who do the wark of auditing corporations’

" financial statements. There is a considerable lore on what auditors do or

should do that may therefore be availed of by the SEC or the courts in their
sfforts lo give meaning to Section 13(b)(2). Textbooks on auditing proce-
dures,? for example, identify numerous specific tasks that an auditing firm
must carry out in fulfillment of its duly to evaluate the audited company’s
system of accounting controls. What good accounting firms actually do,
and which specific tasks are considered most important in the profession,
can be explored via expert testimony of qualified accountants.™

The contrast between state law and the federal statute is instructive. It
illustrates the tendency of state courts to fail to adopt rules that are suitable
for the governance of large public corporatiens. Leaving corporate man-
agers the discretion to decide whether to adopta triggering event approach
@r a systemic approach to internal monitoring is a policy choice that makes
gminent sense if the rule one adopts is going to govern the affairs of many
close corporations. This is so because in a close corporation, where th’e
small number of key participants and their greater incentive makes infor-
mal monitoring and cross-checking more feasible, the gost of adopting a
formal system of internal accounting controls could be far out of proportion
fo any expected benefits. There are economies of scale that apply to the
benefits that may be expected to flow from a formal, rule-governed system

“E.g., Burton, Palmer, & Kay, eds., Handbook of Accounting and Audiling chs. 9-16
[1#81 & supp.). For an overview of auditing, see S. Siegel & D. Siegel, Accounting and
Financial Disclosure 129-143 (1983).

?’"0[ course, it is the courts that must finally declare the meaning of the law. They ma
dreide f.ur themselves that any particular auditing procedure was or was not cal]e.d for by thi
statute in the. circumstances of a given case, and they might decide that certain generally
I‘ud(_ywed aljld:h'ng procedures (as opposed to the more absiractly formulated generally ac-
cepied audfting standards) are simply too tax to constitute compliance with the statute, More-
IHVEr, even if a court or the SEC wanls to give great deference to received standards witlhin the
auditing community, it may find itself with important unanswered questons. It is said b
some experts, for example, that various factors “contribute” to effective internat control sucﬁ
5 competent personnet, a clear-cut organizational structure, a well-designed accou.ntin'g sys-
;-‘:T;“l:.ll'!‘l;teg. access to assets by unauthorized persons, and the existence of an effective
B l‘ il iting staff. Suppose»a Iarge. corporation has no separate internal auditing staff:

ould .hat. by itself mean that it has violated §13(b)(2)?

Hm;::rn;c:-jnmder lha.t Statemerlt. of A.udir'mg Standards Number One distinguishes between
e & FonUol‘b a1.1d administrative controls. It defines administrative controls to include
pian ot organization and the procedures and records that are concerned with the decision

S . , o \
T 55 leading to management’s authorization of transactions.” Ag a matter of statutory

::;l‘;;l?;ﬁ;;;on shguld the SI_EC_and the courts follow this or a similar distinction in implement-
ks t‘hjn gl-:\nd I'l‘herefore limit the puten tial cange of the provision by nct embracing within
L'Js-e.p()u}dgb at should properly be dassified as an administrative control? Certainly a strong

3 e made that the slatute does not authorize the SEC to reguire corporations Lo set
UP genernl Jegal compliance programs or legal audit programs.
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of controls. On the other hand, that a large public corporation with
thousands of employees could decide to do without internal auditors is a3
possibility that ought to be discouraged or ruled out of existence.

§3.5 The Limits of the Business Judgment Rule

In subsection 3.4.1, we saw how directors may be held liable for neg
genice, or gross negligence, despite the business judgment rule. The a
plication of the business judgment rule to two special phenomena th
have generated great controversy. derivative lawsuits and defensive s
neuvers to takeover bids, will be dealt with later (in sections 15.2 an
13.6.2, resp‘ectively). In this section [ focts on some rather different, geﬁd
eral aspects of the rule’s limits.

Judicia! deference to directors’ business judgment might mean not o
that courts will not closely scrutinize direct
they will not weigh the directors’ decisions against competing goals anid
policies. Is this what in fact happens? It is to this question thdt we now
turn. We have already given a statement of the business judgment rule. [
us consider, in order, cases in which a business judgment conflicts

competes with

(1) another business judgment,

(2) a social or personal goal of the managers,
(3) the managers’ self interest, and

(4) specific legal rules and policies.

As an example of the first contlict, the directors and officers of a corpu

tion owning a baseball team may horestly think that restricting games G

those held in the daytime is in the shareholders’ best interest, whe
some shareholders, armed with statistics about what other teams do, ma;
earnestly believe that night games are the key to adequate profifs. In

situation a court would simply not permit a shareholder challenge to thes
ected or believed that the

managers’ judgment to go forward, even if it susp
shareholders’ business arguments would be much more persua
those of the managers. This is a primary or paradigmatic application of

business judgment rule.

sive:t

But let us change the facts to create the second kind of conflict, Sup.pu'S__
as happened in Shlensky v. Wrigley,” the shareholders’ complaint included

§3.5 237 NLE.2d 776 (IlL App. 1968).
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the charge that Wrigley, the president and 80 percent shareholder of the
corporation owning the Chicago Cubs, refused to install lights at Wrigley
Field and thus make night games there possible, not because of his 'mteres:t
in the corporation’s welfare but because of his personal convictions that
daytime games were better for the neighborhood around Wrigley Field and
that they fit the concept of baseball better. The court, while appearing to

- omeede that directors ought-not to act for reasons unrelated to the corpora-

tion's financial interest, nevertheless affirmed dismissal of the plaintiffs’

- complaint. It said it was “not satisfied that the motives assigned to

[Wrigley and the other directors] are contrary to the best interests of the
carporation and the stockholders.”? It sketched a scenario in which con-
cerm for the neighborhood would be in the corporation’s long-run interest
hut then quickly denied it was deciding that the directors’ decision h;;\d
been & correct one in fact. “"We are merely saying that the decision is one
properly before directors and the motives alleged in the amended com-
plaint showed no fraud, illegality or contlict of interest in their making of

 that decision.””

- The Wrigley case seems to stand for the proposition that the business

- .iud!.;ment rule precludes a shareholder attack on the directors’ business
: :d?usions on the grounds that the decisions were actually motivated by the
~ directors’ perception of social values. But the court seemed reluctant to
E _:Md ou.tright that corporate managers are perfectly free to use corporate
‘assets to implement their vision of the social good, at the expense of the

shareholders. After all, the shareholders contributed the capital, own the

; m;dual claim on the-assets, and may have a very different vision of
the social good. The Wrigley holding is therefore puzzling.

The c.ase Ama‘y‘be construed as a decision based on.considerations of
appropriate judicial process. The point would be that courts should usually

-Emhikit sl?argholders from attempting to prove management’s real motiva-
- tions in this kind of case. The reasons for this prohibition might be several.

First, real motivations are very difficult to prove.
“Hecond, allowing shareholder to challenge directors’ decisions on the

:::is off r.eal r_notivati)ons will simply tempt management to perjury at the

_a“: tc;\omi.t I"S\ey will say, always with some plausibility, that they actu-
B . L . o,

e g 1at a given decision was in the corporation’s long-run

m'I'l;:rd well-advised managers wil] easily forestall all such challenges by

- tiiching all documentation about corporate decisions in vague rhetoric

I at A,

*Ibid,
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about the corporation’s lohg-run interest. (So why discriminate against
managers with less sophisticated legal advice?)

Fourtl, managers’ decisions to further their social values at the shargs
holders’ expense are in fact rare and systemically unimportant. When such
decisions do occur, their purpose may be publicly and clearly announced,’
in which event a court heartened by the clear absence of difficult problems
of proof might indeed allow a shareholder challenge.

A third conflict involves competition between business policies and = &

managerial self interest. Suppose that the directors and officers of Ty
Corporation cause it to buy a ton of expandrium, a new multipurpose raw.
material, from the Nightflyer Company for $1 million. Shareholder Small
brings a derivative suit against all the directors and officers, claiming that
they had a substantial personal financial interest in Nightflyer and that the
purchase was unfair to Toy Corporation. This suit would not be dismissed
because of the business judgment rule, because the rule does not apply to
such a cause of action. This is an important point to grasp. for the vast
body of case law on conflicts of interest and self-dealing that is discussed. in
subsequent chapters depends on it. The charge is not simply that the
managers’ business judgment was wiOng, but that it was corrupt. Ina
sense, the plaintiff is arguing that the managers’ decision was nota brsiness
judgment at all but a self-interested personal judgment. In contrast to the
Wrigley court’s attitude toward the social values allegedly motivating mian=
agers, the courts have shown little reluctance about fetting shareholders try
to prove that managers were really motivated by selfish personal- goals, :
Perhaps the difference lies in the courts’ perceptions that the selfish brand
of ulterior motivation is much more frequent and serious. R
An important caveat to the preceding paragraph is that, if not all of the
Nightflyer directors were personally interested in the expandrium sale, th

defendant directors and officers might be able to get back under the bum—n

ness judgment rule by invoking the informed approval of the deal by thes
disinterested directors. (This important possibility is considered at variou
points in subsequent chapters.) They might even benefit by the recoms
mendation to a court by the disinterested directors that a derivative st
against them be dismissed {see subsection 15.2.3). 2
Finally, consider conflict between business goals and legal policies. In
Miller v. American Telephone & Telegraph Co.,” the stockholders brought &

*See, e.g., Dodge v. Ford Motor Co., 170 N, W. 668 (¥iich. 1919).

5507 B.2d 759 {3d Cir. 1974), an remand, 394 F. Supp. 38 (E.D. Pa. 1973), aff'd without i

530 F.2d 964 (3d Cis. 1976).
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uit against AT & T's directors on account of the company’s failure to
coliect an outstanding debt of 51.5 million owed it by the Demaocratic Na-
tional Committee for communication services provi_ded during the 1963
Democratic National Convention. The plainiiffs claimed not only that the
directors negligently failed to pursue a valid corporate claim, but also that
the failure amounted to AT & T's making a contribution to the commEttee in
viplation of a federal law aboul corporate campaign spending. The Third
Circait reversed a dismissal of the complaint, holding that the business
judgment rule could not insulate the directors from liability if they did .in
# fact vinlate the federal statute. [t based its result both on the underlyin
purposes of the federal statute, which included destruction of corporatg
influence over elections and checking the practice of using corporate funds
to benefit political parties without the stockholders’ consent, and on the
Mew York law regarding illegal acts. (AT & T was a New York ;:orpomtion )
Under that state’s decisions, illegal acts may amount to a breach c;f
fiduciary duty by the directors and officers even when committed to
benefit the corporation, because directors should be restrained from engag-
ing in activities that are against public policy.® These holdings go beyongd
the platitude that courts will not hold that directors” violations of criminal
;,-taltures are proper if done for a corporate purpose, because they add the
_privaté enforcement activities of interested shareholders to the efforts of
public prosecutors and regulators.
1 Perhaps the main impression arising out of the duty of care and business
]udgment cases is that under these notions courts place fairly limited re-
siraints on private decision making. Allis-Chalmers suggests that courts are
lmﬂT to require directors to design a monitoring system to enforce non-—
_pmfit-maxjmizmg.legal policies, in the absence of a legislative judgment to
i:;t effelc;t; l?ut Wrzgley .suggests. that i.n practice courts will allow directors to
per business dedsion making with their perceptions of social values;
;nri fhﬁ? AT c%‘ T case su.ggests that they will allows shareholders to use the
erivative suit mefc-hamsm to enforce general legal policies, not just to
p}'fch:l.ect the financial welfare of the corporation. Therefore, although the
;:;E;r:‘:jloi:nl-—ﬁzsi aoflthe business corporation may be to maximize profits,
Ehiocii y leave managers and shareholders leeway to grind other
axes. [t is important not to overstate this point, of course, We have dis-
cussed only a few cases, and they may not predict well what most state

courts would do in similar situations. (In particular, note that Wrigley is a

oy
See Abrams v, Allen, 74 N.E.2d 305 (N.Y. 1 i

_ sv. Allen, 74 N.E. Y. 1947}, reh. denied, 75 N.E. :

Both v. Robertson, 118 N.Y.5. 351 (Sup. Ct. 1909), 2T (N, 1947
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decision of one lower court in one state; and similar holdings elsewhere .

appear nonexistent. )

in any event, there is one m
falls outside the protection of t
managerfal fraud and self- dealing. It is to
that we now must furn.

CHAPTER 4

“INTRODUCTION TO CONFLICTS
OF INTEREST

ajor, indeed all-important, class of cases that
he business judgment rule: those involving =
this vast body of legal matcrlal o

~ §4.1 The Conjlict-of-Interest Paradigms

- 542 Why Fraud and Unfair Self-Dealing Are Considered Wrong
£4.2.1 Objections to Fraud

§4.2.2 Objections to Unfair Self-Dealing

§41 The Conﬂicf—of—.[nterest Paradigms

Diirectors, officers, and, in some situations, controlling shareholders owe  Fiduciary duty of
their corporations, and sometimes other shareholders and investors, a  ltoyalty
fiduciary duty of loyalty. This duty prohibits the fiduciaries from taking

- advantage of their beneficiaries by means of fraudulent or unfair transac-

Hons. They may not abuse the beneficiaries in situations in which they

have a conflict of interest. In some contexts, they may act improperly

- simply by maintaining a state of affairs in which they have a conflict of

interest. Most importantly, this general fiduciary duty of loyalty is a resid-

sal concept that can include factual situations that no one has foreseen and

categorized. The general duty permits, and in fact has led to, a continuous

- evolution in corporate law.! At the same time, the courts and legislatures

 have developed mare specific rules, or particular fiduciary duties, to deal

_ with many recurring situations involving a conflict of interest.

I find it useful to group the recurring situations into four clusters. Each  Four paradigms
tluster implicates somewhat different dangers and calls for a somewhat

- different legal response. In this section I will introduce each cluster by a

il
i
e
B

hloio o okt

5.1 'For efforts to identify and analyze the elements of the fidudary duty of loyalty in a
- general way, see Clark, Agency Costs Versus Fiduciary Duties, in Principals and Agents: The
Structire UfBusLness55 71-79 (J. Pratt & R. Zeckhauser eds. 1985); Frankel, Fiduciary Law, 71.
- Calif, L. Rev. 795 (1983).
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