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It is a fundamental principle of corporate law that directors owe
fiduciary duties of care and loyalty to their corporation and its body of
shareholders. Under the traditional fiduciary model, directors who are
lax in carrying out their functions breach their duty of care, and directors
who abuse their positions of trust breach their duty of loyalty. As inter-
preted over the last century, each duty prescribes a set of standards—a
regime—for judicial review of corporate decision making. The care re-
gime, virtually gutted by the famous business judgment rule, mandates
judicial abstention in challenges to purely business decisions by directors.
The loyalty regime, on the other hand, mandates strict judicial scrutiny
of corporate transactions in which directors have conflicting interests.
Operating in these two narrow spheres, the fiduciary model makes great
sense.

But many of the most significant corporate decisions—for example,
setting executive compensation, defending against takeovers, and dis-
missing shareholder derivative litigation—fall into neither of these two
narrow categories. In these matters, the machinery of central corporate
governance is uniquely suited to further shareholders’ interests. And yet,
management has an inherent conflict of interest that, given the dynamics
of board decision making, is likely to be reflected in the board’s decision.
Board motives will often be mixed or ambiguous.

About mixed-motive decisions, the accumulated rhetoric of the
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traditional care and loyalty regimes has little to say. Existing legal doc-
trine is inadequate to evaluate these mixed-motive transactions. The care
regime would treat any transaction with unique corporate value with
near-complete deference. The loyalty regime would subject any transac-
tion implicatimg conflicting interests to strict scrutiny. The dichotomy
has shackled courts and practitioners by leaving no explicit doctrine for
dealing with decision making in mixed-motive contexts.

This Article postulates the existence of a conceptually separate duty
of independence—a duty of directors to avoid being influenced by col-
leagues whose interests diverge from those of the corporation and its
shareholders. This duty, which is significant primarily in mixed-motive
decision making, requires directors to monitor self-interest, a role that
neither of the traditional regimes calls on directors to play.

The idea of a duty of independence—and really of a set of intermedi-
ate standards of judicial review—is not easy to grasp in the abstract. For
purposes of this introduction, consider the well-known, much-dissected
case of Smith v. Van Gorkom,! in which the Delaware Supreme Court
imposed potentially multi-milion-dollar liability on the eminently
credentialed directors of Trans Union Corporation for approving a
merger that gave shareholders a fifty percent premium over the market
value of their shares. The court held that the directors had breached
their duty of care by failing to attend to the merger’s details.2 Commen-
tators and the corporate bar have been astonished.? But Van Gorkom
was not—as its authors, other courts, the Delaware legislature, and even
its critics have assumed—a case about the director’s duty of care. In-
stead, it was one of a growing number of cases implicating a director’s
duty of independence. The facts of the case included disquieting indica-
tions that Trans Union’s chief executive officer, Van Gorkom, initiated
the merger to cash in his own share holdings in the company before he
retired. He may have been more concerned about delivering “his” com-
pany to a prominent acquiror than about assuring shareholders the high-
est price for their shares.# The terins of the merger were decidedly one-

1. 488 A.2d 858, 866-69 (Del. 1985).

2. Id. at 864.

3. Members of the corporate bar described the decision as “atrocious.” See Manning, Reflec-
tions and Practical Tips on Life in the Boardroom After Van Gorkom, 41 Bus. Law. 1, 1 (1985).
One commentator described it as “one of the worst decisions in the history of corporate law.” Fis-
chel, The Business Judgment Rule and the Trans Union Case, 40 Bus. Law. 1437, 1455 (1985). Not
surprisingly, within two years the Delaware legislature significantly eviscerated the decision’s far-
reaching implications for director lability. See DEL. CODE ANN. tit. 8, § 102(b)(7) (Supp. 1988)
(authorizing charter amendments eliminating or limiting the personal liability of directors for mone-
tary damages for breach of fiduciary duty, except in circumstances involving a loyalty breach, a bad
faith or knowing violation of law, improper distributions, or an improper personal benefit).

4. See Van Gorkom, 488 A.2d at 865-66.
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sided, and attempts to attract higher bids were halfhearted at best.S
Cashed-out shareholders sued Van Gorkom and the Trans Union board,
claiming that they had breached their fiduciary duties.

The traditional fiduciary niodel gave the Delaware Suprenie Court
little to work with. There was no proof of a sufficient self-interest to
apply the stringent standards of loyalty review,® and the substantive
terms of the nierger hardly seemed sufficiently irrational to overcome the
business judgment rule’s presumption that directors’ decisions are rea-
sonable.” But the Delaware Supreme Court agreed that something was
not right, or at least that it had to make a statenient, and it resorted to
the only remaming fiduciary tool at its disposal: the little-used duty of
directors to investigate and be informed. It was on this ground that the
court held the merger could be invalidated or the directors stuck with
paying the difference between what the deal brought and what it should
have.

Van Gorkom was an independence case in ill-fitting care clothing.
Formal recognition of an independence regime would have avoided the
confusion of using due care rhetoric to deal with director passivity in a
mixed-motive context. In Van Gorkom there were substantial reasons
both to have doubted the motives of the board and to have been leery of
interfering with the unique opportunity for shareholders of a negotiated
merger. A duty of independence would have enabled the Van Gorkom
court to escape the confining care-loyalty dichotoniy and explicitly ad-
dress the case’s ambiguity.

There is much to reconimend a duty of independence. It would fill
the gap left by the dichotomy of the traditional model. Abandoning the
care-loyalty dichotomy would focus attention on the board’s monitoring
role and provide an opportunity for courts, freed from the traditional
rhetoric, to develop intermediate standards consistent with the underly-
ing premises of corporate fiduciary regulation: what shareholders expect
of their managers and of judicial review (the contractarian premise);
what level of judicial review efficiently furthers shareholders’ wealth-
maximizing interests (the efficiency premise); and how much courts can
themselves afford to get involved in reviewing corporate decision making
(the prudential premise). It would provide a bridge between academic
discourse on these subjects and judicial attempts to set a middle course.

Part I summarizes the general framework of the fiduciary niodel

5. See id. at 887-88 (“There is no evidence that the Board gave any consideration to . . . its
only legally viable alternative courses of action.”).

6. See id. at 873.

7. See id. at 870.
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and its justifications. I conclude that in the separate, limited contexts in
which each regime is intended to operate, the care and loyalty regimes
further the contractarian, efficiency, and prudential premnises of fiduciary
regulation.

Part II explores the traditional mnodel’s treatment of directors as in-
dependent monitors of management diversion. The traditional care re-
gime applies by its terms to purely business decisions and thus does not
purport to apply to directorial monitoring. Yet the lack of an exphcit
standard of intermediate review has forced courts to contort the tradi-
tional care regime in inixed-motive cases. The loyalty regime’s evolving
attitudes toward the board’s monitoring role and the validation function
of disinterested directors reflect a general skepticism about the capacity
of directors to mnonitor diversion.

Part IIT discusses the most pointed mixed-motive corporate deci-
sion—how to respond to a takeover attempt—and the variety of adaptive
approaches for reviewing such decisions that courts have forged in an
attempt to compensate for the limits of the traditional regime. I argue
that these adaptations should be viewed as stuinbling common-law steps
toward an explicit duty of independence and that for the most part, they
properly focus on substance, not process.

Part IV presents the justifications for an independence regime and
explores the parameters of a director’s duty of independence. I argue
that a substantive standard requiring mixed-motive decisions to be rea-
sonably related to corporate purposes best furthers the premises of fiduci-
ary regulation. Alternative measures of independence—such as the
subjective independence of directors, the structure of the board, or the
quality of boardroom deliberations—are flawed and at mnost inarginally
useful in achieving the objectives of fiduciary regulation. I conclude with
the observation that asymmetric independence review, with different
transactional and liability standards, is consistent with traditional loyalty
review and the premises of the fiduciary model.

I. The Corporate Fiduciary Model: A Framework

The fiduciary duties directors owe to the corporation and its share-
holders—long viewed as consisting solely of the duties of care and loy-
alty—operate largely as a set of standards for judicial review of corporate
decision 1naking.® These standards have been developed primarily for

8. My principal focus is on fiduciary regulation of corporate decision making. I do not pur-
port to deal with the duty of loyalty implicated when a director deals in a corporation’s stock or in
its opportunities, except to the extent that such dealings involve corporate decision making. For
instance, a board may decide whether a particular corporate opportunity may be taken by an insider.
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reviewing decision making in economically large corporations with dif-
fuse ownership and consolidated management control: the modern pub-
lic corporation.® Further, the fiduciary model has historically assumed a
board of inside directors,!® even though the public corporation land-
scape, since the 1960s, has come to be characterized by boards composed
of a significant number, and often a majority, of outside directors.!! But
the model’s reticence in embracing the institution of outside directors
may not be entirely untoward. Studies of the actual dynamics of modern
corporate governance indicate that management—the corporation’s se-
nior executive officers—actually operates the business!? and generally

Cf. PRINCIPLES OF CORPORATE GOVERNANCE: ANALYSIS AND RECOMMENDATIONS § 5.12(a)
(2)(A) (Tent. Draft No. 3 1984) [hereinafter Tent. Draft No. 3] (allowing insiders to take corporate
opportunities only after disinterested directors, subject to review under the business judgment rule,
have rejected the opportunity); Klinicki v. Lundgren, 298 Or. 662, 681, 695 P.2d 906, 919 (1985)
(accepting the approach of the Principles of Corporate Governance: Analysis and Recommendations
(ALI Principles)).

9. See, eg., Eisenberg, Legal Models of Management Structure in the Modern Corporation:
Officers, Directors, and Accountants, 63 CALIF. L. REv. 375, 376-77 (1975) (describing the modern
public corporation and the policy-making roles of directors and managers). The fiduciary model
applicable to closely held corporations also entails care and loyalty. The close corporation model,
however, has developed differently and shows signs that it will further deviate from the generally
applicable corporate model. See, e.g., Donahue v. Rodd Electrotype Co., 367 Mass 578, 587, 328
N.E.2d 505, 515-16 (1975) (holding that stockholders in close corporations owe a fiduciary duty to
one another like that which partners owe to each other, in contrast to the “somewhat less stringent”
duty to which all corporate directors must adhere); Meiselman v. Meiselman, 309 N.C. 279, 288, 307
S.E.2d 551, 568 (1983) (noting that close corporations and public corporations are “functionally
quite different”); see also Easterbrook & Fischel, Close Corporations and Agency Costs, 38 STAN. L.
REV. 271, 292-93 (1986) (arguing that courts should employ greater scrntiny when reviewing deci-
sions affecting minority shareholders in close corporations); Hetherington & Dooley, llliquidity and
Exploitation: A Proposed Statutory Solution to the Remaining Close Corporation Problem, 63 VA. L.
REv. 1, 1 (1977) (noting that close corporations may substitute “what amounts to a partnership
arrangement for the standard corporate management structure”); Peeples, The Use and Misuse of the
Business Judgment Rule in the Close Corporation, 60 NOTRE DAME L. REv. 456, 469-80 (1985)
(discussing dividends and shareholder employment in close corporations). Less separation of owner-
ship and control suggests greater deference to management initiatives; yet the captivity of sharehold-
ers who generally have fewer market options also suggests a rule of greater scrutiny.

10. By “inside” directors, I mean management directors—that is, directors who are also em-
ployed as senior executive officers to direct the operations of the business. See Campbell v. Loew’s,
Inc., 36 Del Ch. 563, 581-82, 134 A.2d 852, 862-63 (1957). By “outside” directors I mean all other
directors, including those who are affiliated with the company (such as auditors, lenders, suppliers,
customers, retained attorneys, and investment bankers), as well as those whose only financial affilia-
tion is their directors’ fees. Some courts and commentators, perhaps confusingly, have referred to
directors in this broad group as “independent.” See, e.g., Borowski, Corporate Accountability: The
Role of the Independent Director, 9 J. CORP. L. 455, 459-60 (1984) (labeling nonaffiliated directors as
“independent”); Brudney, The Independent Director—Heavenly City or Potemkin Village?, 95
HARv. L. REV. 597, 598 (1982) (using “‘outside” and “independent” synonymously); Haft, Business
Decisions By the New Board: Behavioral Science and Corporate Law, 80 MICH. L. REv. 1, 1 (1981)
(describing nonmanagement directors as “independent”’).

11. See Haft, supra note 10, at 1 n.4; see also 2 N.Y.S.E. Guide (CCH) { 2495H, at 4229 (Feb.
1988) (stating New York Stock Exchange rule requiring that listed companies have an audit commit-
tee and at least two outside directors on the board).

12. The seminal work in this area, by Professors Berle and Means in 1932, set the tone of
academic discussion for the next 50 years—management controls the moderu public corporation.
See A. BERLE & G. MEANS, THE MODERN CORPORATION AND PRIVATE PROPERTY 119 (1932);
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controls the information, advice, and alternatives available to the
board.’®> The public corporation’s board serves largely as a “rubber
stamp” for management imitiatives, and fiduciary regulation of corporate
decision making is in a real sense regulation of management.

A. The Fiduciary Model’s Dichotomy: The Loyalty and Care Regimes

To say that directors are bound by duties of care and loyalty is to
state at once too much and too little. Although “care” and “loyalty”
each highlight an aspect of a decision called into question, neither a
showing of care nor of loyalty, in a factual or abstract sense, resolves the
issue. Instead, through two different regimes of judicial review, the
traditional model addresses management slackness and diversion.!* The
regimes apply to contexts that lie at the extremes of a contmuum. The
care regime applies to “enterprise” business decisions and assumes that
no conflicting interests are present. The loyalty regime applies when
conflicting interests presumably or demonstrably dominated a corporate
decision. Neither regime accounts for the possibility of mixed or ambig-
uous motives on the part of corporate decision makers, and the model
thus loses much of its relevance to modern corporate decision making.

1. The Care Regime: Judicial Abstention and the Business Judg-
ment Rule—Courts review management slackness under the care re-
gime, which applies to enterprise (“purely business) decisions untainted
by conflicting interests. Filtered by the forgiving presumptions of the
business judgment rule, review applies only in egregious cases of delibera-

see also P. DRUCKER, MANAGEMENT: TASKS, RESPONSIBILITIES, PRACTICES 628 (1973) (noting
that the board “was always the last group to hear of trouble in the great business catastrophes of the
century”); M. MACE, DIRECTORS: MYTH AND REALITY (2d ed. 1986) (noting that managers as-
sume “‘de facto powers of control” of the corporation); Douglas, Directors Who Do Not Direct, 47
HARv. L. REV. 1305, 1307-08 (1934) (discussing the separation of shareholder ownership from man-
agement control).

13. Scholars have given voluminous attention to the circumscribed roles of the modern public
corporation’s directors, whose actual and perceived function is not to manage but rather to advise
management, validate management initiatives in specified contexts, act as policy makers in times of
crisis, and loosely supervise (or monitor) management performance and diversion. See, e.g., Dent,
The Revolution in Corporate Governance, the Monitoring Board, and the Director’s Duty of Care, 61
B.U.L. REV. 623, 625-29 (1981) (asserting that structural characteristics of the corporation preclude
directors from managing it); Eisenberg, supra note 9, at 376-77 (noting that although directors are
legally empowered to manage a corporation, managers in fact do so); Manning, The Business Judg-
ment Rule and the Director’s Duty of Attention: Time for Reality, 39 Bus. Law. 1477, 1481-92
(1984) (presenting a significant, though largely anecdotal, description of the modern board’s con-
duct); Solomon, Restructuring the Corporate Board of Directors: Fond Hope—Faint Promise?, 76
MicH. L. Rev. 581, 583-86 (1978) (discussing the decline of the directors’ role in corporate affairs).

14. Economists sometimes state the question of “slack” management as whether management
“shirked” its responsibilities. See, e.g., Brudney, Corporate Governance, Agency Costs, and the Rhet-
oric of Contract, 85 CoLuM. L. REv. 1403, 1410 (1985).
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tive inattention or irrational decision making. In the care regime, plain-
tiffs must show more than carelessness or unreasonableness. Judicial
abstention is the rule.

Remarkably, the articulated standards of care review—its rheto-
ric—only vaguely reflect this attitude of abstention. Existing judicial and
statutory formulations are widely accepted and vary in their effect only
slightly (if at all).!5 They require a director in performing his functions!6
to act in good faith,!” in a manner that he reasonably believes to be in the
best interests of the corporation, and with the skill, diligence, and care of
a reasonably prudent person.'®* Both the process and the substance of
board decision making are, according to these formulations, subject to
scrutiny. The standards, by their terms, seem to regulate the gamut of
managerial laxity and poor judgment and sweep broadly to heap Lability
on any who participate in a flawed decision. With their familiar ring, the

15. “A wide array of duty of care formulations have been propounded by courts and legisla-
tures. . . . It is believed that in most states, in a given case, the same legal result would be reached
under each of these formulations.” PRINCIPLES OF CORPORATE GOVERNANCE: ANALYSIS AND
RECOMMENDATIONS § 4.01(a) comment a, at 14 (Tent. Draft No. 4 1985) [hereinafter Tent. Draft
No. 4].

16. The ALI Principles views directors as having both a decision-making and an oversight func-
tion. Tent. Draft No. 4, supra note 15, § 4.01(2)(1); see also American Bar Ass’n, Section of Corp.,
Banking and Business Law, Comm. on Corporate Laws, Corporate Director’s Guidebook, 33 Bus.
Law. 1591, 1600 (1978) [hereinafter Corporate Director’s Guidebook] (defining a director’s functions
as “monitoring and directing the activities of corporate management”); Eisenberg, supra note 9, at
396 (defining a board’s function as monitoring); ¢f. Brudney, supra note 10, at 632 n.90 (asserting
that courts have not distinguished between the duty to manage and the duty to monitor).

17. Courts have defined the good faith requirement in a variety of ways. Some merely restate
one or more of the care regime’s standards. .See Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946,
954 (Del. 1985) (defining good faith as requiring a showing of a rational business purpose, restating
the substantive care standard); Allaun v. Consolidated QOil Co., 16 Del. Ch. 318, 325, 147 A. 257,
261 (1929) (defining good faith as prohibiting “reckless indifference to or a deliberate disregard” of
corporate interests, thus restating the care regime’s substantive and procedural standards). Some
courts impose an anticircumvention standard that prohibits inequitable conduct even though it may
be legally permissible. See Schnell v. Chris-Craft Indus., 285 A.2d 437, 439 (Del. 1971); Lerman v.
Diagnostic Data, 421 A.2d 906, 913-14 (Del. Ch. 1980); see also Tent. Draft No. 4, supra note 15,
§ 4.01(2) comment d, at 21-22, § 4.01(c) comment d, at 64 (containing prohibitions against condon-
ing illegality); S. ARSHT & W. STAPLETON, ANALYSIS OF THE 1967 DELAWARE CORPORATION
Law 327 (1967) (suggesting that a requirement of good faith on the part of outside directors was
added to Delaware law to remedy the situation where “literal compliance” with director approval
requirements existed, but “some subterfuge . . . or other impropriety” was evident); Hinsey, Business
Judgment and the American Law Institute’s Corporate Governance Project: The Rule, the Doctrine,
and the Reality, 52 GEO. WASH. L. REv. 609, 610 (1984) (characterizing the business judgment rule
as an equitable concept, applied when the court finds no self-dealing on the part of the board, pro-
vided the directors act with a reasonable measure of diligence and an appropriate measure of good
faith).

18. See REVISED MODEL BuUsINESs CORP. ACT § 8.30(a) (1984); MODEL BUSINESS CORP.
AcT § 35 (1979); Tent. Draft No. 4, supra note 15, § 4.01(a), at 6; Corporate Director’s Guidebook,
supra note 16, at 1600-02; Veasey & Manning, Codified Standard—Safe Harbor or Uncharted Reef?
An Analysis of the Model Act Standard of Care Compared with Delaware Law, 35 Bus. Law. 919,
926-30 (1980).

1359

HeinOnline-- 67 Tex. L. Rev. 1359 1988-1989



Texas Law Review Vol. 67:1351, 1989

standards certainly sound in negligence and tort.!?

But the rhetoric is deceptive, perhaps purposely so. During their
century-long tenure, these standards have produced remarkably few
cases holding directors liable for unreasonable or careless decisions.
Twenty years ago, Professor Bishop concluded that “[t]he search for
cases in which directors of industrial corporations have been held liable
in derivative suits for negligence uncomplicated by self-dealing is a
searcli for a very small number of needles in a very large liaystack.”20
This observation remains largely valid today,?! and it lias come to be true
for financial as well as industrial corporations.?? Many liave noted the
gap between tlie “idealistic” and “realistic” views of directorial
beliavior.23

19. The care standards originated in tort law, and early cases suggested that the duty of care
imposed something akin to a “negligence” standard applicable between strangers. See, e.g., Barnes
v. Andrews, 298 F. 614, 616 (S.D.N.Y. 1924) (basing a finding of breach on a director’s “tort of
omission”); Charleston Boot & Shoe Co. v. Dunsmore, 60 N.H. 85, 86 (1880) (stating that directors
are “answerable for ordinary negligence” in managing the corporation); Hun v. Cary, 82 N.Y. 65,
72-73 (1880) (noting that a director is “bound not only to exercise proper care and diligence, but
ordinary skill and judgment”). The view persists. See, e.g., 3A W. FLETCHER, CYCLOPEDIA OF THE
LAw OF PRIVATE CORPORATIONS §§ 1035, 1039 (rev. perm. ed. 1986) (asserting that “[iln most
jurisdictions ordinary or reasonable care is the test”); H. HENN & J. ALEXANDER, LAWS OF CORPO-
RATIONS AND OTHER BUSINESSES § 234, at 621 (3d ed. 1983) (stating that directors and officers
owe their corporations a duty of due care); N. LATTIN, THE LAW OF CORPORATIONS AND OTHER
BusINEss ENTERPRISES § 78, at 274 (2d ed. 1971) (asserting that the reasonably prudent man stan-
dard, as applied to directors and officers, is “not too rigid or too lax a test”); ¢f. RESTATEMENT
(SECOND) OF TORTs §§ 289-290 (1964) (outlining the factors for determining the existence of rea-
sonable conduct in traditional tort actions). Some commentators have argued, for reasons unex-
plained, that liability still exists for mere negligence. See, e.g., Arsht, The Business Judgment Rule
Revisited, 8 HOFSTRA L. REV. 93, 100-11 (1979); Arsht & Hinsey, Codified Standard—Same Harbor
But Charted Channel: A Response, 35 Bus. LAw. 947, 951 (1980).

20. Bishop, Sitting Ducks and Decoy Ducks: New Trends in the Indemnification of Corporate
Directors and Officers, 77 YALE L.J. 1078, 1099 (1968).

21. Professor Bishop counted four cases uncomplicated by self-dealing in which directors were
found liable. See id. at 1095-99. The ALI reporters, looking at 100 years of cases, counted six and
noted that Professor Bishop had “correctly concluded” that none of those he found carried real
conviction. See Tent. Draft No. 4, supra note 15, § 4.01 reporter’s note 17, at 42; see also In re
Beatrice Cos. Litig., Civ. No. 86-8248 (Del. Ch. Apr. 16, 1986) (WESTLAW, De-cs database) (find-
ing it “very rare” that disinterested directors breach their duty of care).

22. Before federal bank deposit insurance, carly courts articulated and seemed to apply a higher
standard of care for directors of banks (and other financial institutions), ostensibly on the theory that
overseeing money demands grecater prudence than overseeing industry, but more likely in the belief
that higher standards were needed to protect uninsured depositors in failed banks. See Briggs v.
Spaulding, 141 U.S. 132, 147-48 (1891); Litwin v. Allen, 25 N.Y.S.2d 667, 678 (Sup. Ct. 1940); 3A
W. FLETCHER, supra note 19, § 1035; Bishop, supra note 20, at 1095-98. These differences, to the
extent they existed, have been rejected as “unjustified and anachronistic today.” Tent. Draft No. 4,
supra note 15, § 4.01 reporter’s note 18, at 43; Tent. Draft No. 3, supra note 8, introductory note c,
at 5; see also McDonnell v. American Leduc Petroleums, 491 F.2d 380, 383 (2d Cir. 1974) (rejecting
the proposition that bank directors must conform to a higher standard of care than other corporate
directors); Atherton v. Anderson, 99 F.2d 883, 887 (6th Cir. 1938) (holding bank directors to negli-
gence standard); Neese v. Brown, 218 Tenu. 686, 691-93, 405 S.W.2d 577, 581-83 (1964) (same).

23, See, e.g., N. LATTIN, supra note 19, § 78, at 276 (suggesting that the imperative that direc-
tors attend board meetings is “ ‘little more than a pious hope’ ™) (quoting L. GOWER, MODERN
COMPANY Law, 499 (24 ed. 1957)); Conard, A Behavioral Analysis of Director’s Liability for Negli-
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The actual contours of the care regime are expressed in the workings
of the business judgment rule, a rebuttable presumption that corporate
decisions are honest, informed, and rationally undertaken—that is, a pre-
sumption that directors (and managers) do not breach their duty of
care.2* The various articulations of the business judgment rule shield
board decisions from judicial second-guessing and directors from habil-
ity?S unless a challenger shows that the corporate decision either was
tainted by interest (in which case loyalty review applies), was uninformed
(the procedural care test), or lacked a rational business purpose (tlie sub-
stantive care test).26 Courts accord near-complete deference to corporate

gence, 1972 DUKE L.J. 895, 897-98 (discussing the components of an “idealistic” and a “realistic”
model of directorial behavior); Manning, supra note 13, at 1481-85 (suggesting that the “reality of
the boardroom” should guide any “reformulation of the duty of care”); Veasey & Manning, supra
note 18, at 930-42 (contrasting the standard of care required by the Model Business Corporation Act
with that developed in Delaware caselaw). The articulated care standards certainly do not begin to
intimate the “minimal restraints” and the “wide, and in many respects unpoliceable, . . . discretion”
afforded corporate management. Brudney, supra note 14, at 1410 n.19, 1415,

24. See Tent. Draft No. 4, supra note 15, § 4.01(c), at 6-7; see also Pogostin v. Rice, 480 A.2d
619, 624 (Del. 1984) (holding that the plaintiff had “not overcome the presumption that the . . .
board properly and prudently exercised its managerial discretion™); Aronson v. Lewis, 473 A.2d 805,
812 (Del. 1984) (“It is a presumption that in making a business decision the directors of a corpora-
tion acted on an informed basis, in good faith and in the honest belief that the action taken was in the
best interests of the company.”); Sinclair Oil Corp. v. Levien, 280 A.2d 717, 720 (Del. 1971) (“A
board of directors enjoys a presumption of sound business judgment.”); Gimbel v. Signal Cos., 316
A.2d 599, 609 (Del. Ch.) (observing that “the sale in question must be examined with the presump-
tion in its favor that the directors who negotiated it honestly believed that they were securing terms
... for the corporation’s best interests”), aff 'd on other grounds, 316 A.2d 619 (Del. 1974); Casey v.
Woodruff, 49 N.Y.S.2d 625, 643 (Sup. Ct. 1944) (“[I]t is presupposed that judgment—reasonable
diligence—has in fact been exercised.”). One effect of the presumption is that courts often dismiss
care cases before trial. See Dent, supra note 13, at 647 n.136.

25. See, e.g., Tent. Draft No. 4, supra note 15, § 4.01 comment d, at 10 (suggesting that the
business judgment rule protects officers from “the risks inherent in hindsight reviews” and avoids
the “risk of stifling innovation and venturesome business activity’); Veasey, Seeking a Safe Harbor
from Judicial Scrutiny of Directors® Business Decisions: An Analytical Framework for Litigation
Strategy and Counseling Directors, 37 Bus. Law. 1247, 1249 (1982) (asserting that managers must
find the “safe harbor of the business judgment rule”” or be subject to “searching judicial review”).
Some commentators have described the rule insulating decisions from scrutiny as the “business judg-
ment doctrine” and the shield against personal liability as the “business judgment rule.” See Hinsey,
supra note 17, at 611-14; Veasey & Seitz, The Business Judgment Rule in the Revised Model Act, the
Trans Union Case, and the ALI Project—A Strange Porridge, 63 TEXAS L. REv. 1483, 1487-88
(1985). Courts have tended to lump both concepts together. See, e.g., Revlon, Inc. v. MacAndrews
& Forbes Holdings, 506 A.2d 173, 180 n.10 (Del. 1986) (determining that the business judgment rule
covers both liability and scrutiny of decisions).

26. See Tent. Draft No. 4, supra note 15, § 4.01(c). A classic judicial formulation is found in
Aronson v. Lewis:

The business judgment rule is an acknowledgment of the managerial prerogatives of Dela-

ware directors . . . . It is a presumption that in making a business decision the directors of a

corporation acted on an informed basis, in good faith and in the honest belief that the

action taken was in the best interests of the company. Absent an abuse of discretion, that
judgment will be respected by the courts. The burden is on the party challenging the
decision to establish facts rebutting the presumption.
473 A.2d at 812 (citations omitted); see also Treadway Cos. v. Care Corp., 638 F.2d 357, 382 (2d
Cir. 1980) (holding that directors enjoy a presumption of good faith unless plaintiff can prove self-
dealing, bad faith, or fraud); Shlensky v. Wrigley, 95 Ill. App. 2d 173, 181, 237 N.E.2d 776, 780
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decisions untainted by interest, and some scholars have suggested that
the deference is2? or should be2® absolute. Because of the business judg-
ment rule, the care regime imposes little more than hortatory “industry
standards,” the breach of which has no normative consequence.??

An essential corollary to this attitude of abstention recognizes mnan-
agement’s pervasive influence on a board’s decision-making process: di-
rectors may (and in practice must) rely on management, as well as
outside, advice.3° Unless a director could not reasonably believe an advi-
sor to be competent or the director knew or had reason to suspect that
reliance on the advisor was unwarranted, reliant directors satisfy both
their procedural and substantive care duties.3! The booming theme in
business judgment rule analysis is deference to manageinent.32

(1968) (holding that the business judgment rule does not insulate fraud, conflicts of interest, or
illegality); Auerbach v. Bennett, 47 N.Y.2d 619, 631, 393 N.E.2d 994, 1000, 419 N.Y.S.2d 920, 926
(1979) (holding that the business judgment rule does not protect behavior that rises to level of fraud
or bad faith); Arsht, supra note 19, at 130-33.

27. See Coffee, Litigation and Corporate Governance: An Essay on Steering Between Scylla and
Charybdis, 52 GEO. WasH. L. REv. 789, 795 (1984); Cohn, Demise of the Director’s Duty of Care:
Judicial Avoidance of Standards and Sanctions Through the Business Judgment Rule, 62 TEXAS L.
REv. 591, 594 (1983).

28. See Haft, supra note 10, at 50; Scott, Corporation Law and the American Law Institute
Corporate Governance Project, 35 STAN. L. REv. 927, 932 (1983).

29. See Hinsey, supra note 17, at 614-15 (stating that the statutory statement of the duty of care
serves “a largely aspirational purpose’”). But some have argued that “the number of decided cases
does not really tell the whole story,” because the duty of care may have relevance in settlements.
Cary & Harris, Standards of Conduct Under Common Law, Present Day Statutes and the Model Act,
27 Bus. LAw. 61, 66 (1972); see also Coffee, supra note 27, at 796 (arguing that cases favorable to
plaintiffs tend to be settled and that cases favorable to defendants tend to be dismissed before trial).
But see Cohn, supra note 27, at 600-01 & n.33 (suggesting that indemnification and liability insur-
ance reduce the effect of settlements on directors).

30. See, e.g., Rosenblatt v. Getty Oil Co., 493 A.2d 929, 942-44 (Del. 1985) (approving reliance
on outside advice); Smith v. Van Gorkom, 488 A.2d 858, 876 (Del. 1985) (suggesting that directors
may legitimately rely on outside advice and information from management); REVISED MODEL Busl-
NESS CORP. ACT § 8.30 (1984) (stating that a director may rely on the advice of employees, offieers,
or outside consultants whom the director reasonably believes to be competent); MODEL BUSINESS
CoRp. AcT § 35 (1979) (same); Tent. Draft No. 4, supra note 15, § 4.02 (same}; Tent.-Draft No. 3,
supra note 8, introductory note a, at 1-2 (“[R]eliance is essential in many corporate contexts and . . .
there are inherent dangers in judging a failure by directors or officers to act or foresee in the stark
light of hindsight.”); see also Spirt v. Bechtel, 232 F.2d 241, 247 (2d Cir. 1956) (appraving reliance
on legal opinion); Voege v. Magnavox Co., 439 F. Supp. 935, 942 (D. Del. 1977) (finding that an
incorrect statement in a proxy was not a misrepresentation because it had been based on legal coun-
sel’s advice); Gilbert v. Burnside, 13 A.D.2d 982, 983, 216 N.Y.S.2d 430, 432 (1961) (finding direc-
tars not liable for relying on “eminent” but mistaken legal ‘counsel), aff’d, 11 N.Y.2d 960, 183
N.E.2d 325, 229 N.Y.S.2d 10 (1962); Hawes & Sherrard, Reliance on Advice of Counsel as a Defense
in Corporate and Securities Cases, 62 VA. L. Rev. 1 (1976) (suggesting that reliance an outside legal
and prafessional advice “is germane whenever good faith and due care are defenses to alleged
miscanduct”).

31. See REVISED MODEL BUSINESS CORP. ACT § 8.30(c) (1984), MODEL BusiNess CORP. AcT
§ 35 (1979); Tent. Draft No. 4, supra note 15, § 4.02 comments g-i, at 82-84.

32. Perhaps the only significant open question about the traditional functioning of the business
judgment rule is whether it extends to failures to act—that is, to nonfeasance. See Cohn, supra note
27, at 613-15. The prevailing view is that a failure to act must have been conscious ta be protected.
See, e.g., Gimbel v. Signal Cos., 316 A.2d 599, 609 (Del. Ch.) (stating that the application of the rule
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2. The Loyalty Regime: Judicial Scrutiny of Interested Transac-
tions—Management diversion is analyzed under the loyalty regime,
which applies to corporate decisions motivated by management mterests
- that conflict with those of the corporation.3? Self-dealing transactions—
the loyalty regime’s paradigm case of diversion34—are regarded with
great suspicion, and judicial intervention is the rule in such cases.

The loyalty regime’s premises seem clear enough:

Corporate officers and directors are not permitted to use their
position of trust and confidence to further their private inter-
.ests. . . . A public policy, existing through the years, and derived
from a profound knowledge of human characteristics and motives,
has established a rule that demands of a corporate officer or direc-
tor, peremptorily and inexorably, the most scrupulous observance
of his duty . . . . The rule that requires an undivided and unselfish

“depends upon a showing that . . . directors did, in fact, make a business judgment”), aff’d on other
grounds, 316 A.2d 619 (Del. 1974); Tent. Draft No. 4, supra note 15, § 4.01(c) comment c, at 60-61
(stating that a good faith decision not to act comes within the “safe harbor provided by the business
judgment rule”); Arsht, supra note 19, at 112 (stating that a decision not to act is protected). Un-
conscious decisions are not protected. See Aronson v. Lewis, 473 A.2d 805, 813 (Del. 1984) (noting
that “[t]echnically speaking, [the business judgment rule] has no role . . . absent a conscious deci-
sion”); Kaplan v. Centex Corp., 284 A.2d 119, 124 (Del. Ch. 1971) (requiring a showing that direc-
tors made a decision); Tent. Draft No. 4, supra note 15, § 4.01(c) comment c, at 60-61 (noting that
when a failure to act is not the result of a conscious decision, a reasonable care standard applies and
the business judgment rule is inapplicable); Block & Prussin, The Business Judgment Rule and
Shareholder Derivative Actions: Viva Zapata, 37 Bus. LAw. 27, 33 (1981) (stating that the business
judgment rule does not apply when “the director has in fact made no decision”).

This view disregards the necessary allocation of board (and management) time. .See Tent. Draft
No. 3, supra note 8, § 4.01(c) comment b, at 51 (“One of the most important decisions that the board

.. can make is how to alloeate its limited time.”); Manning, supra note 13, at 1485-86 (arguing that
in duty of care analyses, courts should consider that a board’s agenda is always infinite and that the
number of items not considered always vastly exceeds that of those considered). As a practical
matter, distinguishing between failures due to the press of other business and those due to sheer
oversight will be difficult. Allocation of board (and management) time, like any other conscious
business decision, should be protected by the business judgment rule even if the allocation may not
have been entirely prudent. See id. Some courts have accepted the argument that a failure to act is
effectively a corporate-decision. See First Nat’l Bank v. Cities Serv. Co., 391 U.S. 253, 277 (1968)
(stating that a failure to deal, if resulting from nonconspiratorial motives, would be protected by the
business judgment rule); Miller v. Am. Tel. & Tel. Co., 507 F.2d 759, 762 (3d Cir. 1974) (stating that
“failure to pursue corporate claim” would be protected by the business judgment rule). Further,
action on one matter effectively allocates time away from other, presumably less pressing matters.
See Graham v. Allis-Chalmers Mfg. Co., 41 Del Ch. 78, 85, 188 A.2d 125, 130 (Del. 1963) (exoner-
ating directors for their failure to “ferret out wrongdoing” by employees because the size and scope
of the corporation’s activities “required them to confine their control to the broad policy decisions™).
Little is served by inquiring into whether such an allocation was conscious or not. The principal
reasons for the business judgment rule—insulating management prerogative from judicial meddling
and well-meaning directors from liability—support this expansive understanding.

33. The loyalty principles, besides applying to senior executives and directors, also apply to
controlling shareholders. See Weinberger v. UOP, Inc., 457 A.2d 701, 703 (Del. 1983); Sinclair Oil
Corp. v. Levien, 280 A.2d 717, 719-21 (Del. 1971); R. CLARK, CORPORATE LAw § 18.4, at 798-99
(1986).

34. Although the loyalty regime deals broadly with all forms of diversion, including diversion
of corporate opportunities and of corporate information by means of insider trading, I limit my
discussion to the regime’s paradigm coverage: the diversion of tangible assets.
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loyalty to the corporation demands that there shall be no conflict
between duty and self-interest.3>

This mandate of selflessness at first led to rules flatly prohibiting
self-dealing.3¢ Over time, however, self-dealing transactions have be-
come subject to variously formulated fairness tests concerned with the
merits of the transaction and, to an extent, the procedures surrounding
its approval.37 Significantly, throughout the loyalty regime’s history, the
interested person’s subjective integrity or honor has always been irrele-
vant. Instead, the interested person fulfills the duty of loyalty by show-
ing that the challenged transaction was consistent with corporate
interests. Although judicial measures of consistency are continuing to
evolve, an interested person generally establishes consistency by showing
either the transaction’s substantive fairness to the corporation (the pre-
vailing standard)?2 or some combination of fairness and procedurally suf-
ficient validation3® by disinterested“® directors or shareholders.4! Under

35. Guth v. Loft, Inc., 23 Del. Ch. 255, 270, 5 A.2d 503, 510 (Del. 1939) (applying the corpo-
rate opportunity doctrine); see Corporate Director’s Guidebook, supra note 16, at 1599-1600 (stating
that the duty of loyalty arises when director uses “his corporate position to make a personal profit or
gain other personal advantage™).

36. See infra text accompanying notes 189-90.

37. See infra subparts 11(A)-(B).

38. See infra section II(B)(2).

39. I use the term “validation™ in a broad sense to include advance approval and curative
ratification. See PRINCIPLES OF CORPORATE GOVERNANCE: ANALYSIS AND RECOMMENDATIONS
§ 5.02(a)(2)(B) comment, at 36-37 (Tent. Draft No. 5, 1986) [hereinafter Tent. Draft No. 5]. Econo-
mists and commentators use the terms loosely, sometimes referring to both actions as “ratification,”
a term with a narrower legal meaning. See Fama & Jensen, Separation of Ownership and Control, 26
J.L. & Econ. 301, 303 (1983). In general, the cases deal with advance approval. See, e.g., Green v.
Brown, 398 F.2d 1006, 1010 (2d Cir. 1968); Rodman v. Grant Found., 460 F. Supp. 1028, 1041
(S.D.N.Y. 1978); Segel v. Royal Atlas Corp., [1973-1974 Transfer Binder] Fed. Sec. L. Rep. (CCH)
494391, at 95344 (S.D.N.Y. 1974). The ALI Principles treats the two differently, subjecting ratifica-
tion by disinterested directors to a fairness review and applying the more permissive “reasonably
believed to be fair” standard to advance approval. See Tent. Draft No. 5, supra, § 5.02(a)(2)(A)-(B).

40. As the cases and the ALI Principles use the term, “disinterested” directors or shareholders
are those who are not sufficiently interested in the transaction to trigger loyalty review. See Tent.
Draft No. 5, supra note 39, §§ 1.10, 1.18. For example, in a transaction in which management is
interested, disinterested directors would include all the outside directors, whether or not they are
affiliated with the corporation in some other way, as long as they are not dominated by management.

41. See infra subpart II(B)(3). I do not deal with the question of shareholder validation, which,
though widely assumed to insulate self-dealing from searching scrutiny, has received less attention
from the courts and the commentators. Generally, courts have shown deference to shareholder
validation. Some courts have intimated that shareholders can ratify a fully disclosed transaction
even though a court would consider it unfair. See Rivoli Theatre Co. v. Allison, 396 Pa. 343, 351-53,
152 A.2d 449, 453-55 (1959) (Musmanno, J., dissenting); Marsh, Are Directors Trustees?, 22 BUS.
LAW. 35, 49 (1966); see also R. CLARK, supra note 33, § 5.1, at 160 (discussing CAL. CORP. CODE
§ 310 (Deering 1977), which suggests that informed shareholder ratification is immune from judicial
fairness review). Under the ALI Principles, shareholder validation would be adequate if the vali-
dated transaction “does not constitute a waste of corporate assets.” Tent. Draft No. 5, supra note
39, § 5.02(a)(2)(C). This greater deference, based on the theory that shareholders can decide to
squander their own property, assumes that shareholders will vote knowledgeably. This assumption
is questionable in public corporations, in which management sets the agenda and controls the proxy
machinery. See A. BERLE & G. MEANS, supra note 12, at 81-82 (asserting that management control
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these approaches, fairness has two aspects: the self-dealing transaction
must replicate a hypothetical “arm’s length” market transaction by fall-
ing into a range of reasonableness and must have been of particular value
to the corporation as judged by the scope of the corporation’s business.*?

While care review is squelched by the business judgment rule, loy-
alty review is side-stepped by rules on what constitutes a tainting interest.
Loyalty review applies only when conflicting interests presumptively mo-
tivated a decision or when interested persons dominated or controlled the
decision-making process.

The paradigm case in which tainted motives are presumed is classic
self-dealing in which a manager (or a director or controlling shareholder)
engages in a nonunique asset transaction with the corporation. Given
that the corporation can engage in a fungible transaction with an out-
sider, few (if any) countervailing considerations justify less than the ful-
lest scrutiny. Courts assume that diversion motivated the transaction,
justifying a review for fairness.#* Fairness is a high standard, and the
outcome of a case often turns on the threshold question of whether the
challenged decision is treated as interested.** But classic self-dealing is
largely an anachronism in the modern public corporation. Directors and
managers rarely sell or buy nonunique assets to or from the corpora-
tion.#5 In practice, therefore, the presumption of tainted motives arises
in the modern public corporation in a relatively narrow range of transac-
tions—namely, transactions between parent corporations and partially

reduces proxy voting to a “rubber stamp [for] the selection already made by those in control”). Buz
¢f. Easterbrook & Fischel, Voting in Corporate Law, 26 J.L. & ECON. 395, 406 (1983) (suggesting
that if voting were useless it would have been discontinued).

42. See infra notes 219-21 and accompanying text. Other courts have shifted the burden of
showing unfairness to the challenging party. See, e.g., Eliasberg v. Standard Oil Co., 23 N.J. Super
431, 440, 92 A.2d 862, 866-67 (Ch. Div. 1952) (shifting the burden to challengers to prove unfairness
of a stock option plan for management), aff 'd, 12 N.J. 467, 97 A.2d 437 (1953). Still others have
required that the interested director merely show that the board exercised honest business judgment.
See, e.g., Alcott v. Hyman, 42 Del. Ch. 233, 242, 208 A.2d 501, 507 (Del. 1965) (noting that if
stockholders ratify a decision, directors must show only that it came “within the realm . . . of sound
business judgment™).

43. See Tent. Draft No. 5, supra note 39, §§ 5.02, 5.07.

44. The presumption can also arise if a director or manager advances the interests of family
members, business associates, or a particular group of shareholders. See Tent. Draft No. 5, supra
note 39, § 5.08 (requiring loyalty review if a director advances a family member’s or business associ-
ate’s pecuniary interest). But see Pogostin v. Rice, 480 A.2d 619, 624 (Del. 1984) (not requiring
loyalty review if benefit is one that flows to all shareholders); Aronson v. Lewis, 473 A.2d 805, 812
(Del. 1984) (same).

45. Recent self-dealing cases tend to involve closely held corporations or those with a dominant
shareholder. See, e.g., Fliegler v. Lawrence, 361 A.2d 218, 221-24 (Del. 1976) (upholding a corpora-
tion’s purchase of a close corporation owned by the acquiring corporation’s directors and majority
shareholders); Puma v. Marriott, 283 A.2d 693, 695-96 (Del. Ch. 1971) (upholding corporate
purchase of six companies from family owning 449 of corporation’s stock); Gries Sports Enters. v.
Cleveland Browns Football Co., 26 Ohio St. 3d 15, 23-24, 496 N.E.2d 959, 966 (1986) (assessing
liability for self-dealing by 53% shareholder).
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owned subsidiaries (such as squeeze-out mergers), loans to executives,
and the furnishing of services by affiliated directors and their investment
advisors, banks, and law firnis.*¢

Not all instances in which management stands on both sides of a
corporate transaction trigger loyalty review. Even when management
has a conflicting interest in a transaction, a board’s motives can be seen
as mixed or ambiguous if the transaction also offers special or umque
value to the corporation because it is not available on the open market.
Executive compensation,*” transactions between corporations with inter-
locking directorates,*® dismissal of derivative litigation,*® and corporate
actions taken in the control context (such as takeover defenses)° are ex-
amples of these transactions. In these cases, courts do not assume self-
interested influence, and full-fledged loyalty review normally does not
apply. Only if self-interest is proved—that is, only if a challenger shows
that the mterested person dominated or controlled the decision-making
process—do courts undertake a loyalty review.5! And failing to prove
influence in such mixed-motive contexts casts judicial review, according
to the dichotomous fiduciary model, to the forgiving care regime.

3. The Limits of the Traditional Model’s Dichotomy.—Given the
disparity in review between the care and loyalty regimes, the outcome of
a case often turns on the characterization of the challenge: enterprise
(“pure business”) or self-dealing.>2 Mixed-motive cases are often effec-

46. See Tent. Draft No. 5, supra note 39, § 5.02 comment c, at 28; see also Western Pac. R.R.
Corp. v. Western Pac. R.R. Co., 197 F.2d 994, 1000 (9th Cir. 1952) (asserting that a court must
scrutinize the dealings of a parent and a subsidiary managed by the same directors for overreaching,
which raises a presumption of constructive fraud).

47. See Aronson, 473 A.2d at 817; Tate & Lyle PLC v. Staley Continental, Inc., [1987-1988
Transfer Binder] Fed. Sec. L. Rep. (CCH) { 93764, at 98585-86 (Del. Ch. May 9, 1988).

48. See Helfman v. American Light & Traction Co., 121 N.J. Eq. 1, 14-15, 187 A. 540, 547-48.
(1936); Marsh, supra note 41, at 37.

49. See Kaplan v. Wyatt, 499 A.2d 1184, 1188 (Del. 1985); Zapata Corp. v. Maldonado, 430
A.2d 779, 781-82 (Del. 1981); Merritt v. Colonial Foods, 505 A.2d 757, 764 (Del. Ch. 1986).

50. See Marsh, supra note 41, at 60-63.

51. See Tent. Draft No. 5, supra note 39, § 5.03 (not requiring further review of executive
compensation if approved by disinterested directors whose decision is not controlled by an interested '
executive); id. § 5.07 (allowing transactions between corporations with interlocking directorates un-
less an interlocking director negotiated the transaction or cast the decisive vote); see also Kaplan v. -
Centex Corp., 284 A.2d 119, 122-23 (Del. Ch. 1971) (noting that a director’s stock ownership alone
is not sufficient proof of domination to require loyalty review); Johnston v. Greene, 35 Del. Ch. 479,
485-86, 121 A.2d 919, 922-23 (1956) (applying loyalty review when the court found that an inter-
ested director dominated the other directors); ¢f. Aronson, 473 A.2d at 816 (requiring derivative suit
plaintiff to plead “the domination and control of one or more directors” in order to have demand
excused).

52. “Because the effect of the proper invocation of the busmess judgment rule is so powerful
and the standard of entire fairness so exacting, the determination of the appropriate standard of
judicial review frequently is determinative of the outcome of derivative litigation.” AC Acquisitions
Corp. v. Anderson, Clayton & Co., 519 A.2d 103, 111 (Del. Ch. 1986). Compare Grobow v. Perot,
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tively decided when a court chooses the standard of review.

Although the failure of the dichotomous model to address interme-
diate contexts is perhaps its most glaring deficiency, another unfortunate
(and curious) consequence of this dichotomy is that the model, as applied
to large public corporations, has become largely irrelevant. Care review
rarely (if ever) will reveal that management or a reliant board was irra-
tional or grossly uninformed. And loyalty review rarely applies because
the management of the modern public corporation seldom engages in
classic self-dealing and because a showing that self-interest doniinated a
transaction is difficult to make.53 The model, to be relevant, begs to be
filled out. To do this it is helpful to understand the rationale for fiduci-

ary regulation.

B. Explanation of the Fiduciary Model: Shareholder Wealth
Maximization

The fiduciary model derives largely fromn the separation of owner-
ship and control that clhiaracterizes the modern public corporation.54
This separation, arising fron1 a governance structure in which investor-
owners delegate corporate operations to management, creates inevitable
“agency costs.” This structure, while generally producing significant ef-
ficiencies,> creates the possibility that managenient hiterests in a variety
of contexts will diverge from and conflict witl: those of tlie investor-own-
ers.>¢ The risk of managerial shirking and diversion is the price of oper-
ating through manager “agents.”

The legal restraints of the fiduciary model seek to niaxiniize share-

539 A.2d 180, 189 (Del. 1988) (upholding a corporation’s stock repurchase from a nettlesome direc-
tor under the business judgment rule) with Weinberger v. UOP, Inc., 457 A.2d 701, 703 (Del. 1983)
(invalidating a cash-out of minority shareholders in a merger with the controlling shareholder under
the entire fairness standard).

53. See supra notes 47-51 and accompanying text.

54. See A. BERLE & G. MEANS, supra note 12, at 119-25. Recent revisionists argue that the
gap is overstated, and that market constraints on management make regulation unnecessary in cer-
tain areas of apparent conflict. See, e.g, Fischel, The “Race to the Bottom”’ Revisited: Reflections on
Recent Developments in Delaware’s Corporation Law, 76 Nw. U.L. REv. 913, 917-19 (1982) (point-
ing out the incentives that managers have to maximize the market value of their services and the
value of stock in their option plans and to minimize agency costs to avoid becoming takeover
targets); Stigler & Friedland, The Literature of Economics: The Case of Berle and Means, 26 J.L. &
Econ. 237, 247-48 (1983) (“The stock may be acquired by a small group by stock purchase if the
shares become an attractive speculation, so in an uitimate sense ownership and control cannot be
separated.”).

55. See, e.g., Anderson, Conflicts of Interest: Efficiency, Fairness and Corporate Structure, 25
UCLA L. Rev. 738, 776 (1978) (arguing that centralized management is ‘“highly efficient and
greatly enhances the productivity of the shareholders’ capital™).

56. See Brudney, supra note 14, at 1406-07; Fischel, The Corporate Governance Movement, 35
VAND. L. REV. 1259, 1262-63 (1982); Fama & Jensen, Agency Problems and Residual Claims, 26
J.L. & EcoN. 327, 333, 345 (1983).
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holder wealth by reducing agency costs.’? But these constraints do not
operate in a vacuum. Agency costs are subject to three principal con-
trols—internal governance constraints, market forces, and fiduciary reg-
ulation.>® Each control complements (and in some instances supplants)
the others as constraints on agency costs. On the one hand, internal gov-
ernance structures and market forces serve as adequate constraints on
managerial shirking; therefore, except in the rarest cases, costly judicial
interference with decisions about enterprise issues is unwarranted. On
the other hand, only strict, normative standards meaningfully constrain
diversion; judicial review of decisions motivated purely by confiicting
managerial interest is thus worth its cost.

I next discuss in more detail the three controls on agency costs and
the three premises underlying fiduciary regulation.

1. Internal Governance Constraints.—QOne way for owner-investors
themselves to narrow the gap between ownership and control is by im-
posing internal governance structures that reduce the opportunities for
managerial slackness or diversion. One such structure is inherent in the
corporate governance model: shareholders annually elect directors to the
board. Although shareholders in public corporations are rarely fickle—a
reality that has been widely explored—their coercive vitality as a limit on
management slackness and diversion cannot be dismissed.®

In addition, owners can take on management functions themselves,

57. 1do not embroil myself in the long-standing and still unresolved debate on whether corpo-
rate responsibilities do or should transcend maximizing shareholder wealth. See A. BERLE & G.
MEANS, supra note 12, at 352-57; R. NADER, M. GREEN & J. SELIGMAN, TAMING THE GIANT
CORPORATION 15-32 (1976). Nor do I deal with the narrower incarnation of that debate, whether
non-shareholder constituencies are or should be considered when their interests deviate from share-
holder wealth maximization. Courts, to the extent they have considered the issue, appear to have
adopted a theory of shareholder wealth maximization. See, e.g., Revlon, Inc. v. MacAndrews &
Forbes Holdings, 506 A.2d 173, 182 (Del. 1986) (stating that noteholders may be protected only if
““there are rationally related benefits accruing to the stockholders™); Dodge v. Ford Motor Co., 204
Mich. 459, 507, 170 N.W. 668, 684 (1919) (“A business corporation is organized and carried on
primarily for the profit of the stockholders.””). Modern directors have enough to worry about when
charged with maximizing shareholder weaith.

As a matter of corporate law, the interests of non-shareholder constituencies are generally ade-
quately protected by the markets, through bargained-for limits on the governance structure and by
existing noncorporate legal protection. Short-term trade creditors, for example, can stop dealing
with the corporation or demand higher prices if management shirking or diversion becomes unac-
ceptable. Long-term creditors, such as employees and bank lenders, can demand board representa-
‘tion and, if their demands are not met, higher wages or rates of return. Williamson, Corporate
Governance, 93 YALE L.J. 1197, 1200-06, 1211-12 (1984). And to the extent the markets and con-
tracting are inadequate, noncorporate normative systems (such as employment law, commercial
codes, state fraud rules, and securities disclosure laws) are a sufficient backstop.

58. See Anderson, supra note 55, at 777.

59. See, e.g., Easterbrook & Fischel, supra note 41, at 403 (“And although the collective choice
problem prevents dispersed shareholders from making the decisions day to day, managers’ knowl-
edge that they are being monitored by those who have the right incentives, and the further knowl-
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or they can create incentives for management to behave consistently with
owners’ wealth maximization interests. For example, executive compen-
sation packages that peg compensation to some measure of shareholder
wealth serve to narrow the shareholder-management gap, and their adop-
tion (mostly at management behest) has become an ingrained aspect of
the public corporation landscape.®

But in the public corporation, other opportunities to narrow the gap
are somewhat limited. Owner management (though characteristic of
close corporations) is generally unfeasible! and legally questionable.52
Owner supervision through outside directors or codes of management
behavior is problematic at best.> And governance structures that limit
the temptation of diversion may in some contexts be too costly or practi-
cally impossible. For example, it may often be nearly impossible to de-
tect insider trading,% and fashioning management incentives (such as
golden parachute contracts) that sufficiently dissuade entrenchment
strategies may be prohibitively expensive.

2. Market Constraints.—Markets for a corporation’s products, for
its stock, for corporate control, and for managerial talent interact to nar-
row the divergence of the interests of owners and managers. The neo-
classic argument proceeds as follows: if management misuses corporate
resources—whether through ineptitude or laziness or by diverting assets
to itself—competition in the firm’s product markets will cause the firm’s
profitability to fall. If disclosed, this drop in profits will lead to a relative
decline in the price of the corporation’s stock, ignitmg the ire of current

edge that the claims could be aggregated and votes exercised at any time, tends to cause managers to
act in shareholders’ interest in order to advance their own careers and to avoid being ousted.”).

60. See R. POSNER, ECONOMIC ANALYSIS OF LAW § 14.6, at 384 (3d ed. 1986); More Manag-
ers Find Salary, Bonus Are Tied Directly to Performance, Wall St. J., Feb. 28, 1986, at 27, col. 5.

61. Management by dispersed shareholders is inefficient and creates an obvious “free rider”
problem. In a group of widely dispersed investors, only a handful will be likely to have the inclina-
tion or the means to learn the business. Others, the vast majority, will be likely to attempt to exploit
the efforts of the few. See R. CLARK, supra note 33, § 3.1, at 94 & n.9. Those who actively manage
the business will find their investment more expensive than that of the free-riding majority and will
either withdraw or extract special compensation, eventually becoming indistinguishable from non-
owner managers.

62. Corporate statutes authorize the board of directors, not shareholders, to exercise corporate
powers. See REVISED MODEL BUSINESs CORP. AcT § 8.01(b) (1984).

63. Proposals for boards of outside directors often glibly disregard the dynamics of the directo-
rial selection process. If, as secms true, management effectively controls this process, management
(not shareholders) will choose the very outside directors who would serve as watchful owner repre-
sentatives. See Brudney, supra note 10, at 610 n.39.

“The diffuse character of their investments puts shareholders at an enormous disadvantage in
crafting . . . bilateral safeguards . . . .”” Williamson, supra note 57, at 1210; see also Jordan v. Duff &
Phelps, Inc., 815 F.2d 429, 436 (7th Cir. 1987) (Easterbrook, J.) (recoguizing the difficulty of parties,
anticipating and negotiating terms of codes of behavior).

64. See Dooley, Enforcement of Insider Trading Restrictions, 66 VA. L. REv. 1, 19-20 (1980).
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owners and, if markets in corporate control are working, making it less
expensive to acquire control of the corporation. If the owners decide to
change management or if new owners purchase control, the slack or ra-
pacious managers will be fired, assuming a competitive pool of manage-
rial talent from which to replace them. The possibility of this scenario,
so the argument goes, is not lost on incumbent management and has a
disciphining effect.5s

But in many contexts, these market constraints are unavailing or
insufficiently compelling alone to control agency costs.¢¢ For example, if
product narkets are not competitive or if excessive management com-
pensation can be hidden, the markets’ disciplining effects will be inade-
quate. If capital markets do not reflect corporate information
efficiently-—as the October 19, 1987 stock market “‘correction’$” may in-
dicate—or if management can impede control changes, market con-
straints will be diluted. Commentators,%® some relying on empirical
data,®® have noted that inarket forces acting alone are madequate to po-
lice management’s activities. This perception lies at the heart of fiduci-
ary regulation.

3. Fiduciary Regulation.—Fiduciary regulation picks up where in-
ternal governance and market constraints leave off. Although it does not
reduce the gap between ownership and control, fiduciary regulation cre-
ates incentives for manageinent to minimize the effect of the divergent
interests, and provides remedies and penalties if 1nanagement does not.

This regulation takes many forms, sometimes flatly prohibiting
specified conduct, sometimes guaranteeing shareholders special supervi-
sory authority, and sometimes mandating disclosure. As a final safety
net, the fiduciary model establishes standards for judicial review of con-
duct that diverges from shareholder wealth maximization. Corporate en-
abling statutes impose some of these restrictions, such as a prohibition on

65. See R. POSNER, supra note 60, § 14.6, at 383 (“Mismanagement is not in the managers’ self-
interest . . . as it will lead eventually to the bankruptcy of the firm (and of the managers’ future
employment prospects), as a result of the competition of better managed rivals.”).

66. See Eisenberg, supra note 9, at 400 (pointing out that market constraints do not always
work, because, for example, high transaction costs, antitrust barriers, and defensive tactics lessen the
threat of a takeover).

67. See Stocks Plummet 508 Amid Panicky Selling, Wall St. J., Oct. 20, 1987, at 1, col. 5.

68. See Brudney, supra note 14, at 1431-32, 1431 n.73; Gilson, 4 Structural Approach to Corpo-
rations: The Case Against Defensive Tactics in Tender Offers, 33 STAN. L. REV. 819, 839-40 (1981);
Phillips, Principles of Corporate Governance: A Critique of Part IV, 52 GEO. WasH. L. Rev. 653,
692-98 (1984); Scott, supra note 28, at 939.

69. Cf E. SHERMAN, CORPORATE CONTROL, CORPORATE POWER 100 (1981) (stressing the
lack of influence the market has on management decision making). :
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subsidiaries’ voting of their parent corporations’ shares’ and a require-
ment that shareholders approve such matters as mergers’! and amend-
ments to articles of incorporation.’? Federal securities laws, in addition
to imposing civil and criminal penalties for insider trading, mandate dis-
closure.”? The statutory and cominon-law duties of care and loyalty fill
the gaps when specific fiduciary regulations do not apply.

Fiduciary regulation (like any other regulation) can also impose
costs greater than the agency costs it saves. Agency costs already con-
strained by internal governance structures and market forces may not
require further fiduciary regulation, particularly if that regulation
(largely enforced through derivative litigation) would create additional
costs of its own. Judicial abstention under the care regime is justified to
the extent that these constraints operate effectively. Only when they in-
sufficiently constrain agency costs, as when self-dealing occurs, is judicial
imtervention demanded.

I next consider the three premises—contractarian, efficiency, and
prandential—for care and loyalty review.

(a) The contractarian premise.—Each duty of the fiduciary
model has been explained as a set of implicit fiduciary clauses built into
the traditional contract-like relationship between shareholders and man-
agement.”® Shareholders invest money in the corporation and receive a
package of expectations, some explicit in the state enabling statute (vot-
ing and inspection rights, for example) and others implicit (non-discrimi-
natory treatment and the power to alienate their shares, for example).
The fiduciary duties of management and the rights of shareholders to
enforce them are both explicit and imphicit. Structuring fiduciary duties
under a contractarian premise flows from this question: for what duties
and rights wonld (and did) shareholders rationally contract?

70. See, eg., N.Y. Bus. Corp. Law § 612(b) (McKinney 1986); see also Norlin Corp. v.
Rooney, Pace Inc., 744 F.2d 255, 262 (2d Cir. 1984) (holding that a subsidiary cannot hold or vote
the stock of the controlling parent).

71. See REVISED MODEL BUSINESS CORP. ACT § 11.03 (1984).

72. Seeid. § 10.03. )

73. The debate about whether the benefits of mandatory disclosure outweigh its costs contin-
ues. See Coffee, Market Failure and the Economic Case for a Mandatory Disclosure System, 70 VA.
L. Rev. 717, 738-47 (1984) (arguing that in corporate control transactions, market and internal
governance incentives do not produce voluntary disclosure). In addition, some aspects of federal
seeurities regulation deal with the divergence of ownership and control through specific limitations
on management discretion. Section 16(b) of the Securities Exchange Act of 1934, for example, pro-
vides for disgorgement of short-swing profits earned by directors, officers and 10% shareholders.
See 15 U.S.C. § 78p(b) (1982). Provisions of the Investment Company Act require prior Securities
and Exchange Commission approval of certain conflict-of-interest transactions between an invest-
ment company and its investment advisor (or other affiliates). See 15 U.S.C. § 80a-17(a)-(b) (1982).

74. See Fischel, supra note 56, at 1264.
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The care regime’s rule of abstention can be seen to flow from this
analysis. The business judgment rule is a natural consequence of the stat-
utory delegation to the board (and hence to management in the public
corporation) of the power to manage and supervise the business of the
corporation’>—a fundamental element of the shareholder-management
“contract.” Investors who choose a corporate form have entrusted their
investment to corporate management rather than to derivative suit plain-
tiffs or the courts. Further, shareholders naturally assume that managers
will take reasonable risks. Imposing liability on managers and directors
for the consequences of failed decisions chills risk taking and interferes
with these contractarian expectations,’¢ especially because managers (un-
like shareholders) cannot lessen the costs of risk by diversifying their in-
terests in the firm. In enterprise contexts in which risk taking has value,
shareholders expect judicial abstention.

Shareholders are not without a remedy for management slackness.
They can, and frequently do, exercise their primary contractual protec-
tion—they sell their shares, though at a price reflecting the mismanage-
ment. Public shareholders can also use their vote to express displeasure,
though they do so less often. History has borne out that as to enterprise
matters, they expect little else.””

Shareholders have different expectations about management diver-
sion. They expect that their managers will not steal from them, either
through outright embezzlement or through self-serving transactions that
offer incommensurate corporate gains. Corporate statutes reflect this
special attitude toward transactions in which management has a conflict-
ing interest.”? When management interest motivates corporate decision
making, shareholders expect to have recourse to the courts, because in-
ternal governance and market constraints have by definition been inade-
quate. Neither kicking the scoundrels out at the next election nor hoping
that the misappropriating managers’ tarnished reputations will make
them unemployable provides much solace or compensation.

75. See Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 953 (Del. 1985); Robinson v.
Pittsburgh Qil Ref. Corp., 14 Del. Ch. 193, 199, 126 A. 46, 48 (1924); DEL. CODE ANN. tit. 8,
§ 141(a) (1983); REVISED MODEL BUSINESS CORP. ACT § 8.01(a) (1984); MODEL BUSINESS CORP.
AcT § 35 (1979); see also Dent, supra note 13, at 648 n.139 (citing cases in which “judges justify
abstention on the ground that the corporation is to be managed by the board, not the shareholders™).

76. See Tent. Draft No. 4, supra note 15, § 4.01 comment d, at 10 (noting that the purpose of
its formulation of the business judgment rule is “to avoid the risk of stifling innovation and venture-
some business activity”); see also Veasey & Manning, supra note 18, at 931-33 (discussing the desira-
bility of encouraging risk taking).

77. R. HAMILTON, FUNDAMENTALS OF MODERN BUSINESS § 14.42, at 345 (1989).

78. See, e.g., REVISED MODEL BUSINESs CORP. ACT § 8.31 (1984) (defining ““conflict of inter-
est transaction™).
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(b) The efficiency premise—Closely related to the con-
tractarian premise (and arguably at the heart of it) is a premise that the
rules of abstention and intervention are efficient.” That is, under each
regime, the standards of judicial review reflect the idea that judicial scru-
tiny is appropriate—that is, efficient—only when the costs of intervening
are predictably less than the costs of abstaining.

In the context of enterprise decision making, judicial abstention re-
flects the undesirability—or relative inefficiency—of courts’ intervening
in business matters at the behest of a single or only a few shareholders.
Derivative suit plaintiffs and judges, assisted m some instances by ju-
ries,0 are likely Yo be relatively ill-equipped to evaluate or second-guess
the adequacy of business decisions.?! For a variety of reasons, manage-
ment (acting through the board) is generally the least costly locus of en-
terprise decision making. Managers will predictably want to maxiiize
firm wealth, because doing so will assure themn continuing power, pres-
tige, and handsome compensation and well augment their value in the
market for managerial services.82 Management’s incentives thus are

79. In addition to attacking inefficiency the fiduciary model may in some instances regulate
managerial behavior, whether or not inefficient, on fairness grounds. See Anderson, supra note 55,
at 776 & n.111. In general, the goals of efficiency (wealth maximization) and fairness will overlap.
But in the care regime, though notions of efficiency seem to predominate, the regime’s rhetoric
demands liability for slackness on fairness grounds, even though judicial intervention might not be
justifiable on efficiency grounds. See id. at 776 n.111 (assuming liability for lazy management that
“values [its] increased leisure more highly than. . . lost profits™). The same phenomenon may occur
in the loyalty regime when management fraudulently induces economically efficient self-dealing.
Regulation is often justified primarily, if not exclusively, on age-old notions of fairness. See, e.g., id.
at 761-62 (arguing that fairness requires limiting management discretion). Nonetheless, fairness ar-
guments may be little more than arguments about broader efficiency. Rules against deception, for
example, would generally seem to produce long-run efficiencies by reducing the need for costly inter-
nal governance controls and encouraging societal truthfulness. See R. CLARK, supra note 33, § 4.2,
at 152-53.

80. See Ross v. Bernhard, 396 U.S. 531, 542 (1970) (holding that a derivative suit plaintiff is
entitled to a jury trial with respect to those matters on which the corporation would be so entitled if
it had brought suit).

81. “[Tlhere are inherent dangers in judging a failure by directors or officers to act or foresee in
the stark light of hindsight.” Tent. Draft No. 4, supra note 15, introductory note, at 2; see AC
Acquisitions Corp. v. Anderson, Clayton & Co., 519 A.2d 103, 111 (Del. Ch. 1986) (noting that
courts “decline to evaluate the merits or wisdom of the transaction” in part because of a recognition
of “the limited institutional competence of courts to assess business decisions™); Dodge v. Ford
Motor Co., 204 Mich. 459, 508, 170 N.W. 668, 684 (1919) (“[T]he ultimate results of the larger
business cannot be certainly estimated. The judges are not business experts.”); Auerbach v. Bennett,
47 N.Y.2d 619, 630, 393 N.E.2d 994, 1000, 419 N.Y.S.2d 920, 926 (1979) (noting the “prudent
recognition” that courts are “ill equipped” to judge business decisions). As Professor Brudney has
pointed out, “the more such discretion the task requires, the less meaningful or compelling is the
law’s mandate.” Brudney, supra note 14, at 1441-42.

82. See Fama, Agency Problems and the Theory of the Firm, 88 J. PoL. Econ. 288, 293 (1980);
Fischel, supra note 56, at 1263; see also National Loan & Inv. Co. v. Rockland Co., 94 F. 335, 337
(8th Cir. 1899) (noting that inside directors share in the profits of diligent decision making). In fact,
a significant managerial equity stake often inspires shareholder confidence. See Fischel, supra note
56, at 1263.
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more likely to coincide with general shareholder interests than are the
incentives for derivative suit plaintiffs and judges.’? Management will
also generally be more qualified to assess the corporation’s business and
will have greater access to relevant mformation tlian shareliolders or
judges.3* To tlie extent the business incurs losses—avoidable or not—
shareliolders are relatively better able to bear tlie risk through portfolio
diversification. A rule of abstention effectuates these efficiencies by leav-
ing the risk of loss on shareholders, tlins making it easier to recruit and
keep qualified managers and directors.35 Rules that keep courts and de-
rivative suit plaintiffs from interfering in well-meanmg enterprise deci-
sion making serve to inaximize sliareliolder wealtl:.

On tlie other liand, a thieory of sliareliolder wealtli maximization
demands strict judicial scrutiny of corporate decisions motivated by con-
flicting management interest.8¢ In such contexts, tlie costs of deferential
standards would far outweigh the costs of intervention. Because internal
governance and market constraints generally provide insufficient protec-
tion against self-dealing, fiduciary regulation is necessary to constrain
agency costs.87 Without fiduciary regulation, managers would liave
fewer incentives to concentrate on business, and would be expected to
concentrate even more on their own aggrandizement. Deferential scru-
tiny of management diversion would tlius jeopardize capital formation.s8
The cost of judicial intervention, thiough still siguificant because of the
sometimes perverse incentives in derivative suit litigation and the risk of
bad judging, is predictably less thian the cost of allowing self-dealing to
flourish under 'a deferential standard of review. Judges and juries,
thougl: perhaps lacking in business acumen, may be particularly adept at
assessing charges of deception, lack of integrity, and misappropriation.

83. Judges are not affected by market incentives to maximize wealth and may seek to imple-
ment other values. See Coffee & Schwartz, The Survival of the Derivative Suit: An Evaluation and a
Proposal for Legislative Reform, 81 COLUM. L. REV. 261, 329 (1981); Veasey, supra note 25, at 1266
n.79 (quoting a letter from then Professor and now Judge Easterbrook stating that judges are not
subject to market discipline).

84, See Auerbach, 47 N.Y.2d at 630-31, 393 N.E.2d at 1000, 419 N.Y.S.2d at 926-27.

85. See Barnes v. Andrews, 298 F. 614, 617 (S.D.N.Y. 1924) (L. Hand, J.) (“No men of sense
would take the office, if the law imposed upon them a guaranty of the general success of their
companies as a penalty for any negligence.”); Smith v. Brown-Borhek Co., 414 Pa. 325, 333, 200
A.2d 398, 401 (1964) (stating that if courts applied tort or trust law negligence standards, it would
be “almost impossible to secure the services of able and experienced corporate directors” (emphasis
omitted)); see also Tent. Draft No. 4, supra note 15, § 4.01 comment d, at 10 (“In order to protect
directors and officers from the risks inherent in hindsight reviews of their unsuccessful decisions, . . .
[t]he business judgment rule . . . sharply reduces exposure to liability.”).

86. See R. CLARK, supra note 33, § 4.2, at 150-54; R. POSNER, supra note 60, § 14.6-.8, at 382-
90; Anderson, supra note 55, at 776 & n.111.

87. Interested directors will not approximate the market. See Flschel supra note 56, at 1264.

88. See Anderson, supra note 55, at 793.
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It usually is not necessary to understand a business to figure out that
someone was stealing from it.

(¢) The prudential premise.—Prudent allocation of judicial re-
sources should, and does, guide rules of judicial review. Judicial defer-
ence to enterprise decisions seems entirely proper because management
prerogatives essentially arise from a private relationship to which share-
holders have acceded voluntarily. The need for judicial intervention into
corporate relationships is less compelling than the need for intervention
mto nonconsensual relationships that compels courts, for example, to run
prisons or to scrutinize government agency decisions.

In the care regime, in which there is little reason to believe judicial
intervention will improve management’s performance, judges have un-
derstandably eschewed clogging their dockets with questions of how to
run a business.8? And even if courts were equipped to evaluate business
matters more competently than management, the burden on the judiciary
of intervening in the far-flung minutiae of corporate decision making ar-
gues on prudential grounds for lenient standards of review.%°

From this standpoint, only compelling reasons or particular, non-
recurring problems justify judicial intervention. This describes the cir-
cumstances of review under the loyalty reginie. For most corporations,
management diversion—other than through executive compensation—is
a nonrecurring discrete event. The fairness of a self-dealing transaction,
besides being of great importance to shareholders, is a neatly packaged
corporate issue compared to the broad range of issues iniplicated in a
typical enterprise matter.

4. An Inescapable Conclusion: The Dichotomous Model’s Blindness
to a Middle Ground.—While the contractarian, efficiency, and prudential
premises readily explain and justify the functioning of the fiduciary
model at each extrenie, they also imply different rules when directors’ or
managers’ motives predictably fall somewhere between advancing enter-
prise interests and self-interests.

I next explore how the traditional fiduciary model has dealt with
regulation of directorial monitoring in contexts tainted by inherent or
actual conflicts.

89. See Auerbach v. Bennett, 47 N.Y.2d 619, 630-31, 393 N.E.2d 994, 1000, 419 N.Y.S.2d 920,
926-27 (1979) (noting that the “business judgment doctrine . . . is grounded in the prudent recogni-
tion that courts are ill equipped and infrequently called on to evaluate . . . business judgments”).

90. See Siegel, Tender Offer Defensive Tactics: A Proposal for Reform, 36 HasTINGS L.J. 377,
395-96 (suggesting that courts have invoked the business judgment rule to avoid making complex
corporate decisions even when fairness dictated that the court should intervene).
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II. Monitoring Conflicts Under the Traditional Model: The Role of
Independence

An analysis of the traditional fiduciary regime is useful in justifying
and structuring a new independence regime. Neither the care regime nor
the loyalty regime conceives of the directors as monitors of diversion.
The care regime, designed to operate in purely business contexts, as-
sumes that no interested motives exist and that monitoring is therefore
unnecessary. Nonetheless, courts have strained to apply the care regime
in contexts in which unproved but inferable taint exists. Though the
cases sometimes masquerade as care cases, courts have in truth reviewed
the substance of these mixed-motive director decisions under more exact-
ing standards. The underlying impetus for these cases, often muddled by
the care rhetoric, implicates a wholly different duty—a duty of
independence.

The loyalty regime, premised on the need for a searching inquiry of
directorial conduct in cases in which interested motives dominate, also
does not assume a monitoring role for directors. Indeed, the evolution of
the loyalty regime reflects a distrust of directors as monitors of diversion,
placing its trust instead in judicial review of the substance—not the pro-
cess—of interested decisions. Recent proposals to eviscerate judicial re-
view in loyalty cases underscore the need for recognition of an
intermediate independence regime.

A. The Care Regime: Retracting Abstention in Tainted Contexts

Corporate reality and management motives are rarely as clear as the
fiduciary model assumes. Not surprisingly, review of corporate decisions
in the care regime varies according to their context. Review of enterprise
decisions untainted by conflicting interests is forgiving and virtually
empty. But when decisions are tainted—though not in such a way as to
trigger loyalty review—care review becomes meaningful. Courts readily
make this adjustment by resorting to the toothy and malleable rhetoric of
the care regime’s substantive and procedural standards.”!

91. I purposefully do not treat a significant group of cases traditionally handled under the care
regime—those involving corporate illegality. See Tent. Draft No. 3, supra note 8, introductory note
b, at 4-5 (stating that the business judgment rule does not apply to knowing violations of law); Arsht,
supra note 19, at 129-30 (stating that the business judgment rule does not apply to decisions that are
contrary to law); Coffee, Beyond the Shut-Eyed Sentry: Toward a Theoretical View of Corporate
Misconduct and an Effective Legal Response, 63 VA. L. REv. 1099, 1183 (1977) (explaining that
supervision cases are more common than illegal waste cases because of their lower culpability thresh-
old); Small, The Evolving Role of the Director in Corporate Governance, 30 HASTINGS L.J. 1353, 1360
n.35 (1979) (discussing director liability for negligent failure to prevent illegality). These cases do
not involve standards of review of management slackness, but rather provide derivative suit enforce-
ment of noncorporate norms (such as labor, antitrust, bribery, and campaign spending laws). See,
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1. Safety Valve Liability: Heightened Substantive Review.—The
substantive standards of the care regime require that a corporate decision
be “reasonably believe[d] to be in the best interests of the corporation.”®?
Actual substantive review, however, filtered by the forgiving presump-
tions of the business judgment rule, focuses on whether the challenged
decision had a rational business purpose, or rational basis.??

Under the substantive rational basis standard, courts defer to corpo-
rate decisions in untainted enterprise contexts®* unless a decision is “im-
prudent beyond explanation.”®5 The few cases imposing liability under

e.g., Miller v. AT&T, 507 F.2d 759, 764 (3d Cir. 1974) (holding that a violation of campaign contri-
bution laws was not a breach of a fiduciary duty if based on a legitimate business reason); Graham v.
Allis-Chalmers Mfg. Co., 41 Del. Ch. 78, 85, 188 A.2d 125, 130 (1963) (finding that the failure of
directors to detect criminal antitrust violations was not a breach of duty since the board had no
knowledge or suspicion of it); Abrams v. Allen, 297 N.Y. 52, 55-56, 74 N.E.2d 305, 306-07 (1947)
(finding the dismantling of plants to discipline unruly employees actionable); Roth v. Robertson, 64
Misc. 343, 346, 118 N.Y.S. 351, 353 (Sup. Ct. 1909) (finding a managing director liable for paying
“hush money” to protect an amusement park’s Sunday operations). These are fiduciary eases only
in the sense that the plaintiffs sought supplemental, noncorporate enforcement against fiduciaries.
They are, in my view, irrelevant to care analysis, and for that matter to corporate fiduciary law. See
R. CLARK, supra note 33, § 3.4, at 132-33 (stating that the care regime does not, and should not,
compel directors to institute legal compliance programs that are wasteful but may compel systems of
internal accounting to detect self-dealing).

92, REVISED MODEL BUSINESS CORP. ACT § 8.30(a)(3) (1984); MODEL BUSINESS CORP. ACT
§ 35 (1979); see also Meyers v. Moody, 693 F.2d 1196, 1209-11 (5th Cir. 1982) (defining due care as
“that degree of care which a person of ordinary prudence would exercise under similar circum-
stances”); McDonnell v. American Leduc Petroleums, 491 F.2d 380, 383 (2d Cir. 1974) (defining
due care as * ‘that degree of care that men of common prudence take of their own concerns’”
(quoting National Automobile & Casualty Ins. Co. v. Payne, 261 Cal. App. 2d 403, 413, 67 Cal.
Rptr. 784, 790 (1968))); Tent. Draft No. 4, supra note 15, § 4.01 comment d, at 11 (providing for
absence of liability if a director “rationally believes” his decision is in the corporation’s best interest);
Tent. Draft No. 3, supra note 8, § 4.01(d) comment f, at 63 (arguing for grcater protection than the
reasonableness standard now provides).

93. E.g., Buckhorn, Inc. v. Ropak, 656 F. Supp. 209, 229 (S.D. Ohio 1987); Nanfito v. Tekseed
Hybrid Co., 341 F. Supp. 240, 244 (D. Neb. 1972). The ALI reporters, while recognizing that some
courts have articulated a rational basis test, conclude that “[s]ound public policy dictates that direc-
tors and officers be given greater protection than courts and commentators using a ‘reasonableness’
test would afford.” Tent. Draft No. 3, supra note 8, § 4.01(d) comment f, at 63; see also Tent. Draft
No. 4, supra note 15, § 4.01 comment d, at 10-11 (noting that a rational basis test provides protec-
tion for decisions “that might arguably fall outside the term ‘reasonable’ but are not so removed
from the realm of reason when made that liability should be incurred”).

94. Tent. Draft No. 4, supra note 15, § 4.01(c) comment f, at 67-69.

95. Selheimer v. Manganese Corp. of Am., 423 Pa. 563, 572, 224 A.2d 634, 640 (1966); see also
id. at 584, 224 A.2d at 646 (“With the knowledge which defendants had of the unsuitability of the
Paterson plant for profitable production, the pouring of Manganese’s funds into this plant defies
explanation . . . .”). Other formulations are all in the same vein. See, e.g., Cramer v. General Tel. &
Elecs. Corp., 582 F.2d 259, 275 (3d Cir. 1978) (holding that the decision must be “so unwise or
unreasonable as to fall outside the permissible bounds of the directors’ sound discretion™), cert.
denied, 439 U.S. 1129 (1979); Michelson v. Duncan, 407 A.2d 211, 224 (Del. 1979) (requiring liabil-
ity if * “no person of ordinary sound business judgment’ ** would consider the challenged transaction
“ “fair’ ” (quoting Kaufman v. Schoenberg, 33 Del. Ch. 211, 223, 91 A.2d 786, 793 (1952))); War-
shaw v. Calhoun, 43 Del. Ch. 148, 157-58, 221 A.2d 487, 492-93 (1966) (requiring a “gross abuse of
discretion”); Saxe v. Brady, 40 Del. Ch. 474, 486, 184 A.2d 602, 610 (1962) (not allowing liability
unless “no person of ordinary, sound business judgment” would find the consideration sufficient);
Allaun v, Consol. Qil Co., 16 Del. Ch. 318, 325, 147 A. 257, 261 (1929) (requiring “reckless indiffer-
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this standard are old and almost without exception involved imprudent
banking practices in the era before national bank regulation.®® The vari-
eties of imprudence the current standard forgives demonstrates its actual
toothlessness.®” Under the business judgment rule, any rational business
purpose shields a decision from attack and the directors from liability:

Different considerations and a different standard of review apply to
corporate decisions tainted by interest.%8 If it is clear that directors acted
from self-interested motives, a loyalty-fairness test apphes.®® But when
evidence of interest and motive exists but falls short of proof, a different
test has been applied—a more stringent rational basis standard.!®®
Although at least one commentator has described this second standard as
a surrogate for loyalty analysis,!! it is far from clear that the courts
could or should have imposed the loyalty-fairness standards i these

ence to or a deliberate disregard” of shareholder interests); Spering’s Appeal, 71 Pa. 11, 24 (1872)
(mandating conduct “so gross as to appear . . . absurd”); see also Tent. Draft No. 4, supra note 15,
§ 4.01 comment d, at 11 (not providing liability unless a decision is “so removed from the realm of
reason when made that liability should be incurred”™). See generally Arsht & Hinsey, supra note 19,
at 957-61 (discussing eases that employ the rational basis standard). Commentators take a similar
view. See, e.g., Caplin, Outside Directors and Their Responsibilities: A Program for the Exercise of
Due Care, 1 J. Corp. L. 57, 60 (1975) (“[I]f a decision of a board of directors can be attributed to
‘any rational business purpose,” a court will not hold a director liable for honest errors or mistakes of
judgment.”); Hinsey, supra note 17, at 613-15 (stating that liability requires conduct that “bordered
on abdication™); Lipton, Corporate Governance in the Age of Finance Corporatism, 136 U. Pa. L.
REv. 1, 52 (1987) (noting that the presumption of sound business judgment is overcome by evidence
of “gross overreaching”); Phillips, supra note 68, at 662-64 (stating that liability usually requires
“egregious facts™).

96. See, e.g., Hun v. Cary, 82 N.Y. 65, 79 (1880) (holding bank directors liable for their “im-
providence” and “reckless, unreasonable extravagance” in buying land and erecting a new bank
building under a $30,500 mortgage when the bank faced a $57,000 deficit); see also Bishop, supra
note 20, at 1095-97 (suggesting that bank cases predominated in this area beeause of the *“particular
solicitude” afforded depositors before the advent of the Federal Deposit Insurance Corporation).

97. Many examples of this jurisprudence exist. In Kamin v. American Express Co., 86 Misc.
2d 809, 814-15, 383 N.Y.S.2d 807, 811 (Sup. Ct.), aff’d on opinion below, 54 A.D.2d 654, 387
N.Y.S.2d 993 (1976), the directors faced a choice of liquidating a bad stock investment at the corpo-
rate level or distributing the stock to shareholders as a special dividend, a distribution that would
" have required shareholders to pay additional taxes totalling $8 million. The choice seemed obvious,
or at the least compelling—directors are, after all, fiduciaries of the shareholders. Nonetheless, the
board opted for the stock dividend, despite shareholder protests, because of a concern that liquida-
tion would have had an “adverse effect . . . on the net income figures” of the company, and the court
found that concern sufficient. Id.; see also Ella M. Kelly & Wyndham, Inc. v. Bell, 266 A.2d 878,
879 (Del. 1970) (upholding an agreement to make payments to the county in lieu of a tax that had
been abolished); Shlensky v. Wrigley, 95 Ill. App. 2d 173, 183, 237 N.E.2d 776, 781 (1968) (uphold-
ing the majority shareholder’s sentimental preference for daytime baseball for the Chicago Cubs
despite the claim that night baseball, adopted throughout the league, was more profitable).

98. See Brudney, supra note 10, at 614 n.50 (arguing that very few care cases involve egregious
inattention to duties but that most revolve around acquiescence to insiders).

99. See Tent. Draft No. 5, supra note 39, § 5.02.

100. See Phillips, Managerial Misuse of Property: The Synthesizing Thread in Corporate Doc-
trine, 32 RUTGERS L. REv. 184, 208 & n.121 (1979) (citing Ohio Drill & Tool Co. v. Johnson, 361 F.
Supp. 255 (S.D. Ohio), vacated, 498 F.2d 186 (6th Cir. 1974), and Parrish v. Maryland & Va. Milk
Producers’ Ass’n, 250 Md. 24, 242 A.2d 512 (1968), cert. denied, 404 U.S. 940 (1971)).

101. See id. at 203-09; Phillips, supra note 68, at 659-64.
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cases. The risk of wrongly finding liability for a loyalty breach justifies
circumspection. Instead, these are what I call “safety valve” cases—
cases in which courts impose liability under a heightened substantive
standard because, though deference is not justified, loyalty review is
inapposite.

Courts have only occasionally taken this route. In Gimbel v. Signal
Cos. 102 the Delaware Court of Chancery preliminarily enjoined a corpo-
ration’s sale of a wholly owned oil and gas subsidiary to an unaffiliated
purchaser and potential corporate raider!®® for an allegedly inadequate
price. The court found that the directors may have acted “without the
bounds of reason,”” 10+ despite evidence that the sale would allow the com-
pany to pay off debts, increase interest income, move capital to more
productive subsidiaries, and avoid the risk of oil price controls and excess
profits taxes!®5—perfectly credible motivations that would have provided
a sufficient business purpose under the rational basis standard.

But more was involved. The court stated that the plaintiff’s case
was not sufficient to “pierce” the business judgment rule,!9¢ and hence it
did not apply a fairness standard to the terms of the sale, apparently
recognizing the need to give the board latitude in selling parts of the
business. The court suggested, however, that management may have
been using the sale to rid itself of a nettlesome minority shareholder
group. Citing the board’s “lack of consideration” for minority interests,
the court said that the sale “gives rise to the allegation, which probably
cannot be established as motivation, that management was trying to ef-
fectively freeze out a minority interest.”!9? The court did not decide
upon which motive—to freeze out the minority interest, to defeat the
raider, or to carry out reasonable business purposes—the board had ac-
ted. Instead, in a context tainted by interest that “probably cannot be
established,” the court imposed a higher standard of substantive review
of the decision on its merits. It avowedly did not impose fairness review.
Gimbel on its face is a safety valve case.108

102. 316 A.2d 599, 618 (Del. Ch.), aff’d on other grounds, 316 A.2d 619 (Del. 1974).

103. See Veasey, supra note 25, at 1253. The purchaser had been interested in acquiring Signal
because of its oil assets; its purchase of the subsidiary apparently sated that desire.

104. Gimbel, 316 A.2d at 615.

105. Id. at 612-13.

106. Id.

107. Id. at 614.

108. Another widely mentioned safety valve case is Setheimer v. Manganese Corp. of Am., 423
Pa. 563, 224 A.2d 634 (1966), a case mistakenly identified by Professor Bishop as imposing care
liability for mismanagement uncomplicated by self-dealing. See Bishop, supra note 20, at 1100; Phil-
lips, supra note 100, at 208 n.120. In Selheimer, the Pennsylvania Supreme Court upheld the liabil-
ity of four managing directors and one nonmanaging director for the loss in value suffered by public
shareholders ostensibly due to negligent mismanagement. See Selheimer, 423 Pa. at 585-86, 224
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Likewise, in Litwin v. Allen,'*® widely cited as involving heightened
care standards for bank directors, the court imposed care liability on di-
rectors of Guaranty Trust, a bank affiliate of J.P. Morgan & Company,
for approving stock repurchase agreements (repos) in the tenuous stock
market after the 1929 crash. Guaranty entered into the repos with the
holding company for the Van Sweringen empire,!1° in which Morgan
was deeply involved and whose sagging fortunes it was clearly interested
in buttressing.!1! The plaintiffs, however, did not rest their case on a
loyalty theory, and the court explicitly found no evidence of either in-
proper influence or personal interest.!12 Nonetheless, the court held that
the “arrangement was so iinprovident, so risky, so unusual and unneces-
sary as to be contrary to fundainental conceptions of prudent banking
practice.”113

That the directors had failed to attend to the repos’ risk seems un-
likely; the directors were, as one commentator has pointed out, “among
the most experienced risk assessors in the cominercial or investment
banking communities.”’!'* Instead, the directors’ very sophistication
may have justified liability. It seeins inconceivable that they were una-
ware of the significance of the relationship between Morgan and the Van
Sweringen companies. The repossessions would have 1net a rational basis
test, given the not unattractive five and one-half percent interest they
carried. In the face of possible self-dealing by the controlling share-
holder, however, they were not sufficiently attractive to justify the usual

A.2d at 646-47. The shareholders’ loss, however, appeared to have stemmed equally from the direc-
tors having failed to abide by representations they made to shareholders in connection with the
public issue, their having engaged in a “ ‘pattern of self-enrichment,” ” and their having violated
their duties both in * ‘the unauthorized payment of salaries to themselves’ ”” and in the unauthorized
purchases of equipment from a firm owned by two of the manager-directors. See id. at 584, 224
A.2d at 646 (quoting the chancellor). The chancellor found no fraud, personal profit, or self-dealing.
Id. The taint of self-interest, however, clearly influenced the supreme court. The court said that the
directors had “failed to . . . advance any justification” for their actions, which “defie[d] explana-
tion.” Jd. The case, with respect to the managing directors, neatly fits a safety valve analysis.

109. 25 N.Y.S.2d 667, 675-76 (Sup. Ct. 1940).

110. Under the repos, Guaranty Trust purchased convertible 5'/2% Missouri Pacific debentures,
at $100 par, from Alleghany, the holding company, for cash. Alleghany retained an option to repur-
chase the debentures at par in six months. Id. at 677. In effect, the transaction was a loan, secured
by the debentures. Id. at 692. If Alleghany repurchased the debentures, Guaranty Trust would have
parted with cash for six months and earned 5-'/2% interest in the meantime. If Alleghany did not
repurchase, as happened, Guaranty Trust would retain the collateral. Id. at 694. The key to the
transaction was the solidity of the debentures and Missouri Pacific, both of which turned out to be
victims of the depression. Jd. at 696. The Guaranty Trust board’s judgment that the panic had
reached the bottom when it approved the repos “proved to be erroneous.” Id. at 677.

111. Bishop, supra note 20, at 1098.

112. Litwin, 25 N.Y.S.2d at 694,

113. Id. at 699.

114. Phillips, supra note 100, at 205.
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deference, and the board’s approval was held to a higher standard of
review.

Less cited, but equally relevant to this analysis, is the court’s deci-
sion in Litwin to uphold three other transactions approved by the board,
each also tainted by the Van Sweringen connection. The court concluded
that each decision reflected “independent judgment” by management
and the board.!!5 Presumably applying the same standards it applied to
the repossessions the court seemed convinced of the business justifica-
tions for these transactions and hence that the Morgan interest had not
motivated them. Significantly, the court (purposely, it seems) failed to
characterize the decision making surrounding the repossessions approval
as independent, while specifically reaching that conclusion about the
other decisions. Further, as to each of the sanctioned transactions, the
court found comfort in the board’s thorough deliberations,!!¢ an aspect
of the repossessions it did not discuss. In no instance, however, was
there any mtimation that the court was using an arm’s-length, fairness
analysis. The care rhetoric provided a convenient safety valve.

In both Gimbel and Litwin, intervention occurred not because the
challenged transactions were without justification but because in each
case the decision-making context suggested a self-interested taint. The
decisions were therefore subject to a heightened scrutiny on their merits,
a scrutiny greater than that applied in untainted enterprise cases but less
than that apphed in loyalty cases.!!?

2. Procedural Care Review: Abetting and Mixed-Motive Liabil-
ity.—A similar distortion of care regime analysis has happened in cases
addressing directors’ duties of procedural care—cases involving lapses in
directorial attention and supervision. In untainted enterprise contexts,
notions of causation and the premnises of the fiduciary model comnpel judi-
cial abstention, tracking the rational basis precedent. But when the con-
text suggests that a corporate decision was based on interested motives,
review is more searching. Knowing failure to supervise manageiment di-

115. The court approved director stock purchases, see Litwin, 25 N.Y.S.2d at 691; risky loans to
Van Sweringen companies, see id. at 726; and a collateral auction of failed Van Sweringen invest-
ments, see id. at 736. The difference in results might also be understood as a well-crafted settlement,
for which the rhetoric of the care regime proved remarkably useful. No appeal was taken from the
imposition of individual liability.

116. See id. at 681, 726, 737.

117. Some have suggested that the duty of care is an extension of the duty of loyalty. See, eg.,
Phillips, supra note 68, at 692. Others have concluded that the loyalty and care analyses are indis-
cernible from a theoretical standpoint. See, e.g., Scott, The Role of Preconceptions in Policy Analysis
in Law: A Response to Fischel and Bradley, 71 CoRNELL L. REv. 299, 308 (1986). The “safety
valve” cases suggest otherwise.
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version, unattended by demonstrable personal interest, results in “abet-
ting” liability—the procedural version of the substantive safety valve
cases. And when the context suggests that a decision was based on a
mixture of enterprise motives and self-interest, heightened “due care”
standards serve as a surrogate for intermediate substantive review.

The rhetoric of procedural care, found in statutes adopted in a ma-
jority of states, speaks of the care “an ordinarily prudent person i a like
position would exercise under similar circuinstances!!8 or of the care “a
reasonably prudent person would exercise in managing his own personal
business affairs.”11® Most courts use similar language.12°¢ But because
the business judgment rule shields directors from the application of this
analysis, the actual standard les in the “informed basis™ exception to the
rule, which requires a plaintiff to show that a director’s decision was
uninformed.!2! “Uninformed” has been understood to mean that the di-
rectors were grossly negligent!?2 or that they engaged in a “sustained

118. E.g., REVISED MODEL BusINESs CORP. AcT § 8.30(2)(2) (1984); MODEL BusINESS CORP.
Acrt § 35 (1979); Tent. Draft No. 3, supra note 8, § 4.01(a), at 5-6. The “like position” formulation
predominates. .

119. The “own affairs” formulation may be more demanding. Selheimer v. Manganese Corp. of
Am., 423 Pa. 563, 578, 224 A.2d 634, 643 (1966) (describing the former Pennsylvania “own affairs”
standard as requiring “a much higher degree of care” than a “like position™ standard). Professor
Brudney has pointed out that the “like position™ formula focuses on standard boardroom decision-
making behavior as defined by the testimony of experts (other directors). See Brudney, supra note
14, at 1441 n.99. This formula therefore seems to raise the threshold of liability. See id. (citing
PRINCIPLES OF CORPORATE GOVERNANCE AND STRUCTURE: RESTATEMENT AND RECOMMEN-
DATIONS § 4.01(a) comment a & reporter’s notes, at 151, 164-73 (Tent. Draft No. 1 1982) [hereinaf-
ter Tent. Draft No. 1]); see also Cohn, supra note 27, at 626-27 (asserting that the appropriate
judicial inquiry is not how other reasonably prudent directors might have reacted, but whether the
decision of the defendant directors is supported by a significant portion of the information available
to them). Some commentators have urged the higher standard as a way to stem the erosion of the
care regime. See Mace, The President and the Board of Directors, HARV. Bus. REv., Mar.-Apr.
1972, at 37, 48-49; Veasey & Manning, supra note 18, at 961-62. Professor Clark concludes, how-
ever, that the “own affairs” formulation probably would not produce results different from the “like
position” standard. R. CLARK, supra note 33, § 3.4, at 123.

120. See Tent. Draft No. 4, supra note 15, § 4.01(a) reporter’s note 17, at 42 (“[I]n a substantial
majority of the decided cases for over one hundred years judges have articulated the culpability
standard for dnty of care violations in terms of reasonable care.”). Commentators have also articu-
lated a reasonable care standard. See, e.g., Tent. Draft No. 3, supra note 8, § 4.01(a) reporter’s note
16, at 39 (citing 3A W. FLETCHER, supra note 19, § 234); N. LATTIN, supra note 19, § 78, at 274;
Dyson, The Director’s Liability for Negligence, 40 IND. L.J. 341, 371 (1965).

121. See Tent. Draft No. 3, supra note 8, § 4.01(d) reporter’s note 2, at 70; see also Aronson v.
Lewis, 473 A.2d 805, 812 (Del. 1984) (stating that directors have a “duty to inform themselves . . . of
all material information reasonably available); Mitchell v. Highland-Western Glass Co., 19 Del Ch.
326, 330, 167 A. 831, 833 (1933) (finding no business judgment rule protection for “an unintelligent
or unadvised judgment™).

122. Brudney, supra note 14, at 1410 n.19; see Bucyrus-Erie Co. v. General Prod. Corp., 643
F.2d 413, 420 (6th Cir. 1981); Jones v. Foster, 70 F.2d 200, 204 (4th Cir.), cert. denied, 293 U.S. 558
(1934); Smith v. Van Gorkom, 488 A.2d 858, 873 (Del. 1985); Aronson v. Lewis, 473 A.2d 805, 812
(Del. 1984); Burkhart v. Smith, 161 Md. 398, 403, 157 A. 299, 301 (1931); H. BALLANTINE, LAw -
OF CORPORATIONS § 62, at 156-57 (rev. ed. 1946); N. LATTIN, supra note 19, § 78, at 274.
Although the gross negligence formulation has not yet been widely used, see Tent. Draft No. 4, supra
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pattern of inattention.”123 These formulations are similar in their effect
to the deferential substantive “rational basis” standard. :

Of the reported cases imposing care liability in untainted, enterprise
contexts, none actually turned on a failure of the process of decision
making.12¢ Courts sitnply have not held directors liable for failing to
notice and supervise untainted mismanagement, no matter how inept the
managers. This remarkable absence stems not from the deferential in-
formed basis standard but from the rational basis standard and the rule
of causation that courts apply in enterprise contexts. Unless greater at-
tention would have avoided the loss, courts will not upset the transaction
or hold the director liable. Learned Hand applied this causation rule in
Barnes v. Andrews,125 a case concerning an accommodation director, a
friend of the company president, whose “only attention to the affairs of
the comnpany consisted of talks with the president as they met from time
to time.”126 Hand concluded that because a court could not assume that
the director could have prevented the business’s failure, he could not be
liable.127

note 15, § 4.01(a) reporter’s note 15, at 39 (noting, prior to Van Gorkom, that case law in only three
states had adopted a gross negligence standard), its use is increasing. See, e.g., Meyers v. Moody,
693 F.2d 1196, 1209 (5th Cir. 1982) (interpreting the Texas business judgment rule not to protect
“intentional misconduct or gross negligence”); Buckhorn, Inc. v. Ropak Corp., 656 F. Supp. 209,
226 (S.D. Ohio 1987) (recognizing the Delaware gross negligence standard (citing Aronson, 473 A.2d
at 812)); Allison v. General Motors Corp., 604 F. Supp. 1106, 1122 (D. Del.), aff'd, 782 F.2d 1026
(3d Cir. 1985) (requiring allegation that a board “through gross negligence failed to reach an in-
formed decision”).

123. THE BUSINESS ROUNDTABLE, STATEMENT OF THE BUSINESS ROUNDTABLE ON THE
AMERICAN LAW INSTITUTE’S PROPOSED “PRINCIPLES OF CORPORATE GOVERNANCE AND STRUC-
TURE: RESTATEMENT AND RECOMMENDATIONS” 39 (1983).

124. The cases Bishop found in his 1968 study, see Bishop, supra note 20, at 1099-100, all turned
on the substance, not the process, of corporate mismanagement. See New York Credit Men’s Ad-
justment Bureau v. Weiss, 305 N.Y. 1, 9-10, 110 N.E.2d 397, 399-400 (1953); Syracuse Television v.
Channel 9, 51 Misc. 2d 188, 192-97, 273 N.Y.S.2d 16, 23-28 (Sup. Ct. 1966); Clayton v. Farish, 191
Misc. 136, 161-62, 73 N.Y.S.2d 727, 751-52 (Sup. Ct. 1947); Selheimer v. Manganese Corp. of Am.,
423 Pa. 563, 577-86, 224 A.2d 634, 642-47 (1966). The same is true of the cases the ALI Principles
cites in Tent. Draft No. 4, supra note 15, at 42. See DePinto v. Provident Sec. Life Ins. Co., 374
F.2d 37, 46 (9th Cir.), cert. denied, 389 U.S. 822 (1967); Heit v. Bixby, 276 F. Supp. 217 (E.D. Mo.
1967).

125. 298 F. 614 (S.D.N.Y. 1924).

126. Id. at 615. The ALI Principles makes a similar assumption in its provision on a director’s
liability for omission:

An omission that constitutes a breach of [the duty of care] is the legal cause of the loss if
the plaintiff proves that (i) the performance of the duty would have been a substantial
factor in averting the loss and (ii) the likelihood of injury would have been foreseeable to an
ordinarily prudent person in like position to that of the defendant and under similar
circumstances.
PRINCIPLES OF CORPORATE GOVERNANCE: ANALYSIS AND RECOMMENDATIONS § 7.16(b), at 223-
24 (Tent. Draft No. 8 1988) [hereinafter Tent. Draft No. 8].

127. Id. at 618. In untainted contexts, a requirement of proximate cause is well established. See
Briggs v. Spaulding, 141 U.S. 132, 151 (1891); Hoehn v. Crews, 144 F.2d 665, 673 (10th Cir. 1944),
aff'd, 324 U.S. 200 (1945); Michelsen v. Penney, 135 F.2d 409, 419 (2d Cir. 1943); Wallach v.
Billings, 277 I1l. 218, 232, 115 N.E. 382, 387 (1917); Allied Freightways v. Cholfin, 325 Mass. 630,
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In untainted contexts, this causal assumption is justified. Imposing
liability for inattention to mismanagement that itself would be protected
by the business judgment rule!'?® would undermine the premises upon
which care abstention is founded. As Learned Hand pointed out,
“[W]hen a business fails from general mismanagement, business incapac-
ity, or bad 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?”’12? Either inquiry would be inconsistent with the con-
tractarian, efficiency, and prudential justifications for abstention in un-
tainted enterprise decision making. Shareholders, concerned with the
effect of board decisions on the value of their investment, are indifferent
to how a decision is reached so long as it passes substantive scrutiny. To
impose greater scrutiny on directorial failures to control mismanagement
would undermine shareholders’ expectations of management discretion.
When in an untainted enterprise context a board’s decision is rational, to
allow a derivative plaintiff to mire a court in reviewing and conjecturing
about boardroom procedures either would create the precise risks of judi-
cial second-guessing that the business judgment rule seeks to avoid or (as
bad) would foster the introduction of rigid rules of corporate due pro-
cess.’30 The long and complete antipathy of courts toward procedural
liability is telling.

But procedural cases complicated by interested motives offer much
more fertile ground for liability. Cases of inattention to management
conflicts fall into two categories: inattention to palpable self-dealing (the

635, 91 N.E.2d 765, 768 (1950); Martin v. Hardy, 251 Mich. 413, 420, 232 N.W. 197, 199 (1930);
Smith v. Pacific Pools, 12 Wash. App. 578, 581-82, 530 P.2d 658, 661 (1975); 3A W. FLETCHER,
supra note 19, § 1063.1, at 108; H. HENN & J. ALEXANDER, supra note 19, § 234, at 624; Dyson,
supra note 120, at 363-65; Phillips, supra note 100, at 203 n.88; Comment, Factors That Limit the
Negligence Liability of a Corporate Executive or Director, 1967 U. ILL. L.F. 341, 342 & n.12.

Other cases have applied the same causation analysis in tainted contexts. See, e.g., Warner v.
Penoyer, 91 F. 587, 591 (2d Cir. 1898) (holding absentee directors not liable for failing to detect
mismanagement or dishonesty of a bank cashier that likely would have occurred anyway); Hathaway
v. Huntley, 284 Mass. 587, 590-91, 188 N.E. 616, 619 (1933) (finding a director who was the wife of
a corporate president not liable for her husband’s overdrafts because they did not affect the solvency
of the corporation); ¢f. Coffee, supra note 91, at 1213 n.408 (citing cases involving tainted decision
making in which causation is clear).

128. See, e.g., Bynum v. Scott, 217 F. 122, 126 (D.N.C. 1914) (finding the directors of a mercan-
tile corporation not liable for employees’ mistakes of judgment).

129. Barnes, 298 F. at 616-17.

130. Cf. Manning, supra note 13, at 1489 (criticizing arguments by “negative hyperbole” based
on conjured board oversights). In special situations, however, courts impose corporate due process.
See, e.g., Donovan v. Cunningham, 716 F.2d 1455, 1467 (5th Cir. 1983) (holding that the Employee
Retirement Income Security Act (ERISA) requires review of the process of investment decisions
rather than a review of an investment’s merits) (citing 29 U.S.C. § 1104 (a)(1)(B) (1976)), cert. dc-
nied, 467 U.S. 1251 (1984).
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more common ‘“abetting” cases) and passivity in mixed-motive contexts
(the less common and more difficult “due care” cases).

(a) Inattention to palpable diversion.—Although courts rarely
find directors liable for inattention to management slackness, they have
frequently found directors liable for inattention to management diver-
sion. Courts use the same due care rhetoric in both kinds of cases, but a
number of factors, including relaxed causation requirements, demon-
strate that they apply a different theory—an abetting theory—to review
alleged inattention to diversion. Courts hold directors liable when they
knew, or had reason to know, of palpable management diversion. As in
the safety valve cases, courts are reluctant to use the business judgment
rule’s minimal review when the possibility of self-interest exists; yet they
are also reluctant to use the loyalty regime’s stringent rule without proof
that the directors conspired in the diversion. Consequently, liability in
abetting cases does not turn on the directors’ negligent inattention or on
conspiracy. Rather, liability is based on an intermediate review of the
merits of the directors’ failure to stop the diversion.!3!

Almost invariably, abetting cases (most of them predating national
banking regulation) concerned directors of financial institutions who al-
legedly failed to notice defalcating cashiers, treasurers, and presidents.!32
For example, in the early, oft-cited case of Marshall v. Farmers’ &
Mechanics’ Savings Bank,'33 the Virginia Supreme Court held bank di-
rectors personally liable for failing to notice the bank president’s hand in
the corporate till, literally and figuratively. The president had taken

131. An intermediate substantive review standard and relaxed causation requirements are con-
sistent with the premises of fiduciary regulation. Shareholders expect courts to treat diversion differ-
ently from wholesome ineptitude, and judicial intervention and the imposition of personal liability
for diversion do not deter risk taking., See supra subsection I(B)(3).

132. See, e.g., Bowerman v. Hamner, 250 U.S. 504, 513 (1919) (holding the defendant director
liable for failing to attend board meetings and inform himself on bank’s condition such that he could
have detected illegal loans made by president); Atherton v. Anderson, 99 F.2d 883, 892 (6th Cir.
1938) (holding a director’s estate liable for the director’s failure to supervise speculations by a bank
president); Doyle v. Union Ins. Co., 202 Neb. 599, 612-13, 277 N.W.2d 36, 44 (1979) (holding
directors liable for oversights in approving the transfer of assets to a company in which the president
had an undisclosed interest); Kavanaugh v. Gould, 223 N.Y. 103, 116-17, 119 N.E. 237, 241 (1918)
(holding an absentee director liable for failing to supervise self-dealing and illegal transactions); Har-
ris v. Pearsall, 116 Misc. 366, 383-84, 190 N.Y.S. 61, 71 (Sup. Ct. 1921) (holding directors liable for
delegating authority to corrupt managers); Baker v. Mutual Loan & Inv. Co., 213 S.C. 558, 567, 50
S.E.2d 692, 695-96 (1948) (holding directors liable to a receiver for declaring an illegal dividend in
reliance on a defrauding promoter); Neese v. Brown, 218 Tenn. 686, 698, 405 S.W.2d 577, 583-84
(1964) (holding directors liable to a bankruptcy trustee for failing to devote time to or keep informed
about the business, for abdicating management to the president, and for permitting loans to unsound
companies controlled by the president); ¢f. Tri-Bullion Smelting & Dev. Co. v. Curtis, 186 A.D. 613,
626, 174 N.Y.S. 830, 839, aff’d, 230 N.Y. 629, 130 N.E. 921 (1919) (holding directors liable for
failing to uncover the scheme of a mining corporation’s treasurer to steal corporate funds).

133. 85 Va. 676, 688-89, 8 S.E. 586, 592 (1889).
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