
7.5 The Board's Duty to Monitor: Losses "Caused" by Board Passivity 277 

in a large sample had, by 1990, passed charter provisions eliminating liability to 
the full extent permitted by the statute. 14 Professor Roberta Romano provides 
an astute analysis of the explosion of D&o liability premia in the mid-1980s 
(occasioned in part by Delaware case law) and the consequent popularity of 
liability-limiting statutes in state legislatures. Among other interesting points, 
Romano reports that insurance companies did not lower premia in response 
to the passa~e of§ I02(b)(7) and that the plaintiffs' bar did not oppose the new 
legislation. 1

~ Does this suggest that §I02(b)(7) is ineffective? If so, it is news 
to institutional investors, who generally support charter amendments waiv
ing directorial liability, presumably because, as sophisticated investors, they 
understand that their self-interest lies in encouraging risk taking by directors. 

QUESTIONS 

1. Does Delaware's director liability statute raise issues different from 
those raised by the latitude Delaware firms enjoy to purchase personal lia
bility insurance for their directors and officers? See DGCL §145(g). Could 
DGCL § 102(b )(7) be viewed as simply allowing firms to "self-insure" directors 
against personal liability arising from gross negligence? 

2. Is there reason to distrust a charter amendment, duly approved by 
shareholders, that eliminates director liability for gross negligence? Why 
might fully informed investors vote for such an amendment if it were not in 
their own interests? If the fact of informed shareholder approval of such a lia
bility waiver might be consistent either with the advancement of shareholder 
economic interests or with a collective action disability of some sort, what 
might be an empirical methodology to estimate which interpretation of such 
approval is more likely correct? 

:,. Statutes such as DGCL §I02(b)(7) can be viewed as a device for 
screening out some or all shareholder suits based on duty-of-care allegations. 
Is there reason to believe that such actions might be systematically less likely 
to increase shareholder welfare than duty of loyalty (i.e., conflict of inter
est) suits? Why? What alternatives, besides the approach used in §I02(b)(7), 
might be worth considering for screening out some shareholder suits? 
Consider § 1701. 59, Ohio General Corporation Law (2006). 

7.5 THE BoARD's DUIY To MoNIToR: LossEs "CAUSED" BY 

BOARD PASSIVTIY 

So far, we have discussed the possible liability of directors for ~ailing to take 
reasonable care in making business decisions that lead to financial losses. We 

14 R b C , G vernance tn the Al.ftermath of the Insurance Crisis, . o erta Romano, orpora,e o 
39EmoryL.J. 1155, 1160-1161 (1990). 

15. Id. 
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now turn to the related question: What is the scope of director liability for 
1 ses that arise not from business decisions, but rather from causes that the 
iiard might arg'uably have deflected but did not? Th~ 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 ~are 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 circmn
stances in which it is later determined that a reasonably alert person would 
have taken action. 16 

Directors' 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 
business decision. Nevertheless, given the disjunction between the scale of 
operations of many public corporations and the scale of the personal wealth 
of typical individual directors, the risk of liability for inactivity may still deter 
talented persons from serving on corporate boards. Despite this danger. the 
astonishingly rapid collapse of the Enron Corporation in 200 I suggested to 
many observers that boards may generally be too easily manipulated by com
pany officers. As a corrective, some of these observers believe that the sharp 
prod of potential liability ought to be more in evidence. But liability for losses 
in these huge enterprises is a crude ex post method to force appropriate 
attention. Losses in the Enron case were in the many tens of billions of dollars. 
Liability for the smallest percentage of this loss would financially destrov cor
porate directors and would make board service to others desperately ~map
pealing. How then are incentives for director attention to be created that do 
not deter service? We can, at least, say it cannot be done scientificalh. 

In this section, we review four cases dealing with directors ~,-ho are 
~harged with br~aching their fiduciary duties by not sufficiently monitor
~g the corporati~n and thus by not preventing a loss that the corporation 
mcurred. The semmal case in this field is Caremark. However. we begin with 
some prec1:11"sors to it that laid the foundation, in part, for its development. 
We then discuss Caremark and examine where its progenv are taking the 
so-called "duty to monitor." · 

7.5.1 Prologue to Caremark 

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

b [Prit~hard & Baird, Inc. was a reinsurance broker that arranged contracts 
etween msurance companies that wrote large policies and other companies 

16. Recall that the earliest case we find. . . 
v. Sutton, noted above in which th b d is the 1742 dec1s10n of The Charitable Company 
also the often-cited u.s'. supreme C e oar was charged With failing to uncover a fraud. See 

ourtcaseofBriggsv.Spaulding, 141 U.S. 132(1891). 
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in order to sha~e the risks of those policies thereby avoiding the possibility 
of a ~atastropluc loss fo_r any one of them. In this industry, the company that 
sells msurance 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. 

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.] 

1HE FAIL OF TIIE HOUSE OF PRITCHARD17 

In the mid-1940s, Charles Pritchard, Sr., and George Baird founded one of 
the first domestic brokerages in the nascent American reinsurance industry. 
l 'nder the leadership of Charles Pritchard, Sr., Pritchard & Baird became 
one of America's largest and most prestigious reinsurance intermediaries. 
After Baird retired in 1964, the Pritchards became the firm's sole share
holders, senior officers, and directors. In 1968, the Pritchard sons, Charles, 
Jr.. and William, 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 different cloth than their father. Where he was mod
erate. 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 
lifestylt:s hy misappropriating more than $10 million held in trust by 
their reinsurance 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 
assl'ts 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 recover the more than $10 milli~n of.client fu~d~ ~is
appropriated under the guise of "shareholder loans. Claims were irut1ally 
filed against all three directors of the company, but the Pritchard broth~rs 
were dismissed from the case after being adjudicated bankrupt, leavmg 
their mother - Lillian Pritchard, the only solvent director of Pritchard & 
Baird - as the main defendant in the case. 

The trial court held that if Mrs. Pritchard "had paid the slightest atten-
tion to the affairs of the corporation, she would have kn~wn w~t w~,s hap
pening ... Consequently, Mrs. Pritchard was found negligent, smce [h]ad 
she performed her duties with due care, she would readily have discovered 

17 Tl · fr Reinier Kraakman & Jay Kesten, The Story of Francis 
. 11s account comes om La Stories (2010) 

v. United JerseJ' Bank: When a Good Story Makes Bad Law_, Corporate w . 
Citations to th~ trial court opinion and other sources are provided there. 
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the wrongdoing ... and she could easily have taken effectin: steps to 
stop the wrongdoing." The court rejected the argument that Mrs. Pritchard 
should be absolved of liability because she was "a simple housewife ... old 
and grief-stricken at the loss of her husband" (Charles, Sr .. had died in 
1973) who merely "served as a director as an accommodation to her hus-
band and sons." Indeed, in an interesting rhetorical twist. Judge Stanton 
opined that accepting this argument would insult the ·fundamental dig-
nity and equality of women." Based on these findings, the trial court held 
Mrs. Pritchard liable for the more than $10 million of "loans· improperly 
paid to members of the Pritchard family at the direction of Charlie and Bill 
between 1970 and 1975. The decision was affirmed by a three-judge panel 
of the Appellate Division, and the New Jersey Supreme Court granted cer
tification on the question of Mrs. Pritchard's liability as a director. 

POLLOCK, J.: 
The "loans" were reflected on financial statements that were prepared 

annually as of January 31, the end of the corporate fiscal year. Although an 
outside certified public accountant prepared the 1970 financial statement, 
the corporation prepared only internal financial statements from 19-, 1-1975. 
In all instances, the statements were simple documents, consisting of three or 
four 81h x 11 inch sheets .... 

Workimz Capital Deficit Shareholders' Loans Net Brokera(!,e Income 

70 $ 389,022 $ 508,941 s 80-.229 

71 NOT AVAILABLE NOT AV All.ABLE :\OT A \"A!L\BLE 

72 $ 1,684,298 $ 1,825,911 s 1. ';-1(1.26, 

73 $ 3,506,460 $ 3,700,542 s 1, - ;1(1. 5-t9 

74 $ 6,939,007 $ 7,080,629 s 8-6.182 

75 $10,176,419 $10,298,039 s ,;-;1.:.98 

The statements of finan "al di . 
d

. . c1 con tion from 1970 forward demon-
strate . Mrs. Pntchard was not ti . h knew virtually nothin f. ac ve 10 t ~ business of Pritchard & Baird and 
offices in Morristowng in ~~orporate ~airs. She briefly visited the corp~rate 
the annual financial t t Y one occasion, and she never read or obtamed 

s a ements She was u~'-'n-": · h 1· f reinsurance and made n ffi · 1114.lulllar wit the rn<. 1ments o 
the corporation, particu1:; ort t? :15sure that the policies and practices of 
with industry custom or rei pertaining to the withdrawal of funds. complied 
that Charles, Jr. wou1d "takee~a:::· Although her husband had warned her 
any attention to her duties as dir off my back," Mrs. Pritchard did not pay 

After her husband died ~ D ector or to the affairs of the corporatio~ .. · · 
pacitated and was bedridde f e~ember 1973, Mrs. Pritchard became mca
time and started to drink ra~h or~ six-~onth period. She became listless at this 
and in 1978 she died. The tri;~o eavil~. Her physical condition deteriorated, 

Urt reJected testimony seeking to exonerate 
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her because she "was old, was grief-stricken at the loss of her husband, some
times,,consu~ed 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 .... 

m 

Individual liability of a corporate director for acts of the corporation is 
a prickly problem. Generally directors are accorded broad immunity and are 
not insurers of corporate activities. The problem is particularly nettlesome 
when a third party asserts that a director, because of nonfeasance, is liable for 
losses caused hy acts of insiders, who in this case were officers, directors 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 cause of their losses .... 

As a general mle, a director should acquire at least a rudimentary under
standing of the business of the corporation. Accordingly, a director should 
become familiar with the fundamentals of the business in which the corpo
ration is engaged .... Because directors are bound to exercise ordinary care, 
they cannot set up as a defense lack of the knowledge needed to exercise the 
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 c~sto~s of ~he ~?ustry, but 
also on the nature of the corporation and the busmess m which it is _engaged. 
Financial statements of some small corporations may be prepared mtemally 
and only on an annual basis· in a large publicly held corporation, the state
ments may be produced mo~thly or at some other r~gular ~terval. Adequ_ate 
financial review normally would be more informal m a pnvate 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 
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f liability if in good faith, they rely upon the opinio~ of counsel for the 
rom t· 'upon wn·tten reports setting forth financial data concerning corpora 10n or . 

the corporation and prepared by an independent pubhc acco~mtan~ or cer-
tified public accountant or firm of such accountai:its or upon tmanc1al state-

t books of account or reports of the corporation represented to them to mens, . h · 1 f 
be correct by the president, the officer of the corpo1:1t1on avmg c 1arge o its 
books of account, or the person presiding at a meetmg o~ the _hoard. 

The review of financial statements, however, may give nse to a duty to 
inquire further into matters revealed by those statement~ .... l'p<!1_1 discovery 
of an illegal course of action, a director has a duty to ob1ect and. ,t the corpo
ration does not correct the conduct, to resign .... 

[In this case, Mrs. Pritchard] should have realized [from those state
ments] that, as of January 31, 1970, her sons were withdra,ving suhstantial 
trust funds under the guise of "Shareholders' Loans." The financial statements 
for each fiscal year commencing with that of January :\ 1. 19-o. disclosed 
that the working capital deficits and the "loans" were escalating in tandem. 
Detecting a misappropriation of funds would not have required special exper
tise or extraordinary diligence; a cursory reading of the financial statements 
would have revealed the pillage .... 

Nonetheless, the negligence of Mrs. Pritchard does not result in liahility 
unless it is a proximate cause of the loss .... 

Cases involving nonfeasance present a much more difficult causation 
question than those in which the director has committed an affirmative act of 
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 liabilitv h, informing 
the other directors of the impropriety and voting for a p~opl:r 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 sharehold
ers, to the extent of any injuries suffered by such persons. respecti,·ely. as a 
resul~ of any such action." N.J.S.A. 14A:6-12 (Supp. 1981-1982) .. \ director 
who 1s 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 meet
~g or filed promptly after adjournment. N.J.S.A. 14:6-13. In manv. if not most, 
mstances an objecting director whose dissent is noted in acc~>rdance with 
N.J.S.A. 14:6-13 would be absolved after attempting to persuade fellow direc
tors to follow a different course of action .... 

I~ this case, ~he scope of Mrs. Pritchard's duties was determined by the 
pr~can?us financial condition of Pritchard & Baird, its fiduciarv relationship 
to its clients and the implied trust in which it held their funds ·Thus viewed, 
the scope of her duties en d · · . . . compasse all reasonable action to stop the con-
tmumg conversion Her dutie d d · . · s exten e beyond mere obi· ection and resig-nation to reasonable attempt t 
funds. . . . 5 0 prevent the misappropriation of the trust 

A leading case discussin . . . · 
predicated upon a negli ent f: ~ causation_ where the director's liability 15 

(S.D.N.Y. 1924). In that ~ase ~ilure to act 1s Barnes v. Andrews. 298 F. 614 
e COUrt exonerated a figurehead director who 
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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 neglect caused the 
loss. But when a business fails from general mismanagement, business incapac
ity, or had judgment, how is it possible to say that a single director could have 
made the company successful, or how much in dollars he could have saved? (Id. 
at 616-617) ... 

. . . The wrongdoing of her sons, although the immediate cause of 
[Pritchard & Baird's] loss, should not excuse Mrs. Pritchard from her neg
ligence which also was a substantial factor contributing to the loss .... Her 
sons knew that she, the only other director, was not reviewing their conduct; 
they spawned their fraud in the backwater of her neglect. Her neglect of duty 
contrihuted to the climate of corruption; her failure to act contributed to the 
continuation of that corruption .... 

Analysis ... is especially difficult ... where the allegation is thatnonfeasance 
of a director is a proximate cause of damage to a third party .... Nonetheless, 
where it is reasonable to conclude that the failure to act would produce a 
particular result and that result has followed, causation may be 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 matter 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 determi
nations. 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 depredat~o~ of the oth~r 
insiders. her sons. She breached that duty and caused plamtiffs to sustam 
damages. 

The judgment of the Appellate Division is affirmed. 

NOTE 

Although an odd case in some respects, Francis reflects the majority ".°iew 
that there is a minimum objective standard of care for directors - that direc
tors cannot abandon their office but must make a good-~a~th attempt to d_o 
a proper job. The case law is divided on whether the muumum standard 1s 
the same for all directors or whether sophisticated directors (e.g., lawye~s 
and investment bankers) ought to be held to a higher standard. The law 1s 
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clear that all directors must satisfy the s~e legal stan~~d. of car~. but the 
· · f liabili"ty 1·s a director-by-Oirector deternunat10n. A court may determmation o . 

conclude that a reasonable engineer or investm~nt banker servmg on a bo~rd 
h Id ha ted in certain circumstances while a reasonable person wtth-

s ou ve ac s I R 1- · 
th t t ining and experience may not have done so. , ee n e :merging 

~ut a C:Cattons Inc. Shareholders Litigation, C.A. No. 16-i I';. 2004 WL 1r;;;';';s" (Del. Ch. June 4, 2004) (investment banker held li~hle for cc~mplic
ity in controller's breach of loyalty in buyout, while other directors with less 
knowledge found not liable). 

QUESTIONS 

I. What would have been the result if Mrs. Pritchard had spotted her 
sons' activities; if they had responded: "Don't worry, Mama. WL" were steal
ing, but we'll stop now and establish a segregated fund for our clients' mon
eys"; and if her sons had continued to steal as before but pacified tlwir mother 
with a false financial statement? 

2. Courts are reluctant to impose a duty on directors ,vho suspect wrong
ful activity to do more than protest and resign. Should corporatt· law impose 
something tough, such as a whistle-blowing duty (i.e., to go to prosecutors or 
disclose to shareholders)? 

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 modem public corporations, 
the board must monitor largely through reports from others. wh<:ther out
side auditors, other professionals, or corporate officers. The hoard authorizes 
only the most significant corporate acts or transactions: mergL"rs. changes 
in capital structure, fundamental changes in business, etc. The lesser deci
sions that are made by officers and employees within the interior of the orga
nization can, however, vitally affect the welfare of the corporation. Recent 
business history has graphically demonstrated that the failure of appropriate 
c?ntrols can result in extraordinary losses to even very large public compa
rues .. Ev~n be~ore the Enron and WorldCom scandals, large losses following 
morutonng failures resulted in the displacement of senior management and 
much of the board of Salomon, Inc.; 1s the replacement of senior management 
of Kidd~r, Peabody;

19 
an? extensive financial loss and reputational injury to 

Prudent.1al. Insurance arismg from misrepresentations in connection with the 
sale of limited partnership interests. 2° Financial disasters of this sort raise this 

et al., ~~ }~~·/;n~~:~;1:1~tthe ~ore, The Economist, Aug. 17, 1991. at 69--,0: :\like :\fc:\lamee 
19 See Terence p Pa mon. An AnUclimax, Bus. Week, June 1. 1992. at 1 o6. 

at 40-48: · re,Jack Welch's Nightmare on Wall Street, fortune. Sept. 5. 1994, 

20. Michael Schroeder & Leah N S . , . ~ Bus. 
Week, Nov. 8, 1993, at 74-,6. · Ptro, Is George Balls Luck Runnmg Out.· 
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question: What is the board's responsibility to assure that th t' 
· · J · h l hi e corpora 10n functions wit 1m t e aw to ac ·eve its purposes? 

GRAHAM v. All.IS-CHAIMERS MANUFACTURING CO. 
188A.2d 125 (DeL 1963) 

WoLcorr, J.: 
This is a derivative action on behalf of Allis-Chalmers against its direc

~or~ and four of i_ts non-director employees. The complaint is based upon 
mdtctments 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 Federal anti-trust laws. The suit seeks to recover damages which Allis
Chalmers is claimed to have suffered by reason of these violations .... 

[Tl he hearing and depositions produced no evidence that any director 
had any actual knowledge of the anti-trust activity, or had actual knowledge 
of any facts which should have put them on notice that anti-trust activity 
was being carried on by some of their company's employees. The plaintiffs, 
appellants here, thereupon shifted the theory of the case to the proposition 
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. 

By this appeal the plaintiffs seek to have us reverse the Vice Chancellor's 
ruling of non-liability of the defendant directors upon this theory .... 

Alli!'>-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 dele_ga-

tton of authority to the lowest possible management level capab!e o~ fulfilling 
the delegated responsibility. Thus, prices of pr~ducts are ordina~ily se~ by 
the particular department manager, except that if the product bemg pnced 
is large and special, the department manager might conf~r wit? the ge~e.ral 
manager of the division. Products of a standard character mvolvmg 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 de~artmental pr?fit 
goal budgets. On occasion, the Board considers general ques~1ons co°:cernmg 
Price levels, but because of the complexity of the c?mpany s o.perat1ons the 
Board does not participate in decisions fixing the pnces of specific products. 
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The Board of Directors of fourteen members,. four of wh~>m are officers, 
meets once a month, October excepted, and considers a prevt(~usly prepared 

da for the meeting. Supplied to the Directors at the meetings are finan-agen f h . . . . T 
· 1 and operating data relating to all phases o t e company s actmt1es. he 

~:ard meetings are customarily of several hours duration_ in which all_ the 
Directors participate actively. Apparently, the Board consH.lers and decides 
matters concerning the general business policy of the company. By reason of 
the extent and complexity of the company's operations. it is not practicable 
for the Board to consider in detail specific problems of the various divisions. 

The indictments to which Allis-Chalmers and the four non-director 
defendants pied guilty charge that the company and individual non-director 
defendants, commencing in 1956, conspired with other manufacturers and 
their employees to fix prices and to rig bids to private electric utilities and 
governmental agencies in violation of the anti-trust laws of the t ·nited States. 
None of the director defendants in this cause were named as defendants in 
the indictments. Indeed, the Federal Government acknowkdgn.1 that it had 
uncovered no probative evidence which could lead to the conviction of the 
defendant directors. 

The first actual knowledge the directors had of anti-tmst violations by 
some of the company's employees was in the summer of 19<;9 from newspa
per stories that the TVA proposed an investigation of identical bids. Singleton, 
in charge of the Industries Group of the company, investigated but unearthed 
nothing. Thereafter, in November oft 959, some of the company·s l'mployees 
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 tmth. 

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 stl'ps 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-tmst actions of 
the company'~ employees .. Plaintiffs, however, point to two FTC decrees of 
1937 as warrung to the ~ectors that anti-trust activity by the company's 
emJ?loyees h~d taken place tn the past. It is argued that they were thus put on 
noti~e of their duty to ferret out such activity and to take active steps to insure 
that 1t would not be repeated. 

. The decrees in question were consent decrees entered in 19 3.., against 
Allis-Chalmers and nine others enjoining agreements to fix uniform prices 
on condensers and turbine g Th enerators. e decrees recited that they were 
consendint~d to for the sole purpose of avoiding the trouble and expense of the 
procee g .... 

The director defendants d 
1 d . an now officers of the companv either were emp oye tn very subordin t · · ' 

an in 1937 At the . a e ~apacmes or had no connection with the com-
pf y d. d ttme, copies of the decrees were circulated to the heads 
o conceme epartments and . . 

were explamed to the Managers Commtttee. 
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In 1943, Singleton, officer and director defendant, first learned of the 
decrees upon becoming Assistant Manager of the Steam Turbine Department, 
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 pr.i.ctice enjoined. 

Stevenson, officer and director defendant, first learned of the decrees in 
1951 in a conversation with Singleton about their respective areas of the com
pany's operations. He satisfied himself that the company was not then and in 
fact had not been guilty of quoting uniform prices .... 

Scholl, officer and director defendant, learned of the decrees in 1956 in 
a discussion with Singleton on matters affecting the Industries Group. He was 
informed that no similar problem was then in existence in the company .... 

C nder the circumstances, we think knowledge by three of the directors 
that in 19 3 7 the company had consented to the entry of decrees enjoining it 
from doing something they had satisfied themselves it had never done, did 
not put the Board on notice of the possibility of future illegal price fixing .... 

Plaintiffs are thus forced to rely solely upon the legal proposition 
advanced by them that directors of a corporation, as a matter of law, are liable 
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 against these director defendants is that, even 
though they had no knowledge of any suspicion of wrongdoing on the part 
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 Dire~tors 
could not know personally all the company's employees. The very magru~de 
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 dire~tor has 
become liable for losses to the corporation through neglect of duty 1s ~eter
mined bv the circumstances. If he has recklessly reposed confidence m an 
obviously untrustworthy employee, has refus~d or ~eglected cavalierly to 
perform his duty as a director, or has ignored either.willfully or tru:ough mat
temion obvious danger signs of employee wrongdomg, the law will cast the 
burden of liability upon him. This is not the case at bar, however, for as soon 
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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 m ~he 

b of suspicion but we think not, for we know of no mk ot law which a sence , tifi · l 
re uires a corporate director to assume, with no jus cation w uts_oever. that 
all~orporate employees are incipient law violato~ ~ho, but for a tight check
rein, will give free vent to their unlawful pro~enst~ies. 

We therefore affirm the Vice Chancellors ruling .... 

QUESTIONS 

1. There is evidence that the exceptionally decentralized opl'rating pol
icy of Allis-Chalmers was accompanied by enormous pressure on thl' compa
ny's semiautonomous units to show steadily growing profits. If this was the 
management style approved by the Allis-Chalmers board, should thl'rl' be any 
implications for the board's duty of care? 

2. What function would imposing liability for breach of the duty of care 
serve in Allis-Chalmers? When might it be in the narrow economic interests 
of shareholders, and when might it not be in the interests of shareholders? 

3. To the extent that one is tempted to impose liability on thl' board for 
purposes of enforcing the antitrust laws, what alternative enforceml'nt strate
gies might be available? What about increasing penalties against the company 
itself? 

7.5.2 Caremark and the Beginning of a New Era? 

Delaware jurisprudence on the Board's duty to monitor took its next 
big step with the watershed Caremark decision. Before discussing it. how
ever, some background is useful in understanding the environment in which 
Caremark was decided. 

Over many years, the United States has begun to sometimes treat lapses 
from statutory or administratively mandated standards of business conduct as 
criminal matters.21 Federal statutory law has been a powerful engine of this 
movement. The Comprehensive Environmental Response compensation, 
and Liability Act (CERCLA) 22 c . ' , . . . ·-. . . . , 1or example, opens up potential cinl and cnnu 
nal liabilities for both corporations and "persons in charge, .. who may be offi-
cers or l?w-level employees. 23 The Resource Conservation and Recovery Act 
(RCRA) unposes criminal liability on "any person" who knowinglv transports 
hazardous waste to an unpef"n"l:tt d ~ m· · f ..... e 1ac ty or treats, stores, or disposes o any 

21. E.g., Flom, U.S. Prosecutors r, k 71 1 
22. 42 U.S.C.A. §§960l et seq. a ea ougb Line, Fin. Times. Oct. 31. 1991. at 2 · 

23. E.g., United States v. Mexico s d & 980 
F.2d 473 (8th Cir. 1992). ee Feed Co., 764 F. Supp. 565. l'et'd in part. 
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hazardous waste without a permit. 24 Similarly, the Clean Water Act25 and the 
Clean Air Act include criminal penalties applicable to any "person" including 
"any responsible corporate officer"26 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 regula
tion. The Occupational Safety and Health Act (OSHA);27 the Food, Drug, and 
Cosmetics Act/8 the antitrust acts; the Foreign Corrupt Practices Act (FCPA); 29 

and the acts regulating federally chartered or insured depository institutions3° 
and securities markets, 31 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 Commission32 adopted the Organizational Sentencing 
Guidelines, which set forth a uniform sentencing structure for organizations 
convicted of federal criminal violations and provided for penalties that gener
ally exceed those previously imposed on corporations.33 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 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 percent, while they quadruple 
the base line of firms with the highest culpability rating. 34 Thus, with a base 
fine of say $150 million, the culpability score could cause a variation in a fine 
from $-:'.'5 million to $600 million for the same offense, depending on the 
circumstances .. ~~ 

The importance of compliance programs grew even more after the 
2001 Department of Justice memorandum entitled "Principles of Federal 
Prosecution of Business Organizations" (a.k.a. the "Thompson Memo," after 
then-Deputy Attorney General Larry Thompson) directed U.S. Attorneys to 
consider the depth and quality of a company's compliance program in con
nection with charging decisions. This and later memoranda were incorpo
rated into the U.S. Attorneys' Manual which further ensconced the role of 

24. -t2 U.S.C. §6928(d), (e). 
25. :'3 U.S.C. §§ 1319(c), 1362(5), 132l(b)(5) (specifically including "any responsible 

corporate officer'"). 
26. 42 U.S.C. §§7602(e), 7413(c)(6). 
27. 21 u.s.c. §333. 
28. 21 U.S.C.A. §§301 et seq. 
29. 15 U.S.C. §§78m et seq. b 
30. E.g .. financial Institutions Reform, Recovery, and Enforcement Act of 1989, Pu . 

L. No. 101-429. 104 Stat. 931 (1990). 
31. E.g., securities Enforcement Remedies and Penny Stock Act of 1990, Pub. L. No. 

101-429, 104 Stat. 931 (1990). . 
32. See Sentencing Reform Act of 1984, Pub. L. No. 98-473, ttt. II, ch. II, 98 Stat. 1987 

0984) (codified as amended in scattered sections .of 18 a~d ~8 U.S.C.). il-
33. See United States sentencing commission, Guidelines Manual, Ch. 8 (2018), ava 

able at: https://www.ussc.gov/sites/default/files/pdf/guidelines-manual/2018/GLMFull.pdf. 
34. Id. §8C2 4-2 6 
35 Th b · fi · ·. h hi her of (1) an amount from an offense level table (currently 

· e ase ne 1s t e g . · " (3) "the pecuniary loss 
capped at SI 50 million) (2) "the pecuniary gain to the orgaruzatmn, or . . 
from the offense caused by the organization to the extent th~ lo~s was c;~~:~s~~e~t;~~JY, 
knowingly, or recklessly." Id. §8C2.4. Departures from the Gmdehnes are . 
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li grams m. influencing the exercise of prosecutorial discre-comp ance pro . 
. 36 Th pn'ate compliance programs IIllght not onlY lead to lower t1on. us appro . . : . 

· b t al O lower charges and a lower likelihood of facmg prosecution sanctions, u s 
in the first place.37 

. 
Designing corporate compliance programs has d~veloped mto a new, 

f t- owing and highly remunerative legal subspec1alty. ll1e enormous 
;~t!tial fin~s at stake today make it less. likely than it w_as_ in_ I 9~1.1 t~at .a 
court construing the duties of corporate directors wou~d pass m er a boar~ s 
failure to implement a legal compliance program as blithely as was done rn 

Allis-Chalmers. 

IN RE CAREMARK INTERNATIONAL INC. 

ALLEN, C.: 

DERIVATIVE LfOGATION 
698 A.2d 959 (DeL Cb. 1996) 

Pending is a motion pursuant to Chancery Rule 23. l to appron: as fair 
and reasonable a proposed settlement of a consolidated derivatin· action on 
behalf of Caremark International, Inc. ("Caremark"). The suit involves claims 
that the members of Caremark's board of directors (the .. Hoare.I"> breached 
their fiduciary duty of care to Caremark in connection with allegnl \'iolations 
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 199 j ( :a run ark 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. 
Subsequently, Caremark agreed to make reimbursements to various private 
and public parties. In all, the payments that Caremark has heen required to 
make total approximately $250 million. 

This suit was filed in 1994, purporting to seek on behalf of the company 
recovery of these losses from the individual defendants who constitute the 

36., See §9-28.000, Principles of Federal Prosecution of Business Organi:::ations. U.S. 
Attorneys Manual, Department of Justice. 

37: T~e U.S. ~u~reme Court struck down the federal sentencing guidelines for individ
uals as v10Iatmg a cnmmal defendant's Sixth Amendment right to a jury trial. See [ ,11 ited States 
~- Booker, 543 U.S. 22~ (2005?. What this does to the legal status of the sentencing guide
Imes for organizations is murkier because the extent to which the Sixth Amendment applies 
to corporate defendants isn't de N h · h 
U S Att , M al d . ar. onet eless, the focus on compliance programs m t e 

. . omeys anu an m plea bargain d . · nd 
growing importance of r s an settlements underscores the conunumg a 
Governance Regulattoi~:p tan;~rograms. See Jennifer Arlen & ,Marcel Kahan. Co1porat~ 
L. Dickinson & Vikramadi ;o;gKha onprosecutton, 84 U. Chi. L. Rev. 323 (2011: T1mothJ 
105 Mich. L. Rev. 1713 (2~7). nna, The Corporate Monitor: Tbe :Yeu· Corporate Czar.• 
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Board of Dire~tors of Caremark. 1 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 m_otion o~ this type req~ires the court to assess the strengths and weak
nesses of the claims asserted m light of the discovery record and to evaluate 
the fairness and adequacy of the consideration offered to the corporation in 
exchange for the rel~ase of all claims made or arising from the facts alleged .... 

Legally, evaluation of the central claim made entails consideration of the 
legal standard governing a board of directors' obligation to supervise or mon
itor corporate performance. For the reasons set forth below I conclude, in 
light of the discovery record, that there is a very low probability that it would 
be determined that the directors of Caremark breached any duty to appropri
ately monitor and supervise the enterprise .... 

I. BACKGROUND 

... I regard the following facts ... as material. Caremark ... was created 
in November 1992 .... The business practices that created the problem pre
dated the spin-off. During the relevant period Caremark was involved in two 
main health care business segments, providing patient care and managed care 
services .... 

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 earlv as 1989, Caremark's predecessor issued an internal "Guide to 
Contractual Relationships" ("Guide") to govern its eml?loyees in ent~ring into 
contracts with physicians and hospitals .... Each version of the Gmde stated 
~s Caremark's and its predecessor's policy that no payments _would be made 
ill exchange for or to induce patient referrals. But what o~e rmght deem ~ pro
?ibited quid pro quo was not always clear. Due to a scarcity of _court dec1s10ns 
mterpreting the ARPL, however, Caremark repeatedly publicly stated that 
there was uncertainty concerning caremark's interpretation of the law .... 

1. Thirteen of the Directors have been members of the Board since November 30, 1992. 
Nancy Brinker joined the Board in October 1993. 
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I A st 1991 the IIllS [Health and Human Services] Office of the 
n ugu , . . f c· k. 

I t General ("OIG") initiated an investtgauon o ,aremar · s prede-nspec or d . h b . . 
r Caremark's predecessor was serve wit a su poena requmng the 

cesso . (' k' d 
production of documents, including contracts be~een .~aren_iar · s pre e~es-
sor and physicians (Quality Service Agreements ( Q~~s )~. ~ ml~r the Q~As, 
caremark's predecessor appears to have paid phys1c1ans tees tor morntor
ing patients under Caremark's predecessor's care, inc_lud~ng ~k~licare and 
Medicaid recipients. Sometimes apparently those momtonng patients were 
referring physicians, which raised ARPL concerns. . . . . . . . . 

The first action taken by management, as a result of the 1111t1at1on of 
the OIG investigation, was an announcement that as of Octoht'r 1. 1991, 
Caremark's predecessor would no longer pay management fees to physicians 
for services to Medicare and Medicaid patients .... 

During this period, Caremark's Board took several additional steps ... to 
assure compliance with company policies concerning the AH.PL and the 
contractual forms in the Guide. In April 1992, Caremark puhlishnl a fourth 
revised version of its Guide apparently designed to assure that its agreements 
either complied with the ARPL and regulations or excluded ~kdicare and 
Medicaid patients altogether. In addition, in September 1992, < :art' mark insti
tuted a policy requiring its regional officers, Zone Presidents, to approve each 
contractual relationship entered into by Caremark with a physician. 

Although there is evidence that inside and outside counsel had advised 
Caremark's directors that their contracts were in accord with the law, 
Caremark recognized that some uncertainty respecting the corrt'ct interpre
tation of the law existed .... 

Throughout the period of the government investigations. < :an.'mark had 
an internal audit plan designed to assure compliance with husi1wss and eth
ics policies. In addition, Caremark employed Price Waterhoust' as its outside 
auditor. On February 8, 1993, the Ethics Committee of Caremarl..:'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. howner, on 
April 20, 19~3.' the Audit & Ethics Committee adopted a new internal audit 
chart~r ~eqwnng 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
agemen~ reported to the Board that Caremark's sales force was receiving 
an ongomg education regarding the ARPL and the proper use of caremark's 
form contracts w~ch had been approved by in-house counsel. on July 27, 
1993, the new ethics manual express! rub· . · h nge " ti ' Y pro 1tmg pavments 111 exc a 1or re errals and requiring e 1 ' ll 
f . mp oyees to report all illegal conduct to a to 
ree confidential ethics hotlin · d ; e, was approved and allegedly dissemmate · 

5. Prior to the distribution of th . k' 
president had sent a letter to all senio~ n~w ~thics manual, on :\1arch 12. 1993. Caremar ,5 

policies that no physician be paid ti ft dIStrtct, and branch managers restating Caremark 5 

were not to be modified and th dor _re_errals, that the standard contract forms in the Gt'.ide 
termination of employm~nt. at eviatmn from such policies would result in the immediate 
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The recor~ suggests that Carem~k continued these policies in subsequent 
years, causmg employees to be given revised versions of the ethics manual 
and requiring them to participate in training sessions concerning compliance 
with the law .... 

On August ~' 1994, a federal grand jury in Minnesota issued a 47-page 
indictment chargmg 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 
a lengthy period. According to the indictment, over $1.1 million had been 
paid to Brown to induce him to distribute Protropin, a human growth hor
mone dmg marketed by Caremark. ... 

In reaction to the Minnesota Indictment ... [m]anagement reiterated the 
grounds for its view that the contracts were in compliance with law. 

Subsequently, five stockholder derivative actions were filed in this court 
and consolidated into this action .... 

On September 21, 1994, a federal grand jury in Columbus, Ohio issued 
another indictment alleging that an Ohio physician had defrauded the Medicare 
program by requesting and receiving $134,600 in exchange for referrals of 
patients whose medical costs were in part reimbursed by Medicare in viola-
tion of the ARPL. ... Caremark was the health care provider who allegedly 
made such payments ... . 

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 .... 

I. Potential liability for directorial decisions: Director liability for a breach of 
the duty to exercise appropriate attention may, in theory, arise in tw? _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_ cont~nt 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 ~f c_ases in which_ direc!or 
liability for inattention is theoretically possible entail cir~umst~ces _m which 
a Joss eventuates not from a decision, but from unconsidered inaction. Most 
of the decisions that a corporation, acting through its human agents, ?1akes 
are, of course, not the subject of director attent~~n .... As the facts of this case 
graphically demonstrate, ordinary business decis10~s t~at are made_by officers 
a d l d · the m· terior of the organization can . . . vitally affect n emp oyees eeper m . h · h 
ti If f h ati·on (They] raise the question, w at is t e 

1e we are o t e corpor · · · · · · f h 
board's responsibility with respect to the organization and morutormg o. t e 

t. functions within the law to achieve enterprise to assure that the corpora ion 
its purposes? 
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M d ml this question has been given special importance hy an increas-
o e Y l h · · 11 · t dency especially under federal law, to emp oy t e cmnma aw to mg en , al . . l 1· 

assure corporate compliance with external leg reqwrements. me t1l 111g envi-
ental financial employee and product safety as wdl as assorted other 

ronm ' , h S . R . 
health and safety regulations. In 1991, pursuan~ t~ t e · entencmg d_orn_i Act 
of 1984 the United States Sentencing Coffi1Il1ss1on adopted Orgamzat1onal 
Sentenclng Guidelines which impact importantly on the prospecti\"e effect 
these criminal sanctions might have on business corporations. The Guidelines 
set forth a uniform sentencing structure for organizations to he sentenced 
for violation of federal criminal statutes and provide for penalties that equal 
or often massively exceed those previously imposed on corporations. The 
Guidelines offer powerful incentives for corporations tod;ly to ha,·e in place 
compliance programs to detect violations of law, promptly to report Yiola
tions to appropriate public officials when discovered. and to take prompt, 
voluntary remedial efforts. 

In 1963, the Delaware Supreme Court in Graham v. Allis-Owlmers Jlfg. 
Co., addressed the question of potential liability of board members for losses 
experienced by the corporation as a result of the corporation ha Ying Yiolated 
the anti-trust laws of the United States. There was no claim in that case that 
the directors knew about the behavior of subordinate employees of the cor
poration 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 ba!?is to find that the directors had breached a dutv to he informed of the 
ongoing operations of the firm. . . . · 

How does one generalize this holding today? Can it he said today. ahsent 
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 prmide senior 
man~gement and the Board with information respecting ... compliance with 
applicable statutes and regulations? I certainly do not believe so .... 

[l]n recent years the Delaware Supreme Court has made it dear
especiallf 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 timelv information is 
~n essential predicate for sa~isfaction of the board's supervisc;11· and monitor
mg role under [DGC.L] ~ection 141. ... Thirdly, I note the potential impact 
of ~he federal orgaruzational sentencing guidelines on any business organi
z.at1on. Any rational person attempting in good faith to meet an organiza-
tional governance resp 'bill' · onst ty would be bound to take into account this 
devel?pment a_nd the enhanced penalties and the opportunities for reduced 
sanctions that 1t offers. 

[I] t would ... be a mistak t , 
satisfy their obli ation t e O concl?de ... that corporate boards may 
. . h g O be reasonably informed concerning the corpora-

t10n, wit out assuring the 1 h . · t . h . mse ves t at information and reporting s,·stems 
exis m t e orgaruzation th t · . a are reasonably designed to provide to se111or management and to the bo d · If . _ . 

11 ar ttse timely accurate information suffioent to a ow management and the b d ' ' d 
oar , each Within its scope, to reach informe 
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judgments concerning both the corporation's compliance with law and its 
business performance. 

Obviously the level of detail that is appropriate for such an informatio 
syst_em is ~· 9uesti~n of business judgment. And obviously too, no rationall; 
designed mf~>rmat~on ~nd reporting system will remove the possibility that 
the corporat10n _will v10late laws or regulations .... But it is important that 
the board exercise a good faith judgment that the corporation's information 
and reporting system is in concept and design adequate to assure the board 
that appropriate information will come to its attention in a timely manner as a 
matter of ordinary operations, so that it may satisfy its responsibility .... 

III. ANALYSIS OF TIIlRD AMENDED COMPLAINT 
AND SETTLEMENT 

A. THE CLAIMS 

On ha lance, ... 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 changes in corporate 
practice that are presented as consideration for the settlement do not impress 
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 tum 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 hav~ repre
sented a good faith attempt to be informed of relevant facts. If the directors 
did not know the specifics of the activities that led to the indictments, they 
cannot be faulted .... 

NOTES FOLLOWING CAREMARK 

Since Caremark there have been significant legislative and judicial devel
opments. For in~tance, §404 of the Sarbanes-Oxley A_ct of 20?~ ("SOX" or 
"Sarbox") requires that the CEO and the CFO of firms with securities regulated 
under the s ·r· Ex hange Act of 1934 periodically certify that they have ecun ies c . . h d · 
disclosed to the company's independent auditor all deficiencies mt e es1gn 
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P
eration or any material weakness, of the firm's internal controls for finan-

or O ' d 'd bl t· · cial reporting. TI1is requirement has generate const e~ e c 1scuss1on and 
controversy. Critics have complained that §404 compliance costs have far 
exceeded predictions, are irrationally high, and have pushed many companies, 
particularly smaller companies, out of the public markets. "

1 
Proponents. on 

the other hand, argue that §404 forces companies to take a hard look at their 
control systems, which has long-term benefits that they s~p~os~ outweigh the 
costs. Since 2002, among companies with more than $1 billion m market capi
talization, 2 percent have disclosed material weaknesses under §--iO-i/' 

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) indicatt' that state 
law imposes little risk of directorial liability-unless, under Caremark. the 
board's failure to prevent a loss resulted from a systematic failure to attempt 
to control potential liabilities. Does §404 of Sarbanes-Oxky change that pre
diction in any way? What are the arguments, pro and con? 

Con.firming this point, in 2006, the Delaware Supreme < :ourt in Stone 
v. Ritter endorsed and clarified the Caremark standard, stating that: ··we hold 
that Caremark articulates the necessary conditions predicate for director over
sight liability: (a) the directors utterly failed to implement any reporting or infor
mation system or controls; or (b) having implemented such a systt'm < ,r c< ,ntrols, 
consciously failed to monitor or oversee its operations thus disabling themselves 
from being informed of risks or problems requiring their attention. In either 
case, imposition of liability requires a showing that the directors knnv that they 
were not discharging their fiduciary obligations. n 911 A.2d .362 (Del. 200(,). 

Another subtle but important point about Stone is that it treats Yiolations 
of the two-prong test above as duty-of-loyalty breaches in the form of not 
acting in good faith. We address the duty of good faith in more detail in the 
cont~xt of executive compensation in Chapter 9, but here note it because 
frammg Caremark obligations in these terms means that such claims can
not be blocked by waivers under §102(b)(7). Further, this makes Caremark 
claims somewhat easier to satisfy for directors because it requires just that the 
board have some system in place and not consciously fail to oversee it. 

7.5.3 Caremark's Progeny 

.The Caremark standard, as clarified in Stone v. Ritter. was put to the 
test m the following Dela s · ware upreme Coun case. The particular issue 

38. See Ehud Kamar, Pinar Karaca-M d' . . . . · d 
the Sarbanes-Oxley Act of 2002. an IC & Eric L. Talley, Gorng-Prr11ate [)ec,s~ms an . 
Craig Doidge, G. Andrew Karol. ';f ';_ss-Country Analysts, 25 J. L. Econ. & Org·n IO (20?~), 
than London in Global M k y ene M. Stulz, Has New York Become Less Compe11twe 
Econ. 253 (2009). ar ets? Evaluating Foreign Listing Choices 01•er Time. 91 J. fin. 

39. Christine Dunn Effective Co t 
Week (June 2 2006) One' st d find n rols, Clean Opinions Rule tbe Roost. Compliance 
a 2 percent m'arket-adjusted :erline ~ :t compani~s disclosing weaknesses under §404 su~er 
et al., Internal Control Weaknesse d /! stock pnce on average. See :\-fessod Daniel Beneish 

s an n.,ormatton Uncertainty. 83 The Acc. Rev. 665 (ZOOS). 
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bef~re the court was whether demand was excused, a doctrine we examine 
i? Chapter ! 0. Ho""."ever, the court's determination on this procedural ques
tion was gmded by its assessment of the viability of the plaintiffs' substanti e 
claims under Caremark and Stone. v 

STRJ'-iE, C.J.: 

MARCHAND v. BARNHILL 
212 A.3d 805 (DeL 2019) 

Blue Bell Creameries USA, Inc., one of the country's largest ice cream 
manufacturers, suffered a listeria outbreak in early 2015, causing the com
pany to recall all of its products, shut down production at all of its plants, and 
lay off over a third of its workforce .... Three people died as a result of the 
listeria outbreak ... [and] stockholders also suffered losses .... 

Based on these unfortunate events, a stockholder brought a derivative 
suit against ... Paul Kruse, the President and CEO, and Greg Bridges, the Vice 
President of Operations [that they] ... breached their duties of care and loy
alty by knowingly disregarding contamination risks and failing to oversee the 
safety of Blue Bell's food-making operations, and that the directors breached 
their duty of loyalty under Caremark. 1 

The defendants moved to dismiss the complaint for failure to plead 
demand futility .... 

As to the Caremark claim, the Court of Chancery held that the plaintiff 
did not plead any facts to support "his contention that the [Blue Bell] Board 
'utterly' failed to adopt or implement any reporting and compliance systems." 
Although the plaintiff argued that Blue Bell's board had no supervisory struc
ture in place to oversee "health, safety and sanitation controls and compli
ance," the Court of Chancery reasoned that "[w]hat Plaintiff really attempts 
to challenge is not the existence of monitoring and reporting controls, but 
[their dfectiveness] in particular instances," and "[t]his is not a valid theory 
under . . . Caremark." 

In this opinion, we reverse ... [and] hold that the complaint alleges par
ticularized facts that support a reasonable inference that the Blue Bell board 
failed to implement any system to monitor Blue Bell's food safety performance 
or compliance. Under Caremark and this Court's opinion in Stone v. Ritter, 
directors have a duty "to exercise oversight" and to monitor the corporation's 
operational viability, legal compliance, and financial performance. A board's 
"utter failure to attempt to assure a reasonable information and reporting sys
tem exists" is an act of bad faith in breach of the duty of loyalty. 

As a mono line company that makes a single product- ice cream - Blue 
Bell can only thrive if its consumers enjoyed its products and were confi
dent that its products were safe to eat. That is, one of Blu~ Bell's central 
compliance issues is food safety. Despite this fact, the complamt alleges that 
Blue Bell's board had no committee overseeing food safety, no full board-level 

I. In re Caremark Jnt'l Inc. Derivative Litig., 698 A.2d 959 (Del. Ch.1996) (Allen, C.). 
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ddr & d s-&ety issues and no protocol by which the hoard was 
Process to a ess 100 .u, , . . 

d b d · ed of food safety reports and developments. Consistent expecte to e a vis . . 1 · with this dearth of any board-level effort at morut~nng, the t.:omp a'.nt pleads 
· 1 & t pportin' g an inference that dunng a cmc1al penod when part1cu ar 1ac s su 

yellow and red flags about food safety were presented to management. there 
was no equivalent reporting to the board and the board was not ))resented 

'th material information about food safety. Thus. the complaint alleges 
w1 any h h ct· . 1 s ecific facts that create a reasonable inference t at_ t e 1rectors c_onsc1ous y 
filled "to attempt to assure a reasonable informauon and reportmg system 
exist[ed]." 

I. Background 

A. Bum BEIL's HisroRY AND 0PF.RA11SG 
ENVIRONMENf[AND]IIIsTORY 

Founded in 1907 in Brenham, Texas, Blue Bell Creameries l "SA. Inc. 
("Blue Bell"), a Delaware corporation, produces and distrihutes ice cream 
under the Blue Bell banner .... 

As a U.S. food manufacturer, Blue Bell operates in a heaYily regulated 
industry .... Blue Bell is "required to comply with regulations and estahlish 
controls to monitor for, avoid and remediate contamination and conditions 
that expose the Company and its products to the risk of contamination." 

Specifically, [Food and DrugAdministration (FDA)] regulations require 
food manufacturers to conduct operations "with adequate sanitation prin
ciples" and, in line with that obligation, "must prepare ... and implement 
a written food safety plan." As part of a manufacturer's food safety plan, 
the manufacturer must include processes for conducting a hazard analy
sis that identifies possible food safety hazards, identifies and implements 
preventative controls to limit potential food hazards, implements process 
controls, implements sanitation controls, and monitors these preYentative 
controls.Appropriate corporate officials must monitor these pre,·entative 
controls. 

Not only is Blue Bell subject to federal regulations, but it must also adhere 
to various state regulations. At the time of the listeria outbreak. Blue Bell oper
ated in three .states, and each had issued rules and regulations regarding the 
proper handling and production of food to ensure food safety. . . . 

B. Tm UREMARK CIAIM 

· · · Although Caremar~ claims are difficult to plead and ultimately to 
p~ov~ out, we ?0?-etheless disagree with the Court of Chancerv·s decision to 
disffilss the plamtiff s claim against the Blue Bell board. . 

Under Caremark and Stone v. Ritter, a director must make a good faith 
effort to oversee the company's operations Failing to make that good faith 
effort breaches the duty of loyalty and can expose a director to liability. In other 
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words, _for ~~ plaintiff t? prevail on Caremark claim, the plaintiff must show 
that a hduciary acted m bad faith- "the state of mind traditionally used to 
define the mindset of a disloyal director." 

Bad_ ~aith i~ established, under Caremark, when "the directors [com
pletely] tail[~ to ~mplement any reporting or information system or controls[,] 
or ... having unplemented such a system or controls, consciously fail[] 
to monitor _o~ oversee its operations thus disabling themselves from being 
informed of nsks or problems requiring their attention." In short, to satisfy 
their duty of loyalty, directors must make a good faith effort to implement an 
oversight system and then monitor it. 

As with any other disinterested business judgment, directors have great dis
cretion to design context- and industry-specific approaches tailored to their com
panies· businesses and resources. But Caremark does have a bottom-line require
ment that is important: the board must make a good faith effort-Le., try-to 
put in place a reasonable board-level system of monitoring and reporting .... 

For that reason, our focus here is on the key issue of whether the plain
tiff has pied facts from which we can infer that Blue Bell's board made no 
effort to put in place a board-level compliance system. That is, we are not 
examining the effectiveness of a board-level compliance and reporting system 
after the fact. Rather, we are focusing on whether the complaint pleads facts 
supporting a reasonable inference that the board did not undertake good faith 
efforts to put a hoard-level system of monitoring and reporting in place .... 

Here. . . . the complaint fairly alleges that before the listeria outbreak 
engulfed the company: 

no hoard committee that addressed food safety existed; 
no regular process or protocols that required management to keep the 
board apprised of food safety compliance practices, risks, or reports 
existed; 
no schedule for the board to consider on a regular basis, such as quarterly 
or biannually, any key food safety risks existed; 
during a key period leading up to the deaths of three customers, man
agement received reports that contained what could be considered red, 
or at least yellow, flags, and the board minutes of the relevant period 
revealed no evidence that these were disclosed to the board; the board 
was given certain favorable information about food safety by manage
ment, hut was not given important reports that presented a much differ
ent picture; and 
the board meetings are devoid of any suggestion that there was any regu-
lar discussion of food safety issues. 

And the complaint goes on to allege that ~er_ th~ listeria outbrea~, 
the FDA discovered a number of systematic defic1enc1es m all of ~lue Bell s 
plants ... that might have been rectified had any reasonable reportmg system 
that required management to relay food safety information to the board on an 
ongoing basis been in place. 

In sum, the complaint supports an infere~ce that no system of board
level compliance monitoring and reporting existed at Blue Bell. Although 
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Caremark is a tough standard for plaintiffs to meet, the plaintiff has met it 

h Wh a plaintiff can plead an inference that a board has undertaken no 
ere. en li . · · · II · · efforts to make sure it is informed of a comp ance issue 11:tnns,ca y cnt1cal 

to the company's business operation, then that supports an m~erence that the 
board has not made the good faith effort that Caremark requires. 

In defending this case, the directors largely point out that hy law Blue 
Bell had to meet FDA and state regulatory requirements for food safety. and 
that the company had in place certain manuals for employees regarding safety 
practices and commissioned audits from time to t~e. In the sanll' Ye_in .. t~e 
directors emphasize that the government regularly mspected Blue Bells facil
ities, and Blue Bell management got the results. 

But the fact that Blue Bell nominally complied with FDA regulations does 
not imply that the board implemented a system to monitor food safety at 
the board level. ... At best, Blue Bell's compliance with these requirements 
shows only that management was following, in a nominal way. certain stan
dard requirements of state and federal law. It does not r.itionally suggest that 
the board implemented a reporting system to monitor food safety or Blue 
Bell's operational performance .... 

In decisions dismissing Caremark claims, the plaintiffs usually lose 
because they must concede the existence of board-level systems of monitor
ing and oversight such as a relevant committee, a regular protocol requiring 
board-level reports about the relevant risks, or the board's use of third-party 
monitors, auditors, or consultants .... Here, the Blue Bell directors just argue 
that because Blue Bell management, in its discretion, discussed general opera
tions with the board, a Caremark claim is not stated. But if that were the case, 
then Caremark would be a chimera. At every board meeting of any company, 
it is likely that management will touch on some operational issue. Although 
Caremark may not require as much as some commentators wish.: ' it does 
require that a board make a good faith effort to put in place a reasonable sys
tem of monitoring and reporting about the corporation's central compliance 
risks. In Blue Bell's case, food safety was ... critical. The complaint pied facts 
supporting a fair inference that no board-level system of monitoring < >r report
ing on food safety existed. 

If ~aremark means anything, it is that a corporate board must make a 
good fatth effort to exercise its duty of care. A failure to make that effort con
stitutes a breach of the duty of loyalty. Where, as here, a plaintiff has ... plead 
facts supporting a fair inference that no reasonable compliance s,stem and 
protocols were .estab~shed as to the obviously most central consurner safety 
and legal.co.mpliance t~s.ue facin~ the company, that the board's lack of efforts 
resulted m tt not rece1vmg official notices of food safety deficiencies for sev
eral years and that as a '-'~Hur t tak · . d 

' ' 
1

4.1.l e o e remedial actton, the company expose 

115. See, e.g., John Armour et al B d C h 
ing 2020) (manuscript at 47)· hn ·, oa~ ompliance. 104 :\Iinn. L. Re\. (fort com-
Shareholder Value 6 J Legal~~ . Armour & Jeffrey N. Gordon, Systemic Harms an~ 
Good Faith, 32 Del'. J. Corp. L. 719;';~lli~~2014); Hillary A. Sale. Jlonitoring Caremark s 
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consumers to listeria-infecte~ i~e cream, resulting in the death and injury of 
company customers, the plamtiff has met his onerous pleading burden and is 
entitled to discovery to prove out his claim .... 

NOTES AND QUESTIONS ON MARCHAND 

Marcband heralds an era of greater scrutiny compared to earlier cases where 
Delaware courts tended to limit the application of Caremark. Two recent 
Chancery Court cases - decided on the heels of Marchand- build upon its 
holdings. In Re Clovis Oncology, Inc. Derivative Litigation, C.A. No. 2017-
0222:JRS, 2019 WL 4850188 (Del. Ch. Oct. 1, 2019) involved a case where 
a biotechnology company, Clovis Oncology, lost substantial value when it 
was revealed that the Food and Drug Administration (FDA) refused to grant 
approval to the firm's "mission critical" drug due to problems with the firm 
following well-established protocols related to clinical trials. Shareholders 
brought suit claiming a Caremark violation for failure to follow these proto
cols among other things. Although the board had oversight systems in place, 
the Chancery Court held that the plaintiffs had pied with sufficient particular
ity that the hoard ignored multiple red flags about management's reporting 
of clinical trials and "consciously failed to monitor or oversee its operations." 
The Court cited Marchand and noted that the firm must engage in greater 
oversight "when a monoline company operates in a highly regulated industry." 

In 1/ugbes v. Hu, 2020 WL 1987029 (Del. Ch. Apr. 27, 2020), Kandi 
Technologies failed to rectify known problems relating to its financial report
ing and internal controls leading to a financial restatement. Shareholders 
brought suit against the audit committee members and some top executives 
for Caremark violations. V. C. Laster held that the plaintiffs pied with suffi
cient particularity that the audit committee "met sporadically, devoted inad
equate time to its work, had clear notice of irregularities, and consciously 
turned a blind eye to their continuation." Further, "the board never estab
lished its own reasonable system of monitoring and reporting, choosing 
instead to rely entirely on management." Simply put, the directors failed "to 
make a good faith effort- i.e., try-to put in place a reasonable board-level 
system of monitoring and reporting." 

1. Does the focus on "red flags" and reliance on management in these 
cases suggest that Allis-Chalmers is no longer good law? When can boards 
now rely on management representations? . 

2. In Marchand and In Re Clovis, the court stresses the highly regu
lated nature of the industries in which the firms conduct business and that 
each firm had "mission critical" products subject to that regulation. H?w does 
this change judicial analysis? What additional factors matter more m these 
situations? 

3. In the In Re Clovis decision, the court noted there is a distinction 
between monitoring for business risks and legal risks. Earlier case law - In 
re Citigroup Inc. Shareholder Derivative Litigation, 964 _A .. 2d 106 (Del. 
Ch. 2009) _ also seems to press on this point. There plamtiffs brought a 
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Caremark claim for the very large losses suffere~ by Citigroup from the sub
prime mortgage crisis. The court blocked the claun and noted that: 

While it may be tempting to say that directors have the same duties to monitor 
and oversee business risk [as legal risk], imposing Caremark-type duties on 
d"rectors to monitor business risk is fundamentally different. Citigroup was in 
t~e business of taking on and managing investments and other business risks. 
To impose oversight liability on directors for failure to monitor ""e:xcessi\·e·· 
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 eYaluate 
business risk. 40 

As a policy matter, does it make sense to draw a distinction between 
establishing a control system to detect employee misconduct and establishing 
a control system to evaluate business risk properly? Which category would 
seem to be more within a board's expertise? And which category would 
shareolders be more concerned about? 

4. These cases were decided after the Department of Justice issued its 
guidance on evaluating compliance programs (see discussion infra 
Section 7.5.4). Should the Department of Justice's guidance inlluence 
Delaware in interpreting Caremark (as perhaps federal policy inlluenced 
Caremark itself)? Do these cases suggest that it already has? 

7.5.4 Caremark Duties and Federal Enforcement 

Although Caremark duties appear motivated in part hy the develop
ment of the federal organizational sentencing guidelines and the important 
role of compliance programs therein, that does not mean federal enforcement 
and Delaware corporate law are quite the same. There are some important 
differences. First, a poor monitoring system under Delaware law enhances 
t~~ risk of directorial civil liability while it enhances corporate cri111i11al lia
bili~ un~er federal law. Second, it is easier to satisfy Delaware's standard for 
morutonng than the federal one. Under Caremark, even the version seen in 
Marchand, it will usually be quite difficult to impose liability on directors 
because the presence of any compliance system and some attempt to mon
~0~.;nd ov~~ee it by the board are together likely to absolve directors of 

a_ 1 ty. This is not the case under federal enforcement. Such protean com
pliance programs are not generally considered "reasonably effective compli
ance programs" under the organizational sentencing guidelines. Further, as 

40. In re Citigroup Inc at Bl A h . 
to be held liable for losses fo/ fa" . · st e court says _in footnote 78, ·If directors are gomg 
them liable for failing to fi ~ng to ~c<;urately predict market events. then why n~t hold 
should have seen because ;:~e~/ predicting market events that, in hindsight. the ?irect~r 
one direction, why not the other?;:.d (or green?) flags? If one expects director presoence m 
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noted earlier, such lackluster programs would increase the likelihood of the 
U.S. Department of Justice pursuing a criminal case against a corporation. 
Inde~d, assessments a?out the effectiveness of a firm's compliance efforts 
may mtluenc~ the det~ils of any resolution-whether a deferred prosecution 
agreement might be given, would an independent monitor be appointed and 
a host of other matters. 41 ' 

In light of its importance, a critical question is what amounts to a "rea
sonably effective compliance program." That is the $64,000 question, or more 
accurately the multi-billion-dollar question given the size of the compliance 
industry. Although countless consultants, law firms, and academics have their 
views on this question, the Department of Justice remained relatively silent 
until recently when it issued its first policy statements on evaluating compli
ance programs. This was then updated in June 2020.42 

The Department of Justice eschews any rigid formula for evaluating 
compliance efforts and prefers more individualized assessments that take 
into account a number of factors such as the firm's size, regulatory land
scape, industry, and other relevant matters. The key features of the current 
approach center around three questions: (a) is the corporation's compli
ance program well designed, (b) is it adequately resourced and empow
ered to function effectively, and (c) does it work in practice? Although this 
may appear quite skeletal, the policy statements provide a bit more flesh to 
tease out some important elements. In particular, they note that a culture 
of compliance is critical, and this should manifest itself not just sporadically 
but in the day-to-day operations of the firm. Prosecutors should examine 
whether compliance and business are at loggerheads or do they try to work 
together. Moreover, "cookie cutter" compliance efforts are not as impres
sive as those more customized to a firm's specific context. Indeed, effective 
compliance is a process, not an end result- good compliance programs 
continuously learn from experience and try to improve. This will usually 
involve ongoing risk assessments and training within the firm as well as 
attempts to learn from the experiences of other similarly situated firms. The 
Department of Justice further encourages firms to rely on data and data ana
lytics (and removing impediments to them) in making their decisions about 
compliance and internal controls and that both top and middle management 
be actively involved and committed to compliance. This level of seriousness 
should a1;ply not just to the firm's employees but also to third parties uti
lized by the firm. H 

41. see Arlen & Kahan, supra note 37; Brandon L. Garrett, Structural Refonn Prosecution, 
93 Va. L. Rev. 853 (2007); Dickinson and & Khanna, supra note 37. 

42. See Evaluation of Corporate Compliance Programs (~pd~ted June. 2?20), U.S. 
Department of Justice, Criminal Division, available at: https://www.Justlce.gov/cnminal-fraud/ 
page/file/9 3 750 I/download. . · 

43 Th' · · 1 1 · rtant with the rise of supply cham structured businesses. 
. is is part1cu ar y unpo fJ ti otes that one 

In addition, in an interesting section of the Update, the Departm_ent O us ce n " 
Part of th 11 f firm's compliance efforts may include whether finns track e overa assessment o a . . 
access [by its employees] to various policies and procedures to understand what pohc1es are 
attracting more attention from relevant employees." 
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"KNOWING" VIOLATIONS OF I.AW 

C ,,,. th court says that directors have a dutv to take reasonable In aremar~, e . . . 
h t the Corporation has in place an mfonnatton and control steps to see t a . . . 

d · ed to o"er reasonable assurance that the corporation 1s m structure esign u 1 
• 

Ii 'th the law But does that mean every aspect of our puhhc pol-comp ance wi . . . . . . . . . . 
· h ld be deployed to this end? Specifically, m add1t10n to the mcentrves 
icy s OU • . G 'd 1· ... h . h Id rovided in the federal Organizational Sentencmg UJ ~mesa me. s ou _ 
~orporate law also command o~edience to positive law~. ~'hen we ~sk this 
question, are we necessarily asking whether shareholders sho~1ld be able to 
sue directors to recover any loss the corporation may suffer (as 111 (a remark) 
by reason of a knowing violation of the law? Are there issues prest·n_t in such 
a question in addition to whether we want augmented enforcement~ 

MUI ER v. AT&T 
507 F.2d 759 (3d Cir. 1974) 

SEITZ, C.J.: 
Plaintiffs, stockholders in American Telephone and Telegraph Company 

("AT&T"), brought a stockholders' derivative action ... against AT&T and 
all but one of its directors. The suit centered upon the failure of :\ T & T to 
collect an outstanding debt of some $1.5 million owed to the company by 
the Democratic National Committee ("DNCn) for communicllions services 
provided by AT&T during the 1968 Democratic national com-ention. Federal 
diversity jurisdiction was invoked under 28 U.S.C. § 1332. 

Plaintiffs' complaint alleged that "neither the officers or directors of 
AT&T have taken any action to recover the amount owed" from on or about 
August 20, 1968, when the debt was incurred, until May 31. 19-2. the date 
plaintiffs' amended complaint was filed. The failure to c;)lkct was alleged to 
have involved a breach of the defendant directors' duty to exercise diligence 
in handling the affairs of the corporation, to have resulted in affording a pref
erence to the DNC in collection procedures in violation of §202(a) of the 
Communications Act of 1934, ... and to have amounted to AT&Ts making a 
"contribution" to the DNC in violation of a federal prohibition on corporate 
campaign spending, 18 U.S.C. §610 (1970) .... 

The pertinent law on the question of the defendant directors· fiduciary 
duties in this diversity action is that of New York the state of AT & Ts incor
poration. . . . The sound business judgment rul~ the basis of the district 
court'.s dismissal of plaintiffs' complaint, expresses ~he unanimous decision of 
~encan co~s to eschew intervention in corporate decision-making if the 
JUd~ent of_dire~tors and officers is uninfluenced by personal considerations 
and 1s exercised m good faith .... 

. Had ~l~tiffs' complaint alleged only failure to pursue a corporate 
c~am_i, application of the sound business judgment rule would support the 
distnct court's ruling th har ' 

. . at a s eholder could not attack the directors 
deciston. · · · Where, however, the decision not to collect a debt owed the 
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corporation is itself alleged t? have been an illegal act, different rules apply. 
When '.'kw York law regardmg such acts by directors is considered in con
junction with the underlying purposes of the particular statute involved here 
we are convinced that the business judgment rule cannot insulate the defen~ 
dant directors from liability if they did in fact breach 18 U.S.C. §610, as plain
tiffs have charged. 

Rotb v. Robertson, 64 Misc. 343, 118 N.Y.S. 351 (Sup. Ct. 1909), illus
trates the proposition that even though committed to benefit the corpora
tion, illegal acts may amount to a breach of fiduciary duty in New York. In 
Rotb, the managing director of an amusement park company had allegedly 
used corporate funds to purchase the silence of persons who threatened to 
complain about unlawful Sunday operation of the park. Recovery from the 
defendant director was sustained on the ground that the money was an illegal 
payment. ... 

The plaintiffs' complaint in the instant case alleges a similar "waste" of 
$1. 5 million through an illegal campaign contribution .... 

The alleged violation of the federal prohibition against corporate polit
ical contributions not only involves the corporation in criminal activity but 
similarly contravenes a policy of Congress clearly enunciated in 18 U.S.C. 
§610. That statute and its predecessor reflect congressional efforts: (1) to 
destroy the influence of corporations over elections through financial con
tributions and (2) to check the practice of using corporate funds to benefit 
political parties without the consent of the stockholders .... 

The fact that shareholders are within the class for whose protection the 
statute was enacted gives force to the argument that the alleged breach of 
that statute should give rise to a cause of action in those shareholders to force 
the return to the corporation of illegally contributed funds. Since political 
contributions by corporations can be checked and shareholder control over 
the political use of general corporate funds is effectuated only if directors are 
restrained from causing the corporation to violate the statute, such a violation 
seems a particularly appropriate basis for finding breach of the defendant 
directors' fiduciary duty to the corporation. Under such circumstances, the 
directors cannot be insulated from liability on the ground that the contribu
tion was made in the exercise of sound business judgment. 

Since plaintiffs have alleged actual damage to the corporation from the 
transaction in the form of the loss of a $1.5 million increment to AT&T's trea
sury, we conclude that the complaint does state a claim upon which relief can 
be granted sufficient to withstand a motion to dismiss. 

II 

We have accepted plaintiffs' allegation of a violation of 18 U.S.C. §610 
as a shorthand designation of the elements necessary to establis?- a breach of 
that statute .... That such a designation is sufficient for pl~admg purposes 
does not, however, relieve plaintiffs of their ultimate obligation to prove _the 
elements of the statutory violation as part of their proof of breach of fi~uc1ary 
duty. At the appropriate time, plaintiffs will be required to produce evidence 
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sufficient to establish three distinct elements comprising a viol'.Hion of 18 
U.S.C. §610: that AT&T (1) made a contribution of ~oney or anythmg of value 
to the DNC (2) in connection with a federal elecuon (3) for the_pu_rpose of 
influencing the outcome of that election .... The order of th~ <l1stnct ~ourt 
will be reversed and the case remanded for further proceedings consistent 
with this opinion. 

PROBLEM 

Knowing violations of law are conceptually distinct from the duty-of-care top
ics that are addressed in the prior sections of this chapter. To see why. con
sider a board that deliberates with the utmost care to authorize an action that 
they know to be illegal. As the Miller court tells us, the business judgment 
rule will not immunize their decision from judicial scmtiny." For this reason, 
the duty to obey the law can be seen as a judge-created positive overlay on the 
overall fiduciary duty structure. This imposition seems unproblematic in the 
case of definite violations of the law, but what about the far more common 
situation where the legal advice is "some likelihood" or "substantial risk" of 
violating the law? Could it be the case that corporate law pre,-enh directors 
from taking any risk of violating the law? Or is a balance-of-the-probabilities 
test required, in which the directors have to know only that it is more likely 
than not lawful? If an action has some probability of being in violation of a 
binding regulation, but legal opinion is not that it is more likely than not ille
gal, how should a board decide? To make the question concrete. consider the 
following problem: 

The board of Acme, Inc. is asked to approve the use of C,radl' II fuel 
instead of Grade I fuel in operating a large plant. The board is told I hat using 
the lower grade of fuel will cause the company to run an 85 percl'nt risk that 
the plant will exceed Clean Air Act standards at least once a month. and the 
best estimate is that it will cause this to happen on average :,. -:; times per 
~onth. If such a violation were detected and prosecuted, a fine could be lev
ied that would be no more than $10,000 for each violation. Csing the lower 
~de fu~l. would save more than $80,000 per month at current prices. While 
this dec1s1on w?uld not ordinarily require board action, in this case senior 
management bnngs the question to the board because it does involve a possi-
ble violation of government regulations. · 

1. Consider that you are the general counsel of the company. What 
would you tell the board about its fiduciary duty to the corporation, 
and what would you say about the corporation's obligation to obey 
the law and the directors' obligation to cause it to do so? 

44. See also Metro Communtcatt C . 
Inc., 854A.2d 121,131 (Del. Ch. 2004 o~s orp.BVJv.AdvancedMobilecomm Tecl.mologtes, 
manage an entity in an illegal fashion ) ( u_nder Dela~are law. a fiduciary may not c!1~o~e ~o 
result in profits for the entity."). ' even if the fiduciary believes that the illegal acunt} will 


