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FormerChancellorAllen'sopinion In re Caremark International Inc.
Derivative Litigation is destined to be one of the most prominentDelaware
opinions of all time. This article, which is based on the author's 2006
FrancisG. PileggiLecture, celebratesthe opinion and updatesits message,
focusing on thefiduciary good-faith obligationand its connection to the role
of directors as monitors and to corporate governance more generally.
Caremark is the startingpointfor understandingthe good-faith obligation
and its contours. It is an opinion where the court's rhetoricshiftsfrom care
to good faith, pushing fiduciaries to understand that some conduct, not
amounting to a traditional, financially-conflicted loyalty breach, is
sufficiently egregious that it crosses the line from the context of care into
good faith. The result was an update on fiduciary conduct and duties that
pushed directors to reconsider their affirmative monitoring and oversight
obligations. The articlealso explores the increasingrole offederal law in
regulatingdirectors'fiduciaryduties and the ways in which it has begun to
occupy what was the domain of the states. The result of Caremark and its
progeny, along with the changes in federal law, is a good-faith obligation
that is increasinglysignificant to fiduciaries, to those who observe them,
and to understandingcorporategovernance. This articledevelops a theory
of the good-faith obligationand explores its implications in the context of
recent corporate-governancescandals. It also sets forth a theoryfor today's
key good-faith question: what is a so-called "redflag ?"
I. INTRODUCTION

Without a doubt, former Chancellor Allen's opinion In re Caremark
InternationalInc. Derivative Litigation is destined to be one of the most

*F.
Arnold Daum Professor of Law at the University of Iowa College of Law. This article is
based on the remarks I made at the Pileggi Lecture in October 2006. Since that time, the Delaware
law on Caremark and directors' good-faith obligations has changed and, thus, the article differs from
the remarks in some significant ways. I would like to thank the members of the Delaware Judiciary
and Bar as well as the faculty and students at Widener Law, School for their attendance at and
comments on the lecture. Finally, for comments and helpful suggestions, on the speech and the
article, the author thanks The Honorable Jack Jacobs, Steve Bainbridge, Jill Fisch, Ron Gilson, Larry
Hamermesh, Darian Ibrahim, Don Langevoort, Jon Macey, and Bob Thompson, as well as Dan
Huitink, Ryan Koopmans, Sam Langholz, and Kim Schuh.
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prominent Delaware opinions of all time.' This article celebrates the ten
years since the opinion, exploring its message for today's fiduciaries. The
article also updates that message, focusing on directors' good-faith
obligations as monitors and fiduciaries.2
During the ten years since Chancellor Allen authored the Caremark
opinion, much has happened in corporate America. Some of what has
happened has been good governance. Unfortunately, much of what has
happened has not been good governance. The past few years have been
plagued with headlines of corporate scandals like Enron, WorldCom, and
Adelphia. As this article was going to press, the current scandal was options
backdating. All of these scandals raise similar questions about the place of
officers, the role of the board, the appropriate measures for fiduciary duties,
and the corporate-governance structure more generally.
The Caremarkopinion raises these issues even though it obviously
preceded the current scandals. Corporate governance is at the center of that
opinion. The specific focus is the role of directors in monitoring and
compliance, but the implications of Caremarkfor corporate governance go
well beyond directors' duties as monitors. Caremarkis a key opinion, laying
structural groundwork to bridge the gap between the fiduciary duty of care
and acts that, although not necessarily financially conflicted, exceed the
bounds of good faith or the appropriate conduct of a faithful and loyal
fiduciary. 3 Federal securities jurisprudence now focuses on questions about
matters that, as a matter of state fiduciary law, were care and good-faith
issues, and federal regulations have begun to occupy what was the domain of
the states. 4 As a result, the good-faith obligation is increasingly a subject of
federal law and is consuming significant amounts of time for corporate
fiduciaries and those who advise them.5 The interplay between state and

'698 A.2d 959 (Del. Ch. 1996). A recent Westlaw search revealed 1608 citations to this
opinion.

Stone v. Ritter, 911 A.2d 362, 370 (Del. 2006).
See id. (holding "that Caremarkarticulates the necessary conditions predicate for director
oversight liability" and that a failure to meet those conditions is a failure to discharge fiduciary
obligations in good faith); see also Hillary A. Sale, Delaware'sGood Faith, 89 CORNELL L. REV.
456, 467 (2004) (discussing Caremark and locating it as a key case in the evolution of good-faith
doctrine).
4See, e.g., Donald C. Langevoort, Seeking Sunlight in Santa Fe's Shadow: The SEC's
PursuitofManagerialAccountability, 79 WASH. U. L.Q. 449, 454 (2001) (discussing SEC's role in
linking disclosure violations to corporate fiduciary duties); Robert B. Thompson & Hillary A. Sale,
Securities Fraudas CorporateGovernance: Reflections upon Federalism,56 VAND. L. REV. 859
(2003); see also Hillary A. Sale, Independent Directorsas Securities Monitors, 61 Bus. LAW. 1375
2See
3

(2006).

5
See, e.g., Sarbanes-Oxley Act of 2002 § 302(a)(5), 15 U.S.C. § 7241 (a)(5) (Supp. 1 2003)
(adopting requirement that CEO and CFO must discuss and review certain reports with audit
committee before filing). Committee members who rubber-stamp reports face liability. See Sale,
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federal law, then, will have feedback effects on the role of directors in6
corporate governance and on the understanding of good-faith obligations.
Caremark has much to say about good-faith obligations. This article
explores Caremark and its progeny, and their implications for some more
recent corporate-governance scandals.
11. GOOD FAITH AND MONITORING OBLIGATIONS

A. Caremark
Many who analyze Caremark focus on the duty to monitor, which
although not a "separate" fiduciary duty, has distinct elements and is at issue
in today's governance debate. 7 The duty to monitor is implicated in discussions about the good-faith obligation of corporate fiduciaries and its place in
the governance structure. It is the focus of complaints about corporations
where fraud occurred and no one seemed to know or step up to stop it. 8 It is
supra note 4, at 1388 (examining SEC statements and actions focused on the role of independent
directors).
6
See, e.g., Donald C. Langevoort, The Human Nature of CorporateBoards: Law, Norms,
and the Unintended Consequences of Independence andAccountability, 89 GEO. L.J. 797 (2001)
(analyzing interaction between federal securities laws and fiduciary duties). Interestingly, how
Delaware and its judiciary decide to deploy Caremark over time may well determine how much
more territory the federal government will consume or, put differently, how much Delaware will
cede. See also Lucian Bebchuk et al., Does the Evidence Favor State Competition in Corporate
Law?,90 CAL. L. REV. 1775 (2002) (analyzing the empirical evidence of state corporate regulation
and challenging "race to the top" conclusions from the evidence); William L. Cary, Federalismand
Corporate Law: Reflections Upon Delaware, 83 YALE L.J. 663 (1974) (reviewing Delaware
corporate regulations and their effect on corporate standards and arguing for more federal intrusion);
Lawrence A. Hamermesh, The Policy Foundationsof CorporateLaw, 106 COLUM. L. REV. 1749
(2006) (discussing how Delaware "makes" corporate law and reviewing competition and "race"
theories related to corporate law); Jonathan R. Macey, Smith v. Van Gorkom: Insights About
C.E.O.s, CorporateLaw Rules, and the JurisdictionalCompetitionfor CorporateCharters,96 Nw.
U. L. REV. 607 (2002) (discussing the impact of Smith v. Van Gorkom, 488 A.2d 858 (Del. 1985),
on corporate boards and the benefit it created for Delaware); Mark J. Roe, Delaware'sPolitics, 118
HARV. L. REV. 2491 (2005) (analyzing the interplay between Delaware and the federal government
in managing corporate law); Roberta Romano, The State CompetitionDebate in CorporateLaw, 8
CARDOZO L. REV. 709 (1987) (analyzing the benefits and costs of Delaware's preeminence over the
for corporate charters).
state competition
7
See, e.g., Melvin A. Eisenberg, The Duty of Good Faith in Corporate Law, 31 DEL. J.
CORP. L. 1, 62-63 (2006) ("Caremark ...concerned disregard of the board's duty to install
monitoring and information systems."); Langevoort, supra note 6, at 819-20 (stating that Caremark
requires "affirmative monitoring by boards to assure compliance with the law even in the absence of
specific warning signs, particularly in settings where the temptations toward illegal behavior are
strong"). But cf.Lawrence E. Mitchell, The Sarbanes-OxleyAct and the Reinvention of Corporate
Governance?,48 VILL. L. REV. 1189, 1203 (2003) (discussing Caremarkas a monitoring case and
in comparison to Sarbanes-Oxley).
criticizing
8 it as "incredibly weak"
See, e.g., ATR-Kim Eng Fin. Corp. v. Araneta, No. 489-N, 2006 Del. Ch. LEXIS 215, at
*19 (Del. Ch. Dec. 21, 2006); In re Emerging Commc'ns, Inc., S'holders Litig., No. 16,415, 2004
Omnicare,
Del.Ch. LEXIS 70 (Del. Ch. May 3, 2004) (revised June 4, 2004); see also Irwin ex rel.
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also the duty most affected by federal statutory and regulatory changes.
Sarbanes-Oxley's section 404 is just one version of this duty. 9 Using the
volume of criticism as a measure, the 404 provision, or at least its
implementation, appears to have overwhelmed public company officials.'°
The duty to monitor and the good-faith obligation are implicated in the
debates about internal controls and compliance systems and their design and
implementation. The debate has been intense and even dramatic." The
Inc. v. Gemunder, No. CIVA 2006-62 WOB, 2006 U.S. Dist. LEXIS 84469, at *3-4 (E.D. Ky.
Nov. 20, 2006); In re First Bancorp Derivative Litig., 465 F. Supp. 2d 112, 116-17 (D.P.R. 2006)
(discussing allegations that inside directors traded on misleading financial reports).
9See Sarbanes-Oxley Act of 2002 § 404, 15 U.S.C. § 7262 (Supp. IH 2003) (requiring
internal controls); Pub. Co. Accounting Oversight Bd., Auditing Standard No. 2, http://www.pcao
bus .org/Rules/Rules of-theBoard/Auditing-Standard_2.pdf(authorizedbySECReleaseNo. 3449884, June 17, 2004) (setting forth requirements for internal control compliance); see also Donald
C. Langevoort, Internal ControlsAfter Sarbanes-Oxley:Revisiting Corporate Law's "Dutyof Care
as Responsibilityfor Systems," 31 J. CORP. L. 949 (2006) (discussing § 404 in the regulatory and
doctrinal history of monitoring duties through comparison with ROBERT C. CLARK, CORPORATE
LAw (1986)).
"°See, e.g., COMM. ON CAPITAL MKTS. REGULATION, INTERIM REPORT OF THE
COMMITTEE ON CAPITAL MARKETS REGULATION (2006), available at http://www.capmktsreg.
org/pdfs/1 1.30 CommitteeInterimReportREV2.pdf (criticizing Sarbanes-Oxley as excessive and
problematic regulation); Deborah Solomon & Cassell Bryan-Low, Companies ComplainAbout Cost
of Corporate-GovernanceRules, WALL ST. J., Feb. 10. 2004, at Al (citing myriad of complaints
including legal and accounting costs as well as opportunity costs); but see Editorial, A Healthy,
Well-Regulated Wall Street, N.Y. TIMEs, Jan. 24, 2007, at A22 (urging wary response to complaints
that regulations are the cause of Wall Street's woes and that decreasing them will improve matters).
Academics have also been critical. See Robert C. Clark, CorporateGovernance Changes in the
Wake of the Sarbanes-OxleyAct: A Morality Talefor Policymakers Too, 22 GA. ST. U. L. REV. 251
(2005); Roberta Romano, The Sarbanes-Oxley Act and the Making of Quack Corporate
Governance, 114 YALE L.J. 1521 (2005) (criticizing reforms as unsupported by empirical evidence);
Larry E. Ribstein, Sarbanes-OxleyAfter Three Years (Univ. of Ill. Law & Econ., Working Paper
No. 30, June 20, 2005), available at http://www.law.uiuc.edu/academics/iple/papers/LE05016Soxplus3.pdf (concluding that three years of Sarbanes-Oxley had produced very little of merit).
"See, e.g., Clark, supra note 10, at 291-92 (stating that there are "serious doubts about
whether the benefits of section 404 exceed its costs" and surveying multiple reports on compliance
costs across industries); Romano, supra note 10, at 1527 (criticizing the requirements of SarbanesOxley, including its monitoring requirement, and stating that "the quality of decision making that
went into the SOX legislative process was, to put it mildly, less than optimal"); Anne Fisher, Board
Seats Are Going Begging, FORTUNE, May 16, 2005, at 204 (discussing the current turnover taking
place on boards and arguing that the shrinking pool of possible directors is due to "Sarbanes-Oxley
and other antifraud laws and regulations" that have made board service "far more time-consuming"
and risky); Ellen Florian & Doris Burke, Can Tech Untangle Sarbanes-Oxley?;Silicon Valley Sure
Hopes So. After Years ofStagnant Sales, Hardwareand Software Firms See Gold in the Regulatory
Chaos Created by the Act. And Unlike Y2K, Says One Tech CEO, This Time There's No End.,
FORTUNE, Sept. 29, 2003, at 125 (calling § 404 of Sarbanes-Oxley and its requirements a "headache" because it requires companies "to document [their] controls in excruciating detail and create a
system that monitors whether the controls are being met"); Joann S. Lublin, Theory & Practice:
CompliancePanelsSlowly Take Hold-Board-Level CommitteesAdd Clout to a Company's Ability
to Police Itself, WALL ST. J.,
Jan. 9, 2006, at B4 (stating that "some governance experts consider"
new compliance committees "unnecessary clones of the audit committee[s]" and quoting Joseph
Grundfest, a law professor at Stanford University and board member of Oracle Corp., as stating that
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debate is not new, nor is it just about "monitoring" per se. 12 It is at the core
of the theories about agency costs inherent in the separation of ownership
and control. 13 The good-faith obligation of directors is central to these
debates and has received considerable scrutiny from academics,' 4 practitioners, 15 and the courts. 6 Directors, of course, make relatively few decisions
"'[i]t could be a sign of bad corporate governance' because 'you're duplicating efforts and creating the
risk of somebody missing information').
12See ROBERT C. CLARK, CORPORATE LAW § 3.4.2 (1986) (preceding Caremark and
summarizing
and analyzing monitoring duties and role of board).
3
1 See, e.g., Michael C. Jensen & William H. Meckling, Theory of the Firm: Managerial
Behavior,Agency Costs and Ownership Structure, 3 J. FIN. ECON. 305 (1976); see also Jeffrey N.
Gordon, The Rise of Independent Directorsin the UnitedStates, 1950-2005: Of ShareholderValue
and Stock Market Prices, 59 STAN. L. REV. 1465 (2007) (detailing shift to boards composed of
independent directors and providing explanations including lack of capture, and describing them as
"essential" to corporate-governance paradigm); Langevoort, supra note 6, at 802 (noting that boards'
"monitoring functions are the heart of what the agency cost model of the firm identifies as the
central role for the board" preventing shirking and overreaching); Robert H. Sitkoff, Trust Law,
Corporate Law, and Capital Market Efficiency, 28 J. CORP. L. 565 (2003) (comparing and
contrasting agency cost models for corporations and trusts); Cheryl L. Wade, What Independent
DirectorsShould Expect from Inside Directors:Smith v. Van Gorkom as a Guide to Intra-Firm
Governance, 45 WASHBURN L.J. 367 (2006) (discussing monitoring role of independent directors).
In a recent article, Professor Ronald Gilson looks at agency issues in the context of controlling
shareholders. Ronald J. Gilson, Controlling Shareholdersand Corporate Governance: Complicating the ControllingTaxonomy, 119 HARV. L. REV. 1641 (2006). Controlling share-holders may
well pose some of the most interesting questions with respect to the good-faith obligation as they
place directors on boards. See infra text accompanying notes 199-204 (discussing Jerome York's
letter of resignation from the GM board).
14See generally Christopher M. Bruner, Good Faith, State of Mind, and the Outer
Boundariesof DirectorLiability, 41 WAKE FOREST L. REV. 1131 (2006) (analyzing the uncertainty
surrounding the scope of fiduciary duties including good faith); Eisenberg, supra note 7 (explaining
the statutory origins of good faith and deconstructing its specific obligations); Andrew S. Gold, A
Decision Theory Approach to the BusinessJudgment Rule: Reflections on Disney, Good Faith,and
Judicial Uncertainty, 66 MD. L. REV. 398 (2007) (analyzing the In re Walt Disney Co. Derivative
Litig., 906 A.2d 27 (Del. 2006), decision's good-faith definition and the best means for judicial
review of directors' conduct); Sean J. Griffith, Good FaithBusiness Judgment:A Theory of Rhetoric
in CorporateLaw Jurisprudence,55 DUKE L.J. 1 (2005) (arguing that good faith is more of a
rhetorical device than an analytical tool); Sale, supra note 4 (developing a theory of good faith and
arguing that scienter standard under federal securities law is appropriate analytical device for
"measuring" good faith).
"See, e.g., E. Norman Veasey, Weil Briefing: CorporateGovernance-DelawareSupreme
Court Affirms Chancellor'sJudgment of No Liabilityfor Directorsin Ovitz Case, in CORPORATE
GOVERNANCE 2007, at 155 (PLI Corporate Law & Practice, Course Handbook Series No. 10874,
2007), availableat 1581 PLI/Corp 155 (Westlaw) (describing Disney ruling and its implications for
directors' good-faith obligations). See generally Paul M. Altman & Srinivas M. Raju, Delaware
Alternative Entitiesand the Implied ContractualCovenant of Good Faithand FairDealing Under
DelawareLaw, 60 BUS. LAW. 1469 (2005); Andrew J. Demetriou & Jessica T. Olmon, Stone v.
Ritter: The Delaware Supreme CourtAffirms the Caremark Standardfor CorporateCompliance
Programs, 3 ABA HEALTH E SOURCE, Feb. 2007, http://www.abanet.org/health/esourceeVolume
3/06/demetriou.html; E. Norman Veasey & Christine T. Di Goglielmo, What Happened in Delaware
Corporate Law and Governancefrom 1992-2004? A Retrospective on Some Key Developments,
153 U. PA. L. REV. 1399, 1439-54 (2005); Gregory P. Williams & Evan 0. Williford, "Times May
Change, But Fiduciary Duties Do Not"--The Post-Trial Opinion in Disney, in GATEKEEPERS
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when compared with their officer counterparts. Monitoring systems are,
however, within the directors' purview. They must approve and oversee
them. Well-designed systems provide directors with the information
necessary to make decisions and to catch problems earlier rather than later.
Thus, the systems are key to the role of directors and, once established, allow
directors to focus on other strategic decisions.
Caremark is the starting point for understanding the good-faith
obligation and its contours. It is an opinion where the court's rhetoric shifts
from care to good faith,17 pushing fiduciaries to understand that some
conduct not amounting to a traditional, financially-conflicted loyalty breach
is sufficiently egregious that it crosses the line from the context of care into
good faith. 18 It is an opinion that updates fiduciary conduct and duties and
pushes directors to reconsider their affirmative monitoring and good-faith
obligations. 19

At issue in Caremarkwas the company's compliance with healthcare
regulations. 2° From the fiduciary perspective, the focus was the level of
attention the board had paid to the company's compliance with patient-care
regulations. Caremark is not unique in this sense-all heavily regulated
industries face these types of concerns. And, of course, other companies
face it more generally. Today, Sarbanes-Oxley's section 404 and the accompanying regulations set forth a layer of internal monitoring requirements and
standards. Caremarkwas, however, there first.
To understand Caremarkand good-faith monitoring obligations, it is
important to recall the facts of that case. The specific concern was possible
UNDER SCRUTINY, at 239 (PLI Corporate Law & Practice, Course Handbook Series No. 6046,
2005), availableat 1515 PLI/Corp 239 (Westlaw).
16See, e.g., Stone v. Ritter, 911 A.2d 362 (Del. 2006) (holding that good
faith is a director
obligation located in the duty of loyalty and that the Caremarkmonitoring duty is one place where
good-faith obligations are implicated); see also In re Abbott Labs. Derivative S'holders Litig., 325
F.3d 795 (7th Cir. 2003) (holding a sustained and systematic failure to exercise oversight is a lack of
good faith); McCall v. Scott, 239 F.3d 808 (6th Cir. 2001) (explaining director liability for a breach
of good faith); In re Walt Disney Co. Derivative Litig., 906 A.2d 27 (Del. 2006) (analyzing good
faith); Guttman v. Huang, 823 A.2d 492 (Del. Ch. 2003) (holding a director cannot act loyally
towards a corporation unless acting in good faith).
17See Griffith, supra note 14 (discussing rhetoric and good faith).
"8 This shift is in part attributable to a key evolution of doctrine in Delaware making it clear
that complaints that plead good-faith and loyalty concerns, even if intertwined with exculpable care
allegations, can survive the motion to dismiss and garner discovery and perhaps even a trial. See
Malpiede v. Townson, 780 A.2d 1075, 1093 (Del. 2001) (holding dismissal appropriate where
complaint alleges claims amounting only to care violations); McMullin v. Beran, 765 A.2d 910,926
(Del. 2000) (stating that where due care is intertwined with loyalty claims, dismissal based on
exculpation clause is inappropriate); Emerald Partners v. Berlin, 726 A.2d 1215, 1224 (Del. 1999)
(holding that exculpation clause supports dismissal if claims are solely due care based).
19
See Sale, supra note 3, at 467-69 (describing Caremarkand its place in the growth of the
good-faith doctrine).
2In re Caremark Int'l Inc. Derivative Litig., 698 A.2d 959, 961-62 (Del. Ch. 1996).
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"kickback" payments to physicians in exchange for referrals to Caremark
facilities for treatment-an illegal practice.2 ' Caremark had a policy against
quid pro quo payments. 22 However, the company did have consulting or
research contracts with some of the physicians who also recommended or
prescribed Caremark services and products.23 Thus, even though the
company prohibited quid pro quo payments, the consulting arrangements
increased the likelihood that such payments might occur. 24
Early on, the company issued a booklet that provided guidelines for
25
According to
contractual relationships with physicians and facilities.
Chancellor Allen, the guide "tended to be reviewed annually by lawyers and
updated. , 26 Over time, the federal government provided additional guidance
on what sort of physician relationships were allowable and the company
amended its guidelines and standard contractual forms.27 The board received
advice from both inside and outside counsel that its contracts were "in
accord with the law. 28 Despite that advice, the board recognized that the
"law" was subject to different interpretations.29
The board also had an internal control structure. According to
Chancellor Allen, the board was informed about education and training
programs for the sales force. 30 The company's policies were revised over the
years and provided to employees along with their regular training sessions. 31
Thus, the opinion's factual recitation reveals a company and a board aware of
the potential for problems and actively monitoring and attempting to ensure
prevention and notice of any such problems.
Despite these efforts by the company, the Health and Human Services
Office of the Inspector General (OIG) investigated Caremark.32 A year or so
later, the Department of Justice joined the investigation, and several other
federal and state agencies also became involved.33 In response to the OIG
investigation, the company announced that it would no longer pay certain

21

1d "

22

1d. at 962.

23

1d.

24

2 5 Caremark,

698 A.2d at 962.

1d.
26

1d.

271d.

28

Caremark, 698 A.2d at 963.

29

1d.

30
31

1d.

1d.

32

Caremark, 698 A.2d at 962. In fact, when initiated, the investigation was of Caremark's

corporate3 3 predecessor. Id.
1d.
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fees to physicians.3 4 Then, the Caremark board began reviewing its internal
procedures, publishing another revised guide on contractual relationships
with physicians and adding a new layer of approval for any such contracts.35
The outside auditors reviewed the structure and informed the board that it
had no "material" weaknesses. 36 Nonetheless, the Audit and Ethics Committee adopted a new internal charter requiring a complete review of the
company's compliance policies and a new employee handbook detailing
those policies.37 The board received reports on these issues and on others,
including education and training programs for the sales force that included
required reporting of illegal conduct through a confidential hotline.38
These compliance efforts, however, did not result in a clean review by
the government investigators. Instead, a grand jury issued indictments
charging the company and some officers. 39 The indictments covered a time
frame that extended into the period after which the company adopted some
of the newer compliance measures delineated above. 4 0 According to the
indictments, the problematic payments continued even after the board was
consulted and involved, became focused on compliance, and was trying to
respond to the federal and state investigations. 4 1 After the second indictment, the company announced that rather than attempting to craft agreements within the federal regulations, it planned to terminate many of the
programs and to further restrict others.4 2
Eventually, Caremark settled the various federal and state matters
pending against it. 43 Importantly, no senior officers or directors were cited
for wrongdoing, and the Department of Justice "stipulated that no senior
executive of Caremarkparticipatedin, condoned, or was willfully ignorant
of wrongdoing in connection with the home infusion business practices."44
The corporate entity itself, however, paid significant criminal and civil
fines.4 5 It also formally
agreed to make some internal changes that would
46
enhance compliance.

34id
35
1d. at 963.
36
Caremark,698 A.2d at 963.
37
1d.

38id

.

391d.

4°Caremark, 698 A.2d at 964.
41Id. at 964.
421d. at 965.
431d. at 965-66.
'"Caremark,698 A.2d at 965.
451d. at 965 n.10.
46d. at 965-66.
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Not surprisingly, a variety of civil suits followed the indictments. 47
The focus of the Caremark opinion is the derivative litigation that alleged, in
part, that Caremark did not adequately supervise its employees or institute
48
corrective measures, thus exposing the corporation to fines and liability.
After negotiations, the parties to the Delaware derivative litigation proposed
the settlement that Chancellor Allen reviewed in the now-famous opinion.4 9
Although the proposed settlement listed several governance changes, the
company had already implemented most of those changes pursuant to its
settlements with federal and state officials. As a result, the settlement
contained only one significant new proposal: the formation of a Compliance
and Ethics Committee with four directors who would report to the Caremark
board on monitoring and compliance systems.5 °
Chancellor Allen evaluated the facts and determined that the proposed
settlement was fair and reasonable to the class. 5' The first step, of course, is
to take the facts and place them in context. Chancellor Allen did so by
developing the nature of the claim, noting, for example, that the plaintiffs
had alleged that the directors allowed a situation to develop and continue
that exposed the company to enormous legal liability. 52 If that statement
accurately described what happened, and if the board had not engaged in
conscientious monitoring, then the board would have failed in its oversight
role.
The key question is what active monitoring means. Chancellor Allen
explored that issue by dividing the cases into two categories.5 3 The first
comprises situations where bad results flow from a process that was either
deliberately considered in good faith or was otherwise rational-for
example, a negligent or ill-advised board decision.54 The second category
consists of cases in which bad results flow from an "unconsidered failure of
the board to act," or where, presumably, action may have prevented the
loss. 55 Chancellor Allen stressed this divide to prevent discussions about the
substance and content of business decisions and to prevent the use of
hindsight to criticize and second guess decisions made in the heat of the
moment-the classic rationales for the business judgment rule. Cases that

47
8

1d. at 964.

4 Caremark, 698 A.2d at 964. Amended versions of this complaint were filed over
the next

several months.
Id.
49
1d. at 965-66.
50
1d. at 966.
51
id.
52
Caremark, 698 A.2d at 967.
53
Id.
54
Id.
55Id. (emphasis omitted).
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fall into the first category are generally subject to business-judgment-rule
56
protection.
Chancellor Allen also divided the cases this way to keep the focus on
the good faith and rationality of the process utilized by the board in making
the decision. 7 In effect, the issue of whether a decision turns out to be good
or bad, or even very bad (as it was here), is off the table. 8 Instead, the focus
is properly on whether, how, and when decisions were made. If the board's
effort was in good faith and focused on advancing corporate interests, the
business judgment rule protects and respects it. 59 Thus, directors who "in
fact exercise[] a goodfaith effort to be informed and to exerciseappropriate
judgment.., satisfy" their fiduciary duties and obligations. 6° This businessjudgment type of statement was not new, but the compliance-based focus of
the Caremarkopinion and its emphasis on processes conceived and adhered
to in good faith was an advance.6'
The question of what "monitoring" as a fiduciary obligation means
still remains. In Caremark,the issue was regulatory compliance with potential criminal liability and the sentencing guidelines looming in the
background. Today, a salient example might be options backdating, with
concerns about tax and securities law liability for corporate directors and
officers who may have signed resolutions or other documents without
reading or knowing their contents. Today, "blind faith" reliance on management-prepared documents or company officers does not meet the good-faith
obligation. 62 Indeed, it is contrary to the monitoring and good-faith
obligations of independent directors and exacerbates the agency-cost
problems.

16Caremark, 698 A.2d at 967 (citing Aronson v. Lewis, 473 A.2d 805 (Del. 1984); Gagliardi v. TriFoods
Int'l, Inc., 683 A.2d 1049 (Del. Ch. 1996)).
57
1d.

58

d. (noting that "stupid," 'egregious," or "irrational" decisions do not provide grounds for
director liability).
9
1d. at 967-68.
6
OCaremark, 698 A.2d at 968.
61
The update is, of course, a partial response to the effect of Delaware's exculpation clause,
referred to as § 102(b)(7). See DEL. CODE ANN. tit. 8, § 102(b)(7) (2001). In response to the
finding of liability in Smith v. Van Gorkom, 488 A.2d 858 (Del. 1985), the Delaware legislature
adopted an exculpation statute. This statute allows corporations to place a provision in the articles of
incorporation eliminating personal liability for directors who breach their duty of care. The statute,
however, specifically states that acts not in good faith cannot be exculpated, thus leaving the
window for liability open and allowing courts to occupy the space with good-faith rhetoric, if not

liability.62

Official Comm. of Unsecured Creditors of Integrated Health Servs., Inc. v. Elkins, No.
20228-NC, 2004 Del. Ch. LEXIS 122, at *56 (Del. Ch. Aug. 24, 2004), reprintedin 30 DEL. J.
CORP. L. 535, 560 (2005).
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B. In re Walt Disney Co. Derivative Litigation 63
One of the most interesting cases to watch wind its way through the
Delaware judicial system was the case involving Ovitz, Eisner, and the Walt
Disney Company board of directors. Although many cases had referred to
good faith and its place in the constellation of director duties, the fact pattern
in this case presented good-faith issues more directly than those previously
decided. This case is also unique because it was one of the few such cases to
survive a motion to dismiss and proceed to trial. It is also the case that laid
the foundation for the Delaware Supreme Court's more recent opinion in
Stone v. Ritter,64 thus building a conceptual bridge between Caremarkand
Stone.
Given the outcome of the litigation and the appeal, a simple explication suffices. The key questions in this case concerned whether the board
and the relevant committees had breached their fiduciary duties and wasted
company assets by hiring Michael Ovitz as president and then terminating
him fourteen months later with what was claimed to be a $130 million
severance package.6 5 The plaintiffs alleged that the board had not in fact
discussed the decisions or even, actually, made them. Instead, according to
the plaintiffs, Michael Eisner, the then chair and chief executive officer
(CEO), had handpicked Ovitz to be his successor and negotiated and
implemented the employment and termination agreements without sufficient
input or oversight from the board.6 6 Indeed, the plaintiffs alleged that the
board did not see or ask to see a copy of the agreements prior to their
execution and that the board failed to approve Ovitz's non-fault termination
as required by the bylaws. 67 The chancery court found that the allegations
were sufficient to raise questions of good faith and denied the motion to
dismiss.68 After trial, however, the Chancellor found that the board's failings
amounted, at most, to a breach of its duty of care, protected by the company's
exculpation clause, and that its good faith was not implicated.6 9
On appeal, the Delaware Supreme Court affirmed the Chancellor's
70
opinion and provided "conceptual guidance" on the meaning of good faith.
Specifically, the court noted that Chancellor Chandler had articulated at least
three categories of good faith. This list is nonexclusive, but helpful in

63906 A.2d 27 (Del. 2006).
64911
A.2d 362, 370 (Del. 2006).
65

Disney, 906 A.2d at 35.

66In
re Walt Disney Derivative Litig., 825 A.2d 275, 281-84 (Del. Ch. 2003).
67

1d. at 281-85.
d.at 289-90.
1n re Walt Disney Co. Derivative Litig., 907 A.2d 693, 760 (Del. Ch. 2005).
70
Disney, 906 A.2d at 64.
68

69
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setting out the contours of the fiduciary obligation. In addition, the court
noted that these examples "echo pronouncements [the Delaware courts] have
made throughout the decades.' The court articulated three ways in which a
fiduciary can fail to act in good faith. 2 The first occurs "where the fiduciary
intentionally acts with a purpose other than that of advancing the best
interests of the corporation. 03 The second occurs "where the fiduciary acts
with the intent to violate applicable positive law. 7 4 The third occurs "where
the fiduciary intentionally fails to act in the face of a known duty to act,
demonstrating a conscious disregard for his duties."7 5 The court's opinion,
then, made clear that good faith is a director obligation and that severe
recklessness, as opposed to gross negligence, might implicate that obliga76
tion.
C. Stone v. Ritter

77

The Delaware Supreme Court's most recent opinion on good faith
adds to the understanding of the importance and role of directors and their
monitoring duties. In Stone v. Ritter,the Delaware Supreme Court chose a
78
case raising Caremark allegations as a vehicle to accomplish three things.
First, the court held that Caremark is the law of Delaware. 79 Before this
point, the court had cited Chancellor Allen's opinion positively, but had not
specifically held that it was the law. 80 Second, the court held that good-faith
conduct is required of fiduciaries, but it situated the good-faith obligation
within the duty of loyalty.8' Thus, post Stone, directors who fail to act in
good faith face possible claims and liability for a breach of the duty of
loyalty. 82 Third, the court set out some parameters for violations of the

7

'Id.
at 67.

72

1d.

Pid.
"Disney, 906 A.2d at 67.
751d.
76Compare id. at 67, with id. at 64-66.
77911 A.2d 362 (Del. 2006).
7
1/d. at 370.
79/d. at 369.
80
See, e.g., Disney, 906 A.2d at 67 n. 111 (citing Caremarkwith approval).
1
82 Stone, 911 A.2d at 370.
See id.; ATR-Kim Eng Fin. Corp. v. Araneta, No. 489-N, 2006 Del. Ch. LEXIS 215, at

*70 (Del. Ch.Dec. 21, 2006) (finding two outside directors breached duty of loyalty by acting as
"stooges" and failing to monitor); see also In re Tyson Foods, Inc. Consol. Sholder Litig., 919 A.2d
563,592-93 (Del. Ch. 2007) (finding allegations that directors granted spring-loaded options while
in possession of material inside information that would effect the options' value, and in a manner
that violated the spirit of a shareholder approved plan, were sufficient to survive a motion to dismiss
as a violation of the directors' good-faith obligation through indirect deception); Ryan v. Gifford,
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good-faith obligation
in the context of the directors' oversight and moni83
toring role.
Stone was an appeal of a chancery court denial of a motion to dismiss
for failure to plead demand futility. The Delaware Supreme Court began its
analysis of the allegations by stating that the "plaintiffs acknowledge[d] that
the directors neither 'knew [n]or should have known that violations of law
were occurring,' i.e., that there were no 'red flags' before the directors. 84
The court cabined the question before it, noting the complaint did not plead
that a specific or red-flag situation existed. Instead, the sole question before
the Stone court was whether the directors had failed to implement
"'statutorily required monitoring, reporting or information controls that
would have enabled them to learn of problems requiring their attention.' 85
The defendant directors were on the board of a bank that, like Caremark, was
subject to extensive federal regulations, including those requiring reports of
suspicious activities as well as requirements designed to curb money
laundering.86
The plaintiffs' lawsuit grew out of government investigations of a
Ponzi scheme operated through a Tennessee bank. 87 According to the plaintiffs, the perpetrators of the scheme opened custodial "investor" accounts at a
branch bank that were supposed to receive monthly interest payments. 88
When the payments did not occur, some investors reported the two people
who developed the scheme and the investigations9 ensued. 89 Eventually, the
perpetrators were indicted and both pled guilty. 0
The government investigated the bank's compliance with federal
banking regulations. 9' The result was a Deferred Prosecution Agreement
(Agreement) with a one-count Information and a fine of $40 million. 92 The
accompanying Statement of Facts indicated that although these problems
were not discovered until 2002, at least one employee suspected the
perpetrators of an illegal scheme in 2000. 9 3 Importantly, as the court points
out, the Statement of Facts "ascribe[d] no blame" to the board or to any

918 A.2d 341, 346 (Del. Ch. 2007) (finding options backdating allegations were rooted in goodfaith claims
and sufficient to survive motion to dismiss).
83
Stone, 911 A.2d at 370.
84Id.
at 364 (quoting the plaintiffs' derivative complaint).
85
Id. (quoting the plaintiffs' derivative complaint).
6
Id. at 365.
87
Stone, 911 A.2d at 365.
88
1d.

9

at 365-66.
at 366.
Stone,
911 A.2d at 366.
92
1d.
9°d.
91
'

1d.

931d.
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director. 94
In addition to the above-described Agreement, in 2004, the Federal
Reserve and state banking regulators issued a cease and desist order (Order)
requiring the bank to improve its compliance efforts. 95 The Order included a
requirement that the bank hire an independent consultant to review the
compliance programs and recommend appropriate changes.96 A $10 million
fine was assessed and accompanied by a determination that the bank had
violated statutes and its existing compliance programs lacked sufficient
board and management oversight. 97 The company neither admitted nor
denied those findings.9 8 Those findings were the basis of the plaintiffs'
allegations that the board had failed to fulfill its good-faith monitoring and
oversight responsibilities.99
To analyze that claim, the court turned to and approved the Caremark
analysis, citing it as stating that boards must 'exercise a good faith judgment
that the corporation's information and reporting system is in concept and
design adequate to assure the board that appropriate information will come
to its attention in a timely manner as a matter of ordinary operations. ''1 °
Again, pointing to Caremark, the court noted that the board can meet this
obligation without knowing in detail all aspects of the company or its
operations. 101
The court then held that the plaintiffs' allegations and the documents
attached to the complaint belied their claims. 0 2 According to the court, the
complaint showed that the bank's board had in fact established "numerous"
systems, including: a compliance officer who presented regularly to the
board and trained other security personnel, a compliance department staffed
with nineteen people, a security department responsible for detection and
reporting of activities, and a committee charged with oversight of suspicious
activities. 10 3 In addition to these systems, the court held that the board
received regular reports on compliance matters, its audit committee
"oversaw" the compliance efforts on a quarterly basis, and the board
received annual training reports.' 4 Finally, the court noted that the board

94Id
95
96
97

98

Stone, 911 A.2d at 366.
1d.
1d.

1d.

99See Stone, 911 A.2d at 370-71.
'00d. at 368 (quoting In re Caremark Int Inc. Derivative Litig., 698 A.2d 959, 970 (Del.
Ch. 1996)).
01

1 1d.
2

1d. at 372-73.
Stone, 911 A.2d at 371.
'° 41d.at 372.
103
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had enacted policies and procedures over time to assist with legal compliance.105 All these efforts, the court held, indicated that the bank's board was
in fact actively engaged in oversight and monitoring and not, therefore,
16
susceptible to a claim that it had not exhibited good-faith conduct. 0
Caremarkand Stone make clear that monitoring and oversight are key
to the good-faith obligation of fiduciaries and to the role of boards of
directors as managers of managers. 0 7 Modem corporations can face
dramatic and serious losses from the bad acts of officers and employees
lower in the corporate structure. Those employees' actions can prevent the
corporation and the board from--or aid them in-achieving the company's
goals. 10 8 The board cannot know what all of those actions are, nor can it
monitor them on a daily basis. Instead, to sort out good-faith conduct in the
oversight context, we must determine what the board's responsibility is "with
respect to the organization and monitoring of the enterprise to assure that the
corporation functions within the law to achieve its purposes."' 1 9 Stone
makes clear that when a board fails to implement compliance and monitoring
systems or fails to respond to red flags, it fails to act as a faithful and loyal
monitor.1 0 Understanding these so-called red flags, then, is key to understanding the good-faith obligation.
Im. GOOD FAITH AND RED-FLAG OBLIGATIONS

Adherence to their good-faith obligation requires directors to establish
systems and pay appropriate attention to inside and outside information to
ensure that they are able to spot "red flags." Red flags are the issue in the
second category of cases-those raising questions about when the board
should have known that something was going on and taken "extra" action.
For example, red-flag situations arise when a single dramatic incident points
to a flaw in an internal-control or compliance system or outside of the system. Red flags also arise where concerns occur over a period of time
sufficient to raise them to the board's attention.
This issue was not presented in Caremark,because the board was not

105

d.

'06ld. at 373.

107See In re Caremark Int'l Inc. Derivative Litig., 698 A.2d 959, 968-70 (Del. Ch. 1996).
"'Id. at 968.
'9d.at 968-69. At bottom, this statement is about the board's overarching monitoring and
managerial role in the corporation, with legal compliance in the background. See, e.g., id. at 969
(discussing sentencing guidelines).
"°For a critique of the Stone decision and this particular aspect of it, see BusinessAssociationsBlog, http://www.businessassociationsblog.com/lawandbusiness/comments/stonev_
ritter_directors_ caremarkoversight_duties/ (Jan. 3, 2007).
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ignoring the situation. It had compliance systems in place. The company
engaged in practices that might have raised red flags, but experts advised the
board that, although contestable, the practices were lawful. The board did
not have all of the possible details, but it was not required to do so. Instead,
the court focused on whether the board's alleged lack of monitoring, if any,
rose to the level of a sustained or systematic failure to exercise oversight."'l
According to Chancellor Allen, the record before him supplied "essentially
no evidence" of such a violation. 12 Indeed, he found that the record did "not
support the conclusion that the defendants either lacked good faith in the
or conscientiously permitted a
exercise of their monitoring responsibilities
13
known violation of law.., to occur.""
The good-faith obligation or loyalty in the "best interests of the
corporation" sense, however, extends beyond the creation and monitoring of
systems. To fulfill their good-faith obligation, directors must pay attention
to their company and others in the industry, ask questions, and question
answers. When red flags and suggestions of irregularity appear, directors
must respond. When troublesome situations occur within the corporation
and come to the directors' attention, they need to make inquiries and
request---or, where appropriate, demand-information. If the company's
Caremark systems detect concerns, the directors should determine the4
appropriate follow-up measures and ensure that the measures are taken.'
And, when directors are reviewing situations with, for example, conflicted
officers, they should be scrupulous in their good faith because concerns
about "beholdenness" and "capture" occur.1 15 A lack of good faith then can
occur when fiduciaries act in a manner that "demonstrates a faithlessness or
lack of true devotion to the interests of the corporation and its shareholders."'

16

Although Delaware has addressed the good-faith obligation, its
supreme court has not yet resolved a so-called red-flag case. Two key cases
out of other jurisdictions help shed light on how directors might breach their
good-faith obligations by failing to pay attention to red flags. In McCall v.

.. Caremark, 698 A.2d at 971; see also Joy v. North, 692 F.2d 880, 886 (2d Cir. 1982)
(noting the business judgment rule does not protect "an obvious and prolonged failure to exercise
oversight or supervision").
2

" Caremark,698 A.2d at 971.
"'3d. at 972.
114Cf.Gutfreund,

Exchange Act Release No. 31,554, 52 SEC Docket 2849 (Dec. 3,1992)
(describing red-flag responsibilities of supervisors in broker-dealer context).
Indeed, this capture question presumably accounts, at least in part, for the location of the
good-faith obligation in the duty of loyalty.
"'6Ryan v. Gifford, 918 A.2d 341, 357 (Del. Ch. 2007).
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and In re Abbott LaboratoriesDerivativeShareholdersLitigation, 18
federal courts evaluated claims by plaintiffs that corporate fiduciaries either
knew or should have known about the alleged wrongdoing in their companies and that their failures to do so resulted in breaches of their obligations to
act in good faith. In part, the courts denied motions to dismiss because the
time periods of the alleged and ongoing problems were significant, six years
in Abbott and three in McCall, but the courts also denied the motions to
dismiss because the boards did not appear to have taken action when action
was clearly warranted.1 19
Scott

17

A. McCall v. Scott
McCall v. Scott is an appellate opinion reviewing a lower court's
dismissal of a shareholder derivative complaint for failure to plead demand
futility. 120 On appeal, the Sixth Circuit examined the claims and, in part,
reversed the dismissal.12' The complaint alleged that the senior management
of Columbia/HCA, with the knowledge of the board, had developed a
scheme to inflate revenue and profits and to create incentives for employees
to commit fraud to meet growth targets. 22 Those alleged bad practices, in
combination with the red flags alleged in the complaint, occurred over a
three-year period.
The plaintiffs alleged that the company set growth targets that were
three to four times higher than the industry average and that employees, who
received cash bonuses for meeting the targets, could not reasonably do so
without violating the laws. 123 The types of violations alleged included
billing for more complex medical services than warranted, reporting costs in
a fraudulent manner, paying incentives to doctors to increase their referrals
of Medicare patients to Columbia's facilities, and offering improper
inducements to acquisition targets. 124 Eventually, federal and state government agencies investigated the company, and the resulting costs were signifi25

cant. 1

The McCall opinion provides interesting facts and conclusions of law
that help build the understanding of Caremarkand good-faith obligations.

117239 F.3d 808 (6th Cir. 2001).
118325

F.3d 795 (7th Cir. 2003).

19

' See id.; McCall, 239 F.3d 808.
12°McCall, 239 F.3d at 814.
1211d. at 814, 826.
1221d. at 814.
1

23

1d.

' 24 McCall, 239 F.3d at 814.
"1Id. at 814-15.
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In particular, the court's review of the allegations focuses on whether specific
incidents can amount to red flags and, thereby, put the board on notice that
further investigation is warranted. The McCall court reviewed Caremark
and determined that the good-faith obligation may be triggered by recklessness.126 Importantly, the recklessness at issue was quite severe and is aptly
described as deliberate indifference-a
standard now validated as a test for
27
Stone.'
and
Disney
by
faith
bad
The court then analyzed the conduct of board members finding that it
raised questions about their good faith. For example, the plaintiffs alleged
that the audit committee was charged with internal control procedures and
accounting practices. 128 It reported to the board and established internal and
external audit procedures that addressed, among other things, potential legal
issues. 129 Because the audit committee had established a reporting system,
the court held
that there was no "substantial likelihood of liability" for not
30
having one.
Indeed, the theory of liability was not that a system did not exist, but
that the reports produced by the system revealed that the company was
committing fraud and that, therefore, the board either was, or should have
been, aware of the problems.' 31 This case, then, presented should-haveknown allegations rather than claims focused on the failure to develop
internal monitoring systems. For example, according to the plaintiffs, the
audits revealed illegal cost-reporting activities, "secret reserve" reports, and
illegal billing practices. 132 With respect to the latter, the plaintiffs pleaded
that the practices were most transparent when the rates of a hospital before
acquisition by Columbia/HCA were compared with those after. 133 In a cited
instance, the plaintiffs alleged that the hospital's reimbursements for "high
rate" services went from 31 percent to 76 percent and then to 93 percent. 3 4
The hospital located across the street from it, however, billed only at a 28
135
percent rate.
The plaintiffs also pleaded that some of the directors with HCA before

26

1d. at 818.

Conscious recklessness or deliberate indifference to a known duty is a
standard often deployed by federal courts to define the standard necessary for the requisite state of
mind, scienter, in securities-fraud litigation. See Sale, supra note 3, at 485-94 (discussing these
standards and applying them to the good-faith obligation).
127See supra notes 75, 106 and accompanying
text.
8
12 McCall, 239 F.3d at 820 & n.l 1.
29
1

1 1d. at 820.

3
Old. at 820 n.il.
' 311d. at 820.
132McCall, 239 F.3d at 820.
1331d.
1341d.

135Id. at 821.
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20071

the Columbia/HCA merger had faced billing issues and a government
investigation while at HCA and, as a result, knew about or should have been
"sensitive" to the potential overbilling problem.136 Additionally, the complaint pointed to a lawsuit involving allegations of improper acquisition
practices, noting that a jury had awarded damages to a doctor in one such
case.137 Again, the court found that although the verdict did not necessarily
indicate "corporate-wide wrongdoing," its existence was a fact that, along
with the others, supported the
plaintiffs' theory that the board should have
138
been aware of wrongdoing.
Another allegation pointed to a qui tam action focusing on improper
inducements for patient referrals and fraudulent billing. 39 This allegation is
interesting because the complaint was initially dismissed, with a reversal two
years later. 40 The district court found that the dismissal rendered the qui
tam complaint irrelevant, but the Sixth Circuit held that dismissed or not, its
existence and allegations "were relevant to the question of whether the
Board's failure to take action or investigate under the circumstances was not
in good faith."141
Columbia/HCA was also the subject of a Federal Bureau of Investigation inquiry that resulted in raids of its offices. 42 Although the court
expressed some concerns about these allegations viewed in isolation, it
concluded that as part of the total picture, the allegations added weight to the
plaintiffs' claims that the board faced
sufficient personal liability to support
143
their demand-futility argument.
Finally, the court examined the significance of a New York Times
investigation of the company. The newspaper had published a series of
articles that discussed the government investigation, spelling out specific
billing problems.144 In addition, "[t]he New York Times announced that its
'reporters had discussed their findings with Columbia officials for several
months prior to the March raids." 145 The court expressed skepticism about
the weight to be given to the plaintiffs' allegations based on the articles, but
noted that, again, the plaintiffs' pleadings were sufficient to suggest that the
36

1 McCall, 239 F.3d at 821.
37

1 1d.
38

1 1d. at 821-22.
39
1 1d. at 822. For an interesting article about qui tam actions and their potential use in

securities litigation, see Jill E. Fisch, Class Action Reform, Qui Tam, and the Role of the Plaintiff,
60 LAW & CONTEMP. PROBS. 167 (1997).

'4°McCall, 239 F.3d at 822.

1411id.

142Id. at 822-23.

'431d. at 823.

1

McCall, 239 F.3d at 823.
(quoting plaintiffs' brief).

1451d.
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board should have been aware of the problems at the company before the
articles were published. 146
In sum, the McCallplaintiffs pieced together a convincing complaint
raising questions about whether demand on the board would be futile. Of
course, the allegations were just that-they were not proved. They do,
however, provide a window into what issues can arise and potentially result
in Caremarkproblems. At Columbia/HCA, the problems were ongoing for
at least three years. Healthcare is a heavily regulated industry with regulators who have made it clear that they understand the potential for abuse and
take fraud very seriously. Penalties for violations are both civil and criminal.
The press was paying attention. The company had been sued over improper
practices in acquisitions and for its billing practices. Even if not all of the
coverage or lawsuits were founded, their existence and the length of time
over which the alleged violations occurred clearly weighed in the court's
determination of whether the board could make disinterested judgments
about the litigation where the ultimate question was whether the board had
met its good-faith obligation in the Caremarkcontext.
B. In re Abbott Laboratories Derivative Shareholders Litigation
The allegations in Abbott Labs also illuminate how courts might
evaluate red flags for Caremark purposes. 147 According to the Seventh
Circuit, the key problem was the company's failure to comply with Food and
Drug Administration (FDA) regulations in the manufacture of medical
diagnostic devices and kits. 14 8 The FDA regulations "assign" the responsibility for compliance to corporate management.149 In addition, the FDA
performs regular inspections of manufacturers' facilities to ensure the safety
of products and testing processes.1 50 After the visits, the FDA sends a form
delineating 151
regulatory deviations and discusses any findings with company
employees.

The FDA followed this process with Abbott.152 Then, after the
inspections, it attempted to get Abbott to comply with the regulations, and
when it was unsuccessful, it began to send "formal certified Warning
Letters" to Abbott. 153 All of the letters were addressed to Abbott's diagnostic

146d"
1471n re Abbott Labs. Derivative S'holders Litig., 325 F.3d 795, 799 (7th Cir. 2003).
4
8

1 1d.
4

1 91d.
150

1d.

5
1 'Abbott
5

1 21d.
153

1d.

Labs., 325 F.3d at 799.
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division president; some of the letters were copied to the company's CEO,
who was also chair of the board. 154 These letters contained the statement
55
that failure to address the problems could result in enforcement actions.
The last letter indicated that the deficiencies were "continuing" and
requested a response that would describe actions to correct and prevent
future violations. 156
In addition to the FDA warnings, the court noted that the problems
received media coverage, and, by implication, that the board should have
been aware of them. Specifically, the court pointed to a Wall StreetJournal
article reporting "that the FDA had 'uncovered a wide range of flaws in
Abbott Laboratories' quality-assurance procedures."' 157 The article also
described a decrease in Abbott's stock price.158 Eventually, after two years'
worth of letters and the Wall Street Journal article, Abbott entered into a
"Voluntary Compliance Plan" with the FDA, agreeing to work to achieve
compliance at the problematic labs. 159 Yet apparently, Abbott was not
successful in its efforts, because two and a half years later, the FDA sent a
letter stating that the deviations had continued and that it was "closing out
the Compliance Plan." 160 At this point, the company had been experiencing
compliance problems for approximately five years and had not,
according to
161
the FDA, made sufficient progress toward correcting them.
Then, a full year later, the FDA sent another certified warning letter to
Abbott's new CEO and board chair. 162 The letter described the problems at
the labs and announced a planned reinspection.163 Four months later,
Bloomberg News reported on the issues and stated that Abbott was working
to address them. 164 But, a few months after that, the company stated that it
had not resolved matters with the FDA and might be the subject of a
complaint for injunctive relief. 165 Again, Bloomberg News reported these
166
facts and noted the ongoing, long-term nature of the compliance issues.
The article also reported that approximately twenty-two percent of the prior

1541d.
'Abbott Labs., 325 F.3d at 799.

1561d.
at 799-800.

157Id. at 800 (quoting Thomas M. Burton, FDA Uncovers Flawsin Abbott Lab'sDiagnostic
Devices, Including AIDS Kit, WALL ST. J., Jan. 11, 1995, at B8).

1581d.

'"Abbott Labs., 325 F.3d at 800,
16O1d.
6

1 11d.
62

1

1d.

16'Abbott Labs., 325 F.3d at 800.
164Id.

165Id.
166Id.
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year's sales for Abbott were from the products involved. 167 The same article
quoted an analyst
as saying that Abbott had "dragged" its feet in fixing the
68
1
problems.
Finally, six years after the first compliance notices to the diagnostic
69
division president, the FDA filed a complaint along with a consent decree. 1
The terms of the decree forced Abbott to suspend operations at two facilities
until it could pass an inspection, pay a $100 million fine, and withdraw and
destroy preexisting kits. 170 The
revenue loss from the withdrawn kits was
71
estimated to be $250 million.'
Throughout the period in question, Abbott had a board with thirteen
members, eleven of whom were independent. 172 The plaintiffs had pleaded
that the board's audit committee was charged with the responsibility for
overseeing the company's regulatory department. 73 74That department, in
turn, was charged with overseeing FDA compliance.
After reciting the facts as pleaded by the plaintiffs, the Seventh Circuit
turned to the Caremarkopinion, noting the analysis was predicated upon the
directors' ignorance of the liability-creating activities. 175 The Seventh Circuit
then distinguished the facts in the Caremark case from those before it,
noting that the plaintiffs sufficiently alleged the directors were aware of
known violations. 176 With the warning letters and the audit committee's
prescribed role, the court held, at the motion-to-dismiss stage, the plaintiffs
had sufficiently pleaded that the directors possessed "direct knowledge" of
the problems. 177 According to the court, if the board had been following
"proper corporate governance procedures," it would have discussed these
issues at board meetings. 178 Yet, board members signed the company's
annual 10-Ks asserting compliance with government regulations without
asking questions. 79 Thus, the court concluded, whatever "unconsidered"
action was at issue in Caremark,this case was "clearly" different because it
alleged, in essence, knowledge of problems and seeming deliberate

167Abbott Labs., 325 F.3d at 800.
168Id.
69
1170
1d.

1d.

at 801.

171Abbott Labs., 325 F.3d at 801. The plaintiffs also alleged that the FDA
problems killed
an acquisition deal then in the works. Id.
172Id. at 801 & n.4.
173'd. at 802.
174 Id.

17'Abbott Labs., 325 F.3d at 806.
1761d.
1771d.

17Ld
179Abbott Labs.,
b 325 F.3d at 806.
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indifference to them as well. 8 '
Further, according to the court, the complaint alleged that the directors
did not address the situation in a "timely manner."' 81 As a result, the court
concluded that the case raised questions about whether the directors failed to
engage in decision making and not about whether the directors had used
"ideal" governance practices. 82 Indeed, the court held that the pleaded facts
did not allow for dismissal because they did not indicate that the directors
were "'blamelessly unaware of the conduct leading to the corporate
liability."" 83 Whatever else the board knew, the court held, it was clear that
the audit committee knew of the compliance violations. 1 Further, given the
at
press reports, the board was or should have been aware of the problems
85
least four years before the FDA finally insisted on a consent decree.
As a result, the court declined to find that the case should be dismiss186
ed.
Instead, it found the board members were or should have been aware
of the problems-either through the letters, the press reports, or their service
on the audit committee. 187 Indeed, the court points to the long-term nature of
the violations, noting that the violations occurred and reoccurred over a sixyear period.' 88 From the court's perspective then, the failure to address the
problems somewhere in that time frame indicated the plaintiffs had
successfully pleaded that the board could not have been operating with goodfaith corporate-governance practices, let alone "ideal" ones. 89 The alleged
knowledge, without action, the court held, is what the Caremarkcourt meant
by a "sustained or systematic failure" to fulfill oversight responsibilities. 190
Specifically, the Abbott court held that:
six years of noncompliance, inspections, [FDA follow-up
forms], Warning Letters, and notice in the press, all of which
then resulted in the largest civil fine ever imposed by the FDA
and the destruction and suspension of product which accounted
for approximately $250 million in corporate assets, indicate

180ld "
81

1 1d
182M."
83

' Abbott Labs., 325 F.3d at 806 (emphasis added) (quoting In re Caremark Int'l Inc.
Derivative Litig., 698 A.2d 959, 969 (Del. Ch. 1996)).
184id.
85

1

1d

at 811. The board chair was also the CEO of the company, thus raising the insidedirector problem and the agency-cost concerns.
187Abbott Labs., 325 F.3d at 806.
188
d"
89
186Id.

1 1d.
'9ld.

at 808-09.
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that the directors' decision to not act was not made in good faith
and was contrary to the best interests of the company. 19 1
Taken as a whole, the Abbott facts created a picture of fiduciaries that
ignored red flags. Their failure to address the situation cost the company
hundreds of millions of dollars in fines and lost revenues. "[T]he magnitude
and duration of the alleged wrongdoing," then, were relevant to the court's
determination that the plaintiffs had pleaded that the board had failed to act
when it should have. 192 Finally, the court held that the complaint supported
a theory of liability based on a "conscious disregard of a known risk," or
severe recklessness. 93 This theory, the court held, involved good faith and
subject to dismissal based on the existence of
loyalty and was not, therefore,
94
an exculpation clause. 1
The point is that over a period of years these companies appeared to
have problems of which the board should have been aware-at least for the
purposes of a motion to dismiss. The allegations, of course, had not been
proved. They are, however, revealing about when boards can get in trouble
for not insisting on better internal information or for not intensifying their
monitoring or changing their approach when the situation warrants. In the
face of red flags, boards need to ask questions and question answers. 195 The
failure to do so raises questions about whether the board has fulfilled its
good-faith obligations and about whether the board has acted with
"conscious disregard" of its responsibilities or engaged in behavior suffi196
ciently egregious to surface concerns about intentionality.
These cases also point to multiple sources of information that should
have put the boards on notice of problems and possible liability, civil and
criminal, in the offing. 197 Of course, good and well-intentioned directors,
which most are, are active and engaged on a regular basis. These cases,
however, provide a window into how even those directors can find themselves in trouble when the situation edges out of control, and a new situation
or development indicates the company's controls, monitoring, and compliance systems are insufficient. Importantly, red flags play two key roles.

91

1 Abbott Labs., 325 F.3d at 809.
1921d.

93
1 1d. at
1

94Id.

811.

195Fiduciaries should not accept, without examination, responses. See Gutfreund, Exchange
Act Release No. 31,554, 52 SEC Docket 2849 (Dec. 3, 1992).
' 96Abbott Labs., 325 F.3d at 811.
1971have argued elsewhere that public information about a company or its industry peers
should be cause for reflection on the part of independent directors. See Sale, supra note 4, at 1409
n.263.
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They can be evidence of an isolated incident the board must address. They
can also surface a gap in an existing monitoring system. In either circumstance, the existence of a red flag should cause the board to address the
particular circumstances and, where appropriate, refine or institute new
monitoring and controls systems. Directors who do not pursue red flags face
scrutiny about their good faith and significant potential
personal liability.
98
They can also create liability for the company.1
IV. CAREMARK, GOOD-FAITH OBLIGATIONS
AND ALTERNATIVE GOVERNANCE SCENARIOS

A. The York Resignationfrom General Motors
Current news stories also present very interesting scenarios for thinking through good-faith obligations and red-flag situations warranting board
action. Consider, for example, Jerome York's resignation from General
Motors (GM). York was a member of the GM board. He resigned from that
board in the fall of 2006, filing his resignation statement as an 8-K. In the
filing, he raised both sets of Caremarkissues: ongoing monitoring and red
flags. He also raised the basic agency-costs concerns implicated in
Caremark'sanalysis.
To begin with, York's resignation stated that he did not see the company making sufficient or appropriate strides in addressing the company's
lack of competitiveness. 199 He attributed part of the blame for the lack of
competitiveness to the board, asserting that it was too management focused. 2° Specifically, he said that the board deferred to management, failing
"to prob[e] much beyond the materials provided by management." 20 1 That

198Of course, even when liability does not follow, directors "pay" if they look like they were

not fulfilling or documenting their monitoring role. Litigation poses enormous costs. Surely, the
Disney directors savored their victory. They also suffered through the discovery, the trial, and the
appeal. And, they suffered the reputational harm during all of those years. They endured the harm
of the descriptions in Chancellor Chandler's opinion and the Delaware Supreme Court's, both of
which tell them and everyone else that they were extremely sloppy. No doubt, they would have
preferred a different outcome at the motion-to-dismiss stage, but their failure to adhere to best, or
even really good practices for discussion and documentation prevented that. The litigation resulted
in considerable negative press coverage and lost time. Increased attention to their active monitoring
role and to their good-faith compliance with it would help to prevent those downsides as well.
Indeed, one thing that Disney reveals is that, in the short run, with messy board meeting minutes, we
may well see more denials of motions to dismiss.
199Letter of Resignation from Jerome B. York, ex-General Motors Corp. Director, to George
Fisher, Lead Director of General Motors Corporation (Oct. 6, 2006), available at httpJ/www.
msnbc.msn.com/id/15160176.
2
O0id.

201.

.
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choice, he said, diminished shareholder value creation in the long run.2 °2
Troublingly, in support of his claim, he said that "too often .... materials are
not sent to the board ahead of time to allow study prior to board
discussion., 20 3 York also said that the board had failed to hire its own
independent advisors who could do full analyses of proposals rather than the
more narrow ones provided by the board. 2°
Together, these allegations are shocking in light of today's focus on
board action (or inaction). They are also failures to monitor in the context of
Caremark. Though, unlike the situations in Abbott and McCall, the York
situation does not arise in the context of criminal liability for individuals or
the corporation, the lack of ongoing information and preparation by the GM
board is, if true, arguably a breach of its good-faith Caremark/Stoneobligations. Board members cannot properly monitor management if they do not
receive information about the company and agenda items before meeting as a
group or with management. A board that is not well-informed before or at
meetings cannot meet even the most minimal standards of care. 20 5 Board
members who do not require such information can become captured by
management. Even if no "evil" intent exists on management's part, the lack
of information prevents directors from fulfilling their good-faith obligation
to monitor, ask questions, spot red flags, and make informed business
judgments. Simply put, a board that is not receiving materials and has not
even asked is not fulfilling its good-faith obligation. Further, once York
publicly filed his letter of resignation in an 8-K, it was subject to media
scrutiny and discussion. 20 6 The result is red-flag status requiring a different
type and level of attention.
B. Stock-Option Backdating
The stock-option backdating issue also presents good-faith issues of
both the red-flag and monitoring types. Any backdating problems that occur
after the media blitz in the spring of 2006 present serious concerns about
whether fiduciaries are paying proper attention.2 °7 Given the level of

202

1d
Letter of Resignation from Jerome B. York, supra note 199.

203

2O41d"

205
See Smith v. Van Gorkom, 488 A.2d 858 (Del. 1985) (holding directors liable for breach
of duty of care, citing, in part, the failure to receive merger agreement before or during meeting as
factor in206
breach).
0f course, York was on the board at the behest of Kirk Kerkorian and wanted major

changes at GM, but the statements described in this article are from the 8-K he filed, a document
subject to
challenge under the securities laws if it contains material misstatements or omissions.
207

See, e.g., Rachel McTague, Every Company Should Review Practiceof Stock Option
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attention from shareholders, the media, and the Securities and Exchange
Commission (SEC), no good-faith fiduciary should have failed to investigate
whether its company had engaged in backdating
and, if so, reported the
2 8
0
statements.
other
and
financial
revised
grants in
For companies where backdating did occur, the fiduciaries have to sort
themselves out, so to speak. First, they have to determine the nature and
extent of the backdating problem and deal with the resulting reporting
requirements. Second, they have to determine who was responsible for
allowing the backdating to occur. This step presents a very challenging
corporate-governance scenario because it requires assessing responsibility
and, frankly, finger-pointing. If, for example, backdating occurred through a
delegation of authority to officers, the board should ensure that it officially
delegated the authority. Further, the board will have to separate itself from
its officers, a potentially painful and difficult situation. The more difficult
step, however, may well be the one where the board further divides the
responsibility within itself-between the conpensation committee, for
example, and the rest of the board.
Consider how this sorting might work and its implications for
corporate governance. In the first step, the board must determine whether
there were officers who knew about and orchestrated the backdating. If so,
then the board has to investigate its own role. Did the officers hide the
information from the board as appears to have been the situation at
Comverse? 2°9 Were there affirmative misrepresentations to the board? 210 If
the answers to these questions are yes, and the board reasonably and in good
faith relied on those misrepresentations, the board's good-faith obligation
would be to address the officer deception. 21' Doing so, of course, can disrupt well-settled relationships and organizational structures. Not doing so
Grants,Attorney Says, 4 CORP. ACCOUNTABILTY REP. 1029, 1029 (Oct. 13, 2006) (quoting former
SEC General Counsel David Becker as stating "that in the current environment, every company is on
notice that it should do at least an initial investigation into whether" backdating occurred). Indeed,
stock options granted after the Sarbanes-Oxley provision tightening reporting requirements in 2002
should arguably be subject to greater good-faith scrutiny. See Edward Iwata, Backdated Options
May Snare Some Directors, USA TODAY, Mar. 29, 2007, at lB (reporting that although the rate of
grants decreased after Sarbanes-Oxley the pattern of option grants at low prices continued).
208See, e.g., McTague, supra note 207, at 1029 (quoting former SEC General Counsel
David
Becker as saying that "the fact that you have literally hundreds of companies that have done it wrong
one way209
or another provides the red flag for officers and directors").
See Alexander, Accounting and Auditing Enforcement Act Release No. 2472,2006 SEC
LEXIS 1792 (Aug. 9, 2006).
21°See id.; cf Sample v. Morgan, 914 A.2d 647, 668 (Del. Ch. 2007) (rejecting dismissal
motion and finding that if compensation committee had relied on outside counsel in making
extraordinary
grants, it may have been victim of fraud).
21
'See, e.g., Miller v. U.S. Foodservice, Inc., 361 F. Supp. 2d 470 (D. Md. 2005) (rejecting
former CEO's claim for post-termination benefits based, in part, on countersuit allegations of
breaches of care, good faith, and loyalty).
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may result21
in2 a breach of the board's good-faith obligation and, thus, its duty
of loyalty.
If, however, the situation does not involve affirmative misrepresentations by management, but instead is one where board action is implicated,
the good-faith issue is more complex and may require both review of
compliance systems and answers to red-flag questions. For example, if the
board was handling options through unanimous consents, it was forgoing
meetings and discussion. 213 Assuming that management prepared the
option-grant documents the board received, this scenario presents questions
about excessive board deference to management, about board independence
from or capture by, management, 214 and about sloppiness and due care. It
also raises questions about whether the board committee handling the matter
was fulfilling its good-faith obligation to ask questions and, where appropriate, question answers. 215 At a minimum then, the company's system and
board processes for monitoring option grants may well need revision, and the
adequacy of the company's section 404 internal control systems may also be
at issue.
The option scandals also present red-flag issues. A key question is
what information was before the directors when they agreed to the
transactions. 216 As noted above, the directors may have been victims of
fraud. Boards cannot necessarily stop officers determined to commit
fraud.217 Boards must, however, watch for circumstances indicating that
trouble is brewing. Boards must also read and study the papers presented to
them. If they fail to do so, the good faith of their conduct is implicated.218

212

See Stone v. Ritter, 911 A.2d 362, 370 (Del. 2006).
See, e.g., DEL. CODE ANN., tit. 8, § 141(f) (2001) (allowing directors to use unanimous
consent procedure in lieu of board or committee meeting).
Cf Claire A. Hill & Brett H. McDonnell, Disney, Good Faith,andStructuralBias, 32 J.
CORP. L. 833, 852 (2007) (focusing on cases that are problematic because of the directors'
relationships
with officers, but are not "traditional" loyalty cases).
215
See, e.g., Maureen Orth, Black Mischief, VANITY FAIR, Feb. 2007, at 200 (stating that
only an outside member of Hollinger International's three-person executive committee has been
accused of "head-in-the-sand" approach breaching good-faith obligation; committee member
apparently
216 admits not reading papers he signed).
A similar situation occurred at Enron where, for example, the Senate Committee
investigating the accounting and other issues determined that the Board "knowingly allowed" high
213

risk accounting practices. See PERMANENT SUBCOMM. ON INVESTIGATIONS, SENATE COMM. ON
GOVERNMENTAL AFFAIRS, THE ROLE OF THE BOARD OF DIRECTORS IN ENRON'S COLLAPSE, S.

PRINT No. 107-70, at 14 (2002) [hereinafter ROLE OF THE BOARD], availableat httpJ/www.senate
.gov/-gov.affairs/070902enronboardreport.pdf.
2 17
Enron, for example, involved some officer deception. See id.at 13.
2 18
5ee id.(stating that board members "received substantial information about Enron's plans
and activities" authorizing and allowing some). As Professor Jeff Gordon commented about the
Enron board's internal monitoring program: it was "subverted not only by management's failures and
deceptions but also by the Board's own failure to realize the seriousness of its monitoring
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Further, if the papers reveal that backdating was occurring, the board's
failure to ask questions and resolve the issue becomes more serious. 2 19 Here,

for example, the question is whether the board approved an improper plan in
conscious disregard of its responsibilities. A board or compensation committee that approved options contravening the company's plan has arguably
engaged in a knowing and intentional violation of the plan. 220 Further,
repeated and egregious instances of a failure to ask questions may put the
situation into the "sustained and systematic category"---even if for a shorter
period of time than those at issue in Abbott and McCall.221 The question
becomes one of whether the directors are acting as loyal and faithful fiduciaries with honesty of purpose and the corporation's best interests in mind.
Options backdating presents another issue for directors. In many
cases, the focus has been on officer-directors or in others, on only a few
directors, like those on the compensation committee, that made the decision.
As a result, options backdating, has the potential to resurrect the issue
222
presented in the Delaware Supreme Court opinion Smith v. Van Gorkom.
Recall that in that appeal, one of the defendants attempted to defend himself
by arguing that he had not been present at the meeting where the disputed
decision occurred.223 The court rejected the argument, noting that he had
chosen to align himself with the other directors throughout and could not
now shift gears. 224 In essence, the court said that those who stand together,
fall together. Options backdating, however, is dividing and conquering
the
fiduciaries, succeeding where the Van Gorkom opinion did not.225 Already,
responsibilities." Jeffrey N. Gordon, Governance Failures of the Enron Board and the New
Information Orderof Sarbanes-Oxley, 35 CONN. L. REv. 1125, 1136(2003). Recall that the Enron
board was waiving officer compliance with the firm's ethical guidelines without understanding the
deals at issue or pressing for sufficient information.
219Consider the statement in the Senate Committee report on Enron: "The failure of any
Enron Board member to accept any degree of personal responsibility for Enron's collapse is a telling
indicator of the Board's failure to recognize its fiduciary obligations to set the company's overall
strategic direction, oversee management, and ensure responsible financial reporting." ROLE OFTHE
BOARD, 220
supra note 216, at 14.
See Ryan v. Gifford, 918 A.2d 341,354 (Del. Ch. 2007) (discussing how a compensation
committee's alleged approval of backdated options when the terms of company's option plan
required that the exercise price not be less than 100% of the fair market value on the grant date
would violate the plan's terms and raise doubts about whether the "transactions were a valid exercise
of business judgment"); see also In re Walt Disney Co. Derivative Litig., 825 A.2d 275, 285 (Del.
Ch. 2003) (refusing dismissal in part based on allegations that directors had a bylaw-imposed
obligation to vote on termination agreement and had not done so).
22lAnother motion-to-dismiss case points to individual transactions that, again, at the
pleading stage, look problematic. See Official Comm. of Unsecured Creditors of Integrated Health
Servs., Inc.
222 v. Elkins, No. 20228-NC, 2004 Del. Ch. LEXIS 122, at *2 (Del. Ch. Aug. 24, 2004).
Smith v. Van Gorkom, 488 A.2d 858 (Del. 1985).
223
Id. at 898-99 (Christie, J., dissenting).
2241d

225See Langevoort, supra note 6 (discussing behavioral issues attached to independence and
accountability in the boardroom).
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we have seen the resignation of officers and investigative reports protecting
directors.226

Consider the UnitedHealth investigative report that largely puts the
blame on the officers for its options backdating problems.2 27 At UnitedHealth, a special committee of the board hired independent counsel from
Wilmer Cutler Pickering Hale and Dof" LLP (WilmerHale Counsel) to
investigate the company's backdating process.228 The WilmerHale Counsel
produced a report (WilmerHale Report). After collecting hundreds of boxes
of documents and electronic files and conducting interviews of employees
and board members, WilmerHale Counsel determined the company had
engaged in backdating and attributed the blame largely to officers and
employees.229 Officers at UnitedHealth have resigned.
The fiduciary divisions at UnitedHealth and elsewhere may, however,
go deeper, and the corporate-governance implications are serious. At
UnitedHealth, for example, directors not on the audit and compensation
226

See Frank Ahrens, Scandal Grows Over Backdating of Options, WASH. POST, Oct. 12,
at
D
I (discussing officer resignations related to options backdating at CNET Networks, Inc.,
2006,
McAfee, Inc., and Monster Worldwide, Inc., as well as criminal charges filed against officers at
Comverse Technology, Inc. and Brocade Communications Systems, Inc. for actions related to
options backdating); James Bandler & Charles Forelle, Bad Options: How a Giant Insurer Decided
to Oust Hugely Successful CEO; Among Jolts in Internal Probe of UnitedHealth's McGuire Was
Key Director's Conflict; Board Sentiment Slowly Shifted, WALL ST. J., Dec. 7, 2006, at Al
(discussing how a report investigating UnitedHealth Group, Inc.'s backdating practice, which
implicated the company's CEO and led to his resignation, did not suggest any complicity by
directors); Sarah Johnson, Backdating: Not a "Judgment Call," CFO.COM, Feb. 20, 2007,
http://www.cfo.com/article.cfm/8724764?f=search (stating that up until recent decisions by
Chancellor Chandler in the Delaware Court of Chancery, directors have been able to avoid
investigations and controversy in the"[t]he stock-options scandal [that] has snarled CEOs, CFOs,
and other22 7corporate executives in internal and government investigations").
The same type of division has occurred in other cases. Consider, for example, Miller v.
U.S. Foodservice, Inc., 361 F. Supp. 2d 470 (D. Md. 2005). In Miller, the CEO of a company that
suffered one of the largest revenue-recognition frauds in recent years sued the board for payment of
post-termination benefits. The board refused to pay and countersued, arguing that the CEO had
breached his fiduciary duties of care, loyalty, and good faith. At the motion-to-dismiss stage, the
court upheld the board's position. As a result of the criminal investigation of this fraud, twenty
executives and suppliers pleaded guilty and one more was convicted after trial. See Press Release,
U.S. Attorney's Office for the S. Dist. of N.Y., FACT SHEET: U.S. Attorney's Office for the
Southern District of New York Marks Five Years as Member of the President's Corporate Fraud
Task Force (July 17, 2007), available at http'J/www.usdoj.gov/usao/nys/pressreleases/July07/
Corporate%20Fraud%2OTask%20Force%20PR.pdf. Thus, it appears that the board was fulfilling
its good-faith obligation when refusing to make the payments to the former CEO. The unknown,
however, is whether the board has fulfilled its ongoing good-faith obligation or whether some board
members22will turn on the audit committee members.
SWILMER CUTLER PICKERING HALE AND DORR LLP, REPORT TO THE SPECIAL

COMMITTEE OF THE BOARD OF DIRECTORS OF UNITEDHEALTH GROUP, INC. 1 (2006) [hereinafter
WILMERHALE REPORT], available at http://www.unitedhealthgroup.com/assets/shared/WilmerHale- Report.pdf.
229
1d. at 6, 8-9.
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committees may have different defenses than their committee counterparts. 230 Corporate statutes allow boards to create committees and delegate
power and authority to them. 23 1 Generally, directors who are not on a
particular committee are entitled to "full protection" for good-faith reliance
on the work and reports of those committees.232 In essence, directors do not,
at every meeting, have to ask for all of the underlying documents on every
issue or review all of the details themselves. The statute entitles them to
rely, in good faith, on the reports and work of their colleagues on the
committee.
Notably, however, compensation committee members are in a different position. As members of the committee charged with supervising and
setting compensation, they must exercise good faith and monitor the option
grants. This committee is the group designated to insist on documents, to
review documents, and to question them. The minutes of the compensation
committee should provide enough information to establish that it "sought the
information it deemed relevant, reviewed the information it received,
understood each element of the compensation and otherwise engaged in
whatever actions and discussions 233
it deemed appropriate in light of the thenknown facts and circumstances.
The compensation committee then, is the most likely group of board
members to uncover documents from which any backdating was apparent. If
230

See In re Tyson Foods, Inc. Consol. S'holder Litig., 919 A.2d 563, 589 (Del. Ch. 2007)
(noting that determining which body, the board or the compensation committee, approved action
was critical to analysis of plaintiffs' claims).
231See DEL. CODE ANN. tit. 8, § 141(c)(2) (2001) (providing directors with power to
designate committees and assign them responsibility and authority for board matters). See alsoRyan
v. Gifford, 918 A.2d 341, 353 (Del. Ch. 2007) (noting that the compensation committee, not entire
board, had approved option grants and had power to do so through a delegation of power by the
board under
232 § 14 1(c)).
DEL. CODE ANN. tit. 8, § 141(e):
A member of the board of directors, or a member of any committee designated by
the board of directors, shall, in the performance of such member's duties, be fully
protected in relying in good faith upon the records of the corporation and upon
such information, opinions, reports or statements presented to the corporation by
any of the corporation's officers or employees, or committees of the board of
directors, or by any other person as to matters the member reasonably believes are
within such other person's professional or expert competence and who has been
selected with reasonable care by or on behalf of the corporation.
See also Ryan, 918 A.2d at 353 (finding that a member of the board who relies in good faith on
reports or statements of board committees is protected). Note, however, that a recent decision by
Vice Chancellor Stephen Lamb raises issues about § 141(e) and its effectiveness in insulating
transactions. See Valeant Pharm. Int'l v. Jerney, 921 A.2d 732, 750-51 (Del. Ch. 2007). For a
discussion of this opinion, see BusinessAssociationsBlog, http://www.businessassociationsblog
.comlawandbusiness/comments/eviscerating.dgcl41e
(Apr. 2, 2007).
233
DAVID C. KARP ET AL., COMPENSATION COMMITTEE GUIDE & BEST PRAcTIcES 65
(2007).
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so, and if committee members did not notice the problems or search for
further information, they may have breached their good-faith obligations.234
If that occurs, committee members may face liability, and their other board
counterparts may not. 235 As a result, the potential for division among board
members and finger pointing becomes apparent.
The WilmerHale Report offers details illuminating these types of
schisms. Although the report on UnitedHealth ascribed blame largely to
management, 236 it stated that there were outstanding compensation committee and board issues. Specifically, the report concluded that compensation committee meeting minutes were largely "entirely silent on the
committee's consideration of... grants or make only vague or incomplete
(and potentially inaccurate) references to what actually occurred in this
regard. ,237 The report assigned responsibility for the notes and the processes
to the company's legal department. It is fair, however, to ask whether the
compensation committee's failure to review minutes, or ensure that they
existed, amounts to good-faith conduct. Certainly, it is not congruent with
"best practices." 238 And, according to the WilmerHale Report, "clear,
written communications" were required. 239 Their lack then, is problematic.
Moreover, the WilmerHale Report concluded that it was "difficult to
assess the compensation committee's approval process [for] ...the
supplemental grant or the later reactivation of the suspended options due to
the virtual absence of any written materials prepared for or as a result of any
board or compensation committee meeting. '' 240 These facts go beyond a
failure to adhere to best practices and, instead, call to mind Vice Chancellor
Noble's pointed distinction between nondeliberation and insufficient

234Cf. Madvig v. Gaither, 461 F. Supp. 2d 398, 408 (W.D.N.C. 2006) (finding, in the
context of special litigation committee, that good-faith decisions are those made "honestly,
conscientiously, fairly, and with undivided loyalty to the corporation").
235
See, e.g., Ryan, 918 A.2d at 353. Of course, non-compensation committee members are
about meetings. KARP ET AL., supra note 233, at 65-66.
entitled to
236ask their counterparts questions
But see More Backdating Cases Expected, SEC Official Says, 22 CORP. COUNS. WKLY.
NEWSL.,Jan. 24, 2007, at 28 (reporting that the SEC is going to "be very skeptical of [companies']
internal 237
investigations that conclude that [the backdating] is mere sloppiness").
WILMERHALE REPORT, supra note 228, at 11.
238KARP ET AL., supra note 233, at 65. Notably, the SEC has stated that it is not
sympathetic to internal investigations that simply blame lawyers who prepared documents that
directors signed. Cf.John C. Coffee, The Attorney as Gatekeeper: An Agenda for the SEC, 103
COLUM. L. REv. 1293 (2003) (urging the SEC to adopt specific standards to enhance role of lawyers
as gatekeepers in securities context). These comments are consistent with the comments of then
Commissioner Campos, who indicated "he would not be surprised if the SEC were to bring cases
against outside directors alleging wrongdoing." More Backdating Cases Expected, SEC Official
Says, supra
239 note 236, at 28.
WILMERHALE REPORT, supra note 228, at 12.
240
Id.
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deliberation in the Integrated Health opinion. 24' These facts may well
implicate directors who failed to monitor or to ask questions at all. Worse,
the facts may point to directors who have misled the shareholders who
approved the option plans.242
More seriously, as Chancellor Chandler recently stated, these scenarios raise questions about whether the fiduciaries have acted as fiduciaries at
all, at least in the context of a stockholder-approved option plan contravened
by backdated grants. Directors, whether serving on the compensation
committee or not, who have approved backdated options face "a substantial
likelihood of liability, if only because it is difficult to conceive of a context
in which a director may simultaneously lie to his shareholders (regarding his
violations of a shareholder-approved plan, no less) and yet satisfy his duty of
loyalty., 243 Thus, despite the existence of a monitoring system, the
backdating problem by itself may be sufficiently "egregious on its face" that
even with board or committee approval, it does not merit the protections of
the business judgment rule. 24 Indeed, Chancellor Chandler reacted that way
in denying a motion to dismiss in Ryan v. Gifford:
I am unable to fathom a situation where the deliberate violation
of a shareholder approved stock option plan and false
disclosures, obviously intended to mislead shareholders into
thinking that the directors complied honestly with the
shareholder-approved option plan, is anything but an act of bad
faith. It certainly cannot be said to amount to faithful and
devoted conduct of a loyal fiduciary.2 45
Thus, the options backdating situations implicate the good-faith obligations
of Caremark and Stone. Further, because of the increasing use of, and

24

See Official Comm. of Unsecured Creditors of Integrated Health Servs., Inc. v. Elkins,
No. 20228-NC, 2004 Del. Ch. LEXIS 122, at *46-47 (Del. Ch. Aug. 24, 2004), reprinted in 30
DEL. J. CORP. L. 535, 556 (2005).
242See, e.g., In re Tyson Foods, Inc. Consol. Sholder Litig., 919 A.2d 563, 592 (Del. Ch.
2007). The court stated:
Granting spring-loaded options, without explicit authorization from shareholders,
clearly involves indirect deception. A director's duty of loyalty includes the duty to
deal fairly and honestly with the shareholders for whom he is a fiduciary. It is
inconsistent with such a duty for a board of directors to ask for shareholder
approval of an incentive stock option plan and then later to distribute shares to
managers in such a way as to undermine the very objectives approved by
shareholders.
24
3
Ryan v. Gifford, 918 A.2d 341, 355 (Del. Ch. 2007).
244d. at 356.
"I5 d. at 358.
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reliance on, committees and delegated responsibilities, these scenarios reveal
other corporate-governance implications as well.
V.

CAREMARK's ENDURING GOOD FAITH

As the above discussions reveal, Caremark and the good-faith
obligation have many implications for the development of corporate law and
corporate governance. The above analysis reveals that Caremarkquestions
fit into two categories: (1) when should directors be focused on preventing
problems, ensuring compliance, and designing overall management and
information systems; and (2) when should directors be charged with
knowledge that something was going on and ensuring that the company was
in compliance with the law? 246 The answer to the first question, when
directors should ensure compliance and be focused on preventing problems,
is straightforward: from beginning to end, though not all of the time. Today,
no one questions that the board must have appropriate and adequate
monitoring and compliance systems in place. In a similar vein, the board
should be actively engaged in the design and use of those systems and in the
corporation's regular governance more generally. These duties, along with
the specific
fiduciary duties, are the basic tasks assigned to combat agency
47
2

costs.

These duties evolve over time.248 Some evolve in response to the
pressure of federal sentencing guidelines and governance scandals. 249 Others

shift with changes in technology and norms. No matter where the pressure
comes from, at bottom, "[rielevant and timely information is an essential
predicate for" meeting the duty to monitor and supervise. 250 Directors could
not, at the time of Caremarkor now, prevent all legal violations or stop
employees bent on fraud.2 5' What they can and must do, however, is
establish systems to prevent bad acts, systems that avoid providing incentives for bad acts, and systems to collect and sift information to catch those
acts sooner.252 These systems must provide appropriate information, and

246See In re Caremark Int'l Inc. Derivative Litig., 698 A.2d 959, 970 (Del. Ch. 1996).
247

See, e.g., Robert C. Clark, Agency Costs Versus FiduciaryDuties, in PRINCIPALS AND
AGENTS: THE STRUCTURE OF BUSINESS 55 (John W. Pratt & Richard J. Zeckhauser eds., 1985)
(describing role of fiduciary duties in decreasing agency costs).
248See, e.g., Caremark,698 A.2d at 969-70 (describing evolution of good-faith obligations
from earlier Delaware opinion in Graham v. Allis-ChalmersMfg. Co., 188 A.2d 125 (Del. 1963)).
249
2501d. at 970.
ld"
251
2521d. at 970 & n.27.
Caremark,698 A.2d at 970 (stating that boards should develop information and reporting
systems).
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directors must conclude that the systems are "adequate.' '253 Directors who
assure their companies have such systems are likely to be sufficiently active
and engaged monitors of the company and of the day-to-day managers, the
officers. Those directors are likely to receive the protections of the business
judgment rule.254 The failure to set up such systems can result in a breach of
the good-faith obligation.
These systems are also central to the answer to the second question:
when the board should have known that something was afoot and taken
additional action. These are red-flag cases. Well-designed monitoring and
compliance systems can help prevent problems but will not eliminate them.
When red flags are present, investigations and questions must not be overly
restrictive in scope, "shallow in execution, or otherwise so pro forma or
halfhearted as to constitute a pretext or sham." 255 Directors must assure
themselves that they have asked relevant questions and received full and
accurate answers.
The scenarios discussed in Parts HI and IV of this article reveal that
the red-flag fact patterns are particularly interesting from a corporategovernance perspective. As discussed above, depending on where responsibility for a program, an approval, or a decision lies, when the system breaks
down and the problems are not addressed, power shifts and pressures occur.
Over the past few years, power has shifted from officers to the board. Board
responsibilities have also increased, and scrutiny is on the rise. The result is
for a schism between board members when liability
an increased potential 256
looms.
all
or
some
for
Pressure from the SEC may add to the momentum behind the

253

1d.

254

See Stone v. Ritter, 911 A.2d 362, 370 (Del. 2006) (affirming dismissal of claim pleading

Caremarkviolations where allegations indicated that board had established internal monitoring and
compliance systems).
255Auerbach v. Bennett, 393 N.E.2d 994, 1003 (N.Y. 1979) (defining good faith in context
of committee investigation of derivative litigation).
2 6See In re Tyson Foods, Inc. Consol. S'holder Litig., 919 A.2d 563, 591 (Del. Ch. 2007)
(holding that shareholders can challenge only the compensation committee, rather than independence
of entire board of directors when the committee had final authority to issue stock options); Ryan v.
Gifford, 918 A.2d 341, 357-58 (Del. Ch. 2007) (denying a motion to dismiss based on the business
judgment rule in a shareholder derivative suit alleging bad faith by directors on the board's
compensation committee that allegedly backdated options); Charles Forelle & Sioban Hughes, SEC
Details McAfee Plan for Options, WALL ST. J., Mar. 1, 2007, at All (reporting that the SEC
complaint against McAfee for options backdating stated that "the compensation committee of
McAfee's board approved a grant of 420,000 options to purchase shares" at a changed price that
significantly increased the value of CEO George Samenuk's stock options); Holman W. Jenkins, Jr.,
Apple's Gore, WALL ST. J., Jan. 10, 2007, at A16 ("That's been the tendency of directors since
Sarbanes-Oxley enacted greater individual liability for accounting scandals: head for the high grass
and hire a lawyer to point fingers at somebody else.").
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corporate-governance shift. The staff recently stated that questions about
whether and how to pursue directors in this arena "remain open. ' ,257 The
issue of director culpability "will" come up, and the SEC has indicated its
skepticism of internal investigation reports with conclusions that problems
are the result of "mere sloppiness. ' 218 Sloppiness, of course, is largely a
care-based phenomenon, whereas good-faith obligations implicate more.
The WilmerHale Report for UnitedHealth raises these issues directly.
Significant cases, even if few in number, would have powerful effects on
fiduciaries. Thus, the stock-options backdating arena has potential to
increase the feedback effect between federal and state law and to add to the
debate about good-faith obligations. 259 As the two bodies of law grow
together, the result is likely to be more pressure on boards and additional
shifts in the balance of power that undergirds the corporate-governance
debate.
This corporate-governance shift, so to speak, is perhaps the most
interesting, and potentially damaging, implication of the good-faith obligation. Stock-options backdating is just the current example of corporate
wrongdoing, but its salience for the corporate-governance dynamics explored
here is undeniable. Studies have revealed a connection between higher
levels of CEO dominance and the presence of backdating problems. 26
Caremarkand its progeny make clear that boards who are dominated or who
fail to monitor run the risk of breaching their good-faith obligations.
Directors who fail to assert themselves are, in the words of Vice Chancellor
Strine, "stooges" or "supine.",261 The reality of liability, along with the
changes in laws and regulations, has created greater separation of function
between the board and the directors. The long-term result may well be
improved communication and corporate governance.2 62
The strain on the relationships between directors, however, is more
uncertain. 263 Increased friction between directors may tear the fabric of their

7

2 But see More Backdating Cases Expected, SEC Official Says, supra note 236, at 28.
2581d.

259Cf Langevoort, supra note 4 (discussing SEC's role in disclosure violations and their
linkage to corporate fiduciary duties); Thompson & Sale, supra note 4.
26See, e.g., Daniel W. Collins et al., Corporate Governance and Backdating of Executive
Stock Options
(April 2007), availableat http://ssm.comabstract=934881.
26
ATR-Kim Eng Fin. Corp. v. Araneta, No. 489-N, 2006 Del. Ch. LEXIS 215, at *70 (Del.
Ch. Dec. 21, 2006); Hollinger Int'l, Inc. v. Black, 844 A.2d 1022, 1032-33 (Del. Ch. 2004)
(describing board members as having been "supine" in their relationship with Conrad Black).
262See, e.g., New PressuresForgeStrongerBoard, CEO Ties, AGENDA,
Jan. 23,2006, at 1,
10 (reporting that boards are being pressured to "rigorously challenge management," resulting in
better communications, meeting content, information, and relationships with CEOs).
263For a discussion of directors and their motivations for serving on boards, see Lynn A.
Stout, On the ProperMotives of CorporateDirectors (Or, Why You Don't Want to Invite Homo
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relationships. 264 We have not yet seen this occur in full-blown fashion, but
the scenarios described above reveal the potential. When it does, it is likely
to force further changes in our understanding of how boards operate. To the
extent that "efficient" corporate governance largely allocates oversight to
directors and operations to managers (with the owners having only indirect
roles),265 the existence of rifts between directors and the changes wrought
will affect our choices about these processes. When fiduciaries fight with
each other, the costs of the agency relationship increase. 266 Adherence to
good-faith obligations can help decrease these costs, but the tensions and
pressures still exist.
VI. CONCLUSION

In conclusion, Caremark laid the groundwork for all of these cases
and scenarios and for denials of motions to dismiss, settlements, and
reputational pressures and harms. It is an opinion that, in classic Delaware
fashion, details aspirational norms that twenty years later came to be
accepted as appropriate practices and duties and are now embodied in
federal law as well. Over time, the understanding of the good-faith obligation and its role in fiduciary loyalty and in the corporate-governance
structure will grow. As this article suggests, the good-faith obligation will
play an important role in assigning liability.267 It will play another and,
perhaps, more important role in redefining, and in some cases reallocating,
the powers, duties, and relationships of the overall monitors, the directors,
and their day-to-day officer counterparts.
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