THE CORPORATE DIRECTOR'S COMPLIANCE OVERSIGHT
RESPONSIBILITY IN THE POST CAREMRK ERA
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ABSTRACt

For corporations operating in regulated industries, compliance with
the applicable laws is essential. Violation of these laws may materially
affect the corporation's financial standing and may result in foreclosure of
the corporation's ability to continue its operations. Thus, the avoidance of
a regulatory crisis may be as significant to the corporation's long-term wellbeing as is strategic planning and product innovation.
The holding of the Delaware Court of Chancery in In re Caremark
International,Inc., Derivative Litigation,' that directors may be liable for
losses resulting from the corporation's failure to comply with applicable legal
standards has fueled discussion of the board's role in ensuring compliance.
This article discusses the board's compliance oversight responsibility in light
of pronouncements by the Securities and Exchange Commission (SEC), the
American Law Institute, and the American Bar Association, as well as the
commentary of corporate governance scholars and other precedent Steps for
implementing a compliance program that will satisfy the board's oversight
responsibility are also suggested.
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I. INTRODUCTION

In the typical American corporation, business is managed under the
direction of the corporation's board of directors.2 The degree of the board's
involvement in the day-to-day management ofthe business is determined, to
a great extent, by the size and complexity of the corporation.3 In practice,
however, most directors, at least those who come from outside the
corporation, cannot devote the substantive attention necessary to directly
manage the business of the corporation As a result, managers manage the

'See DEL. CODEANN. tit
8, § 141(a) (1999) ("The business and affairs ofevery corporation
organized under this chapter shall be managed by or under the direction of a board of directors,
except as may be otherwise provided in this chapter or in its certificate ofincorporation."); see also
American Bar Association Section of Business Law, Model Business Corporation Act § 8.01(b)
(1999) [hereinafter MBCA] ("All corporate powers shall be exercised by or under the authority of;
andthebusiness and affairs ofthe corporation managedunderthe direction of; its board ofdirectors,
subject to any limitation set forth in the articles of incorporation ....
'As Bayless Manning has observed:
Many oftoday's corporations are not only large, they have usually become highly
diversified in their business operations - even those that are not conglomerates.
They often operate on a worldwide basis, and their products and services have in
many cases become highly technical. This diversification and complexity of
operations have been overlaid upon the ordinary problems of all businesses:
accounting control, personnel succession, labor relations, financial vitality,
competition, governmental regulations, profitability, product development,
marketing, and the like.
Bayless Manning, The Business JugmentRule andthe Director'sDuty ofAttention: Time for
Reality, 39 Bus. LAw. 1477, 1481 (1984). Lester Pollock has similarly observed that:
[i]nmy experience, each effective corporate board beats to the sound ofa different
drunmmer. It is and should be a function, among other things, ofthe nature of the
business, its complexity, the personality and experience of the board and
management, the size ofthe enterprise, and geographical dispersion ofits assets.
Each corporation has or should have a pattern of board conduct tailored to its
needs; basic enough to cover fimdamentals, innovative enough to get to the heart
of a particular company, to assure that the board is involved, that the board has
information,thatthe board is exercising its oversightresponsibility, thatthe board
has access to management or internal auditors or outside auditors or advisers in
order to monitor and audit the activities of the company and its management.
James H. Fogelson (ed.), The World of the '80's- The 1980 Annual Meeting ofthe Section of
Business Law, 37 Bus. LAW. 203,238 (1981).
4
Dean Manning also notes in this regard that:
[tIhe outside directors of a corporation are part-time people with respect to the
amount ofworking time that is allocated to the affairs of the company. The most
recent survey (1982) shows that the average director of a publicly held company
devotes a total of about 123 hours per year to his board and committee work,
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business of the corporation, 5 while the board's role is limited to providing
includingtravel. Thataverages less than 3hours aweek orabout 1.5 working days
a month.
Manning, supra note 3, at 1481 (citing Kom Ferry International Board of Directors, Tenth Annual
Study, Feb. 1983, at 1). As a result, the paradigm of the corporation as being managed by the
directors as representatives of the shareholders has been altered to correspond more closely with
reality. Thus, Professor Melvin Eisenberg has commented that
[u]ntil fifteen or twenty years ago, the received model of the corporation
contemplated that the board of directors managed the corporation's business and
made business policy; the officers acted as agents ofthe board and executed its
decisions; and the shareholders elected the board and decided major corporate
actions. It is nowwell understood thatthe received model did not reflect business
reality. Manyboards meetnomore than sixtimes ayear, and fewmeetmore than
twelve times a year. Board meetings usually last only a few hours, time spent
preparing for meetings is roughly comparable to time spent in meetings, and
committee time is unlikely to exceed board time. By reason of time constraints
alone, therefore, the typical board could not possibly "manage" the business of a
large publicly held corporation in the normal sense ofthatterm. Such businesses
are far too complex to be managed by persons who put in the equivalent of at most
ten or fifteen working days a year.
Melvin A. Eisenberg, The Duty of CareofCorporateDirectorsand Officers, 51 U. PrIT. L. REv.
945,949 (1990) [hereinafter Eisenberg Duty ofCare]. Professor Eisenberg made the same point
recently in his article, CorporateGovernance: The BoardofDirectorsandInternalControl,19
CARDOzOL.REv. 237,237(1997). See also John F. Olson, How to ReallyMakeAudit Committees
More Effective, 54 Bus. LAW. 1097, 1106 (1999), stating:
Directors are not and should not try to be full-time corporate managers. Except
in times of crisis, they should provide oversight and counsel to the managers ofthe
corporation but they are not responsible for the day-to-day work of management
or for the setting of the company's strategic course.
Id
'While, in pail, this is due to constraints on the director's time, it can also be due to the
director's lack ofdetailed information concerning the operation ofthe business, access to which is
in the control of management. As Professor Eisenberg has noted:
In a complex organization concerned with complex choices, policy cannotbe
developed on a part-time basis. Furthermore, although an opportunity to
consider relevant information is obviously essential to meaningful
decisionmaking, the amount, quality, and structure of the information that
reaches the board is largely withinthe control ofthe corporation's executives.
In short, it is the executives, and not the board, who normally manage the
business and set business policy.
Eisenberg, Duty ofCare,supranote 4, at 950 (citations'omitted). Thus, in their treatise, Edward
Brodsky and Patricia Adamski observed:
The legal model ofthe structure ofthe corporation is premised upon the
shareholders' election ofthe board ofdirectors, who are expected to generally
manage the business ofthe corporation, make policy, and select officers, who
will carry out the policies formulated by the board. In line with this model of
management structure, state corporation laws commonly provide that the
business of the corporation shall be managed "by or under" the direction of
the board of directors.
In reality, the actual day-to-day management of the corporation is
performed by officers and notby the board of directors. Outside directors are
subject to constraints oftime and lack of detailed information and cannot be
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oversight of the corporation's affairs.6
For corporations operating in regulated industries, particularly those
with a governmental body as its primary or sole customer, compliance with
the laws and rules applicable to the corporation's business is essential.
Violation of these laws and rules may materially affect the corporation's
financial standing, may result in foreclosure of the corporation's ability to
continue its operations.7 Thus, the avoidance of a regulatory crisis may be
as significant to the corporation's long-term well-being as is strategic
planning and product innovation.
Therefore, should the corporation's directors be responsible for
ensuring that the laws and regulations regarding the corporation's business
are obeyed? Interestingly, there does not appear to be consensus on the
board's responsibility in this regard. While there is general agreement that
compliance with the law and good corporate citizenship are praiseworthy
goals, they are often viewed as aspirational rather than imperative.
The suggestion by the Delaware Court of Chancery in the Caremarks
case that directors may be liable for losses resulting from the corporation's
failure to comply with applicable legal standards 9 has fueled the discussion
of the board's role in ensuring compliance. Although a definitive statement
regarding a director's liability must await a decision of the Supreme Court

of Delaware, the Chancellor's views in this regard finds substantial support.

As a result, directors would be well advised to attend to the corporation's
compliance efforts, even in the absence of a definitive statement of the
board's responsibility.

expected to focus on non-critical matters or to be involved in hands-on
management of corporate affairs.
EDWARD BRODSKY & PATRICIAADAMSKJ, LAw OF CoRPoRATE OFFcERs AND DE ORs § 2.02,
at 3 (1995) (citations omitted).
'See generallyAmericanBarAssociation, Section ofBusiness Law, CorporateDirector's
Guidebook, 49 Bus. LAw. 1243, 1249 (1994) (advising that the principal responsibility of a
corporate director is to promote the best interests of the corporation). Indeed, commentators have
suggested that the boards of medium and large size corporations may not consistently fulfill that role.
See Lawrence E. MitchellA CriticalLookatCorporateGovernance,45 VAND.L.REV. 1263,1273
(1992) (citations omitted) ("It is the law of American corporations that the corporation's business
is to be managed by, or at least under the direction of; its board of directors. It isnow a platitude
that the reality is different, at least in the case of large and medium-size corporations. In reality,
management manages and the board rarely acts in even a supervisory capacity.").
'For example, as discussed infraPartIV, a corporation that has been foundto have violated
the law may be debarred from contracting with the United States government for up to three years.
For a company that does not have other sources ofrevenue, debarment may effectively put it out of
business.
'In re Caremark Int'l, Inc., Derivative Litig., 698 A.2d 959 (Del. Ch. 1996).
9
See id at 970.
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This article will discuss the contours of the board's compliance
oversight responsibility, as well as steps that should be taken to meet that
responsibility. Part II reviews the Chancellor's opinion in Caremarkin the
light of other precedent. Part EI considers the board's oversight
responsibility as viewed by the Securities and Exchange Commission, the
American Law Institute's Corporate Governance Project and the American
Bar Association's Section of Business Law. Part IV discusses what the
Chancellor in Caremark referred to as the "powerful incentives" for
compliance, as well as the consequences of noncompliance. Part V
proposes steps for implementing a compliance program that will satisfy the
board's oversight responsibility. Finally, Part VI offers several concluding
observations.
II. THE CAREMARKLmGATION

A. Backdrop: The Director's Duty of Care
By virtue of their office, directors of corporations are deemed to owe
duties as fiduciaries to the corporation and its shareholders."0 In accordance

"See, e.g., Harvey Gelb, DirectorDueCareLiability: An Assessment ofthe New Statutes,
61 TeMEL. REV. 13, 13-14 (1988) ('In the traditional corporate model the board of directors,
which is elected by the shareholders, is given the ultimate power to manage the corporation. With
this grant ofpower there comes responsibility, and directors are viewed as fiduciaries with certain
duties to their corporations.'). As the New York Court of Appeals explained:
Because the powerto manage the affairs ofa corporation is vested in the
directors and majority shareholders, they are cast in the fiduciary role of
"guardians of the corporate welfare." In this position oftrust, they have an
obligation to all shareholders to adhere to fiduciary standards of conduct and
to exercise theirresponsibilities ingood faithwhenundertaking any corporate

action.... Actions that may accord with statutory requirements are still

subjectto the limitation that such conduct may notbe for the aggrandizement
or undue advantage of the fiduciary to the exclusion or detriment of the
stockholders.
The fiduciary must teat all shareholders, majority and minority, fairly.
Moreover, all corporate responsibilities mustbe discharged in good faith and
with"conscientiousfaimess,moralityandhonestyinpurpose." Also imposed
are the obligations of candor and of good and prudent management of the
corporation. When a breach of fiduciary duty occurs, that action will be
considered unlawfirl and the aggrieved shareholder may be entitled to
equitable relief.
Alpert v. 28 Williams St. Corp., 473 N.E.2d 19, 25-26 (N.Y. 1984) (citations omitted).
Characterization of the director's duties to the corporation and shareholders as fiduciary duties has
been criticized. In formulating the MBCA, the Committee on Corporate Laws ofthe ABA Section
of Business Law eschewed the use ofthe term fiduciary. As the committee explained, the MBCA
"does not use the term'fiduciary in the standard for directors! conduct, because that term could be
confused with the unique attributes and obligations ofa fiduciary imposed by the law oftrusts, some
ofwhich are not appropriate for directors ofa corporation." 2 ABA Committee on Corporate Laws
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with one of these duties, the duty of care, a director is required, at all times,
to act in good faith and in a manner the director believes to be in the best
interest ofthe corporation." In discharging this duty, the director is charged,
ofthe Section ofBusiness Law, Model Bus. Corp. ActAnn. § 8.30 commentary at § 8-168 (1998199
Supp.). Norman Veasey (now Chief Justice ofDelaware) and William Manning are also of the view
thath ustprinciples concerning the duties offiduciaries are inapposite to the obligations ofdirectors.
As Veasey and Manning note in regard to the avoidance of the term "fiduciary" in the MBCA:
This deemphasis (ifnot ourightrejection) of the term "fiduciary" as an
analytical tool in examining a director's conduct should help curb a form of
judicial inquiry which is "atbest pointless, and at worst misleading." Having
proclaimed directors to be of the genus "fiduciary", courts have displayed
considerable difficulty in identifying the proper species: agent, trustee, or
some hybrid.
Moreover, trust law seems particularly inapposite to situations in which
no self-dealing or other act ofbad faith is alleged. The risks assumed by the
stockholder and the cestuiquetrustand the duties performed respectively for
them by directors and trustees differ. It follows that courts should measure
differently the performance of corporate directors and trustees. While both
classes of "beneficiaries" are entitled to "an undivided and unselfish loyalty
... [,]" the stockholder, in return for his expectation of greater profit, accepts
the risk that a director's judgments, honestly formed but not vindicated by
subsequent events, may result in financial loss.
E. Norman Veasey & William E. Manning, CodifiedStandard- Safe Harboror UnchartedReeJ?.
An Analysis ofthe ModelAct StandardofCare Comparedwith DelawareLaw, 35 Bus. LAw. 919,
925 (1980). Nevertheless, courts continue to be drawn to regard directors as fiduciaries. A former
Vice-Chancellor of Delaware, William T. Quillen, has noted in this regard, 'The reason why the
directors' business decision is not absolutely respected is simple. Directors are fiduciaries. It is true
that the risk taking responsibility of a business corporate director is materially different from the
asset preserving responsibility ofa personal trustee. But the fiduciary concept is so strong that the
trust analogy continues to exact judicial tribute." William T. Quillen, Trans Union, Business
Judgment, andNeutralPrinciples,10 DEL. J. Co~a,. L. 465,491 (1985).
"Section 8.30(a) ofthe MBCA sets forth the director's duty ofcare as follows: "A director
shall discharge his duties as a director, including his duties as a member ofa committee. 1. In good
faith; and 2. in a manner he reasonably believes to be in the best interests of the corporation."
MBCA, supranote 10, § 8.30(a).
The second principal fiduciary duty ofadirector is the "duty ofloyalty." The ABA Section
of Business Law CorporateDirector'sGuidebooknotes that
[t]he duty of loyalty requires directors to exercise their powers in the interests of
the corporation and not in the directors' own interest or in the interest of another
person (including a family member) ororganization. Simply put, directors should
not use their corporate position to make a personal profit or gain or for other
personal advantage. In themselves, conflicts of interest are not inherently
improper. It is the manner in which an interested director and the board deal with
a conflict that determines the propriety of the transaction and of the director's
conduct.
CorporateDirector'sGuidebook,supranote 6, at 1254-55. As explained by.Professor Eisenberg:
When a director or officer acts in a manner in which his self interest is involved,
the standard of conduct is that he must act or deal fairly. Like the standard that
governs disinterested decision making, the standard of fair dealing has both a
substantive and a procedural aspect. These two different aspects are sharply
presented in cases involving self-interested transactions between director or officer
and the corporation. In such cases, the substantive aspect of fair dealing requires
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at a minimum, with exercising due care in being informed of the facts and
law relating to a corporate decision, and with exercising due care to ensure
that board decisions are made as the result of reasonable deliberation. 2
tha tthe terms ofthe transaction must be fair--meaning, essentially, thatthe terms
the corporation gives or gets should be the terms it would have given or gotten if
it had dealt on the market-and that the transaction must be in the corporation's
best interests. The procedural aspect of fair dealing requires that the transaction
and its terms must be arrived at through a fair process. For example, the director
or officer must make full disclosure concerning the transaction and must explain
the implications ofthe transaction if he is in a position to realize those implications
and the persons representing the corporation are not.
Melvin A. Eisenberg, The Divergence of Standardsof Conduct and Standardsof Review in
CorporateLaw, 62 FORDHAM L. REv. 437, 450 (1993) (citations omitted). See also David M.
Phillips,Principlesof CorporateGovernance: A CritiqueofPartIV,52 GEo. WASIL L. REV. 653,
660-61 (1984) (arguing that the duty of care is an adjunct to the duty of loyalty where officer or
director self-dealing issues are involved).
'See Charles Hansen, The ALI CorporateGovernanceProject: Ofthe Duty ofDue Care
andtheBusinessJudgmentRule,a Commentary,41 Bus. LAW 1237,1241 ("[U]nder corporate law,
the standard of due care is met if two tests are satisfied: (i) due care must be used in 'ascertaining
relevant facts and law before making the decision,' and (ii) the decision must be made after
reasonable deliberation."). In their treatise, Brodsky and Adamski further elaborate:
The duty of care requires that directors and officers act with good faith and on an
informed basis in making a business decision. Thus, to satisfy the duty of care,
directors must make an informed business judgment; that is, they must inform
themselves "of all material information reasonably available to them." The
directors' decision "mustbe made onthe basis ofreasonable diligence in gathering
and considering material information."
BRoDsKY &ADAMSi, supranote 5, § 2.08. Professor Eisenberg has suggested that the director's
duty of care includes other duties as well, such as the duty to monitor and the duty to inquire:
The application of this standard of conduct to the flnctions ofdirectors results in
several distinct duties. Directors mustreasonably monitor or oversee the conduct
of the corporation's business to evaluate whether the business is being properly
managed, primarily by regularly evaluating the corporation's principal senior
executives and ensuring that appropriate information systems are in place. This
is known as the duty to monitor. Directors must follow up reasonably on
information, acquired through monitoring systems or otherwise, that should raise
cause for concern. This is known as the duty of inquiry. Directors must make
reasonable decisions on matters that the board is obliged or chooses to act upon.
Finally, directors must employ a reasonable decision-making process to make
decisions.
Eisenberg supranote 11, at 440. Professor Eisenberg has also characterized these four duties (i.e.,
the duty to monitor, the duty ofinquiry, the duty to employ reasonable decision making, and the duty
to make reasonable decisions) as comprising the corporate directors "moral obligation to exercise
care." Eisenberg, Duty ofCare,supra note 4, at 948. Thus, the CorporateDirector'sGuidebook
counsels that compliance with the director's duty of care includes: (I) regular attendance and
participation inboard and committee meetings; (2) placement ofimportant matters on the agenda;
(3) review of significant information in advance ofthe board or committee meeting; (4) reliance on
information from others whom the director considers to be reliable, such as the authorized
committees of the board; and (5) further inquiry "when alerted by the circumstances." Corporate
Director's Guidebook,supranote 6, at 1253-54. Nevertheless, former Securities and Exchange
Commission (SEC) Chairman Ray Garrett cautioned thatalthough contributionstothe clarity ofdue
care as a concept can be made, the concept "cannot be reduced to a rule of mathematical precision
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Courts are particularly unsuited to, and therefore are reluctant to, evaluate,
after-the-fact, whether a business decision resulted from a breach ofthe duty
of care, or was a proper decision that simply turned out badly. 3 As a result,
the duty of care has been said to be linked to and constrained by the business
judgment rule. 4
without doing more harm than good." Address Before the Securities Regulation Institute, [19731974 Transfer Binder] Fed. Sec. L. Rep. (CCH) 79,623 (1974).
"Thus, Professor Eisenberg has observed,
[I]n the case of business decisions it may often be difficult for factfinders to
distinguish between bad decisions and proper decisions that turn out badly.
Business judgments are necessarily made on the basis of incomplete information
and in the face of obvious risks, so that typically a range of decisions is
reasonable. A decision maker faced with uncertainty must make a judgment
concerning the relevantprobability distribution and must act on thatjudgment. If
the decision makermakes a reasonable assessment of the probability distribution,
and the outcome falls on the unlucky tail, the decision maker has not made a bad
decision, because in any normal probability distribution some outcomes will
inevitably fall on the unlucky tail.
Eisenberg, supranote 11, at 444.
4
Charles Hansen has observed that:
[t]he duty of care, as applied by the courts to a director's decisions, is intimately
linked to, and constrained by, the business judgment rule, a doctrine limiting the
liability of a director in the good faith pursuit of his duties. Under that rule, so
long as a director acts in good faith and with due care in the process of decision
making, the director will not be found liable even though the decision itself was
not one that would have been made by an ordinarily prudent person. Therefore,
because application of the business judgment rule prevents the imposition of
liability, and the care element of the rule is solely process, the duty of care in the
decision making context is process due care alone.
Charles Hansen, The Duty of Care, the BusinessJudgment Rule, and the AmericanLaw Institute
CorporateGovernanceProject,48 Bus.LAw. 1355,1356(1993). See also Joel SeligmanA Sheep
in Wolls Clothing: The AmericanLaw. Institute Principlesof CorporateGovernanceProject, 55
GEo. WASH. L. REv.325, 360-61 (1987), stating:
[The duty of care] is solely meant to proscribe incompetent performance. Many
corporate decisions will be carefully researched butnotbe profitable. These types
ofunprofitable decisions do not create liability. Corporate law recognizes the
paramount importance of encouraging informed risk-taking by officers and
directors. If corporate executives demonstrate that an unprofitable decision was
preceded by a prudent consideration ofthe relevant facts, they are protected from
liability by the business judgmentrule. This rule generally insulates directors and
officers from liability for decisions that are lawful, informed, rational, and made
without conflicts of interest.
Id. Nevertheless, several commentators have pointed out that courts continue to review the
substance ofthe business decision either on the basis ofreasonable prudence (because the director
is a fiduciary) oron the basis ofgood faith (because the business judgmentrule only applies to those
directorial decisions made in good faith). Thus, as former Delaware Vice-Chancellor Quillen has
observed, "[Tihere can be no question that for years the courts have in fact reviewed directors'
business decisions to some extent from a quality ofjudgment point of view. Businessmen do not
le it, but courts do it and are likely to continue to do it because directors are fiduciaries." Quillen,
supranote 10, at 492. In a similar vein, ProfessorEisenberg has noted that courts review decisions
on the basis of rationality because an irrational decision would reflect bad faith on the part of the
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Despite the longevity of the business judgment rule,15 the precise
contours and boundaries of the rule remain elusive. 6 Nevertheless, the
business judgment rule operates as a presumption that in making a business
decision, the directors of a corporation acted on an informed basis, in good
faith, and with the honest belief that the action taken was in the best interests

directors:
Even courts that seem to use the term "good faith" in a relatively subjective way
nevertheless almost always review the quality ofdecisions under the guise ofa role
that the irrationality of a decision shows bad faith. Courts have adopted an
objective element because a subjective-good-faith standard would depart too far
from the general principles of law that apply to private individuals. Serious
problems would arise if even an irrational business decision was protected solely
because it was made in subjective good faith.
Eisenberg, supra note 11, at 442. Norman Veasey (now Chief Justice of Delaware) and Julie Seitz
have made a similar observation that the irrationality of a business decision will be viewed as
evidencing a lack of good faith, at least in cases involving contests for control or termination of
derivative suits. See E. Norman Veasey &Julie M.S. Seitz, The Business Judgment Rule in the
Revised ModelAct the Trans Union Case, an the ALIProject- A Strange Porridge,63 TEX. L.

REv. 1483, 1485-86 (1985), stating:
A decision that is eitherpatently frivolous, capricious, or one which "no person of
ordinary sound business judgment would believe" to be rational would not be in
good faith or grounded on a rational business purpose and would be an "abuse of
discretion." In cases otherthan those involving contests for control ortermination
of derivative suits, however, courts normally will avoid reviewing the
"reasonableness" of the directors' action.
Id. (citations omitted).
"It has been suggested that the business judgment rule had its origins in 1829 in the case
of Percy v. Millaudon,8 Mart. (ns.) 68 (La. 1829) in which it was stated:
[IThe occurrence of difficulties... which offer only a choice of measures, the
adoption of a course from which loss ensues cannot make the [director]
responsible, ifthe errorwas one into which a prudentman mighthave fallen. The
contrary doctrine seems to us, to suppose the possession, and require the exercise
[sic] of perfect wisdom in fallible beings. No man would undertake to render a
service to another on such severe conditions ....The test of responsibility
therefore should be,not the certainty of wisdom in others, but the possession of
ordinary knowledge; and by shewing that the error of the [director] is of so gross
akind, that aman ofoommon sense, and ordinary attention, would not have fallen
into it.
Id. at 77-78.
1It has been observed that
[t]he continuing fascination of corporation law mavens with the business judgment
rule and their passion for universal agreement on its true meaning is now
approaching the devotion ofspelunkersNew York imes crossword puzzlers and,
until recently, would-be solvers ofFermafs Last Theorem. Fortunately for these
enthusiasts, there is more material than ever for them to chew on.
Hanks, Rejudgingthe BusinessJudgment Rule,48 Bus. LAW. 1337,
I. Franklin Balotti & James J.

1337 (1993).
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of the corporation. 7 In essence, the rule shields decisions by directors that
are made in good faith, so long as there is a rational business purpose.' As
a result, the business judgment rule is viewed as a presumption, 9 a doctrine
of judicial restraint,20 and a substantive rule.21
"For example, as the Delaware Supreme Court stated in SinclairOilCorp.v. Levien, 280
A.2d 717, 720 (Del. 1971), "Aboard ofdirectors enjoys apresumption of sound business judgment,
and its decisions will not be disturbed if they can be attributed to any rational business purpose. A
court under such circumstances will not substitute its own notions of what is or is not sound
business judgment." Norman Veasey has described the businessjudgmentrule as providing a "safe
harbor" for directorial decision making:
When directors decide routine matters such as the declaration of dividends, one
normally has little problem with the application of the business judgment rule.
When they undertake more extraordinary transactions (such as selling a large
asset) the businessjudgmentrule ordinarily will provide a safe harbor, given good
faith, absence of a disabling conflict, and due care.
E. Norman Veasey, Seekinga Safe HarborfiromJudicialScrutiny ofDirectors'BusinessDecisions
-AnAnalytical FrameworkforLitigationStrategyandCounselingDirectors,37 Bus.LAW. 1247,
1250-51 (1982).
"'Me formulation ofthe business judgment rule in SinclairOil Corp.v. Levien, 280 A.2d
717 (Del. 1971), has been construed as suggesting a "rational business purpose test" under which
"the businessjudgmentrule is satisfied and a decision ofdisinterested directors will notbe disturbed
if it can be attributed to any 'ational business purpose."' Veasey & Seitz, supra note 14, at 1485.
9
See, e.g., Veasey & Seitz, supranote 14, at 1487 (stating that "[tihe business judgment
rule is a presumption that protects directors from personal liability in damages, usually in
shareholder derivative suits").
'For an example, see DENNSJ. BLoCKErAL.,THEBUSN4ESS JuDGmfRULE: FmuciARY
DuNEs OF CORPORATE DmEcroRs 3-4 (4th ed. 1993), stating:
Should the directors be sued by shareholders because of their decision, the court
will examine the decision only to the extent necessary to verify the presence of a
business decision, disinterestedness and independence, due care, good faith, and
the absence ofan abuse ofdiscretion. Ifthese elements are present-and they are
assumed to be present-and the case does not involve fraud, illegality, ultra vires
conduct or waste, then the court will not second guess the merits ofthe decision.
The business judgment rule is thus a tool ofjudicial review rather than a standard
of conduct, and applies both in actions seeking to impose liability for money
damages upon directors fortheir decisions and in actions seeking injunctive relief
against particular board actions.
Id. As one commentator has said:
From a systemic perspective, the rule is an institutional defense for the judiciary
against invitations to venture into unfamiliar areas. Judges "reallyare not
equipped by training and experience to make business judgments because such
judgments are intuitive, geared to risk-taking and often reliant on shifting
competitive and market criteria." In this sense, the rule is an integral part of
judicial review in a society based on free enterprise, and helps to assure that the
nation's businesses are not run from courtrooms.
Krishnan Chittur, The CorporateDirector'rStandardofCare: Past,Present,andFuture,10 DEL.
J. CORP. L. 505, 506-07 (1986) (citations omitted).
"The Delaware Supreme Court has stated:
The [Business Judgment] nle operates asboth aprocedural guide for litigants and
a substantive rule of law. As a rule of evidence, it creates "a presumption that in
making a business decision, the directors of a corporation acted on an informed
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The protections of the business judgment rule, however, are invoked
only when a decision of the board of directors is under attack Thus, the
business judgment rule provides no shelter from claims arising from the
alleged breach ofthe duty of care, which do not involve directorial decision
making, as when the directors are charged with having failed to exercise
proper oversight.'

basis [i.e., with due care], in good faith and in the honest belief that the action
taken was in the best interest of the company."
Citron v. Fairchild Camera& Instrument Corp., 569 A.2d 53,64 (Del. 1989) (quoting Aronson v.
Lewis, 473 A.2d 805 (Del. 1984)) (second alteration in original). Balotti and Hanks are also ofthis
view:
The businessjudgmentrule itselfis not strictly a"presumption." In its substantive
aspect, the rule prohibits a court, absent an abuse of discretion, from substituting
its judgment for that ofthe directors. This substantive aspect is the core of the
business judgment rule. In fact, the business judgment rule can be thought of as
a statement ofthe circumstances (informed basis, good faith, honestbelief) under
which a court will not substitute its judgment for that of directors, either to hold
them liable orto invalidate a transaction they have approved. Itis the procedural
aspect ofthe rule that contains the "presumption" that in arriving at a decision the
director "acted on an informed basis, in good faith and in the honest belief that
the action taken was in the best interest of the company."
Balotti & Hanks, supra note 16, at 1339-40; see also Hansen,supranote 14, at 1361 ("JT'he rule
is more than a presumption. While procedurally, it is a presumption, it also is anle of substantive
law.").
'See, e.g., Nixon v. Blackwell, 626 A.2d 1366,1376 (Del.1993) ('In business judgment
rule cases, an essential element is the fact that there has been a business decision made by a
disinterested and independent corporate decisionmaker.'); Smith v. Van Gorkom, 488 A.2d 858,
872 n.12 (DeL 1985) (citing Kaplan v. Centex Corp., 284 A.2d 119, 124 n.12 (Del. Ch. 1971));
Aronson v. Lewis, 473 A.2d 805,813 (Del. 1984) ("[The business judgment nle operates only in
the context of director action ....[I]t
has no role where directors have either abdicated their
functions, or absent a conscious decision, failed to act"); In re J.P. Stevens & Co., Inc..Shareholder
Litig., 542 A.2d 770,780 n.3 (Del. Ch.1988) ("[A] conscious decision to act or to refrain from
action is a necessary factor for the invocation of the [business judgment rule] . .. ."); Kaplan v.
Centex Corp., 284 A.2d 119, 124 (DeL Ch.1971) ("Application ofthe rile of necessity depends
upon a showing that informed directors did, in fact, make a business judgment authorizing the
transaction under review.").
"Chief Justice Veasey of the Delaware Supreme Court has commented that "[s]trictly
speaking, the business judgment rule applies only to business decisions and does not apply in an
oversight context. But there are judgment aspects to mechanisms directors decide to set up to
monitor management, and it is thejudgment of the directors on which the investors are relying."
E. Norman Veasey, An EconomicRationalefor JudicialDecisionmakingin CorporateLaw, 53
Bus.LAw. 681,690(1998). In this regard, it has been noted, as well, that"[t]he inapplicability of
the businessjudgmentnile is perhaps one ofthe most critical features ofa director oversight claim.
The essence of a director oversight claim is that the directors failed to detect or deter some
wrongdoing on the part ofmanagementor othermembers ofthe board. These claims are ordinarily
portrayed as aviolation of adirector's duty of care...." James L. Griffith, Jr., DirectorOversight
Liability: TwentyFirstCentury StandardsandLegislativeControlson Liabiliy, 20 DELJ.CoRp.
L. 653,656 (1995).
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In addition to their decision-making function, directors have an

obligation to see that the corporation's affairs are properly managed.24 The
board's responsibility in this regard involves a variety of functions,'
including active monitoring through the installation of an internal control
structure, 26 and oversight of the corporation's policies and procedures
24

As Veasey and Seitz note:
Decision making is only one of two principal functions of directors. The other is
"oversight" Directors must be able, as a practical matter, to delegate functions
except those that are nondelegable by statute or otherwise. Although there is no
precise definition of"oversight," it is clear that directors have a duty, in carrying
out the statutorily mandated duty of directing the management ofthe corporation,
to see that the officers of the corporation are properly managing its business and

affairs.
Veasey & Seitz, supra note 14, at 1501.
'For example, the CorporateDirector'sGuidebook identifies the following functions of
the board as part of its oversight responsibility:
approving flndamental operating, financial, and other corporate plans, strategies
and objectives; evaluating the performance of the corporation and its senior
management and taling appropriate action, including removal, when warranted;
selecting, regularly evaluating, and fixing the compensation of senior executives;
requiring, approving, and implementing senior executive succession plans;
adoptingpolicies ofcorporate conduct including compiancewith applicable laws
and regulations, and maintenance of accounting, financial and other controls;
reviewing the process of providing appropriate financial and operational
information to decisionmakers (including board members); and evaluating the
overall effectiveness ofthe board.
CorporateDirector'sGuidebook, supranote 6, at 1249.

2
'Thus,forexample,ProfessorEisenberghascommentedthat"themodemauthoritiespoint
inthe direction of requiring active monitoring as a component of a director's due care. Active
monitoring, inturr, requires the installation of an internal control structure that is appropriate for
the particular corporation." Eisenberg, CorporateGovernance,supranote 4, at 260. As Professor
Eisenberg has explained elsewhere:
The first of these [specific duties that comprise the legal duty of care] is the duty
of directors to reasonably monitor or oversee the conduct of the corporation's
business, and, as a corollary, to take reasonable steps to keep abreast of the
information that flows to the board as a result of monitoring procedures and
techniques. Typically, the duty to monitor is satisfied not, or not primarily, by
direct observation, but by installing or reviewing the adequacy of procedures or
techniques bywhich salientinformation concerning the conduct ofa corporation's
business will flow to the board, or to reliable executives or third-party
professionals acting on the corporation's behalf and subject to the ultimate
responsibility of the board.
Eisenberg, Duty ofCare,supranote 4, at 951-52. Dean Manning has made a similar observation:
[No board can deny the existence of a built-in paramount responsibility with
regard to what may be called the organic or structural integrity of the company.
This organic integrity is essentially made up of two elements. A company must
have afunctioningmanagementinplace and operating at all times. A board can
itself see that this is done. And a company must have an internal information
system in place that is generally suitable for an enterprise of the company's
character to keep the management informed about what is going on and
particularly to provide the accounting data on which to base financial statements.
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regarding compliance with the law?2 However, whether a director is
individually liable for losses resulting from a failure to oversee and monitor
Indeed, Delaware
the corporation's activities has not been settled.'
precedent is to the effect that a director's obligation to inquire into the
conduct of the corporation's officers and employees arises only when there
29
are "specific indicia suggesting misconduct," i.e., red flags.

Theboardcannotdesign, install, operate ormonitorthe operationofsuch systems;
but the board can press for the installation and call for periodic assurances that
they are inplace. As to these two organic elements ofthe enterprise, the directors
may not wait for the management to bring issues to their attention. The
responsibility ofthe board in these two key regards is inherent and ongoing; it is
up to the board to take the initiative to keep itself informed aboutthem and to take
such periodic action as its businessjudgmdnt dictates.
Manning, supranote 3, at 1484.
"Professor Edward Lawler has observed,
[A]s the ultimate oversight body, the board must be sure that the company has
adequate information, control, and audit systems in place to tell it and senior
management whether the company is meeting its business objectives. And it is
also the board's responsibility to ensure thatthe company complies with the legal
and ethical standards imposed by law and by the company's own statement of
values.

Edward E. Lawler,AppraisingBoardroomPerformance,HARVARD Bus. REV., JanJFeb. 1998, at

139. Thus, it was the view of the Business Roundtable twenty years ago that:
[d]irectors and top management cannot be the guarantors ofthe lawful conduct of
every employee or manager in a large organization - particularly in view ofthe
fact that legal and regulatory requirements currently imposed on corporations are
so numerous, so wide-ranging, so obscure and complex. On the otherhand, some
recent lapses in corporate behavior have emphasized the need for policies and
implementing procedures on corporate law compliance. These policies and
procedures should be designed to promote such compliance on a sustained and
systematic basis by all levels of operating management

Statement ofthe Business Roundtable, The Role andCompositionofthe BoardofDirectorsofthe
Large PubliclyOwned Corporation,33 Bus. LAW. 2083,2101 (1978).

'See, e.g., Veasey & Seitz, supranote 14, at 1503-04.
Thereisabeliefthat"recommendedcorporatepractice"involvessomemonitoring
or supervision, at least to ensure compliance with the law. Ifthe expected role of
a director has grown to include the installation of mechanisms to ensure
compliance with laws, good counselling suggests that it be done. Nevertheless,
despite advances in recommended corporate practices, heightened sensitivity,
better supervision, and advanced technology, it does not follow that failure to
install a surveillance system results in liability.
'lhus, in Grahamv. Air-ChalmersManufacturingCo., 188 Ai.d 125 (Del. 1963), the

Delaware Supreme Courtheld thatthe directors ofAUis-Chalmers were notliable for losses due to
violations of the federal antitrust laws of which they had no actual knowledge, As the court
explained,
[D]irectors are entitled to rely on the honesty and integrity oftheir subordinates
until something occurs to putthem on suspicion that somethingis wrong. Ifsuch
occurs and goes unheeded, then liability of the directors might well follow, but
absent cause for suspicion there is no duty upon the directors to install and operate
a corporate system of espionage to ferret out wrongdoing which they have no
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The suggestion in Caremark,that a director could face personal
liability for the board's failure to take steps to assure the corporation's
compliance with the law, represents a departure from precedent. The

Chancellor's analysis ofa director's responsibility to fulfill a monitoring role,
consistent with the duty of care, however, is in accordance with the main
themes of corporate governance over the past twenty years.

B. The Investigation of CaremarkInternational,Inc.
Caremark was a health care provider engaged in both patient and
managed care services.30 Caremark's patient care business and alternative
site services composed the majority of its revenue. The remainder of

Caremark's business came from managed care, which included prescription
drug programs and multi-specialty group practices.

Caremark realized significant revenues from third party payments,
including payments from insurers and Medicare/Medicaid reimbursements.33
Medicare/Medicaid reimbursements were subject to a prohibition against
payments by health care providers to induce the referral of
Medicare/Medicaid patients.34
As a matter of practice, Caremark had advice and service agreements
with various hospitals, physicians and other health care providers, and

distribution agreements with various drug manufacturers Although these
agreements were not specifically prohibited under the Medicare/Medicaid
programs, the fact that these health care providers and drug manufacturers
reason to suspect exists.
l at 130. The Delaware of Chancery rejected a similar claim of director liability in In re Baxter
Intl, Inc. Shareholders Litig., 654 A.2d 1268 (Del. 1995). There, itwas contended that the directors
had breached their duty of care by failing to prevent the corporation's employees from engaging in
a scheme to systematically overcharge the U.S. Veterans Administration for medical supplies, that
resulted in the suspension ofthe company from contracting with the government. Holding that the
derivative plaintiff had not met the burden ofpleading with particularity why demand should be
excused, the Vice Chancellor applied the Grahamstandard, noting, 'Tlaintiff has not pled with
particularity that the directors ignored obvious danger signs of employee wrongdoing. Rather,
plaintiffs claim is premised on a presumption that employee wrongdoing would not occur if
directors performed their duty properly. Plaintiffs position is inconsistent with Graham." Id at
1270-71. In contrast, in Boeing Co. v. Shrontz, No. 11,273, 1992 Del. Ch. LEXIS 84 (Del. Ch.
Apr. 20,1992), reprintedin 18 DEL. J. CoRP. L 225 (1993), a motion to dismiss the complaint was
denied because the derivative plaintiffs had alleged instances ofwrongful conductresulting in fines
and sanctions against Boeing of which they contended the board members had knowledge.
3
°See In re Caremark Intl, Inc. Derivative Litig., 698 A.2d 959 (Del. Ch. 1996).
3"Caremark,698 A.2d at 961.
3Id. at 961-62.
33Id.

at 962.
35Caremark, 698 A.2d at 962.
34ld.
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prescribed or recommended Caremark's services to Medicare/Medicaid
recipients may have created a risk ofprohibited referral fees and kickbacks 6
Caremarks practices, that began with Caremark's predecessor, Baxter
International, Inc., came under investigation by the Inspector General of the
Department of Health and Human Services (HHS/IG) in 1991 .? In March
1992, the U.S. Department of Justice joined the HHS/IG investigation,
expanding the investigation to include Caremark's billing practices, possibly
involving unnecessary treatment, improper waiver of patient co-payment
obligations, and inadequate record keeping at Caremark operated
pharmacies s
On August 4, 1994, a federal grand jury in Minnesota returned a

lengthy indictment charging Caremark, two of its officers, and an employee
of'Genentech, with having made payments in excess of $1.1 million between
1986 and 1993 to a Minneapolis physician, to induce the physician to
distribute a growth hormone distributed by Caremark.39 These payments

were in the guise of "consulting agreements" and "research grants" for which
the physician performed no services.40

One month later, a federal grand jury sitting in Ohio returned a second
indictment alleging that an Ohio physician received $134,000 in exchange

for referring Medicare patients to Caremark.4 1 It was further alleged that

Caremark had provided the physician with free office equipment and the
services of a registered nurse to work in his office.4
C. Settlement of the CriminalCharges
andRelatedCivil Claims

In May 1995, Caremark entered into negotiations with the U.S.
Department of Justice, the Department of Health and Human Services, the
U.S. Veterans Administration, the U.S. Federal Employee Health Benefits
Program, the Civilian Health and Medical Program of the Uniformed
Services, and various state regulatory authorities, with a view toward
settling, on a global basis, the pending and threatened criminal and
regulatory proceedings 3 On June 15, 1995, Caremark's board of directors
36I,1
' l' Caremarkwas spun-offfrom Baxter Internalional in 1992 and a separate publiclyowned company was formed. Id at 961.
"Id.at 962 n.2.
39
See Caremark,698 A.2d at 963-64.
"See id at 964 (quoting the indictment).
41See id

4$See I
"See Caremark,698 A.2d at 965.
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approved a settlement agreement.O Under the agreement, Caremark entered
a guilty plea to one count of mail fraud,45 and a subsidiary entered a guilty
plea to two counts of mail fraud.' Caremark agreed to pay $29 million in
various criminal fines, $3.5 million for violations of the Controlled
Substances Act,47 $129.1 million in civil claims arising from Caremark's
payment practices, and a $2 million donation to an AIDS research grant
program."
In exchange for the agreements, the federal and state proceedings
were concluded and Caremark was allowed to continue participating in
Medicare/Medicaid funded programs.49 Additionally, there were no senior
officers or directors charged individually with wrongdoing. 5 InDecember
1995, after the consummation of the agreement with the government entities,
Caremark learned that several private insurance companies intended to make
claims against Caremark based on the same practices that were the subject
of the government's investigations. 5 ' On March 18, 1996, following
intensive negotiations with the private insurers, the Caremark board
approved a $98.5 million settlement of the claims.52
D. The ShareholderDerivativeActions
In the meantime, based on events revealed in the two criminal
indictments, as well as in various newspaper reports, five shareholder
derivative actions were filed in the Delaware Chancery Court.53 The
derivative actions alleged that Caremark's directors had breached their duty
of care by failing to adequately supervise Caremark's employees.'M The
shareholders further claimed that Caremark's directors failed to institute

44See id.
"See id.
461d
4

at 965 n.10.

See generally21 U.S.C. § 841 (1994).
'See Caremark,698 A.2d at 965 n.10.
"See id As discussed infra, Caremark would have been subject to debarment from
participation in Medicare/Medicaid programs by virtue of its criminal conviction. See 42 U.S.C.
§ 1320a-7 (1994 & Supp. IV 1999).
5
See Caremark, 698A.2d at965. Indeed, in the criminalproceedings in Ohio, the 'United
condonedor was wilfuidly
States stipulated that no senior executive of Caremark participated in,
ignorant ofthe wrongdoing...." Id (emphasis in original).
5
See id at 966.
"See id
'3See id at 964.
-See Caremark, 698 A.2d at 964.
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corrective measures, and, as a result of these failures, Caremark had been
exposed to significant liability55
After seeking dismissal of the complaints, Caremark entered into
settlement negotiations with the plaintiffs in May 1995,ss which concluded
57
in June with a memorandum of understanding and settlement agreement
E. Review ofthe Settlement Agreement by ChancellorAllen

The Agreement settlingthe derivative actions came before Chancellor
William T. Allen for approval under the legal standard: "fair and reasonable

in the light of all relevant factors."' Chancellor Allen noted that the essence

of the complaint was that the Caremark directors had breached their duty of
SSee id.
See idat 965.

"See id. at 965-66. The Chancellor summarized the terms of the settlement as follows:
1.

That Caremark undertakes that it and its employees, and agents not pay

any form ofcompensation to a third party in exchange for the referral ofa patient
to a Caremark facility or service or the prescription of drugs marketed or
distributed by Caremark forwhich reimbursement maybe sought from Medicare,
Medicaid, or a similar state reimbursement program;
2.
That Carernark, undertakes foritselfandits employees, and agents notto
pay to or split fees with physicians, joint ventures, any business combination in
which Caremark maintains a direct financial interest, or other health care providers
with whom Caremark has a financial relationship or interest, in exchange for the
referral ofa patient to a Caremark facility or service or the prescription of drugs
marketed or distributed by Caremark for which reimbursement may be sought
from Medicare, Medicaid, or a similar state reimbursement program;
3.
That the full Board shall discuss all relevant material changes in
government health care regulations and their effect on relationships with health
care providers on a semi-annual basis;
4.
That Caremark's officers will remove all personnel from health care
facilities or hospitals who have been placed in such facility for the purpose of
providing remuneration inexchange for a patientreferral for which reimbursement
may be sought from Medicare, Medicaid, or a similar state reimbursement
program;
5.
That every patient will receive written disclosure of any financial
relationship between Caremark and the health care professional or provider who
made the referral;
6.
That the Board will establish aCompliance and Ethics Committee of four
directors, two of which will be non-management directors, to meet at least four
times ayearto effectuatethese policies andmonitorbusiness segment compliance
with the ARPL, and to report to the Board semi-annually concerning compliance
by each business segment; and
7.
That corporate officers responsible for business segments shall serve as
compliance officers who must report semi.annually to the Compliance and Ethics
Committee, and with the assistance ofoutside counsel, review existing contracts
and get advanced approval of any new contract forms.
Id at 966.
-See Caremark, 698 A.2d at 966.
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care, stating: "[T]he directors allowed a situation to develop and continue
which exposed the corporation to enormous legal liability and that in so
doing they violated a duty to be active monitors of corporate performance."59
In reaching the conclusion that the proposed settlement was fair and
reasonable, Chancellor Allen reviewed what he considered to be the two
controlling legal contexts where director liability for inattention could arise:
liability for a decision that was ill-advised or negligent, and liability for
failure to monitor the activities of the corporation.' °
1. An Ill-Advised or Negligent Decision
In the first context, "liability may be said to follow from a board
decision that results in a loss because that decision was ill-advised or
'negligent."' 6 Chancellor Allen observed, however, that such claims are
"subject to review under the director-protective business judgment rule,
assuming the decision made was the product of aprocessthat was either
deliberately considered in good faith or was otherwise rational."'62
Chancellor Allen also observed that judicial review of directorial
decisions focuses on the process leading to the decision, rather than the

"Id at 967. Chancellor Allen characterized the plaintiffs' theory of liability as "possibly
the most difficult theory in corporation law upon which a plaintiffmight hope to win judgment"
60See id at 967-69.
61Id. at 967. Chancellor Allen questioned the suitability of the negligence standard to a
review ofboard attentiveness. The Chancellor suggested that imposing liability on the basis ofwhat
an "average"or "ordinary"person would consider"prudent" and "sensible"or "rational" could cause
an inappropriate restriction of a director's judgment concerning the amount of risk the enterprise
should assume in its investments. See id at 967 n.16. Professor Elliott Weiss made a similar
observation concerning the reluctance ofcourts generally to impose liability due to several factors:
Courts are reluctant to subject directors -particularly outside directors- to due
care liability. A number of factors explain this reluctance. First, courts realize
that no person is obligated to serve as a corporate director, especially an outside
director. If corporate law threatened directors who failed to perform at the level
ofthe laws aspirations with liability, "nomen [orwomen] ofsense would take the
offie .... " Second, shareholders, as equity investors, can be viewed as having
assumed the risk that managers will make some bad judgments resulting in
business losses. Third, fact finders viewing situations retrospectively too often
may be inclinedto determine that abad resultwas due to badjudgmentratherthan
bad luck. Finally, the threat of liability may lead directors or managers to avoid
potentially profitable butrisky business opportunities or to focus on safeguarding
corporate resources.
Elliott J. Weiss, EconomicAnalysis, CorporateLaw,andtheALI CorporateGovernance Project,
70 CoNELL L. REv. 1, 14 (1984) (alteration in original).
-Caremark, 698 A.2d at 967 (citing Aronson v. Lewis, 473 A.2d 805 (Del. 1984)).
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substance of the decision itself.' Accordingly, a beliefthat a board decision
was substantively wrong, stupid, egregious, or irrational will not result in
liability, "so long as the court determines that the process employed was
either rational
or employed in a goodfaith effort to advance corporate
4
,

interests. ""

Chancellor Allen cautioned that to do otherwise, or to evaluate the
substance of a good faith decision, "would expose directors to substantive
second guessing by ill-equipped judges or juries, which would, in the long-

run, be injurious to investor interests."' For that reason, "the business
judgment rule is process oriented and informed by a deep respect for all

goodfaith board decisions."'

In order to be considered to have acted in good faith, and thus to
benefit from the presumption of the business judgment rule, the director's

'Id Professor Hansen is also ofthe view that the due care standard applies only to the
process employed by the board in reaching the decision and not to the substance of the decision
itself. Hansen, supranote 14, at 1357.
It is nowclear, as a result of later decision, that the holding in Van Gorkom on the
duty of care in corporate decision making relates solely to process .... In other
words, a director can make a decision that would not have been made by the
ordinarily prudentperson and escape liability ifappropriate process was followed.
Thus there is no such thing as liability for a negligent substantive decision.
Id
[The due care standard in corporate law is applied to the decision making process
and not to its result. Even though a decision made or a result reached is not that
of the hypothetical ordinarily prudentperson, no liability will attach as long as the
decision-making process meets the standard.
Hansen, supranote 12, at 1241.
"Caremark, 698 A.2d at 967.
6Ild As Veasey had earlier remarked:
The rationale of the businessjudgment rule was rooted in the concept that, in
managing or overseeing the management ofa business, directors must have wide
discretion to delegate, totake risks, and not be second-guessed by courts (at least
insofar as their exposure to liability for damages is concerned).
E. Norman Veasey, Book Review, The Business JudgmentRule: FiduciaryDuties ofCorporate
Directors,15 DEL.L CoRP. L. 573,576 (1990). See also discussion supranote 13 (explaining the
rationale forjudicial deference to corporate directors' business decisions). Veasey and Manning
ascrribe the tendency ofjudges to substitute their judgment for that of the directors to vagueness of
the ordinary prudence standard:
Since our "excellent but odious" friend- the ordinarily prudent person - never
takes the stand to enlighten judges orjuries, the standard of care that exalts his
presence actually encourages a substitution ofthe couresjudgment for that ofthe
defendant director. Thus, the restraints, if any, imposed upon this judgmental
substitution play the most significant role in determining the outcome of a given
case.

Veasey & Manning, supranote 10, at 931.
"Caremark, 698 A.2d at 967-68.
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decision must have been an informed one.67 The most common grounds for

'See Hansen Trust PLC v. ML SCM Acquisition, Inc., 781 F.2d 264, 276 (2d Cir. 1986)
(citing Auerbach v. Bennett, 419 N.Y.S.2d 920,927 (N.Y. 1979)), stating:
The proper exercise of due care by a director in informing himself ofmaterial
information and in overseeing the outside advice on which he might properly rely
is, of necessity, a pre-condition to performing his ultimate duty of acting in good
faith to protect the best interests of the corporation.
See, e.g., Cede & Co. v. Technicolor, Inc., 634 A.2d 345,366 (Del. 1993) (finding beach of duty
of care when decision to merge was made with no knowledge of the transaction or fair valuation);
Aronson, 473 A.2d at 812 ("ma invoke the rule's protection directors have a duty to inform
themselves, prior to making a business decision, ofall material information reasonably available to
them. Having become so informed, they must then act with requisite care in the discharge oftheir
duties."). Thus, the Delaware Supreme Court has said, "[U]nder the business judgment rule there
is no protection for directors who have made an 'unintelligent or unadvisedjudgment."' Smith v.
Van Gorkom, 488 A.2d 858, 872 (Del. 1985) (quoting Mitchell v. Highland-Western Glass, 167
A. 831, 833 (Del. Ch. 1933)). In this connection, former SEC Division of Enforcement Director

(now U.S. District Judge) Stanley Sporkin commented that:

the business judgment rule provides that directors can rely on their best
professional judgment when filling the duties oftheir office. But what is the key
to the business judgment rule? First, the directors must be acting in good faith.
But even underthe good faith standard, they mustmake the requisite investigation
and inquiry. Otherwise they cannot really be acting in good faith.
Stanley Sporkin, SEC Enforcement andthe CorporateBoardRoom, 61 N.C. L REV. 455, 456-57
(1983). Thus, the CorporateDirector'sGuidebook counsels that:
[a] director is entitled to rely on reports, opinions, information, and statements
(including financial statements and other financial data) presented by (i)
the
corporation's officers or employees whom the director reasonably believes to be
reliable and competent in the matters presented, (ii) legal counsel, public
accountants, or other persons as to matters that the director reasonably believes to
be within their professional or expert competence, and (iii) duly authorized
committees of the board on which the director does not serve, unless in any such
cases the director has knowledge that would make such reliance unwarranted.
However, a directorrelying on others has a responsibility to keep informed of the
efforts ofthose to whom the word has been delegated. The extent of this review
function will vary depending upon the nature and importance of the matter in
question.
CorporateDirector'sGuidebool;supranote6,at1253-54.
Commentingon changes inthe MBCA,
the Committee on Corporate Laws of the ABA Section on Business Law has noted, as well, that[u]nless the circumstances would permit a reasonable director to conclude that he
or she is already sufficiently informed, the standard ofcare requires every director
to take steps to become informed about the background facts and cimnstances
before taking action on the matter at hand. The process typically involves review
ofwritten materials provided before or at the meeting and attention to/participalion
in the deliberations leading up to a vote. It can involve consideration of
information and data generated by persons other than legal counsel, public
accountants, etc., retained by the corporation,. ... [R]eview of industry studies
or research articles prepared by unrelated parties could be very useful. It can also
involve direct communications, outside of the boardroom, with members of
management or other directors. There is no way for "becoming informed" and
both the method and the measure - "howto" and "how much" - are matters of
reasonable judgment for the directors to exercise.
Committee on Corporate Laws, Changesinthe Model Business CorporationAct-Amendments

2001] CORPORATE DIRECrOR'S COMPLIANCE OVERSIGHT RESPONSIBIITY

23

liability in director negligence cases has been the abdication ofthe director's
role through inattention and uninvolvement 6s As Chancellor Allen pointed
out, a director's unsuitability for the position is not grounds for liability, so
long as "a director in fact exercises a good faith effort to be informed and to
he or she should be deemed to satisfy fully
exercise appropriate judgment,
69
the duty of attention."
ofCondutandStandardsofLiabiliyforDirectors,53
PertainingtoElectronicFiingsstandards
Bus. LAw. 157, 166 (1997).
"See Hansen, supranote 14, at 1359. Indeed, Charles Hansen has said thatabdication or

prolonged failure to exercise oversight have been the only grounds for director liability in
nondecision making cases.
Even in a nondecision making context, however, the required due care standard
is less stringent than that which "an ordinarily prudent person would reasonably
be expectedto exercise in alike positionandunder similar circumstances." While
itis true thatthis s-calledtraditional language often appears inthe cases, a careful
examination of the facts and holdings based thereon yields a different result.
Using such an analysis, itwould appear that directors were found liable inthe nondecisionmaking contextonly upon an express abdicationofresponsibility orupon
obvious and prolonged failure to exercise oversight or supervision.
Id Thus, in the seminal case ofBowerman v. Hamner,250 U.S. 504 (1919), a director of a failed
bank was found liable for negligent management of the bank's affairs based on evidence that he
never attended a meeting of the directors, never reviewed a statement of the bank's financial
condition, never examined the banks books and records, and did not otherwise inform himself of
the loan transactions that resulted in the bank's failure. In sum, as the Supreme Court noted, "[HIe
deliberately avoided acquiring knowledge of [the bank's] affairs and wholly abdicated the duty of
supervision andcontrolwhichresteduponhimas adirector." Id at510-11. Similarderelictionhas
resulted in director liability in avariety of other cases. See, e.g., Sandberg v. Virginia Bmksbares,
Inc., 891 F.2d 1112 (4th Cir. 1989), rev'donothergrounds, 501 U.S. 1083 (1991). In cases other
than director abdication, the standard for director liability is less clear, however, as Dean Manning
has observed:
Although courts regularly declare thatthe directorwho is not careful is notentitled
to the protection of the business judgment rule, courts have been extremely
reluctant to decide retrospectively that personal liability should be imposed on a
director for failure to perform his duties with sufficient care. It is universally
agreed that an outside director who simply ignores directorial responsibilities, does
not attend meetings, and fails to do necessary homework runs a substantial risk
that ifsomething goes wrong, the business judgment rule will not be available as
adefense. It is also agreed that an outside director is not expected to devote his
orherentireworkingtime and energies to performingthe functions ofthe director.
Between these extremes, however, the criteria are murky.

Dean Manning, CunrentlssuesInCorporateGovernance the Business JudgmentRulein Overview,

45 Omo ST.LJ.615, 619 (1984).
"Caremark, 698 A.2d at 968. In this connection, Chancellor Allen stated:
Judge Learned Hand made the point rather better than can L In speaking of
the passive director defendant Mr. Andrews in Barnes v. Andrews, Judge
Hand said:
True, he was not very suited by experience for the job he had
undertaken, but Icannot hold him on that account. After all it is the same
Directors are not
corporation thatchose him thatnow seeks to charge him. ...
They are the general advisors of the
specialists lile lawyers or doctors ....
,business and if they faithfully give such ability as they have to their charge,
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2. Director Liability for Failure to Monitor
The Chancellor's discussion of the second context in which director
liability can result - that is, where a "loss eventuates not from a decision
but, from unconsidered inaction""0 - has been more provocative. It was in
this connection that Chancellor Allen suggested that directors could be

liable. For failure
to comply with applicable legal standards that results in
71
economic loss.
Chancellor Allen noted that the board's attention is normally devoted
only to the most significant corporate matters, for example, the appointment
and compensation of the CEO, changes in the capital structure, and

mergers. 7 As exemplified by Caremark's experience, however, actions taken

by officers and employees outside of the board's normal purview can have

it would not be lawful to hold them liable. Must a director guarantee that his
judgment is good? Cana shareholder call him to account for deficiencies that
their votes assured him did not disqualify him for his office? While he may
not have been the Cromwell for that Civil War, Andrews did not engage to
play such a role.
Id (quoting Barnes v. Andrews, 268 F.614,618 (S.D.N.Y. 1924)). Although Judge Hand found
that Andrews, as director, had failed to adequately inform himself ofthe condition ofthe business,
Judge Hand declined to impose liability because, the action being in tort, plaintiffs had failed to
prove that Andrews' inattention had caused the business to fail. L at 616. However, as the
Delaware Supreme Court made clear in Cede & Co. v. Technicolor, Inc, 634 A.2d 345,370 (Del.
1993), that because Barneswas a tort action it does not control claims for breach of fiduciary duty,
such as the duty of care.
7Caremark,698 A.2d at 968.
"Chancellor Allen's suggestion that directors may be liable in the event of corporate
illegality has engendered a broad range of comment. See, e.g., Steven N. Berk Do Right andDo
Well with InternalCompliance,CORP.COUNSELMAG. 98 (June 1997); Edward Brodsky, Director's
Liability- The Importanceof Compliance Procedures,DERIVATIVES LrnG. REP. 11 (Mar. 1997);
Kathryn A. Finerty, The Duty of Care 4fler Caremark, 15 ACCA DOCKET 54 (NovJDec. 1997);
Harvey L. Pitt et al., DirectorDuties to Uncover and Respond to Management Misconduct,
INSIGHTS 5 (June 1997).
Caremark,698 A.2d at 968. As Chancellor Allen observed:
Most ofthe decisions that a corporation, acting through its human agents, makes
are, of course, not the subject of director attention. Legally, the board itself will
be required only to authorize the most significant corporate acts or transactions:
mergers, changes in capital structure, flndamental changes in business,
appointment and compensation of the CEO, etc. As the facts of this case
graphicallydemonstrate, ordinarybusiness decisions that are madeby officers and
employees deeper in the interior of the organization can, however, vitally affect the
welfare of the corporation and its ability to achieve its various strategic and
financial goals.
Id The vicarious liability ofcorporations for the criminal acts of its employees and agents has been
the law in the United States for the better part of a century following the Supreme Court's decision
in New York Central& Hudson River RailroadCo. v. UnitedStates, 212 U.S. 481 (1909). See
generally Kathleen F. Brickey, Corporate CriminalAccountability: A Brief History and
Observation,60 WASH. U. L.Q. 393 (1982) (surveying the history of regulating institutions).
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significant adverse effects on the corporation's well-being and ability to
conduct its business.' The consequences to Caremark and other companies
of such actions led the Chancellor to consider the board's responsibility to
monitor the corporation's compliance with law.74
The issue of the board's responsibility for assuring the corporation's
legal compliance takes on a special importance because of what the
Chancellor viewed as "an increasing tendency, especially under federal law,
to employ the criminal law to assure corporate compliance with external
legal requirements."75 The effect of this increased criminalization of
corporate conduct has been magnified by the Sentencing Guidelines for
Organizations,76 where penalties are imposed on corporations convicted of
crimes "that equal or often massively exceed those previously imposed on
corporations." For those reasons, the Chancellor found that the sentencing
guidelines offered powerful incentives for corporations to implement

effective compliance programs.78

-Caremark, 698 A.2d at 968.
74
JI at 968-69. As Chancellor Allen wrote:
Ifthis case did notprove thepoint itself, recent business history would. Recall for
example the displacement of senior management and much of the board of
Solomon, Inc.; the replacement of senior management of Kidder, Peabody
following the discovery of large trading losses resulting from phantom trades by
ahighly compensatedtrader, orthe extensive financial loss andreputational injury
suffered by Prudential Insurance as a result its junior officers misrepresentations
in connection with the distribution of limited partnership interests. Financial and
organizational disasters such as these raise the question, what is the board's
responsibility with respect to the organization and monitoring ofthe enterprise to
assure that the corporation functions within the law to achieve its purposes?
Caremark,698 A.2d at 968-69.
7
Caremark,698 A.2d at 969. As Chancellor Allen stated:
Modernly this question [of the board's responsibility to assure compliance] has
been given specialimportanceby an increasing tendency, especially under federal
law, to employthe criminal lawto assure corporate compliance with external legal
requirements, including environmental, financial, employee andproduct safety as
well as assorted other health and safety regulations.
Id.
76
U.S. SENTENCING GumELINEs MANuAL, FEDERAL SENTENCING GuidELms MANuAL
(1995). 7
)Caremark,698
A.2d at 969.
7Id Thus, the Chancellor observed:
In 1991, pursuant to the Sentencing Reform Act of 1984, the United States
Sentencing Commission adopted Organizational Sentencing Guidelines which
impact importantly on the prospective effect these criminal sanctions might have
on business corporations. The Guidelines set forth auniform sentencing structure
for organizations to be sentenced for violation of federal criminal statutes and
provide for penalties that equal or often massively exceed those previously
imposed on corporations. The Guidelines offer powerful incentives for
corporations today to have in place compliance programs to detect violations of
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Although not commented upon by Chancellor Allen, the criminal
conviction of a company doing business with the government may have
consequences more severe than the penalties imposed under the guidelines.
In general, companies believed to have engaged in serious criminal conduct

are not considered to be suitable to contract with the government for goods
or services. As a provider of health care to patients covered by
Medicare/Medicaid, Caremark's indictment and subsequent convictions for
mail fraud could have resulted in its suspension and debarment from
participation in the Medicare/Medicaid programs. 9 Similar restrictions also
apply to other government contractors.8 0 Under federal regulations, a
contractor may be suspended from receiving contracts pending the institution
of legal proceedings if there is "adequate evidence" that the contractor has
engaged in a criminal action. An indictment is deemed to satisfy this criteria
upon conviction. A contractor may be debarred from being awarded a
government contract for three years.81 For many contractors, debarment is
tantamount to a corporate death sentence. Thus, for companies like
Caremark, a compliance program that may prevent criminal conduct or may
at least mitigate the effects of that conduct in the eyes of the procurement

law, promptlyto report violations to appropriate public officials when discovered,
and to take prompt, voluntary remedial efforts.
Id Delaware Chief'Justice Veasey appears to agree, although he points out that director liability is
another matter.
[lihese guidelines alone should be sufficient incentive for a board to have a lawcompliance system as a matter of good corporate practice. I hasten to add,
however, that liability issues may be another matter.... As a matter of good
corporate practice, I think it would be unwise for a board to adopt an ostrich
attitude and do nothing in this area.
Veasey, supranote 23, at 692.
" 9Under the Medicare and Medicaid Patients and Program Protection Act of 1987,42
U.S.C. § 1320a-7 (1994), and the implementing regulations, 42 C.F.R. § 1001.1 (1999), conviction
of crime may result in either a mandatory or permissive exclusion from the program for up to five
years. Chancellor Allen noted that the settlement agreement entered into with the government
allowed Caremark to continue to participate in the Medicare/Medicaid programs. Caremark,698
A.2d at 965.
'For example, under the InvestmentAdvisors Act of 1940,15 U.S.C. § 80b-3 (e) (1994),
and the Securities and Exchange Act, of 1934, 15 U.S.C. § 78o-(bX4) (1994), the SEC can revoke
the registration of an investment advisor or securities broker-dealer upon conviction of a felony
arising out of the registrants securities business. Under the Commodity Exchange Act, 7 U.S.C.
§ 12(a) (1974), the Commodity Futures Trading Commission has similar revocation authority over
commodity trading advisors and commoditypool operators. TheEnvironmental Protection Agency
has authority to debar corporations for violation ofthe Clean Air Act of 1970,42 U.S.C. § 7606
(1970), and the Safe Drinking Water Act, 42 U.S.C. § 300j-0(9)(e) (1994).
"See the Federal Acquisition Regulation, 48 C.F.R. § 9.406-4 (1997). These regulations
provide, among other things that suspension or debarment from the procurement activities of one
agency automatically extends to all executive branch agencies. 48 C.FR. § 9-407-1(d) (1997). See
generallySteven D. Gordon, Suspension andDebarmentfromFederalPrograms,23 PUB. CONT.
L.J. 573 (1994) (explaining suspension from federal programs).
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integrity officials, ' may mean the difference between continuation in
business or financial ruin.
In Graham,however, the Delaware Supreme Court appeared to have
ruled that there was no general obligation on the part of directors to monitor
the corporation's compliance with law, and, absent some cause for suspicion,
the directors had no obligation, under their duty of care, "to ferret out
wrongdoing which they have no reason to suspect exists." 3 Although
Graham involved a claim that the board failed to monitor antitrust

compliance, notwithstanding that the corporation was subjectto two antitrust
consent decrees and was therefore liable for losses suffered by the
corporation as a result of violations of the antitrust laws, Chancellor Allen
questioned the breadth of the Grahamholding and its applicability to the
Caremarkfacts.M Instead, Chancellor Allen interpreted the Grahamholding
to allow the board to rely on the honesty and integrity of the corporation's
officers and employees, unless there are grounds to suspect otherwise.
In any event, Chancellor Allen was of the view that an interpretation
of Graham that "a corporate board had no responsibility to assure that
appropriate information and reporting systems are established by
management,"' would not be accepted by today's Delaware Supreme Court.

-According to 48 C.F.R. § 9.402(a) (1997), government contracts will only be awarded to
responsible contractors.
tUsingwhatChancellorAlendescribed as "notably colorful terms," Caremark,698 A-2d
at 969, the Delaware Supreme Court said in Grahamthat "absent cause for suspicion there is no
duty upon the directors to install and operate a corporate system of espionage to ferret out
wrongdoing which they have no reason to suspect exists." Graham, 188 A.2d at 130.
"Caremark, 698 A.2d at 969. ChancellorAllen was ofthe view that Grahamdid not limit
the board's responsibility to be informed ot among other things, the corporation's compliance with
applicable laws:
Can it be said today tha absent some ground giving rise to suspicion ofviolations
oflaw, that corporate directors have no duty to assure that a corporate information
gathering and reporting system exists which represents a good faith attempt to
provide senior management and the Board with information respecting material
acts, events or conditions within the corporation, including compliance with
applicable statutes and regulations? I certainly do not believe so. I doubt that such
abroad generalization of the Grahamholding would have been accepted by the
Supreme Court in 1963.
Id

'5Caremark,698 A.2d at 969. As Chancellor Allen stated:
The [Graham] case can be more narrowly interpreted as standing for the
propositionthata bsentgrounds to suspectdeception, neithercorporate boards nor
seniorofficers can be charged with wrongdoing simply for assuming the integrity
of employees and the honesty of their dealings on the company's behalf.

Id

'Caremark, 698A.2dat969-70. ChancellorAllennoted three developments in Delaware
lawas leading himto this conclusion. The firstwas "the seriousness withwhich the corporation law
viewsthe rolethe corporate board" as reflected in the line of cases from Smith v.Van Gorkom, 488
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Indeed, Chancellor Allen opined that it would be a mistake to conclude
otherwise."
A.2d 858 (Del. 1985) through ParamountCommunications v. QVC Network, 637 A.2d 34 (Del.
1993). Second, ChancellorAllennoted, "IT1he elementary factthatrelevantandtimely information
is an essential predicate forsatisfaction ofthe board's supervisory andmonitoring role under Section
141 of the Delaware General Corporation Law." Caremark,698 A.2d at 970. Third, Chancellor
Allen noted that in view of the of the "potential impact" of the federal sentencing guidelines on
corporations convicted of criminal conduct, "[alny rational person attempting in good faith to meet
an organizational governance responsibility would be bound to take into account this development
and the enhanced penalties and the opportunities for reduced sanctions that it offers." Id.
nCaremark,698 A.2d at 970. Thus, Chancellor Allen observed with respect to the proper
reading of Graham that:
[i]t would, in my opinion, be a mistake to conclude that our Supreme Court's
statement in Graham concerning "espionage" means that corporate boards may
satisfy their obligation to be reasonably informed concerning the corporation,
without assuring themselves that information and reporting systems exist in the
organization that are reasonably designed to provide to senior management and to
the board itself timely, accurate information sufficient to allow management and
the board, each within its scope, to reach informedjudgments concerning both the
corporation's compliance with law and its business performance.
Id The views of ChiefJustice Veasey ofthe Delaware Supreme Court appear to be in accord with
Chancellor Allen on this point. Although making it clear that he was not commenting on the
continued vitality of Graham or on Chancellor Allen's opinion in that regard, Chief Justice Veasey
observed that:
the oversight responsibility is a dynamic one. That is not to say that Graham
would or would not be decided the same way today on its particular facts. No
doubt, however, some ofthe language in Grahamwould be edited as we now look
at itthrough a prism ofwhat is nowthirty-four years ofexperience. Today, as the
Chancellor noted, the federal sentencing guidelines give a corporation credit, in a
criminal proceeding, for "an effective program to prevent and detect violations of
law" and that the program should be "reasonably designed, implemented, and
enforced so that it generally will be effective in preventing and detecting criminal
conduct" These Guidelines alone should be sufficient incentive for a board to
have a law compliance system as a matter of good corporate practice.
E. Norman Veasey, The Directorand the Dynamic CorporationLaw with Special Emphasis on
Oversightand Disclosure,prepared for delivery as the keynote address to the 17th Annual Ray
Garrett, Jr. Corporate and Securities Law Institute, Chicago, Illinois, Apr. 24, 1997, at 11. Justice
Veasey expressed these same views in Veasey, supranote 23, at 691. Additionally, several
commentators have suggested that Grahamshould not be interpreted as relieving the board of its
responsibility to implement and oversee corporate compliance programs. William Kennedy has said,
for example, that:
[w]e do not suggest that a prudent board ofdirectors or an experienced corporate
lawyer, in advising the board, would place uncritical reliance on Allis-Chalmers
in the specific antitrust context. If the company has a history of serious antitrust
violations, or if there is a specific basis for current concern, it may well be
appropriate for corporate managementto establish a compliance program, and for
a board to review the program and to require periodic reports as to its operation.
Compliance reports may also be appropriate in other sensitive areas.
William F. Kennedy, The Standardof ResponsibilityforDirectors, 52 GEo. WASH. L. REv. 624,
640 (1984). Professor James Cox has also observed that the changes in the perception ofdirectors
from "super-managers" to monitors, together with the modern practice of employing legal
compliance programs, have recast the Graham decision:
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Chancellor Allen emphasized that in order for the board to
successfully avail itself of the business judgment rule in this respect, the
directors 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." Therefore, the.board would
satisfy its responsibility to be reasonably informed about the corporation. 8
Accordingly, it was the Chancellor's conclusion that a director is obliged to
take appropriate action, under the circumstances, to assure that the
corporation has an adequate information and reporting system in place, and
that a director's failure to do so could result in liability for losses resulting
from the corporation's noncompliance with applicable legal standards.' We
must await further elucidation by the Delaware Supreme Court in order to
determine if Chancellor Allen was correct in his assessment of potential
director liability.
3. Analysis of the Claims
Applying the previously mentioned controlling legal principles to the
derivative plaintiffs claims, Chancellor Allen concluded that the settlement
was "fair and reasonable. " The Chancellor noted that in order to prevail on
a claim that the directors breached their duty of care by failing to control the
corporation's employees, four elements must be shown: "(1) that the director
knew or (2) should have known that violations of law were occurring and,

Graham's reasoning isunderstandable in the context ofan era whendirectors were

perceived as "super-managers" rather than monitors of those who manage. In
contrastto the atmosphere in which the court decided Graham,a solid perception
now prevails that the role ofdirectors is to monitor managements stewardship.
A corollary of this perception is the well-received practice among public
corporations ofdesigning, installing, and enforcing legal-compliance systems such

as those for which the plaintiffin Grahamargued. Because the content of the law
is informed and legitimized by prevailing practices, there is ample reason to

believe that Allis-Chalmers' board today would be pressed to justi*y the absence
of any compliance procedures.
James D. Cox, The AL, InstitutionalizationandDisclosure: The Questforthe Outside Director's
Spine, 61 GEo. WASH. L. REv. 1233, 1256-57 (1993) (emphasis in original).
SSee Caremark,698 A.2d at 970.
"'See id.
The Chancelloralso notedthatno corporate information andreporting system could ensure
compliance with law, and that the design of such a system was a matter of business judgment.
Caremark, 698 A.2dat970. Withrespectto directorliability, ChancellorAllen commented further
that "[a]ny action seeking recovery for losses would logically entail ajudicial determination of
proximate cause, since, for reasons that I take to be obvious, it could never be assumed that an
adequate information system would be a system that would prevent all losses." Id. at 970 n.27.
"Caremark,698 A.2d at 970.
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in either event, (3) that the directors took no steps in a good faith effort to
prevent or remedy that situation, and (4) that such failure proximately
resulted in losses.""' The Chancellor concluded that the record in the case
did not support such a showing.'
First, Chancellor Allen found that the record did not support a finding
that the board of directors had actual knowledge of the violations of law.
The board was aware that Caremark had financial arrangements with health

care professionals who had prescribed treatments that Caremark provided.
The board was also aware thatpayments for these treatments were made by

government agencies that prohibited referral payments? Nevertheless, the
board had been advised by both in-house and outside counsel that although
the law prohibiting referral payments was unclear, in their opinion,
Caremark's contracts with the health care professionals were legal and
Caremark had disclosed this uncertainty, as well as the government's
investigation, in its 1992 annual report. 4 Chancellor Allen considered the

board's reliance on counsel's opinion to have been reasonable, and therefore,

91

1a at 971. Citing Cede & Co. v. Technicolor,Inc., 636 A.2d 956 (Del. 1994), the
Chancellor noted, with respect to the fourth element, that causation may also be thought of as an
affirmative defense. Caremark,698 A.2d at 971. In Cede & Co. v. Technicolor,Inc., 634 A.2d
345 (Del. 1993), the Delaware Supreme Court held that proof ofresultant loss was not required in
a duty of care claim to overcome the presumption ofcorrectness under the business judgment rule.
Iaat 371. The court also noted, however, that shifting the burden of proof on to the directors (by
rebutting the businessjudgmentrule) didnotthereby establish director liability. See tat Instead,the
court appeared to suggest that proof ofresultant loss, either affirmatively or defensively, would be
part of an adjudication on the merits. As the court explained:
To inject a requirement of proof of injury into the [business judgment] rule's
formulation forburden shifting purposes is to lose sightofthe underlying purpose
of the rule. Burden shifting does not create per se liability on the part of the
directors; rather, it is a procedure by which Delaware courts ofequity determine
under what standard of review director liability is to bejudged. To require proof
on injury as a component ofthe proof necessary to rebut the business judgment
presumption would be to convert the burden shifting process from a threshold
determination of the appropriate standard ofreviewto a dispositive adjudication
on the merits.
Id.
92Caremark,698 A.2d at 971.
9'See ia As early as 1989, Caremark's predecessor had issued a "Guide to Contractual
Relationships" statingthatpayments wouldnotbe made to health care professionals in exchange for
patientreferrals. This guide was reviewed and updated regularly by Caremark's lawyers. Following
the promulgation of so-called "safe harbor regulations" by the U.S. Department of Health and
Human Services in July 1991, both the guide and the company's standard-form agreements were
revised to conform to the regulations. In April 1992, after the governmenfs investigation had begun,
the guide was again revised to ensure tha Caremar s contractual arangements either complied with
the prohibitions against referral payments or excluded Medicare/Medicaid patients altogether. See
id.
at 962.
94See id. at 963.
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there was no issue ofthe board knowingly causing the corporation to violate

a criminal statute.95

Next, Chancellor Allen found that the record did not support a finding

of breach of duty resulting from a failure to monitor the activities of the
corporation. Although "the board was to some extent unaware of the
activities that led to liability," in the Chancellor's view, "only a sustained or
systematic failure of the board to exercise oversight [would establish] the
lack of good faith that is a necessary condition to liability."' Chancellor
Allen cited as an example of such a sustained or systematic failure to
exercise oversight, "an utter failure to attempt to assure a reasonable

information and reporting system exists."' On the record before him, the
Chancellor found that "the corporation's information systems appear to have

represented a good faith attempt to be informed of relevant facts."9

The Caremarkdecision was the product of Chancellor Allen's view

of the role of directors, particularly the corporation's outside directors, as

active monitors of corporate management who, by virtue of their office,

assume responsibility for the company's performance." The Chancellor's
views in that regard, as well as his view that legal compliance is within the
director's oversight responsibility under the director's duty of care, also finds

id. at 971.
-Caremark, 698 A.2d at 971.
"See

"Id Chancellor Allen had earlier noted that Caremark had already had an internal audit
plan during the period of the government's investigation that had been focused on compliance with
the companys business and ethics policies. Caremark's outside auditors had reviewed Caremarks
control structure and had found no material wealmesses. The independent auditors had also
informed the board's Audit and Ethics Committee that the auditors were not aware of any
irregularities or illegal acts in relation to the governmenfs investigation. The Audit and Ethics
Committee nevertheless adopted a new audit charter that required a comprehensive review of
compliance policies and the compilation of an employee ethics handbook. In addition, employees
received training concerning the prohibition against referral payments and the proper use of the
company's standard form contracts. Newpolicies were also adopted requiring headquarters approval
of disbursements under contracts with health care professionals and requiring branch managers to
certify compliance with the ethics program. Id at 963.
'For example, in his address atthe Ray Garrett, Jr. Corporate and Securities Law Institute
in 1992, Chancellor Allen observed that:
[o]utside directors should fiuction as active monitors of corporate management,
notjust in crisis, but continually; they should have an active role in the formulation
of the long-term strategic, financial, and organizational goals of the corporation
and should approveplans to achieve those goals; they should as well engage in the
periodic review of short and long-term performance according to plan and be
prepared to press for correction when in their judgment there is need.
William T.Allen, Redefining the Role ofOutsideDirectorsinanAge ofGlobalCompetition 11-12,
Address at Ray Garrett, Jr. Corporate and Securities Law Institute, Northwestern University,
Chicago (Apr. 30, 1992), quoted in Martin Lipton & Theodore N. Mirvis, Tribute to Chancellor
William T. Allen: ChancellorAllen andthe Director,22 DEL. L CoRp. L. 927, 935 (1997).
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substantial agreement and support in the corporate governance thinking of
the Securities and Exchange Commission, the American Law Institute, and
the American Bar Association.
Im. THE CORPORATE GOVERNANCE MOVEMENT AS REFLECTED
IN THE WORK OF THE SECURITIES AND EXCHANGE COMMISSION,

THE AMERICAN LAW INSTITUTE, AND THE
AMERICAN BAR ASSOCIATION
Corporate reform has been a recurring theme throughout the twentieth
century."° In the early decades of the century, the reform movement arose

from the perceived increase in corporate concentration and resulted in the
"trust busting" legislation of the Theodore Roosevelt and Taft
administrations. 1 '
Interest in corporate reform was rekindled by the Great Depression.
In response to the perception of the failure of the business system, the
Franklin Roosevelt administration enacted sweeping regulatory legislation
as part of the "New Deal."'"
The current corporate governance movement arose, in large part, as
a reaction to the revelations of illegal corporate campaign contributions by
U.S. corporations during the 1970s and the subsequent inquiries by the
Securities and Exchange Commission's Division of Enforcement."s Unlike
1

0See Elliott Goldstein, FutureArticulationof CorporationLaw, 39 Bus. LAw. 1541,
154243 (1984) (chronicling the century-long evolution of the corporation).
..
See Donald E. Schwartz, FederalismandCorporateGovernance, 45 OHIo ST.LJ. 545,
547 (1984) (surveying industrial regulation of the early twentieth century).
"See id As Professor Schwartz observed:
No one explanation can suffice for the revived interest in basic corporate reform
inthe 1930s, exceptthatmost ofthe different strands ofthoughtwere Depressionrelated. That is, many believed that the business system had failed and that
corporations needed findamental changes. Berleand Means... pointed to the
separation of ownership from control, placing a wonisome amount ofpower inthe
hands of managers who were not effectively accountable for its exercise. More
important than the philosophical musings, many changes resulted from this

concentrated effort, accomplished through a patchwork of regulatory statutes.

Id. at 547-48.
See Schwartz, supranote 101, at 548-49. See alsoSENATECOMM. oNBANKING,HOus.,
AND URBAN AFFAtS, 96TH CONG., STAFF REPORT ON CoRoRATEACCouNTABITY 29 (Comm.
Print 1980) [herehaIferSTAFFREPORTONCORpORATEACCOUNTABILITY] (commenting on theneed
for strengthening the system of corporate accountability). The Business Roundtable also referred
to "[s]ome unfortunate developments of the last few years" as having "caused the U.S. business
community to reexamine intensively board operations and procedures as well as board composition."
Statement of the Business Roundtable, The Role andCompositionof the BoardofDirectorsofthe
Large PubliclyOwned Corporation,33 Bus. LAw. 2083, 2087 (1978). See also Melvin Aron
Eisenberg, The ModernizationofCorporateLaw: An Essayfor Bill Cary, 37 U. MAu L. REv.
187,209-10 (1983).
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their earlier incarnations, however, the current reform efforts have focused
on the process with which the corporation is managed, rather than on
controlling corporate behavior through substantive law reform.'
The Securities and Exchange Commission has been a significant force
in the corporate governance movement Beginning with its inquiry into
questionable corporate payments in the mid-1970s, and in subsequent
reports, public statements and enforcement proceedings, the SEC
spearheaded the re-evaluation of the way that publicly held corporations are
managed.

The "ferment" in corporate law appears to have been precipitated in large
part by several developments in the mid-1970's. One was the general reexamination of our institutions that followed in the wake of Watergate. An
elementofWatergate was the revelation that some ofour largest corporations
had been engaged in widespread violation of domestic law, and some others

had paid bribes to persons at the highest levels of foreign governments and
thereby recklessly endangered our national security by putting at risk the
political stability of our clsest allies. In the shorttem, these disclosures led
to the Foreign Corrupt Practices Act of 1977. In the long term, they
needlessly shook the public's confidence in one ofthe pillars of legitimacy of
the American corporate system -the premise... thatplacing control ofthe
factors of production and distribution in the hands of privately appointed
managers maximizes our national wealth without entailing substantial
nonfinancial costs.

Id Furthermore, see Bryan F. Smith, CorporateGovernance: A Diredor'sfiew, 37 U. MIAM L.

REv. 273, 276 (1983), noting:
The growing importance of such public issues as pollution and the
environment, consumerism, and civil rights in the late 1960's and early 1970's
led to the enactment of hundreds of new regulatory restraints on business
enterprises. The revelations of Watergate and instances of corporate bribery
and corruption represented to many a breakdown of effective control in
certain elements of American business.
'-.See Schwartz, supra note 101, at 549. As former SEC CommlssionerAA. Sommer has
observed:
In the mid-seventies, as a consequence of numerous corporate failures, the
disclosure that many American companies made questionable and often illegal
payments abroad and illegal campaign contributions at home, and the upsurge in
coitested corporate takeovers, there developed a renewed interest in corporate
governance: the rights of shareholders, the duties of directors and management,
the institutionalization ofpractices like the audit committee - generally, how
corporations governed themselves.
A.A. Sommer, Book Review, A Guide to the American Law Institute CorporateGovernance

Project,51 Bus. LAW. 1331, 1331 (1996).

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 26

A. The SecuritiesandExchange Commission
1. The Accounting and Controls Provisions
of the Foreign Corrupt Practices Act

Corporate management as well as the adequacy of internal controls,
came under intense public, regulatory, and legislative scrutiny following the
uncovering of financial abuses by some of America's leading corporations
by the Watergate special prosecutor. 5 The SEC followed up on the
revelations of overseas "slush funds," used by U.S. corporations to make
illegal campaign contributions in the U.S. and corrupt payments to foreign
officials, by undertaking its own broad-ranging investigation."°
The SEC's division of enforcement brought actions against a variety
of companies, including: Ashland Oil, Inc.; ° Gulf Oil Corporation;,"
Phillips Petroleum Company; ° Northrop Corporation; 0 Braniff Airways,
Inc.;" General Tire and Rubber Company;
Lockheed Aircraft
Corporation;" 3 and United Brands Company." 4 Enforcement actions were
also brought against a number of other companies."'
I-SeeNote, DisclosureofPaymentstoForeignGovernmentOffcials Underthe Securities
Acts, 89 HARv. L. REv. 1848, 1849 (1976) (surveying the 1970's trend of corporations making
questionable overseas financial contributions).
'"See Mary Jane Dundas & Barbara Crutchfield George, HistoricalAnalysis of the
AccountingStandardsofthe ForeignCorruptPracticesAct,10 MEMPHS ST.L. REv. 499, 499-500
(1980).
"O7e Ashland Oil, Inc., SEC Litig. Release No. 6890, SEC Docket No. 1 (June 4, 1975).
"See Gulf Oil Corp., SEC Litig. Release No. 6780, SEC Docket No. 11 (Mar. 25, 1975).
9
SSee Phillips Petroleum Co., SEC Litig. Release No. 6770, SEC Docket No. 6 (Mar. 19,
1975).
"'See Northrop Corp., SEC Lifig. Release No. 6839, SEC Docket No. 16 (Apr. 29,1975);
Northrop Corp., SEC Litig. Release No. 6842, SEC Docket No. 17 (Apr. 17, 1975).
"'See Braniff Airways, Inc., SEC Litig. Release No. 7327, SEC Docket No. 5 (Apr. 6,
1976).
"'See General Tire & Rubber Co., SEC Litig. Release No. 7386, SEC Docket No. 12
(May 25, 1976).
"'See Lockheed Aircraft Corp., SEC Litig. Release No. 7355, SEC DocketNo. 8 (Apr. 27,
1976).
"'See United Brands Co., SEC Litig. Release No. 7251, SEC Docket No. 17 (Feb. 10,
1976).
sSee, e.g., International Sys. &Controls Corp., [1979-1980 Transfer Binder] Fed. Sec. L.
Rep. (CCH) 7 97,207 (Jan. 3,1980); Textron, Inc, SEC Litig. Release No. 8993, SEC Docket No.
6 (Feb. 12, 1980); Grunman Corp., SEC Litig. Release No. 8635, SEC Docket No. 10 (Jan. 16,
1979); International Tel. & Tel. Corp., SEC Litig. Release No. 8407, SEC Docket No. 16 (May 23,
1978); Boeing Co., SEC Litig. Release No. 8482, SEC Docket No. 8 (Aug. 15, 1978); Page
Airways, Inc., SEC Litig. Release No. 8372, SEC Docket No. 12 (Apr. 25,1978); General Tel. &
Elec. Corp., SEC Litig. Release No. 7760, SEC Docket No. 6 (Feb. 15, 1977); Firestone Tire &
Rubber Co., SEC Litig. Release No. 7443, SEC Docket No. 17 (June 15, 1976); General
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The SEC also instituted a program in which companies conducted
their own internal investigations of"questionable payments" and voluntarily
reported the results of their investigations to the SEC." 6 This "voluntary
disclosure program" resulted in reports of sensitive or questionable payments
by over 400 companies.'
The SEC reported the findings of its questionable payments inquiry
to Congress in 1976.2 Based on the information received from the SEC,
Committees in both the House and the Senate conducted hearings in 1976
and 1977."" The portrait of the conduct of U.S. companies that emerged
was not flattering."'

Refractories Co., SEC Litig. Release No. 7069, SEC Docket No. 16 (Sept. 16, 1976).
"6See Abuses ofCorporatePower: HearingsBefore the Subcomm. on Prioritiesand
Econ.in Gov'toftheJointEcon.Comm., 94th Cong. 16-18 (1979) (testimony of Roderick M. ill,
Chairman of the SEC); see also Daniel L. Goclzer, The Accounting Provisionsof the Foreign
CorruptPracticesAct-TheFederalizationof CorporateRecordKeeping andInternalControl,5
J.Conp. L. 1,6-9 (1979) (describing the SECs voluntary disclosure program); John Sweeny, The
SEC InterpretiveandEnforcement ProgramUnder the FCPA, 9 SYRACUSEJ. N ftL.&CoM. 273,
275 (1982) (explaining that the SEC's voluntary disclosure program gave corporations the option
ofvoluntary disclosures that avoided court filings, in exchange for making a generic report that
would not disclose details of bn7y payments); Wallace Timmeny, An Overview ofthe FCPA, 9
SYRACUSEJ.INftL.&CoM. 235,236-37 (1982) (explainingthehistorical developmentofForeign
Corrupt Practices Act (FCPA) disclosure and record keeping requirements); Note, supranote 105,
at 1851-52 (stating that voluntary disclosure meant corporations could avoid litigation).
"'See Timmeny, supranote 116, at 237.
See generally SEC. AND ExCH. COMM'N, 94TH CONG., 2D SEss., REPORT ON
QUESTIoNABLE AND I.LEGAL CORPORATE PAYMENTS AND PRAC11CES (Comm. print 1976)
[hereinafter May 12 Report].
SeeLockheedBribery:HearingsConcerningPaymentsto ForeignAgentsandForeign
Gov't Officials by the LockheedAircraft Corp., andthe Emergency Loan Guar.Act Before the
Senate Comm. on Banking Hous., and UrbanAffairs, 94th Cong. 1-61 (1975); Multinational
Corps. and United States ForeignPolicy: Hearingson Lockheed Aircraft Corp. Before the
Subcomm. on MultinationalCorps. of the Comm. on Foreign Relations, 94th Cong. (1976);
ForeignPayments Disclosure: Hearingson H.PI 15481 andS. 3664 andS.RI13870 andH..
13953 Before the Subconm. on ConsumerProtectionandFin. of the Comm. on Interstate and
ForeignCommerce, 94th Cong. (1976); Unlawfui CorporatePaymentsAct of1977: Hearingson
H.R 3815 andH.R. 1602 Before the Subcomm. on ConsumerProtectionandFin.of the Comm. on
InterstateandForeignCommerce, 95th Cong. (1977); Foreign CorruptPracticesandDomestic
andForeignInv. Disclosure: Hearingson S.305 Before the Comm. on Banking,Hous., andUrban
Affairs, 95th Cong. (1977).
fhus, forexample, Theodore Levine and Edward Herlihy characterized the revelation as
follows:
Throughout much of history, corruption has been no stranger to money dealings
between businessmen, politicians, and others. The trail of Watergate, however,
has led to revelations offoreign and domestic bribes, kickbacks, political payoffs,
and other questionable financial transactions involving U.S. and foreign
corporationsto anunprecedentedextentand degree. These transactionshave been
facilitated by elaborate methods of concealment, including the falsification of
records and the structuring of fictitious transactions, which are generally lumped
under the rubric "management fraud."
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The Foreign Corrupt Practices Act of 1977 (FCPA) 2 1 was the product
of these discoveries."2 The FCPA is perhaps best known for the anti-bribery
The complexity and variety of the cases involving management fraud have
perplexed observers. On a daily basis, new revelations of corporate misconduct,
at home and abroad, are made. Although there is no distinct model or prototype,
several factors typically are present, including the involvement of corporate
management, the falsification of corporate books and records, the accumulation
of secret pools of corporate funds or the diversion of funds from the corporate
entity, and the illegality of the conduct involved.
Edward Herlihy & Theodore Levine, Corporate Crisis: The Overseas PaymentProblem, 8 LAw
& PoL'Y INT'L Bus. 547, 54748 (1976). Professor John C. Coffee made a similar observation:
Improper payment stories fast began to trickle out from the swamp ofWatergate
when the Special Prosecutor's Office discovered a sizable number ofAmerican
corporations had made illegal political contributions during the 1972 presidential
campaign. This freshet quickly swelled to a steady stream with the subsequent
investigation initiated by the SEC to determine whether the absence ofdisclosure
surrounding these payments had violated the federal securities laws. The
floodstage was reached, however, only after the revelation of an unrelated and
unsuspected scandal: '"ananagate." The dramatic exposure of United Brands
misconduct occurred after the suicide ofits prominent chiefexecutive officer, Eli
Black, whose death followed the commencement of an SEC investigation into a
$1.25 million payment, authorized by Black, to the President of Honduras,
apparently to avoid the imposition of a confiscatory export duty on bananas.

"Bananagate" shifted the focus of both SEC and popular attention from illegal
domestic political contributions to the broader issues arising out of foreign and
commercial bribery. It thus set the stage for the unfolding of the incredible saga
of Lockheed Corporation and its worldwide efforts to bribe senior ministers of
friendly foreign governments. Other notable instances ofsuch payments, such as
those of Gulfin South Korea, Exxon in Italy, and Northrop and Gnmman in the
Middle East, have been described in detail elsewhere, and in the aggregate suggest
a level ofcorporate hubris and unchecked ambition reminiscent of Commodore
Vanderbilt and the nineteenth century robber barons.
John C. Coffee, Jr., Beyond the Shut-Eyed Sentry: Toward A Theoretical View of Corporate
Misconductand an Effective LegalResponse,63 VA. L.REv. 1099,1115-16 (1977). "In the end,
four hundred companies admitted to questionable or illegal payments totaling $300 million. Inthe
wake ofpublic disclosures aboutpaymentsmadeto foreign officials byAmerican-based companies,
three foreign governments collapsed, American relations with some of its western allies became
strained, and a monarchy was weakened." Harvey L Pitt & Karl A. Groskaufmanis, Minimizing
CorporateCivilandCriminalLiability:A SecondLook at CorporateCodes ofConduct,78 GEO.
LJ.1559,1583(1990). See generallyNELH. JACOBYBTAL., BRIBERY AND EXCrORTION INWORLD

BuSINESs (1977) (analyzing corporate political payments abroad, associated problems, and
solutions); see also The Accounting Provisions ofthe Foreign Corrupt Practices Act: An Analysis,
[1981 Transfer Binder] Fed. Sec. L.Rep. (CCH) 82,811, at 83,933 (1981) (speech by Chairman
Harold M. Williams) (explaining that the goal of the Act is to allow businesses to comply in an
"innovative and cost-effective way").
121
Pub. L. No. 95-213, §§ 102-104,91 Stat. 1494 (1977) (codified as 15 U.S.C. §§ 78dd-1,
78dd-2, 78ff(1994)).
'As former Secretary Chairman Harold M. Williams explained:
[D]uring the mid-1970's the existence of a pattern of questionable payments to
foreign government officers by prominent American corporations became public
knowledge. These disclosures -often, in bold headlines-shook faith and trust
in the integrity of the corporate sector. This reaction became part ofa rising tide
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provisions which prohibit the payment, directly or indirectly, of money or
"anything of value" to officials of a foreign government or political party,
with corrupt intent, in order to obtain or retain business."n
In addition to the anti-bribery provisions, the FCPA established, for
the first time under federal law, record keeping and accounting
requirements 2 4 for publicly traded companies registered with the SEC
pursuant to the Securities and Exchange Act of 19 3 4 ."25 Under these
provisions, "issuers'"n are first required to "make and keep books, records,
and accounts, which, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the issuer.'" g Second, issuers
are required to have in place internal controls that provide "reasonable
assurances" that:
(i)
transactions are executed in accordance with
management's general or specific authorization;
(ii) transactions are recorded as necessary (I) to
permit preparation of financial statements in conformity with
of public skepticism and served further to undermine the traditional American
consensus thatbusiness conducts itself and reasonably pursues its own economic
interests in a manner consistent with the standards and expectations ofthe larger
society. In this climate, Congress felt compelled to act. And, after nearly three
years of hearings and debate, the Foreign Corrupt Practices Act became law.
The Accounting Provisions ofthe Foreign Corrupt Practices Act: An Analysis, supra note 120, at
83,934.
"'See 15 U.S.C. §§ 78dd-l(a), dd-2(a) (1994). See generallyH. Lowell Brown, The
Foreign CorruptPracticesAct Redux: The Anti-Bribery Provisionsof the Foreign Corrupt

PracticesAct, 12 INT'L TAX& Bus. L. 260 (1994) (examining the FCPA, including measures that
companies can take to comply).
'-See 15 U.S.C. §§ 78o(d) (1994).
"See 15 U.S.C. § 78a (1994).

MTheFCPA'saccomtingprovisionsapplyto "[e]very issuerwhich has aclass ofsecurities
registered pursuant to [15 U.S.C.] section 781 and every issuer which is required to file reports
pursuant to [15 U.S.C.] section 78o(d)...." 15 U.S.C. § 78m(bX2) (1994). An "issuer" is defined
in the Securities Exchange Act as:
[Any person who issues or proposes to issue any security; except that with respect
to certificates of deposit for securities, voting trustcertificates, or collateral-trust
certificates, or with respect to certificates of interest or shares in an unincorporated
investment trust not having a board of directors or of the fixed, restricted
management, or unit type, the term "issuer" means the person or persons
performing the acts and assuming the duties of depositor or manager pursuant to
the provisions of the trust or other agreement or instrument under which such
securities are issued; and except that with respect to equipment-trust certificates
or like securities, the term "issuer" means the person by whom the equipment or
property is, or is to be, used.
15 U.S.C. § 78c(aX8).
"I § 78m(b)(2)(A).
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generally accepted accounting principals or any other criteria

applicable to such statements, and (I)
accountability for assets;
(iii)

to maintain

access to assets is permitted only in accordance

with managements general or specific authorization; and

(iv)

the recorded accountability for assets is compared

with the existing assets at reasonable intervals and appropriate

action is taken with respect to any differences."
The accounting and controls provisions of the FCPA, which were adopted
largely at the insistence of the SEC,1 9 represented a significant expansion
mId § 78m(b)(2)(B). As former SEC Chairman Harold M. Williams commented, '7n

essence, these objectives are that assets be safeguarded from unauthorized use, that corporate
transactions conform to managerial authorizations, and that records be accurate." Remarks Before
the American Institute of CertifledPublicAccountants, Foreign Corrupt Practices Act of 1977,
Release No. 34-17500, 46 Fed. Reg. 11,544, 11,545 (Feb. 9, 1981). See also SEC v. World-Wide
Coin Invs. Ltd, 567 F. Supp. 724, 750-51 (N.D. Ga. 1983) (explaining that the financial controls
provisions serve to implement significant internal governance requirements).
121n its Report on Questionableand IllegalCorporatePaymentsandPractices,the SEC
stated that:
[t]he almost universal characteristic of the cases reviewed to date by the
Commission has been the apparent frustration of our system of corporate
accountability which has been designedto assure thatthere is a proper accounting
of the use ofcorporate funds and that documents filed with the Commission and
circulated to the shareholders do notomit ormisrepresent material facts. Millions
ofdollars of ftmds have been inaccurately recorded in corporate books and records
to facilitate the making of questionable payments. Such falsification of records
has been known to corporate employees and often to top management, but often
has been concealed from outside auditors and counsel and outside directors.
Accordingly, the primary thrust of our actions has been to restore the efficacy of
the system ofcorporate accountability and to encourage the boards of'directors to
exercise their authority to deal with the issue.
May 12 Report, supra note 118, at (a). A former deputy director of the SEC's Division of
Enforcement has said that:
[i]n the early days when we were drafting some of the complaints in the first
cases, the seeds were planted for the FCPA as we nowknow it. Forexamplethe
first thing we did when we drafted our complaints in these cases was to seek an
injunction against the falsification of books and records. At that time there was
no requirement that companies maintain accurate books and records, but we
sought injunctions against false entries. That was the seed for section 13(b)(2)(a)
of the Exchange Act.
Timmeny, supra note 116, at 236. The Commission's May 12 Report proposed legislation
containing the accounting and controls provisions later adopted by Congress. See May 12 Report,
supranote 118, at 63-64. Testifying in support the SECs proposal, SEC Chairman Roderick M.
Hills stated that:
[oiur enforcement actions filed to date have, generally speaking, been based on
alleged transactions that involved payments of large amounts of money which
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of the federal governmenfs authority to regulate the internal governance of
corporations,130 which are subject to the SEC's regulatory jurisdiction. 1
were caused to be inaccurately stated on the companies' books and records by top
corporate officers. Thus, they were concealed from the companies' boards of
directors and often its auditors. The ancillary relief obtained in most of these
actions has had an effect on the "governance ofthe corporations" by requiring that
the boards ofdirectors be provided with adequate information so that appropriate
action can be taken to protect the interests of public investors. In my view, an
effective systemofcorporate accountabilityrequires that factspertainingto illegal
payments not be concealed from a corporation's independent accountants or its
board of directors. This is a key point. Nothing else in the system will work
unless the books and records are kept in good faith.
Abuses of CorporatePower: HearingsBefore the Subcomm. on Prioritiesand Econ. in Gov't of

the JointEcon. Comm., 94th Cong. 18 (1976).
Chairman Hills also noted the Commission's efforts toward greater accountability on the
part of corporate management which would also be furthered by the proposed legislation. See

ForeignPaymentsDisclosure: Hearingson H.P.15481 andS. 3664 and H.R. 13870 andH.K
13953 Before the Subcomm. on ConsumerProtectionandFin. of the Comm. on Interstateand

ForeignCommerce,94th Cong. 18 (1976). In like fashion, Harold M.Williams, who succeeded
Hills as SEC Chairman, subsequently testified that "[tihe Commission does not believe... that
prohibitions against bribery are the full answer. In our view, the long-term solution requires a
fundamental strengthening ofthe record keeping, auditing, and internal control systems which are
the foundation of any modem, multinational corporation." Unlawful CorporatePaymentsAct of
1977: Hearingson IL. 3815 andH.R 1602 Before the Subcom. on ConsumerProtectionand
Fin. ofthe Comm. on Interstate and ForeignCommerce, 95th Cong. 197 (1977).
'"° Asthe court noted in World-Wide Coin Invs.:

The accounting provisions of the FCPA will undoubtedly affect the governance
and accountability mechanisms of most major and minor corporations, the work
of their independent auditors, and the role of the Securities and Exchange
Commission. The maintenance of financial records and internal accounting
controls are major every-day activities of every registered and/or reporting
company. The FCPA also has important implications for the SEC, since the
incorporation ofthe accounting provisions into the federal securities laws confers
on the SEC new rulemaling and enforcement authority over the control and
record-keeping mechanisms of its registrants. ... The consequence of adding
these substantive requirements governing accounting control to the federal
securities laws will significantly augmentthe degree of federal involvementin the
internal management of public corporations.
World-Wide CoinInvs., 567 F. Supp. at 747. See also Barbara Crutchfield George & Mary Jane
Dundas,ResponsibilitiesofDomestic CorporateManagementUndertheForeignCorruptPractices
Act, 31 SYRACUsEL. REv.865, 880 n.79 (1980).

The accounting standards provisions of the FCPA regulate the everyday operations
of a publicly-held corporation. Notwithstanding its other powers, the SEC has
never had authority to regulate the internal operations ofAmerican corporations.
This power has now been given to the SEC through Sections 13(b)(2)(A) and
13(b)(2)(B) of the 1934 Act
L ; Goelzer, supranote 116, at5.
Broadly speaking the Foreign Corrupt Practices Act reflects a congressional
determination that the scope of federal securities laws and the Commission's
authority should be expanded beyond the traditional ambit of disclosure
requirements. Accordingly, the Commission's General Counsel, Ralph C.Ferrara,
has noted that the scope and impact of accounting provisions may be analogous
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Thus, the FCPA is said to have heralded "a new era" in federal regulation.'
It is important to note in this regard that a violation of the FCPA's
accounting and control provisions does not necessarily involve corrupt
payments overseas.'
In fact, corporations which conduct no overseas
business may nevertheless be liable for accounting and controls violations."
to that of the antifraud sections of the federal securities laws. In any event, the
consequence ofadding substantive requirements governing accounting control to
the federal securities laws may significantly augment the degree of federal
involvement in the internal management of public corporations.
Id. See also Kenneth J. Bialkin, ForeignCorruptPracticesAct of 1977 andthe Regulation of
QuestionablePayments, 34 Bus. LAW. 623, 625 (1979) (noting that the majority of aspects of
corporate conduct can arguably be related to the adequacy ofmanagement controls).
"See 15 U.S.C. § 78u (1994). Since the accounting and controls provisions were adopted
as amendments to the Securities Exchange Act of 1934, they apply only to issuers. In contrast, the
anti-bribery provisions are applicable to issuers, 15 U.S.C. § 78u, and to "other domestic concerns,"
which are defined as:
(A) any individual who is a citizen, national or resident, ofthe United States; and
(B) any corporation, partnership, association,joint-stock company, business trust,
unincorporated organization, or sole proprietorship which has its principal place
ofbusiness in the United States, or which is organized under the laws of a state
ofthe United States, or a territory, possession, or commonwealth of the United
States.
15 U.S.C. § 78dd-2(h)(1).
"See George & Dundas,supranote 130, at 866-67 ("The internal accounting provisions
of the FCPA have changed the mandate of the Securities and Exchange Commission (SEC) by
giving that agency the means for regulating the internal management of domestic corporations.
Thus, the FCPA heralds a new era."); George 3. Siedel, CorporateGovernanceunder the Foreign
CorruptPracticesAct,21 Q. REv. EcoN. &Bus. 43,44 (1981) ("lhe accounting provisions were
referred to as the most significant intrusion into corporate affairs since the 1930's when federal
securities legislation was originally enacted.").
reFormer SEC Chairman John S. R. Shad testified that
[a]s the legislative history of the Foreign Corrupt Practices Act makes clear, the
accounting provisions were enacted in part to facilitate the disclosure provisions
of the federal securities laws and in part to provide for greater accountability of
corporate assets. They were not intended exclusively to curb foreign bribery.
Statement ofJohn S.R. Shad, SEC Chairman, JointHearingon S. 708 Before the Subcomm. ofSec.
andthe Subcomm. on Int'lFin. andMonetawy Policy ofthe Senate Comm. on Banldng Hous.and
UrbanAffairs, [1981 Transfer Binder] Fed. Sec. L. Rep. (CCH) 82,882, at 84,343 (June 24,
1981). Application ofthe accounting and controls provisions to cases which do not involve foreign
bribery has been criticized. See John W. Bagby, Comment, EnforcementofAccountingStandards
in the ForeignCorruptPracticesAct,21 AM. Bus. LJ.213,231-32 (1983) ("mhe SEC has used
FCPA accounting provisions in amannerwhich is arguably inconsistentwith the legislative purpose
of preventingforeign corrupt payments. This clearly provides the strongest argument for the
removal of the record keeping requirements from the FCPA.").
"Professor Kathleen F. Brickey has observed in this connection:
Even though the recordkeeping and accounting control provisions are intended to
work in tandem with the foreign bribery provisions to deter corporate bribery,
liability for violating the accounting provisions is not contingent upon the
establishment of a nexus between the inadequacy of the recording system and
maintenance of off-book accounts to finance unlawful foreign payments. For
while Congress hoped that the combinedeffect of the antibribery provisions and
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As a result, the accounting and controls provisions are regarded as rules of
general applicability, adopted for the protection of all investors.135
the accountingprovisionswouldbe deterrence, the structure ofthestatute does not
inextricably intertwine liability under each. Indeed, the record keeping and
accounting requirements ... apply to domestic corporations that conduct no
business abroad and conduct no business with foreign entities here in the United
States.
KATh-.ENF. BucKxnY, CORPORATE CRMNAL LIABILiTY § 9.20, at 279 (2d ed. 1984). See also
Bialkin, supra note 130, at 625.
The provisions having to do with books and records and internal controls are not
at all limited with respect to foreign corrupt payments. They apply in a plenary
manner to the activities of the subject issuers, nor is it necessary to relate those
provisions to any act involving a foreign corrupt payment.
Id Hubert Lenczowski, QuestionablePayments By ForeignSubsidiaries: The Extraterritorial
& COMP.L.REv. 151,
JurisdictionalEffect ofthe ForeignCorruptPracticesAct,3 HASTINGSI
159 (1979) (quoting Stabler, SECg New Weapon: ForeignBriberyAct Imposes Tough Rules on
the Bookkeeping ofAll PublicFirms,WALL ST. 3., July 28, 1978, at 30, col. 1) ("Under the new
Foreign Corrupt Practices Act, itis becoming clear, you don't have to be either operating in foreign
lands or corrupt to be in trouble."). Steven M. Morgan, In SearchofAn InternationalSolution to
Bribery: The Impact ofthe ForeignCorruptPracticesAct of 1977 on CorporateBehavior, 12
VAND. 3.TRANSNATIL L. 359,369 (1979) ("It is a significant development that issuers are now
required to implement a system of internal accounting controls- it must be remembered that this
provision applies regardless of whether or not the company operates overseas. Even without
engaging in bribery, a company must be careful to comply."). David C. Gustman, Note, The
ForeignCorruptPracticesAct of1977: A TransactionalAnalysis,13 .INLt L. & ECON. 367, 372
(1979), stating:
The accountingprovisions embody many ofthe suggestions recommendedby the
SEC and submitted to the Senate Committee on Banking, Housing and Urban
Affairs in its 1976 Report on questionable foreign payments. It is important to
note, however, that the accounting provisions of the Act are not limited to
payments to foreign officials. A failure to maintain accuamte books and records
will be violative of the Act, even though foreign payments are not involved.
Hence this section ofthe Act is applicable to wholly domestic business activities.
Id
O'See World-Wide Coin Invs., 567 F. Supp. at 746:
The FCPA was enacted on the principle that accurate record keeping is an
essential ingredientinpromoting managementresponsibility and is an affirmative
requirement for publicly held American corporations to strengthen the accuracy
ofcorporate books and records, which are the "bedrock elements of our system of
corporate disclosure and accountability." A motivating factor in the enactment of
the FCPA was a desire to protect the investor, as was the purpose behind the

enactment of the Securities Acts.
Id The legislative history supports this view:
The establishment and maintenance of a system of internal controls is an important
management obligation. A fundamental aspect of managements stewardship
responsibility is to provide shareholders with reasonable assurances that the
business is adequately controlled. Additionally, management has aresponsibility
to furnish shareholders andpotential investors with reliable financial information
onatimelybasis. An adequaie system ofinternal accounting controls is necessary
to management's discharge of these obligations.
ForeignCorruptPracticesand Domestic andForeignInv. ImprovedDisclosureActs of 1977,
Report of the Comm. on Banking, Hous. and UrbanAffairs, U.S. Senate, S. Rep. 95-114, 95th
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The SEC described the accounting and financial controls provisions
of the FCPA as "inherent obligations of the stewardship of a public
corporation," which would have to be met even in the absence of a statutory
requirement. 3 6 The responsibility for compliance with these provisions
13
resides with the board of directors.

Compliance with the accounting and controls provisions requires the

establishment of a control environment.13 A control environment has been
defined as:
The tone ofthe organization, the foundation for all other
components [of internal control], providing discipline and
structure; factors include the integrity, ethical values and

Cong., 1st Sess. 8 (1977). The SEC has interpreted the accounting and controls provisions to be of
general applicability. As former SEC Chairman Harold M. Williams stated, "The primary thrust of
the Act's accounting provisions, in short, was to require those public companies which lacked
effective internal controls or tolerated unreliable record keeping to comply with the standards oftheir
bettermanagedpeers. Thtis the contextin which these provisions should be construed." Remarks
Before the AmericanInstitute ofCertified PublicAccountants, supranote 128, at 11,546. As the
SEC elsewhere explained:
[rIhe maintenance of accurate books and records by reporting companies is one
ofthe foundations ofthe system of corporate disclosure embodied in the Securities
Exchange Act. In this regard, the disclosure requirements of the Securities
Exchange Actare based on the premise that"No investor ... cansafelybuy orsell
securities ... without having an intelligent basis for forming his judgment as to
the value of the securities he buys or sells."
Promotion ofthe Reliability ofFin.Info. andPrevention ofthe Concealmentof Questionableor
Illegal CorporatePayments and Practices,Exchange Act Release No. 34-15570,44 Fed. Reg.
10,964, at 10,967 (Feb. 23, 1979).
13'The Accounting Provisions ofthe Foreign Corrupt Practices Act: An Analysis, supra
note 120, at 83,935. As Chairman Williams firther explained, "lhe standards embodied in the Acts
accounting provisions are, in effect, the cardinal principles of managing a business enterprise.
Among the members ofthe business community, few would dispute that acceptable management
cannot be achieved absent such records and controls." 1d
"1 For example, Professor Gerald R. Ferrera has said that:
[t]he effect of the Act is to place compliance responsibility on the board of
directors. It is the corporate board that must judge the sufficiency of the internal
accounting controls or face potential civil and criminal liability. The board must
not only establish internal accounting controls but delegate their implementation.
A periodic review should be made by the audit committee to insure compliance.
When possible violations are detected, remedial action must be taken.
Gerald D. Ferrera, CorporateBoardResponsibility Under the ForeignCorruptPracticesAct of
1977,18 AM. Bus. LJ.259,266 (1980). Professors George and Dundas have similarly stated that
"[u]nder the accounting standards provisions of the FCPA, the current responsibility of the board
of directors isto develop, implement, andreviewthe corporate internal accounting controls systems
and to establish an effective compliance program." George & Dundas, supranote 130, at 888-89.
m
See, e.g.,Albert L. Beswick, CorporateCompliancewith the FCPA, 9 SYRACUSEJ.IML
& COM. 301,301 (1982) ('The only reliable way to make sure of compliance is to create what the
Securities and Exchange Commission (SEC) enforcement staff and others have called a control
atmosphere within the corporation.").
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competence of the entity's people; management's philosophy
and operating style; the way management assigns authority and
responsibility, and organizes and develops its people; and the
attention and direction provided by the board of directors
139

The SEC has stressed'the importance of the board of directors establishing
"astrong control environment" and overseeing the procedures for evaluating

internal controls."
Thus, the FCPA accounting and financial controls provisions
extended the SEC's regulatory authority into what had previously been
considered corporate governance matters within the province of the
corporations themselves. The SEC's experience in enforcement actions
against companies that made improper payments, and its experience in the
voluntary disclosure program, where companies had self-reported instances

of questionable payments, led the SEC to conclude that the corporation's
board of directors was the element ofthe corporation's governance structure
best suited to ensure compliance with the FCPA's requirements.
The same events which gave rise to the SEC's advocacy of these
corporate governance provisions in the FCPA also led the Commission's
staff to undertake its own wide-ranging inquiry into the efficacy of the
corporate governance of publicly held companies. This, in turn, brought
forth additional observations and recommendations concerning the

"'ABA COMM. ON LAW AND ACCOUNTING, "MANAGEMENT" REPORTS ON INTERNAL
CONTROL: A LEGAL PERSPECnvF, 49 Bus. LAw. 889,902 n.66 (1994) (quoting the Report of the
Committee of Sponsoring Organizations (COSO) of the National Commission on Fraudulent
Financial Reporting (The Treadway Commission)).
"'In the text accompanying a proposed rule requiring a statement by management on
internal control, the SEC stated that "It]he role of the board of directors in overseeing the
establishment and maintenance of astrong control environment, and in overseeing the procedures
for evaluating a system of internal accounting control, is particularly important." Statement of
Management on Internal Accounting Control, 44 Fed. Reg. 26702,26705 (1979) (to be codified at
17 C.F.R. pts. 211,229,240,249). Former SEC Chairman Williams reiterated this view in his
speech to the American Institute of Certified Public Accountants:
This concept [ofintenal control] is not a mandate for board - or even most senior
management-involvement inthe minutia ofrecording and accounting for every
transaction which the company may make. But it does mean that both
management and the board have important roles to play in monitoring and
evaluating the adequacy ofthe company's records and controls systems.... In the
last analysis, the key to an adequate "control environment" is an approach on the
part of the board and top management which makes clear what is expected, and
that conformity to these expectations will be rewarded while breaches will be
punished.
The Accounting Provisions of the Foreign Cormpt Practices Act: An Analysis, supra note 120, at
83,937.
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compliance responsibilities of directors.
2. The Corporate Governance Proceeding
In reaction to the events of the 1970s, the SEC undertook a sweeping
review of its rules regarding corporate governance. The study, which
became known as the "Corporate Governance Proceeding" began in April
1977, with hearings held in Washington, D.C., New York City, Los Angeles,
and Chicago. Written comments were received from over 300 individuals

and organizations. On the basis of this information, as well as information
in the SEC's own files, on September 4, 1980, the SEC's Division of
Corporation Finance issued its StaffReport on CorporateAccountability.4
The report examined corporate governance from the perspectives of
shareholder participation," institutional investors,'" the board of
directors,145 and regulatory authorities.'4 6
The staff found that there was a generally held view that the board of
directors was "the center of efforts to enhance corporate accountability."' 47
In this regard, the staffalso noted that "there was almost universal agreement
that a strong, independent board of directors is a key to effective corporate
accountability."" The staffalso offered a number of observations as to how
4

1 1See
142

STAFF REPORT ON COmPORATE ACCoUNTABILITY, supranote 103, at 7-8.

1d at 5-14.

14 'See id. chs. 1-4.
4
See Id. ch. 5.
'45See STAFF REPORT ON CORPORATE AccouNTABLrrY, supranote 103, ch. 6.
"6See id chs. 8-9.
'471d at 579. As the staff stated, 'With an increased number oftruly independent directors
and an effectively functioning committee system, an institutionalized process for holding
management accountable will be created." Id.
"Id at 54. The staff also noted that "companies are beginning to acknowledge what the
commentators in the corporate governance hearing, as well as others who have studied the question,
have said - thatthe board of directors has a crucial role to play in the corporate accountability
process and that to perform this role members of the board must be able to exercise independent
judgment." Idr
at 436. For example, with respect to the role ofindependent directors, in particular,
one commentator has observed that
[c]ommon stockholders are the corporation's residual claimants. Yet, as w-e have
seen, common stockholders are the corporate constituency perhaps least able to
monitormanagementbehaviormeaningfily. Accordingly, corporate lawsteps in
to provide alternative monitoring mechanisms. Chiefamong them is the board of
directors, especially the independent directors. To be sure, as outsiders, the
independent directors have neither the time nor the information necessary to be
involved in the minutiae of day-to-day firm management. What they can do,
however, is monitor senior managers and replace those whose performance is
subpar.
Stephen M. Bainbridge, IndependentDirectorsandthe ALI CorporateGovernance Project,61
GEO. WASH. L. REv. 1034, 1058 (1993).
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the needed strength and independence of the board could be achieved.

The board's role in corporate governance is to provide advice and

counsel to the Chief -Executive Officer,"'0 to monitor corporate
performance,' 5 to ensure that the corporation has policies and procedures in

place that are designed to assure system-wide compliance with legal
requirements, 52 and to formulate policy and long-term objectives. 153 One
way in which the staffconcluded that the board could discharge this function
with the requisite independence was to structure the board with a "critical
mass" of directors who were not aligned with management. 54 Although it
was recognized that this "critical mass" could vary, the staff concluded that
at least a majority of the members of the board should be independent of
management. 55
The staffnoted, however, that "[n]either the composition nor structure
of a board of directors can ensure that it will act as an effective

accountability mechanism. ''""s Furthermore, the staff observed that the
development of committees of the board made it "more likely that an
appropriate environment for the governance of publicly owned corporations
will be produced.""
In this regard, the staff discussed at length the
importance of the audit committee to ensuring proper oversight and
management accountability.

"'STAFF REPORT ON CoRPoRATEAccOuNTABnTY, supra note 103, at 54-62.

0
1'M
Te staff commented that "[t]raditionally, a major ftmction of the board of directors has
been to provide advice and counsel to the corporation's chief executive officer." STAFF REPORTON
CoRPORATAccOuTABmLry, supranote 103, at 548. However, "the advice and counsel finction
is a passive one and is not essential to the corporation's enterprise." Id at 549.

"'See id at 549-52.

"'The staff noted that the Business Roundtable had expressed the view that "boards of
directors should ensurethatpolicies andprocedures are inplacevwhich are designed to promote such
compliance on a sustained and system-wide basis by all levels of management." Id at 555.
"In large, publicly held corporations, policy making is typically a management function
rather than a board ftnction. STAFF REPORTON COPORATEACCOUNTABulY, supra note 103, at
556-57. Commentators had suggested, however, that the board must be involved inpolicy making
and strategic planning as part ofits measurement of management performance, its consideration of
the commitment of corporate resources, and its oversight role. See U at 557-58.
'It
was observed that "directors from outside the corporation are 'windows to the world'
through which the public can see what is happening in publcly-held corporations and through which
corporations can better see and understand the expectations of society." Id at 437. With regard to
the composition of the board, "[t]he importance of an independent board of directors with acritical
mass of outsiders - generally at least a majority of non-management directors - has been
recognized
by most companies today." Id. at 468.
55
' 1d at 581.
mId at 470.

1"Id. The staff cited an earlier SEC release in which the Commission had stated that
"development of stronger committee systems will enable boards of directors to better serve
corporations in an oversight capacity." Id (quoting Securities Exchange Act Release No. 14,970

(July 18, 1978)).
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The SEC has long advocated the establishment of audit committees
to co-exist with the boards of publicly held corporations, subject to SEC

jurisdiction.' Indeed, it has been suggested that the true interest ofthe SEC
in adopting the accounting and financial controls provisions of the FCPA
was to establish independent audit committees. I" 9 Although the federal
securities laws, particularly the accounting controls provisions of the FCPA,
provided a statutory basis for such a rule," no rule requiring audit

"'Professor Schwartz has observed that "tihe creation ofaudit committees was central to
the SEC objective to influence the control system." Schwartz, supranote 101, at 571. In
correspondence with William Batten, Chairman of the New York Stock Exchange, SEC Chairman
Roderick Hills noted that "the Commission has for many years advocated that publicly held
companies create audit committees, composed of independent directors, to work with outside
auditors." Letter from RoderickM. Hills to William Batten, dated May 11, 1976, reprinted in May
12 Report, supranote 118,ExlibitD. Chairman Hills cited, as an example, the SEC's investigation
ofMcKesson-Robbins in 1940 in which "the Commission urgedthe formation ofaudit committees,
composed ofnon-officerdirectors, to participate in arranging corporate audits."Id Chairman Hills
also noted that:
In 1972, the Commission endorsed the establishment of audit committees
composed ofoutside directors for all publicly-held companies to provide more
effectivecommunicationsbetweenindependentaccountantsandoutsidedirectors,
and thereby to safeguard finther the integrity of corporate financial statements on
which public investors rely. In 1974, in amending its rules to require disclosure
in proxy statements of the existence or absence of audit committees, the
Commission reiterated its support.
Id Establishment of an audit committee was also suggested as being "necessary to demonstrate
reasonable efforts in the effective implementation of a control system." Goelzer, supra note 116,

at 45.
".9See Morgan, supranote 134, at 378 ("Ralph Ferrara, Executive Assistant to SEC
Chairman Harold Williams, has indicated thatthe SECs real interest in the FCPA is to see reporting
companies establish independent audit committees and improve their internal accounting controls'.
"'In 1978, SEC Chairman Harold L Williams requested an opinion concerning the SECs
authority to adopt rules requiring the establishment of audit committees comprised of independent
directors.See Memorandwn ofthe SEC GeneralCounsel, [1978 TransferBinder] Fed. Sec. L. Rep.
(CCH) 9 81,535, at 80,176 (Mar. 22, 1978). In response, SEC General Counsel Harvey L. Pitt
prepared a memorandum in which he set forth five alternative grounds for such rulemaking
authority. See id at 80,178. Among those grounds was the then-recently enacted accounting and
financial controls provisions of the FCPA. See id Although the establishment of an audit
committee was not itself an element of a system of internal accounting controls, Pitt observed,
nevertheless, that:
[t]he Commission could, however, determine that the establishment of an
independent audit committee, charged with communicating with the issuer's
outside auditors, is a "necessary or appropriate" means of implementing the
requirementthatthe internal control system described in section 13(b)(2)(B) is in
place and operating in the manner intended.
Id at 80,181. Further, noting the requirement that auditors report material weaknesses in internal
controls to senior management and the audit committee (if one exists), Pitt suggested that:
the Commission might well conclude that the opportunity of reporting defects in
internal controls to an independent audit committee would significantly enhance
the probability that appropriate corrective action will be taken and thus would
promote compliance with the internal control requirements ofthe new legislation.
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committees was promulgated. Instead, the SEC prevailed on the New York,
Stock Exchange to adopt an audit committee requirement for listed
companies. 161Nevertheless, the staffcontinued to advocate the effectiveness
and necessity for audit committees in their report
The staff noted that there was general agreement among the
commentators in the Corporate Governance Proceeding that "three

committees - auditing, nominating, and compensation - [were] important

ingredients to effective oversight... [and] monitoring.""6
Of those
committees, the audit committee was "the most established and clearly
defined of all board committees.10

The staff described the audit committee as '1he group within the board
primarily responsible for ensuring that the company's accounts and financial

statements are audited properly by an independent accounting firm," and the
report outlined the audit committee's principal finctions.!" The first ofthese

This approach would appear to harmonize with the Commission's general
philosophy of relying, to the extent possible, on self regulatory or other private
sector mechanisms to encourage compliance with the federal securities laws.
Id. at 80,182.
"'As the Commission explained in its Notice of Proposed Rules, to implement the
accounting and financial controls requirements it had recommended in the May 12 Report:
The second prong of the Commission's suggested attack on the problem of
questionable and illegal corporate payments involved strengthening the
independence and vitality of corporate boards of directors by requiring that
companies maintain audit committees comprised ofindependent directors and by
encouraging the separation ofthe fictions ofindependent corporate counsel and
director. In the May 12 Report, the Commission proposed that, at least initially,
these principles could best be implemented by amendment to the listing
requirements of the New York Stock Exchange and the rules of the other selfregulatory organizations, rather than by direct commission action.
Notice of Proposed Rule Change, Securities Exchange Act Release No. 13,185, SEC Docket 1514
(1977). Thus, on May 11, 1976, SEC Chairman Hills wrote to the Chairman of the New York
Stock Exchange, William Batten, solicitating the Exchange's views on whether the Exchange's
listing requirements shouldbe amended to require the establishment ofaudit committees composed
of outside directors. Letter from Roderick M. Hills, supranote 158. In reply, on August 3, 1976,
NYSE Chairman provided the SEC with a draft proposal for audit committees. On September 3,
1976, the audit committee proposal was submitted for comment to the chief executive officers of
all domestic corporations listed on the NYSE. See ForeignCorruptPracticesAct - Oversight
HearingsBefore the Subcomm. on Telecommunications, ConsumerProtection,andFin, of the
Comm. on Energy and Commerce, 97th Cong. 32-47 (1982). Thereafter, the NYSE adopted the
proposed amendment and on March 9, 1977, the SEC approved the NYSE rule change. See
Memorandum ofthe SEC General Counsel, spranote 160, at 80,177. This process was described
by Professor Schwartz as "regulation by raised eyebrow." Schwartz, supra note 101, at 571.
162STAFF REPORT ON CoRPORATE AccOUNTABIITY, supranote 103, at 477.
163I at 486.
'IdM at 501. For a discussion of the SEC's views on the duties ofthe audit committee, see
generally Robert Jay Fortin, Comment, CorporateFinancialRecords andInternalAccounting
Controls: What Does the SEC Eapect ofAudit Committee Members?, 9 N.CJ. INL L. & COM.
REo. 291, 293-300 (1984).
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functions was the recommendation or approval of an independent auditor of
the corporation."
In this connection, the staff noted that the audit
committee "has an important role to play in assuring the independence of the
accounting firm" by defining the services to be performed, as well as

determining compensation."
The second of the principal functions identified by the staff was to
review the scope of the audit plan. 67 This activity was considered to be of
particular importance because "it is at this stage that the audit committee
assures itself that the audit will be adequate and that it will meet the needs
of the board as well as those of management."1"
The lhird function is to review the results of, and report the annual
audit, and the auditor's management letter. 69 The staffnoted that it is during
this review that the committee would become aware of any "differences of
opinion between the independent accountants and management." 7 ' The
staff also noted that commentators in the proceeding suggested that the audit
committee should review the quality and adequacy of the corporation's
17
internal accounting and finance departments.'
Review of the "adequacy of internal controls" has become an

important function of the audit committee since the enactment of the

FCPA.1 " The staff also observed that the FCPA's "emphasis on internal

165STAFF REPORT ON CORPORATE ACCOuNTABILITY, supra note 103, at 496. Professor

Eisenberg has also commented on the importance of the audit committee's role in this regard:
Objective reporting on executives' financial results cannot be assured in an
institutional structure that combines power of selection among competing
accountingprinciples by the very executives whose activities arebeing accounted
for, wide discretion in the executives in making that selection, and auditing of
executives' financial performance by persons whom the executives hire and can
fire. To achieve an objective flow ofinformation on the financial results achieved
by the executives, the accountant must be truly independent of the executives.
Toward that end, publicly held corporations should be required to have an audit
committee composed of directors who have no significant relationships to the
senior executives. This committee should be vested with the power to select and
dismiss the independent accountant (or recommend its selection and dismissal),
set the terms of its engagement, and generally oversee the independent auditing
process.
Eisenberg, supra note 103, at 208.
166STAFF REPORT ON CORPORATE ACCOUNTABILriY, supra note 103, at 499.
6'See id

163Id

at 499.

'69See id at 500.
170STAFF REPORT ON CORPORATE ACCOUNTABLTY, supra note 103, at 500.
1711d

at 501.

1'Id at

502.
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controls" has placed "an even greater burden on companies without audit
committees."'"

The Staff Report emphasized the SEC's view that to ensure adequate
independence, the audit committee should be composed of directors who are

not affiliated with management. 74 The staff also warned, rather ominously,
that corporations choosing not to institute audit committees of independent
directors should carefully assess the downside of such a decision. 5 The staff
cited several commentators suggesting that the absence of an audit

committee "may become a consideration in weighing whether or not the
directors ... have met the standard of care," 76 or at the very least was a
decision that wananted an explanation to both shareholders and investors."
Although the staff did not feel that a rule requiring audit committees was
necessary, they recommended that the Commission "continue to monitor the
trend of establishment of audit committees and
strive to obtain such
78
committees in appropriate enforcement cases."'

at 490 n.201.
174
STAFF
REPORT ON CORPORATE AccouNTABiLrrY, supra note 103, at 492,494.
'75The Staff Report states:
The audit committee today has become so well established that any company
which has chosen notto establish such a committee, composed solely ofdirectors
independent ofmanagement, should weigh carefully the costs of such a decision
in terms of liability and loss of control against the reasons, if any, for not
establishing an audit committee.
STAFF REPORT ON CORPORATE ACCOUNTABILrrY, supra note 103, at 583.
76
" Committee on Corporate Laws of the ABA Section of Business Law report, The
Overview ofthe BoardofDirectors,35 Bus. LAw. 1335,1352-53 (1980). "Given its increasingly
widespread use, the absence ofan audit committee may become a consideration in weighing whether
or not the directors of a publicly held corporation have met the standard of care set forth in many
state corporation laws." STAFF REPORTON CORPORATEACCOUNTABILITY, sqranote 103, at 491
(citation omitted).
'1SeeSTAFF REPORT ON CORPORATE ACCOUNTABILITY, supra note 103, at 489-90.
'Md. at 583. For example, in SEC v. Killearn Properti, Inc., [1997-1978 Transfer
Binder] Fed. Sec. L. Rep. (CC)
96,256, at 92,693 (Jan. 5, 1978), a consent order of permanent
injunction required that the majority of the board of directors would be "outside directors" who,
within five years, had not been:
i.
employed by Killearn or any ofits subsidiaries, affiliates, parents, officers
or directors;
I.
under the control ofKilleam or any ofits subsidiaries, affiliates, parents,
officers or directors;
iii.
an officer, director, trustee or partner or aperson controlled by any person
owning or having a controlling interest in Killearn, or any affiliate or
subsidiary of Killearn;
iv.
the direct or indirect owner of more than 2% of any class of equity
securities ofKillearn or any ofits affiliates or subsidiaries or parents, or
the direct or indirect owner of more than 5% of any class of equity
securities ot or otherwise controls any corporation, any partnership,
limited partnershipjointventure or any otherbusiness venture involving
173M
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Finally, the staffwas of the view that "adequate relevant information
about the company" was "crucial to the ability of the board of directors to

perform its functions, particularly its monitoring function."7 9 The staff
recognized that assuring the provision ofadequate information "remains one
of the most critical and difficult problems which boards of directors are
facing today,"' so and noted that the use of board committees "is one way
boards are attempting to ensure that board members are adequately
informed."' 81 The staff observed that "[i]t is extremely important that the
information system makes all relevant information, both good and bad,
available to management and the board."'"
The audit committee's

communication with both the internal auditors and the independent
accountants "is particularly important in ensuring that adverse information
gets to the board. " 183
Thus, the principal themes underlying Chancellor Allen's decision in
Caremarkresonate with the corporate governance initiatives of the SEC in
the 1970s. The accounting and financial controls requirements ofthe FCPA
were specifically directed toward establishing requirements to assure the
integrity and adequacy of the corporation's financial reporting systems and

control of assets. As interpreted by the staff of the SEC's Division of
Corporate Finance, the ultimate responsibility for ensuring that adequate
systems were in place to satisfy these requirements lay with the corporation's
board of directors acting, in the first instance, through an audit committee
composed of directors who were independent of the corporation's

Killearn.
Id at 92,694. Additionally, Killeam was required to maintain an audit committee ofthe board of
which at least three members had to be outside directors. The audit committee was to: (1) review
the engagement of the independent accountants; (2)review the policies and procedures respecting
internal auditing, accounting, and financial controls with the independent accountants and the chief
financial officer, (3) review with the independent accountants the results of their audit including
significanttransactions, adjustments, changes in accounting principles, the accountants'perceptions
ofthe company's accounting and financial personnel, and any recommendations for improving
financial controls; (4)periodicallyreviewcompany codes ofconductand inquireinto any deviations
from the codes; (5) meet with the company's financial stafftwice a year concerning the scope of
internal accounting and auditing procedures, and the implementation ofrecommendations made by
the independent accountants; (6) recommend to the board whether the independent accountants
should be retained or discharged; (7) direct and supervise the investigation of "any matter brought
to its attention within the scope of its duties;" (8) review press releases and public statements
concerning the disclosure or projection of financial conditions; (9) review dealings between the
company and its officers and directors; and (10) approve settlementor disposition of claims against
past or present officers, directors, employees or controlling persons. See ld at 92,695.
'STAFF REPORT ON CORPORATE AcCOUNTABILrrY, supra note 103, at 559.
'ld at 560.
1"11d at 562-63.
1nI2 at 564.
3
18STAFF REPORT ON CORPORATE ACCOUNTABILITY, supranote 103, at 565.
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management' These are themes that the SEC continues to elucidate in its
actions to enforce the provisions of the federal securities laws.
3. Corporate Governance in the Context
of SEC Enforcement Actions
Beginning in the early 1970s with the investigation of the collapse of
the Penn Central Company, the SEC has used its authority to issue reports
of investigation (under Section 21(a) of the Securities Exchange Act of

1934),I" to express its views on the obligations of board members, and in
times of financial crisis or when confronted with fraudulent conduct on the
part of management, to act independently and to be adequately informed.
These investigations have often revealed the issuance of false or misleading

public statements, or the filing of inaccurate reports with the SEC. In those
circumstances, the SEC has also emphasized the obligation of directors to be
informed concerning the company's operations, and to ensure that any
statements made by the company are accurate and complete.
a.

Penn CentralCompany

Stanley Sporkin, Director of the SEC's Division of Enforcement,
referred to the SEC's 1972 investigation into the failure of the Penn Central

Company as a "turning point" in the SEC's policy toward the duties of

"'he SEC continues to be actively interested in this area. Recently, in response to the
SEC's growing concern as to the adequacy of'oversight and accountability with regard to corporate
financial reporting, the SEC encouraged the New York Stock Exchange and the National
Association of Securities Dealers to review the corporate financial reporting process and in
particular the role of the audit committee of the board in ensuring the accuracy and completeness
of corporate financial reports. See Ira M. Millstein, Introduction to the Report and
Recommendations of the Blue Ribbon Committee on Improving the Effectiveness of Corporate
Audit Committees, 54 Bus.LAW. 1057,1057-58 (1999). A"Blue Ribbon" committee was formed

in October 1998 to conduct the review, whichbecame knowa as the Millstein/Whitehead Committee

after its co-chairmen Ira M. Millstein and John C. Whitehead. See id The report of the
Millstein/Whitehead Committee urged boards of directors "to understand and adopt the attitude of
the modem board which recognizes that the board must perform active and independent oversight
to be, as the law requires, a fiduciary for those who invest in the corporation." Report and
Recommendations of the Blue Ribbon Committee on Improving the Effectiveness ofCorporate
Audit Committees (1999), reprinted(without appendices)in 54 Bus. LAW. 1067, 1070 (1999)

[hereinafter Millstein/Whitehead Report]. Thus, the Millstein/Whitehead Report noted, '"he
measure of the board ... is not simply whether it fulfills its 'legal' requirements but, more
importantly, the board's attitude and howitputs into practice its awareness and understanding ofits
responsibilities." Id With respect to the role of the audit committee in the overall corporate
governance scheme, the Millstein/Whitehead Report emphasized the primacy of the board and the
audit committee in overseeing financial reporting by the corporation. Id at 1071.
S15 U.S.C. § 78u(a).
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business honesty that seriously and directly affects the present responsibility
of a government contractor or subcontractor.46 1
A contractor may be suspended (i.e., temporarily disqualified) from

competing for government contracts, 62 pending completion of an
investigation or legal proceedings." 3 Cause for suspension is essentially the,
same conduct evidencing a lack of integrity for purposes of debarment. 4"
An indictment arising from the enumerated conduct constitutes "adequate
evidence" of a cause for suspension. 46 Unless legal proceedings are
initiated, the period of suspension is not to exceed eighteen months."6 If
legal proceedings are commenced within that period, however, the
suspension remains in effect until the proceedings are terminated. 7

MIThe FAR provides in this regard that a contractor may be debarred for, among other
reasons, conviction of or a civil judgment for:
(1)
Commission of fraud or a criminal offense in connection with (i) Obtaining;
(ii) Attempting to obtain; or
(iii) Performing a public contract or subcontract.
(2)
Violation of Federal or State antitrust statutes relating to the submission
of offers;
(3)
Commission of embezzlement, theft, forgery, bribery, falsification or
destruction of records, making false statements, tax evasion, or receiving stolen
property;
(4)
Intentionally affixing a label bearing a"Made in America" inscription (or
any inscription having the same meaning) to a product sold in or shipped to the
United States, when the product was not made in the United States; or
(5)
Commission of any other offense indicating a lack of business integrity
orbusiness honesty that seriously and directly affects the presentresponsibility of
a Government contractor or subcontractor.
48 C.F.R. § 9.406-2(a)(I)-(5) (citation omitted).
'A "suspension 'is an "action taken by a suspending official.., to disqualify a contractor
temporarily from Government contracting and Government-approved subcontracting." Id § 9.403.
'As stated in the FAR, "Suspension is a serious action to be imposed on the basis of
adequate evidence, pending the completion of investigation or legal proceedings, when it has been
determined that immediate action is necessary to protect the Government's interest." Id § 9.407l(b)(1). The contactorfacingsuspensionisentitledto "fundamental fairness" where thesuspension
may extend for a significant period. As was stated in Home Bros.v. Lair, 463 F.2d 1268, 1271
(D.C. Cir. 1972):
We think an action that "suspends" a contractor and contemplates that he may
dangle in suspension for a period of one year or more, is such as to require the
Governmentto insure fundamental fairness to the contractorwhose economic life
may depend on his ability to bid on government contracts. That fairness requires
that the bidder be given specific notice as to at least some charges alleged against
him, and be given, in the usual case, an opportunity to rebut those charges.
448 C.F.R. § 9.407.2(a).
-Id § 9.407-2(b).
6
Id § 9.407-4(b).
4
'See id § 9.407-4(a).

