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I. What Does Being A Fiduciary Mean? 

A. The U.S. Corporate Form and the Role of State Law 

In the United States, the corporate model separates ownership from 

control.  Thus, a corporation is a legal entity, separate and distinct from the persons who 

own it, created for the purpose of carrying on business.  The owners of the corporation 

are its shareholders, and ordinarily they may freely transfer their shares.  The 

shareholders elect (and may remove)2 the board of directors, who are entrusted to care for 

“other people’s money”—that of the shareholders.3  The directors have a fiduciary 

relationship with the corporation and its shareholders and are responsible for the overall 

direction and management of the corporation.4  Typically, the board of directors delegates 

                                                 
1 Ira M. Millstein, Holly J. Gregory, and Ashley R. Altschuler are partners in the law firm of Weil, Gotshal 
& Manges LLP.  Christine T. Di Guglielmo is an associate.  Partner Stephen A. Radin and associates 
Margarita Platkov, Evert J. Christensen, Jr. and Robert V. Spake, Jr. assisted in preparing this submission, 
and they have the authors’ gratitude.  This paper was prepared as the United States submission for the 
multinational Comparative Analysis project of the ABA Section of Business Law, Corporate Governance 
Committee, International Developments Subcommittee and, accordingly, is structured to comply with the 
template for that project. 
2 See Crown EMAK Partners, LLC v. Kurz, 2010 Del. LEXIS 182, at *58-59 (Del. Apr. 21, 2010).  
3 PAUL W. MACAVOY & IRA M. MILLSTEIN, THE RECURRENT CRISIS IN CORPORATE GOVERNANCE 128 
(2004). 
4 See STEPHEN A. RADIN, THE BUSINESS JUDGMENT RULE 1 (6th ed. 2009).  For example, Section 141(a) of 
the Delaware General Corporation Law (“DGCL”) provides that “[t]he business and affairs of every 
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the duties of day-to-day management to various executive officers, whom the board (not 

the shareholders) selects and relies on.5  The officers are accountable to the board and 

have a direct fiduciary relationship with the shareholders.6   

In the United States, the corporation exists by virtue of law and owes its 

existence to its state of incorporation.  The company has only those powers conferred 

upon it by the general corporation law of its state of incorporation and its shareholder-

approved articles of incorporation.7  The articles of incorporation and the corporate 

bylaws may establish aspects of the relationship between the shareholders and the 

directors, provided that such articles and bylaws do not conflict with the statutory 

scheme.8  Statutory corporation law, the articles of incorporation, and the bylaws are 

“incomplete,” however, in the sense that they cannot explicitly cover all contingencies 

and factual circumstances.  Therefore, courts play an important role in helping to fill the 

interstices of corporate law, including the law of fiduciary duties, and in interpreting the 

statutes, charters, and bylaws and resolving conflicts among those documents.  In 

addition, courts sometimes apply equitable principles to restrict corporate transactions 

                                                 
corporation . . . shall be managed by or under the direction of a board of directors.”  DEL. CODE ANN. tit. 8, 
§ 141(a). 
5 See, e.g., DEL. CODE ANN. tit. 8, § 141(e) (directors are “fully protected in relying in good faith upon the 
records of the corporation and upon such information, opinions, reports or statements presented to the 
corporation by any of the corporation’s officers or employees”). 
6 See Gantler v. Stephens, 965 A.2d 695, 709 (Del. 2009) (“[T]he fiduciary duties of officers are the same 
as those of directors.”); Guth v. Loft, 5 A.2d 503, 510 (Del. 1939) (officers and directors owe fiduciary 
duties to the corporations they serve); Hampshire Grp., Ltd. v. Kuttner, 2010 WL 2739995, at *11 (Del. Ch. 
July 12, 2010) (“As a general matter, our Supreme Court has found that the duties of corporate officers are 
similar to those of corporate directors.  Generally, like directors, [officers are] expected to pursue the best 
interests of the company in good faith (i.e., to fulfill their duty of loyalty) and to use the amount of care that 
a reasonably prudent person would use in similar circumstances (i.e., to fulfill their duty of care).”). 
7 E.g., I JAMES D. COX & THOMAS LEE HAZEN, COX & HAZEN ON CORPORATIONS § 1.02, at 6 (2d ed. 
2003). 
8 See, e.g., Airgas, Inc. v. Air Prods. & Chems., Inc., 8 A.3d 1182, 1194-95 (Del. 2010) (invalidating bylaw 
adopted by the board as conflicting with the company’s certificate of incorporation and Delaware statutory 
law). 
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that could be permissible under a strict application of the statutory law.9  In turn, state 

legislatures at times react to judicial decisions.10  For example, legislatures might step in 

to provide directors greater protections in connection with their conduct as fiduciaries 

than the courts determined were provided by existing law.11 

Thus, the juxtaposition of statutory and common law in the states, 

particularly Delaware, provides a contemporary framework for the duties of corporate 

directors and officers.12  Based in state law,13 the fiduciary duties that directors and 

                                                 
9 See, e.g., Schnell v. Chris-Craft Indus., Inc., 285 A.2d 437, 439 (Del. 1971) (enjoining directors’ 
advancement of date of annual stockholder meeting to reduce the time in which a proxy contest could have 
been waged because “inequitable action does not become permissible simply because it is legally 
possible”); Hollinger Int’l Inc. v. Black, 844 A.2d 1022, 1080-82 (Del. Ch. 2004) (while statute permitted 
controlling shareholder to adopt bylaw disbanding a board committee, that action was inequitable, since the 
bylaw was adopted for the improper purpose of preventing the committee from investigating alleged 
wrongdoing by the controlling shareholder). 
10 Compare H.B. 19, 145th Gen. Assem. § 2 (Del. 2009) (amending DGCL to allow adoption of bylaws 
that provide for “the reimbursement by the corporation of expenses incurred by a stockholder in soliciting 
proxies in connection with an election of directors”), with CA, Inc. v. AFSCME Emps. Pension Fund, 953 
A.2d 227 (Del. 2008) (invalidating stockholder-proposed bylaw that would provide for reimbursement of 
stockholders for reasonable expenses incurred in connection with nominating candidates in a contested 
election of directors). 
11 Compare DEL. CODE ANN. tit. 8, § 102(b)(7) (authorizing exculpation of directors for monetary liability 
for breaches of the duty of care), with Smith v. Van Gorkom, 488 A.2d 858 (Del. 1985) (finding liability for 
breach of duty of care).  DGCL § 102(b)(7) was enacted in the wake of Van Gorkom to protect directors 
from monetary liability for due care violations.  See infra notes 108-111 & accompanying text. 
12 See R. FRANKLIN BALOTTI & JESSE A. FINKELSTEIN, THE DELAWARE LAW OF CORPORATIONS & 
BUSINESS ORGANIZATIONS, at F-1 (3d ed. 1998 & Supp.); RADIN, supra note 4, at 3-11.  While there have 
been attempts to “federalize” the law of fiduciary duties, at least to the extent of establishing “minimum 
standards” of corporate behavior, such efforts have largely failed.  In the wake of the collapses of Enron, 
Worldcom, and other corporate failures, however, Congress passed the Sarbanes-Oxley Act of 2002, 
addressing to a new degree the internal affairs of U.S. corporations, which traditionally have been governed 
by state law.  The self-regulatory organizations, such as the NYSE and the NASDAQ, also have created 
stricter listing standards that have affected the internal affairs of listed companies.  While these governance 
reforms do not directly alter the basic fiduciary obligations of directors, they influence the judicial climate, 
and have more “sharply focused” court decisions on the expectations of director processes when measured 
by the traditional duties of due care and loyalty, discussed infra.  See E. Norman Veasey, Shawn Pompian 
& Christine Di Guglielmo, Federalism vs. Federalization:  Preserving the Division of Responsibility in 
Corporation Law, in 2 THE PRACTITIONER’S GUIDE TO THE SARBANES-OXLEY Act V-5 (2006); E. Norman 
Veasey, What Would Madison Think?  The Irony of the Twists and Turns of Federalism, 34 DEL. J. CORP. 
L. 35 (2009).  The financial turmoil of 2008-09 has prompted a new wave of proposals to federalize 
portions of corporate law.  E.g., Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010, 
Pub. L. No. 111-203, 124 Stat. 1376 (2010) (codified in scattered sections of 7, 12, 15, 18, 31 U.S.C.). 
13 Many jurisdictions, including Delaware and the federal courts, adhere to the “internal affairs” doctrine, 
which provides that the internal affairs of the corporation (e.g., fiduciary duties of directors) are governed 



US_ACTIVE:\43407917\07\99980.2300 4 

executive officers owe to the corporation and its shareholders may differ, in theory, in 

each of the 50 states.  The state of Delaware and its specialized court system are 

preeminent in corporate and fiduciary duty law, and many states adopt or look to 

Delaware law to govern non-Delaware corporations.14 

B. The Role of Directors As Fiduciaries 

Directors “stand in a fiduciary relation to the corporation and its 

shareholders.”15  In general, a fiduciary is “one who owes to another the duties of good 

faith, trust, confidence, and candor” or “one who must exercise a high standard of care in 

managing another’s money or property.”16  Fiduciary duties are designed to discourage 

misuse of the power delegated to the board and the executive officers, and to help ensure 

that fiduciaries take action in the best interests of the shareholders rather than in their 

own self-interests.  In the most basic sense, fiduciary duties require a director to act 

prudently and in the best interests of the corporation and its shareholders when carrying 

out corporate functions.   

In practice, directors have the following responsibilities: 

• Manage the business and affairs of the company while placing good-faith 
reliance on competent officers, employees, board committees, and outside 
advisors.17 

                                                 
by the law of the state of incorporation. See, e.g., CTS Corp. v. Dynamics Corp. of Am., 481 U.S. 69 
(1987); Vantagepoint Venture Partners 1996 v. Examen, Inc., 871 A.2d 1108, 1112-13 (Del. 2005). 
14 RADIN, supra note 4, at 5-11.  More than fifty percent of all publicly-traded U.S. corporations and more 
than sixty percent of the Fortune 500 companies are incorporated in Delaware.  See Delaware Division of 
Corporations, http://corp.delaware.gov (last modified Mar. 3, 2011); E. Norman Veasey & Christine T. Di 
Guglielmo, What Happened in Delaware Corporate Law and Governance from 1992—2004:  A 
Retrospective on Some Key Developments, 153 U. PA. L. REV. 1399, 1403 (2005). 
15  See Guth v. Loft, 5 A.2d 503, 510 (Del. 1939). 
16 BLACK’S LAW DICTIONARY 658 (8th ed. 2004); see also Briggs v. Spaulding, 141 U.S. 132 (1891); 
Charitable Corp. v. Sutton, Atk. 400 (1742). 
17 See DEL. CODE ANN. tit. 8, § 141(a); id. § 141(e); see also N.Y. BUS. CORP. LAW § 717; RADIN, supra 
note 4, at 601. 
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• Select, regularly evaluate, and, if necessary, replace the executive officers, 
including the chief executive officer.  Determine management compensation.  
Review succession planning. 

• Review and, where appropriate, approve the company’s long-term strategic 
and investment plans or expenditures and major strategies, including entry 
into new lines of business, mergers and business combinations, the creation or 
retirement of significant debt, and the acquisition of significant amounts of 
equity.  

• Select and recommend to shareholders for election an appropriate slate of 
candidates for the board of directors.  Evaluate board processes and 
performance. 

• Review the adequacy of internal control and monitoring systems to comply 
with all applicable laws/regulations, and make strategic decisions involving 
issues that foreseeably could expose the corporation to significant litigation or 
new regulatory constraints.18 

C. The Fiduciary Duties of Directors of U.S. Corporations 

In the United States, fiduciary duties include the duties of due care and 

loyalty.  Other duties, such as the duty of candor and the duty of good faith, are subsets of 

the duties of loyalty and care.19  Many states have codified fiduciary duties into statute, 

but common law continues to provide significant interpretations.20   

                                                 
18 See 1 ALI PRINCIPLES OF CORPORATE GOVERNANCE § 3.02, reporter’s cmt. (a) at 84-85 (2008) 
[hereinafter, PRINCIPLES]. 
19 See Pfeffer v. Redstone, 965 A.2d 676, 684 (Del. 2009) (“‘[T]he duty of disclosure is not an independent 
duty, but derives from the duties of care and loyalty.’”); Stone v. Ritter, 911 A.2d 362, 370 (Del. 2006) 
(holding that the duty of good faith is a subset of the duty of loyalty). 
20 For example, at least four-fifths of U.S. states have enacted statutory provisions codifying the duty of 
care.  See 2 MODEL BUS. CORP. ACT ANN. § 8.30, cmt. at 8-208-09 (4th ed. 2008, Supp. 2009) [hereinafter 
RMBCA]; see also WILLIAM E. KNEPPER & DAN A. BAILEY, LIABILITY OF CORPORATE OFFICERS AND 
DIRECTORS § 3.02, at 3-3 (8th ed. 2010).  Most of those states follow former Section 8.30(a) of the Revised 
Model Business Corporation Act, which provided: “A director shall discharge his duties . . . with the care 
an ordinarily prudent person in a like position would exercise under similar circumstances . . . .”  Id. § 3.02, 
at 3-3-4.  At least six states have adopted the amended version of Section 8.30, which provides that 
directors, “when becoming informed in connection with their decision-making function or devoting 
attention to their oversight function, shall discharge their duties with the care that a person in a like position 
would reasonably believe appropriate under similar circumstances.”  2 RMBCA, supra, § 8.30(b); id. 
§ 8.30(b), ann. at 8-208.  California and Maryland are examples of states that have not adopted the Model 
Act, but have similar statutory standards of conduct.  See CAL. CORP. CODE § 309(a); MD. CORPS. & ASS’N 
CODE ANN. § 2-405.1(a). 
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1. The Duty of Care  

The duty of care, in its most basic sense, is a director’s “duty to act 

carefully in fulfilling the important tasks of monitoring and directing the activities of 

corporate management.”21  The duty of care requires that, in managing the corporation’s 

affairs, directors act: 

(1) “in good faith”; 

(2) “in a manner the director reasonably believes to be in the best 
interests of the corporation”; and 

(3) “with the care that a person in a like position would reasonably 
believe appropriate under similar circumstances.”22 

The duty of care standard “focus[es] on the manner in which directors 

perform their duties, not the correctness of the decisions made.”23  To satisfy the duty of 

care when making a board decision, directors must have reasonable knowledge of the 

company’s business, approve the company’s significant business plans and extraordinary 

actions, act on an informed, good-faith basis, use reasonable diligence in gathering and 

considering credible information, adequately deliberate the relevant issues, and 

                                                 
21  1 PRINCIPLES, supra note 18, Pt. IV, Introductory Note at 132; see also Smith v. Van Gorkom, 488 A.2d 
858, 872-73 (Del. 1985) (the duty of care is “a director’s duty to exercise an informed business judgment”). 
22 See 2 RMBCA, supra note 20, § 8.30(a)-(b); RADIN, supra note 4, at 431-43; see also Brehm v. Eisner, 
746 A.2d 244 (Del. 2000); Cede & Co. v. Technicolor, Inc., 634 A.2d 345, 361 (Del. 1993); Van Gorkom, 
488 A.2d at 872-73; 3A FLETCHER CYCLOPEDIA OF THE LAW OF PRIVATE CORP. § 1036 (2002 and 2010-
2011 Cum. Supp.). 
23 2 RMBCA, supra note 20, § 8.30, cmt. at 8-189; see also In re Citigroup, Inc. S’holder Deriv. Litig., 964 
A.2d 106, 124 (Del. Ch. 2009) (“[P]laintiff shareholders [are] attempting to hold the director defendants 
personally liable for making (or allowing to be made) business decisions that, in hindsight, turned out 
poorly for the Company.  Delaware Courts have faced these types of claims many times and have 
developed doctrines to deal with them—the fiduciary duty of care and the business judgment rule.  These 
doctrines properly focus on the decision-making process rather than on a substantive evaluation of the 
merits of the decision.”). 
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understand the consequences that will flow from each decision before making the 

decision.24 

Reliance and Delegation.  To comply with their duty of care, directors are 

empowered to reasonably rely upon, and delegate board functions to, board committees, 

corporate officers, and independent advisors, provided the decision to delegate is an 

informed one that is made in good faith and that due care is exercised in selecting those 

upon whom reliance is placed.25  In doing so, the board of directors “is entitled to the 

presumption that it exercised proper business judgment, including proper reliance on the 

expert.”26  Directors may not, however, blindly rely on even a carefully selected and 

qualified expert.  Rather, “directors have some oversight obligations to become 

reasonably familiar with an opinion, report, or other source of advice before becoming 

entitled to rely on it.”27  Further, in some contexts directors must disclose the 

                                                 
24 See 1 PRINCIPLES, supra note 18, § 4.01; see also Moran v. Household, Int’l Inc., 500 A.2d 1346, 1356-
57 (Del. 1985).  Examples of cases in which directors failed (or may have failed) to observe their duty of 
care include Van Gorkom, 488 A.2d 858 (haste in decision making and lack of preparation); Lyondell 
Chem. Co. v. Ryan, 970 A.2d 235 (Del. 2009) (rapid consummation of major transaction without 
negotiation of better terms or seeking superior deal); and McPadden v. Sidhu, 964 A.2d 1262 (Del. Ch. 
2008) (failure to ensure that sale process employed by interested corporate officer was “thorough and 
complete”). 
25 See DEL. CODE ANN. tit. 8, § 141(e) (directors are “fully protected in relying in good faith upon the 
records of the corporation and upon such information, opinions, reports or statements presented to the 
corporation by any of the corporation’s officers or employees, or committees of the board of directors . . 
.”); see also N.Y. BUS. CORP. LAW § 717; Mills Acquisition Co. v. Macmillan, Inc., 559 A.2d 1261, 1281 
(Del. 1989); In re HealthSouth Corp. S’holders Litig. 845 A.2d 1096, 1106 (Del. Ch. 2003); RADIN, supra 
note 4, at 601. 
26 Brehm, 746 A.2d at 261; Cal. Pub. Emps. Ret. Sys. v. Coulter, 2002 Del. Ch. LEXIS 144, at *42-50 (Del. 
Ch. Dec. 18, 2002).  But cf. Valeant Pharm., Int’l v. Jerney, 921 A.2d 732, 751 (Del. Ch. 2007) 
(acknowledging that reasonable reliance under section 141(e) is a “pertinent factor in evaluating whether 
corporate directors have met a standard of fairness in their dealings with respect to corporate powers,” but 
that such reliance “is not outcome determinative”).  
27 Hanson Trust PLC v. ML SCM Acquisition Inc., 781 F.2d 264, 275 (2d Cir. 1976); see also Van Gorkom, 
488 A.2d 858; In re Del Monte Foods Co. S’holders Litig., Consol. C.A. No. 6027-VCL, slip op. at 37 
(Feb. 14, 2011) (“Although the blame for what took place appears at this preliminary stage to lie with [the 
board’s financial advisor], the buck stops with the Board.  Delaware law requires that a board take an active 
and direct role in the sale process.” (internal quotation omitted)); Valeant, 921 A.2d at 750-51 (reliance on 
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compensation and potential conflicts of experts on whom the board relies, and any 

conflicts may be subject to scrutiny by a court to determine whether they tainted the 

board’s process.28   

Directors may not delegate duties that lie at the “heart” of the management 

of the corporation.29  That is, directors may not delegate tasks that the directors 

themselves are required to perform by statute, the certificate of incorporation, or the 

bylaws, nor may they delegate if doing so would effectively strip them of their business 

judgment on management matters.30   

Duty of Oversight.  Directors have a duty to monitor the corporation and 

investigate possible wrongdoing of fellow directors, executive officers, and their 

subordinates.31  This duty of oversight includes “a duty to attempt in good faith to assure 

that a corporate information and reporting system, which the board concludes is adequate, 

exists.”32  Any director who has actual knowledge of facts suggesting a material problem 

                                                 
expert report was not reasonable where report did not relate to the current terms of the transaction and was 
predicated on faulty assumptions); RADIN, supra note 4, at 615-17. 
28 Del Monte, slip op. at 29-30; see also id. at 29-39 (discussing the conflict faced by a company’s financial 
advisor and how that conflict tainted the board’s sales process, despite the board’s apparent good faith). 
29 RADIN, supra note 4, at 650.  
30 See, e.g., In re Bally’s Grand Deriv. Litig., 1997 WL 305803, at *4 (Del. Ch. June 4, 1997); RADIN, 
supra note 4, at 650-65. 
31 See E. Norman Veasey, Counseling Directors in the New Corporate Culture, 59 BUS. LAW. 1447 (2004); 
see also 15 U.S.C. 7262 (requiring a company’s annual report to describe and assess the company’s internal 
controls); Stone v. Ritter, 911 A.2d 362 (Del. 2006) (affirming dismissal where complaint alleged that 
directors had failed in their oversight duty); ATR-Kim Eng. Fin. Corp. v. Araneta, 2006 Del. Ch. LEXIS 
215, at *70-77 (Del. Ch. Dec. 21, 2006) (directors breached fiduciary duties where they “did nothing to 
make themselves aware of this blatant misconduct or to stop it”); Saito v. McCall, 2004 WL 3029876, at 
*6-7 (Del. Ch. Dec. 20, 2004) (denying motions to dismiss where directors allegedly failed to monitor the 
company’s accounting practices and failed to implement sufficient internal controls to guard against 
wrongful accounting practices). 
32 In re Caremark Int’l Deriv. Litig., 698 A.2d 959, 970 (Del. Ch. 1996); see also Stone, 911 A.2d at 370 
(holding that director oversight liability requires showing that directors “utterly failed to implement any 
reporting or information system or controls” or, if such controls were in place, consciously failed to oversee 
their operation); In re Citigroup, Inc. S’holder Deriv. Litig., 964 A.2d 106, 122 (Del. Ch. 2009) (same). 
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in the company has a duty to promptly initiate board or management consideration of the 

trouble spot.33  Further, if through exercise of the oversight function a director’s 

suspicion of wrongdoing is aroused, or should have been aroused, the director must act 

reasonably in light of the information gained.34  On the other hand, directors generally do 

not have a duty to “ferret out” wrongdoing, to uncover “hard core” fraud by officers or 

directors, or to “predict the future” or correctly evaluate business risk—so long as the 

proper monitoring systems are in place.35 

2. The Duty of Loyalty 

The duty of loyalty requires one with a fiduciary relationship to a 

corporation to act in good faith, see infra § I.C.3., and in the best interests of the 

corporation, and not in the fiduciary’s own interest.36  Engaging in self-dealing, 

                                                 
33 See Caremark, 698 A.2d at 970; see also Stone, 911 A.2d at 369 (holding that bad faith may be shown 
where a “fiduciary intentionally fails to act in the face of a known duty to act, demonstrating a conscious 
disregard for his duties”). 
34 See Graham v. Allis-Chambers Mfg. Co., 188 A.2d 125, 130 (Del. 1963) (director who ignores either 
willfully or through inattention obvious signs of wrongdoing will be held liable); cf. Stone, 911 A.2d at 373 
(“In the absence of red flags, good faith in the context of oversight must be measured by the directors’ 
actions ‘to assure a reasonable information and reporting system exists’ . . . .”); In re Dow Chem. Co. 
Deriv. Litig., 2010 WL 66769, at *13 (Del. Ch. Jan. 11, 2010) (rejecting oversight claims where plaintiffs 
failed to sufficiently allege “red flags” that would give the directors reason to suspect misconduct). 
35 Citigroup, 964 A.2d at 131; Caremark, 698 A.2d at 968-70; Stone, 911 A.2d at 373.  In a similar context, 
former SEC Commissioner Harvey J. Goldschmid has stated:  

Some who champion the idea of an active audit committee [of the board of directors] say 
it will stop venal, hard-core fraud. That I do not consider realistic. An active audit 
committee will not, when acting alone, be able to catch thieves in most circumstances. 
Even the most active and effective auditors will have some trouble when hard-core fraud 
is involved. There are techniques being developed today to try to reach hard-core 
misconduct, including forensic auditing and other techniques. But when no red flags are 
flying, even when an audit committee acts reasonably, it will be difficult to spot fraud 
that is concealed and hard-core. The dangers of hard-core fraud, in short, will only be 
somewhat deterred or mitigated by an active audit committee.   

Post-Enron America: An SEC Perspective (Dec. 2, 2002), www.sec.gov/news/speech/spch120202hjg.htm. 
36 See Cede & Co. v. Technicolor, Inc., 634 A.2d 345, 361 (Del. 1993) (“The duty of loyalty mandates that 
the best interest of the corporation and its shareholders takes precedence over any interest possessed by a 
director, officer or controlling shareholder and not shared by the stockholders generally”); Ryan v. Gifford, 
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misappropriating corporate assets or opportunities, having conflicts of interest that are not 

appropriately disclosed to the board (with recusal from the interested transaction), 

deliberately misleading stockholders, or otherwise profiting in a transaction that is not 

substantively or “entirely fair” to the corporation may all be considered breaches of the 

duty of loyalty.  Directors, officers and, in some circumstances, controlling shareholders, 

see infra pp. 33-35, have a duty of loyalty to the corporation and its shareholders.37  

Because legislatures and courts place great importance on the duty of loyalty, a director’s 

personal liability for breaches of the duty of loyalty cannot be limited by statutory 

director exculpation provisions that are contained in many corporations’ articles of 

incorporation.38  See infra § III.B. 

The duty of loyalty is implicated in transactions in which a director or 

controlling shareholder is not independent or has a substantial self-interest that conflicts 

with the interests of the corporation.  The concepts of disinterestedness and independence 

are frequently conflated, but these concepts are distinct under Delaware law.39   

The term “independence” means that a “director’s decision is based on the 

corporate merits of the subject before the board rather than extraneous considerations or 

influences”40 that would “convert an otherwise valid business decision into a faithless 

                                                 
918 A.2d 341, 357 (Del. Ch. 2007) (breach of the duty of loyalty may be shown where directors act “in bad 
faith” or “for personal gain”). 
37 See, e.g., Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1156 (Del. 1995); Hollinger Int’l Inc. v. Black, 
844 A.2d 1022 (Del. Ch. 2004); In re Maxxam, Inc./Federated Dev. S’holders Litig., 659 A.2d 760 (Del. 
Ch. 1995). 
38 See DEL. CODE ANN. tit. 8, § 102(b)(7) (permitting exculpation of directors for monetary liability for 
breaches of due care only, and discussed infra section III.B); see also Lyondell Chem. Co. v. Ryan, 970 
A.2d 235, 239 (Del. 2009) (because the corporation had adopted an exculpatory provision, the case turned 
“on whether any arguable shortcomings on the part of the Lyondell directors also implicate their duty of 
loyalty, a breach of which is not exculpated”). 
39 See Veasey & Di Guglielmo, supra note 14, at 1472-73 n.312. 
40 Beam v. Stewart, 845 A.2d 1040, 1049 (Del. 2004). 
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act.”41  A director is not independent if he or she is dominated by or “beholden” to an 

individual or entity interested in the transaction at issue “or so under their influence that 

[the director’s] discretion would be sterilized.”42  On the other hand, “[a]llegations of 

mere personal friendship or a mere outside business relationship, standing alone, are 

insufficient to raise a reasonable doubt about a director’s independence.”43   

The term “interestedness” relates to a situation in which a director will 

“‘receive a personal financial benefit from a transaction that is not equally shared by the 

stockholders.’”44  A director may be considered interested if he or she acted while having 

an interest other than as a director of the corporation.45  Normally, a director who acts 

with the primary goal of remaining on the board will not be deemed interested for that 

reason alone.46 

Methods of restricting the improper influence of an interested director 

include: (1) recusal at board meetings; (2) abstention from voting on the interested 

transaction; and (3) resignation from the board.47  Further, in certain circumstances, some 

interested-director transactions can be “sanitized” by law where certain procedural 

                                                 
41 Aronson v. Lewis, 473 A.2d 805, 816 (Del. 1984). 
42 Rales v. Blasband, 634 A.2d 927, 936 (Del. 1993); Kahn v. Portnoy, 2008 WL 5197164, at *10 (Del. Ch. 
Dec. 11, 2008).  But cf. In re NYMEX S’holder Litig., 2009 WL 3206051, at *6 (Del. Ch. Sept. 30, 2009) 
(“That directors acquiesce in, or endorse actions by, a chairman of the board—actions that from an 
outsider’s perspective might seem questionable—does not, without more, support an inference of 
domination by the chairman or the absence of directorial will.” (footnote omitted)). 
43 Beam, 845 A.2d at 1050; In re Transkaryotic Therapies, Inc., 954 A.2d 346, 369 (Del. Ch. 2008). 
44 Beam, 845 A.2d at 1049 n.21 (citing Rales, 634 A.2d at 936). 
45 See Caruso v. Metex Corp., 1992 WL 237299, at *16 (E.D.N.Y. July 30, 1992).  
46 See, e.g., Gantler v. Stephens, 965 A.2d 695, 707 (Del. 2009) (“Here, the plaintiffs allege that the 
Director Defendants had a disqualifying self-interest because they were financially motivated to maintain 
the status quo.  A claim of this kind must be viewed with caution, because to argue that directors have an 
entrenchment motive solely because they could lose their positions following an acquisition is, to an extent, 
tautological.”); Solomon v. Armstrong, 747 A.2d 1098, 1126 (Del. Ch. 1999). 
47 ABA COMMITTEE ON CORP. LAWS, CORPORATE DIRECTOR’S GUIDEBOOK 23 (5th ed. 2007). 
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mechanisms are satisfied.  For example, Delaware48 and certain other states have adopted 

“safe harbor” statutes that set forth the precise means by which interested transactions 

can be approved:  

(1) where the self-interest of the director in the transaction is disclosed 
to and approved by a majority of disinterested directors;49 

(2) where the self-interest of the director is disclosed to and approved 
by the shareholders entitled to vote thereon;50 or  

(3) where the contract or transaction is found to be “fair” as to the 
corporation.51   

Corporate Opportunity Doctrine.  When a director or other person with a 

fiduciary duty to a corporation takes an opportunity rightfully belonging to the 

corporation, the duty of loyalty is implicated.52  Under the test applied by the Delaware 

courts, an opportunity belongs to the corporation if:  

(1) the opportunity is within the corporation’s line of business and 
would be of practical advantage to the corporation;  

(2) the corporation has an interest or a reasonable expectation in the 
opportunity; and  

                                                 
48 DEL. CODE ANN. tit. 8, § 144. 
49 Note that unlike Delaware, certain other states do not provide safe harbor protection for interested 
transactions based on disinterested director approval alone.  For example, in California approval is 
sufficient only if the transaction is “just and reasonable.” CAL. CORP. CODE § 310(a)(2).  Other states, like 
New York, allow approval by disinterested directors, but such approval must be unanimous where a vote 
by disinterested directors does not constitute an act by the board.  N.Y. BUS. CORP. LAW § 713(a)(1). 
50 While fully-informed, disinterested shareholder approval is a complete defense to a duty of care claim, it 
is not a complete defense to a claim for a breach of the duty of loyalty.  “Rather, the operative effect of 
shareholder ratification in duty of loyalty cases has been either to change the standard of review to the 
business judgment rule, with the burden of proof resting upon the plaintiff, or to leave ‘entire fairness’ as 
the review standard, but shift the burden of proof to the plaintiff.”  Wheelabrator Techs. Inc. S’holder 
Litig., 663 A.2d 1194, 1203 (Del. Ch. 1995); see also Gantler, 965 A.2d at 712-13; RADIN, supra note 4, at 
828-46. 
51 DEL. CODE ANN. tit. 8, § 144; see also Rosenblatt v. Getty Oil Co., 493 A.2d 929, 937-44 (Del. 1985).  
52 See Broz v. Cellular Info. Sys., 673 A.2d 148, 154-55 (Del. 1996); In re eBay, Inc., S’holders Litig., 2004 
Del. Ch. LEXIS 4, at *12-16 (Del. Ch. Feb. 11, 2004). 
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(3) the corporation is financially able to take advantage of the 
opportunity.53   

If the test is met, a fiduciary must first offer the opportunity to the corporation, and the 

corporation must reject it, before the fiduciary may take the opportunity.54  The taking of 

a “corporate opportunity” will more likely pass judicial scrutiny if it is approved by fully 

informed, disinterested directors, or a committee thereof.55   

The Duty of Candor.  The duty of loyalty (as well as the duty of care) also 

includes a duty of candor, which requires that a director disclose the full extent of his or 

her interest in a given matter, and abstain from voting on that matter when it is brought to 

the full board’s attention, if his or her interest in the matter conflicts with that of the 

corporation.56  While directors are expected to share information with each other, they 

also are expected to keep all matters involving the corporation confidential unless or until 

there has been a general public disclosure.57 

                                                 
53 See Broz, 673 A.2d at 155; Yiannatsis v. Stephanis, 653 A.2d 275, 278 (Del. 1995). 
54 Broz, 673 A.2d at 154-55; eBay, 2004 Del. Ch. LEXIS 4, at *12-16. 
55 E.g., Oberly v. Kirby, 592 A.2d 445, 466 (Del. 1991); Marciano v. Nakash, 535 A.2d 400, 405 n.3 (Del. 
1987). 
56 Malpiede v. Townson, 780 A.2d 1075, 1086 (Del. 2001); Malone v. Brincat, 722 A.2d 5, 9 (Del. 1998); 
see also In re Am. Int’l Grp., Inc., 965 A.2d 763, 807 (Del. Ch. 2009) (“[A] fraud on the board has long 
been a fiduciary violation under [Delaware] law and typically involves the failure of insiders to come clean 
to the independent directors about their own wrongdoing, the wrongdoing of other insiders, or information 
that the insiders fear will be used by independent directors to take actions contrary to the insiders’ 
wishes.”). 
57 See Malone, 722 A.2d at 12 (“The directors’ duty to disclose all available material information in 
connection with a request for shareholder action must be balanced against its concomitant duty to protect 
the corporate enterprise, in particular, by keeping certain financial information confidential.”).   
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3. The Duty of Good Faith 

Under Delaware law, the duty of good faith is a subset of the duty of 

loyalty, rather than a separate and independent duty.58  Nonetheless, a director’s 

obligation to act in “good faith” remains an important focal point in Delaware corporate 

jurisprudence.59  A lack of good faith may be found where a fiduciary “intentionally acts 

with a purpose other than that of advancing the best interests of the corporation,” “acts 

with the intent to violate applicable positive law,” or “intentionally fails to act in the face 

of a known duty to act, demonstrating a conscious disregard for his duties.”60  In short, 

“failure to act in good faith requires conduct that is qualitatively different from, and more 

culpable than, the conduct giving rise to a violation of the fiduciary duty of care (i.e., 

gross negligence).”61  If a director’s decision is irrational or so beyond reason that no 

responsible director would credit it, then bad faith may be inferred.62  For example, “the 

                                                 
58 Stone v. Ritter, 911 A.2d 362, 370 (Del. 2006); see also Lyondell Chem. Co. v. Ryan, 970 A.2d 235, 243 
(Del. 2009); In re Citigroup, Inc. S’holder Deriv. Litig., 964 A.2d 106, 122-23 (Del. Ch. 2009); In re Lear 
Corp. S’holder Litig., 967 A.2d 640, 653 (Del. Ch. 2008). 
59 See MACAVOY & MILLSTEIN, supra note 3, at 115-27; Leo E. Strine, Jr. et al., Loyalty’s Core Demand: 
The Defining Role of Good Faith in Corporation Law (Harv. Law Sch., John M. Olin Ctr. for Law, Econs. 
& Bus., Discussion Paper No. 630, 2009), available at http://ssrn.com/abstract=1349971. 
60 Stone, 911 A.2d at 369; Lyondell, 970 A.2d at 240-41; Wayne County Emps. Ret. Sys. v. Corti, 2009 WL 
2219260, at *14 (Del. Ch. July 24, 2009); In re NYMEX S’holder Litig., 2009 WL 3206051, at *6 (Del. Ch. 
Sept. 30, 2009); Citigroup, 964 A.2d at 125; see also In re Walt Disney Co. Deriv. Litig., 906 A.2d 27, 64-
66 (Del. 2006) (holding that conduct motivated by subjective bad faith (i.e., actual intent to do harm) and 
conduct that involves “intentional dereliction of duty, a conscious disregard for one’s responsibilities,” 
constitute bad faith, but conduct resulting from gross negligence “clearly” does not).  According to the 
former Chief Justice of the Delaware Supreme Court, good faith “requires an honesty of purpose and 
eschews a disingenuous mindset of seeming to act for the corporate good, but not caring for the well being 
of the constituents of the fiduciary.”  E. Norman Veasey, Musings on the Dynamics of Corporate 
Governance Issues, Director Liability Concerns, Corporate Control Transactions, Ethics and Federalism, 
152 U. PA. L. REV. 1007, 1009  (2003); see also MACAVOY & MILLSTEIN, supra note 3, at 120-21. 
61 Stone, 911 A.2d at 369. 
62 See E. Norman Veasey, Delaware Corporation Law Ethics and Federalism, METRO. CORP. COUNSEL, 
Nov. 2002, at 13. 
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utter failure to follow the minimum expectations of . . . Sarbanes-Oxley, or the NYSE or 

NASDAQ Rules . . . might likewise raise a good faith issue.”63 

The meaning of good faith has important implications in several statutory 

contexts.64  A finding of liability based on a failure to act in good faith is particularly 

significant in light of charter provisions that exculpate directors for breaches of the duty 

of care, which shareholders of most Delaware corporations have adopted.65  Such 

exculpatory provisions permit shareholders to protect directors from liability for money 

damages for breaches of the duty of care, but not “acts or omissions not in good faith.”66  

The duty of good faith also has implications for the transmission of information in the 

corporation, as under Delaware law, directors are fully protected when relying in good 

faith upon records, opinions, reports, and statements made by officers, employees, 

committees, or experts.67  In addition, if directors violate their duty of good faith, they 

risk losing directors and officers insurance coverage and their right to indemnification 

                                                 
63 E. Norman Veasey, State-Federal Tension in Corporate Governance and the Professional 
Responsibilities of Advisors, 28 IOWA J. CORP. L. 441, 446 (2003); see also MACAVOY & MILLSTEIN, supra 
note 3, at 122-27; Leo E. Strine, Jr., Derivative Impact?  Some Early Reflections on the Corporation Law 
Implications of the Enron Debacle, 57 BUS. LAW. 1371, 1385 (2002). 
64 See Veasey & Di Guglielmo, supra note 14, at 1443-44 (observing that good faith is imbedded in the 
Delaware statutory provisions governing director exculpation, reliance on experts, and indemnification). 
65 See, e.g., DEL. CODE ANN. tit. 8, § 102(b)(7) (discussed infra notes 108-111 & accompanying text). 
66 Id. 
67 DEL. CODE ANN. tit. 8, § 141(e); see also Ryan v. Gifford, 918 A.2d 341, 353 (Del. Ch. 2007); 
MACAVOY & MILLSTEIN, supra note 3, at 122 (citing Veasey, supra note 62, at 14); cf. Valeant Pharm., 
Int’l v. Jerney, 921 A.2d 732, 750-51 (Del. Ch. 2007) (rejecting good faith reliance defense where it would 
have been unreasonable for interested inside director to rely on expert report because report addressed a 
different, earlier proposed transaction and was based on inaccurate values); In re Emerging Commc’ns, Inc. 
S’holders Litig., 2004 WL 1305745, at *40 (Del. Ch. May 3, 2004) (director with specialized financial and 
industry expertise could not claim reliance on expert report opining that merger price was fair because he 
had unique ability to ascertain the unfairness of merger price). 
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and advancement for payment of defense costs and losses incurred in connection with 

shareholder litigation and other proceedings.68 

Courts frequently are called upon to evaluate the good faith of directors 

and officers in the area of executive compensation.  A number of Delaware cases have 

highlighted the importance of good faith when issuing stock options as part of executive 

compensation.  The cases suggest that deliberate decisions to “backdate”69 or 

“springload”70 stock option grants may constitute bad faith.71  The touchstone of such a 

challenge to good faith is the deception of shareholders:  a finding of bad faith in 

connection with backdating or springloading requires an accompanying culpable lack of 

disclosure to, or deception of, shareholders regarding the nature of such grants.72 

Other recent decisions in cases challenging executive compensation 

indicate that courts place great emphasis on the process employed by directors in 

connection with compensation decisions, as opposed to imposing a bright-line test 

                                                 
68 DEL. CODE ANN. tit. 8, § 145. 
69 When a stock option is improperly “backdated,” the exercise price at which the grantee may purchase the 
stock is selected with hindsight to make the award potentially more lucrative for the recipient. 
70 “Springloading” is the practice of granting stock options before the company’s release of material 
information that is reasonably expected to increase the price of the stock, thereby providing the grantee 
with enhanced value for the option award. 
71 See Ryan, 918 A.2d at 358 (“[T]he intentional violation of a shareholder approved stock option plan, 
coupled with fraudulent disclosures regarding the directors’ purported compliance with that plan, constitute 
conduct that is disloyal to the corporation and is therefore an act in bad faith.”); In re Tyson Foods, Inc. 
Consol. S’holder Litig., 919 A.2d 563, 590-91 (Del. Ch. 2007) (“It is difficult to conceive of an instance, 
consistent with the concept of loyalty and good faith, in which a fiduciary may declare that an option is 
granted at ‘market rate’ and simultaneously withhold that both the fiduciary and the recipient knew at the 
time that those options would quickly be worth much more.”). 
72 See Tyson, 919 A.2d at 592 & nn.75-76 (observing that granting springloaded stock options “involves an 
indirect deception” that is inconsistent with the “honesty of purpose” required by a director’s duty of good 
faith) (citing In re Walt Disney Co. Deriv. Litig., 907 A.2d 693, 755 (Del. Ch. 2005); see also Weiss v. 
Swanson, 948 A.2d 433, 442-48 (Del. Ch. 2008); Ryan, 918 A.2d at 355 n.35, 358.  
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delineating “how much is too much.”73  Beyond process, the “outer limit” on a board’s 

discretion with respect to executive compensation is that compensation may not be “so 

disproportionately large as to be unconscionable and constitute waste.”74 

II. The Development Of Fiduciary Duties In The United States 

The concept of fiduciary duties in the United States originated from the 

law of trusts.  Under the law of trusts, a trustee who holds title to, but not ownership of, a 

given property is required to act faithfully in managing that property for a beneficiary, 

who lacks title, but who in equity could assert the benefits of ownership.  Fiduciary duties 

also have roots in the law of agency, which involves the delegation of powers to others to 

act on behalf of and for the benefit of another.75 

As corporations grew in size, ownership by the shareholders became more 

widely dispersed, thereby creating a dichotomy between the interests of managers and 

directors, on the one hand, and shareholders on the other.  To realign these interests, 

                                                 
73  See, e.g., In re Walt Disney Co. Deriv. Litig., 907 A.2d 693, 749-50 (Del. Ch. 2005) (explaining that 
duty of care focuses on board process); In re Walt Disney Co. Deriv. Litig., 906 A.2d 27, 56-57 (Del. 2006) 
(focusing the due care inquiry on compensation committee’s process); Brehm v. Eisner, 746 A.2d 244, 264 
(Del. 2000) (“Due care in the decisionmaking context is process due care only.”); see also Official Comm. 
of Unsecured Creditors of Integrated Health Servs. Inc. v. Elkins, 2004 WL 1949290, at *12 n.58, 15 (Del. 
Ch. Aug. 24, 2004) (distinguishing allegations that directors absolutely failed to deliberate and that they did 
not adequately deliberate the issue of executive compensation:  “a change in characterization from a total 
lack of deliberation . . . to even a short conversation may change the outcome of [the good-faith] analysis”). 
74 In re Citigroup, Inc. S’holder Deriv. Litig., 964 A.2d 106, 138 (Del. Ch. 2009) (plaintiffs had adequately 
alleged demand futility with respect to allegations that directors’ approval of retirement package for 
departing CEO constituted waste). 
75 See Victor Brudney, Corporate Governance, Agency Costs, and the Rhetoric of Contract, 85 COLUM. L. 
REV. 1403, 1434 (1985) (explaining that trust and agency law formed the roots of corporate fiduciary 
duties).  Under the agency theory of the corporation, the relationships among shareholders, managers, 
directors, and others in large corporations can be viewed as governed by contract.  Shareholders, in 
pursuing their interests, must act through their agents, who are the managers and directors.  Yet, managers 
and directors do not always act as diligently for their principal, the shareholders, as they would for 
themselves.  This in turn leads to agency costs which are reduced in part by market forces.  But because 
market forces alone are insufficient, fiduciary duties have formed part of the “standard form contract” 
among shareholders, managers, and directors and are designed to reduce agency costs.  See David Millon, 
Redefining Corporate Law, 24 IND. L. REV. 223, 231-32 (1991); Melvin Aron Eisenberg, Contractual 
Freedom in Corporate Law, 89 COLUM. L. REV. 1461 (1989). 
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courts began to apply the trustee-beneficiary concept to corporate law.  Directors and 

officers were initially treated as trustees, who had common-law obligations to act in the 

best interests of the corporation’s beneficiaries—the shareholders.  But over time, it 

became evident that the concept of fiduciary duties of corporate directors and officers 

differed from the fiduciary concept applied in the law of trusts and agency.76 

Modern courts have recognized that it is incorrect to “equate[] the 

standard of fiduciary duty of a corporate director with that of a trustee of a trust,”77 

because “[t]he classic trusteeship is not essentially a risk taking enterprise, but a 

caretaking one,” while diligent directors must be willing to take prudent risks in order to 

fulfill their duties.78  Moreover, in applying fiduciary duties, courts have relaxed the 

absolute prohibition against self-dealing transactions under trust law.  See Section I.C.2, 

supra. 

In the seminal case of Guth v. Loft, the Delaware Supreme Court 

explained the fundamental duties of corporate fiduciaries as follows: 

Corporate officers and directors are not permitted to use their positions of 
trust and confidence to further their private interests.  While technically 
not trustees, they stand in a fiduciary relation to the corporation and its 
stockholders.  A public policy . . . has established a rule that demands of a 
corporate officer or director, peremptorily and inexorably, the most 

                                                 
76 “Corporate directors are not, strictly speaking, agents of the corporation or its shareholders.  Agency is a 
hierarchical relationship in which the agent is subservient to the principal.  Corporate directors … do not 
take orders from shareholders or from any other constituency in the corporation.  Rather, the board of 
directors is empowered by statute to manage the corporation largely free from any restrictions or right of 
intervention by others.”  See Matthew G. Dore, The Duties and Liabilities of an Iowa Corporate Director, 
50 DRAKE L. REV. 207, 210 (2002) (footnotes omitted). 
77 Stegemeier v. Magness, 728 A.2d 557, 562 (Del. 1999). 
78 Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1134, 1148 (Del. Ch. 1994); see also Citigroup, 964 A.2d 
at 115 n.6, 125 (“In defining [fiduciary] duties, the courts balance specific policy considerations such as the 
need to keep directors and officers accountable to shareholders and the degree to which the threat of 
personal liability may discourage beneficial risk taking. . . .  [T]he core protections of the business 
judgment rule [are] designed to allow corporate managers and directors to pursue risky transactions without 
the specter of being held personally liable if those decisions turn out poorly.”). 
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scrupulous observance of his duty, not only affirmatively to protect the 
interests of the corporation committed to his charge, but also to refrain 
from doing anything that would work injury to the corporation, or deprive 
it of profit or advantage which his skill and ability might properly bring to 
it, or to enable it to make in the reasonable and lawful exercise of its 
powers.  The rule that requires an undivided and unselfish loyalty to the 
corporation demands that there shall be no conflict between duty and self-
interest.  The occasions for the determination of honesty, good faith and 
loyal conduct are many and varied, and no hard and fast rule can be 
formulated.79 

The origins of the “business judgment rule,” discussed infra, and the 

judicial reluctance to interfere with directors’ decisions dates back to English law in the 

1700s and 1800s.80  In the U.S., the concept underlying the business judgment rule was 

first adopted by the Louisiana Supreme Court in 1829.81  In Percy v. Millaudon, the court 

wrote that the “test of responsibility [for directors], 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 a kind, that a man of common sense, and ordinary 

attention, would not have fallen into it.”82  During the 1800s and early 1900s, courts 

throughout the U.S. began to articulate early versions of the rule, leading to today’s 

expansive jurisprudence on the subject.83  

III.    To Whom Fiduciary Duties Are Owed 

In Delaware and certain other jurisdictions, directors owe their fiduciary 

duties to the corporation and its common shareholders.84  Often, shareholders pursue 

                                                 
79 5 A.2d at 510.   
80 RADIN, supra note 4, at 26; see also Foss v. Harbottle, [1843] 67 E.R. 189. 
81 RADIN, supra note 4, at 26. 
82 8 Mart. (n.s.) 68, 78 (La. 1829). 
83 RADIN, supra note 4, at 26-28; see also Hawes v. City of Oakland, 104 U.S. 450, 456-57 (1881) (stating 
that the rule established in Foss v. Harbottle “should always be adhered to”). 
84 See N. Am. Catholic Educ. Programming Found., Inc. v. Gheewalla, 930 A.2d 92, 99 (Del. 2007) (“It is 
well established that the directors owe their fiduciary obligations to the corporation and its shareholders.”); 
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litigation alleging that directors breached their fiduciary duties.  In a “derivative” suit, a 

shareholder plaintiff attempts to “stand in the shoes” of the company and assert claims 

belonging to the corporation on its behalf.  As explained below, a derivative suit is 

permitted where the court finds that the board of directors is disabled from pursuing the 

corporation’s claims.  While under U.S. law directors may be held personally liable for 

egregious breaches of fiduciary duty (e.g., acts taken in bad faith), most corporations 

have in place statutorily-authorized exculpatory and indemnificatory provisions for 

breaches of due care, see infra notes 108-111 and accompanying text, as well as directors 

and officers insurance to protect directors from personal liability where the directors have 

acted in good faith and in the best interests of the corporation. 

In certain circumstances, however, the general rule that directors owe 

fiduciary duties only to the corporation and its common shareholders does not apply.  For 

example, directors may owe duties to other constituencies in certain change of control 

transactions or when the corporation has multiple classes of shareholders, including 

preferred shareholders.  And when the corporation is insolvent or enters the “zone of 

insolvency,” directors may be permitted to consider the interests of other constituencies.  

These various issues are set forth below. 

A. Shareholder Derivative Suits 

As explained above, the directors of a corporation—and not its 

shareholders—manage the business and affairs of the company.85  This includes the 

                                                 
Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173, 179 (Del. 1986); Arnold v. Soc’y for 
Sav. Bancorp, Inc., 678 A.2d 533, 539 (Del. 1996). 
85 See DEL. CODE ANN. tit. 8, § 141(a); supra § I.A. 
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decision whether the pursuit of a lawsuit is or is not in the corporation’s best interests.86  

Accordingly, the concept of a shareholder “derivative” suit developed to enable 

shareholders to assert claims on behalf of the corporation that the board would not have 

pursued because the majority of the directors are interested in the transaction at issue or 

otherwise are disabled from determining whether bringing the suit is in the corporation’s 

best interests.  A derivative claim belongs to the company and, thus, is brought by a 

shareholder in order “to enforce a corporate cause of action against officers, directors, 

and third parties.”87 

Shareholders typically commence derivative suits against directors and 

officers for alleged breaches of fiduciary duty (e.g., mismanagement of the company, 

self-dealing, etc.), “waste” of corporate assets, or ultra vires acts (acts outside the 

corporate power).  Shareholders also may name third parties (e.g., auditors, bankers, or 

lawyers) as defendants in derivative suits.88  The relief obtained in a derivative action 

inures to the benefit of the corporation, not the shareholder plaintiff.89  Further, a plaintiff 

in a derivative action must be a shareholder of the corporation at the time of the 

transaction complained of and must remain a shareholder throughout the litigation.90 

Demand Requirement.  In Delaware and many other states, a shareholder 

may not bring a derivative action until (i) the shareholder has made a “demand” on the 

                                                 
86 See Stone v. Ritter, 911 A.2d 362, 366-67 (Del. 2006); White v. Panic, 783 A.2d 543, 550 (Del. 2001); 
Brehm v. Eisner, 746 A.2d 244, 257 (Del. 2000). 
87 Kamen v. Kemper Fin. Servs., Inc., 500 U.S. 90, 95 (1991) (internal quotations omitted); Tooley v. 
Donaldson, Lufkin, & Jenrette, Inc., 845 A.2d 1031, 1036 (Del. 2004). 
88 See, e.g., In re Enron Corp. Sec., Deriv. & “ERISA” Litig., C.A. No. H-01-3624 (S.D. Tex.) (naming as 
defendants various legal advisors, financial institutions, and outside auditors of Enron). 
89 See Tooley, 845 A.2d at 1036 (“Because a derivative suit is being brought on behalf of the corporation, 
the recovery, if any, must go to the corporation.”). 
90 See DEL. CODE ANN. tit. 8, § 327; DEL. CT. CH. R. 23.1; 7547 Partners v. Beck, 682 A.2d 160, 162-63 
(Del. 1996); Conrad v. Blank, 940 A.2d 28, 41 (Del. Ch. 2007). 
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board to initiate the lawsuit, which the board has wrongfully refused, or (ii) the 

shareholder has demonstrated that demand would be “futile” and thus is “excused.”91  

Some states have a statutory “universal demand” provision that requires demand even 

where demand would be futile.92  The demand requirement reflects the universally 

recognized “‘basic principle of corporate governance that the decisions of a 

corporation—including the decision to initiate litigation—should be made by the board of 

directors or the majority of shareholders.’”93 

Demand Refused.  Before commencing derivative litigation, a shareholder 

has the option of submitting to the board of directors a written demand setting forth the 

reasons why the company should commence litigation against the alleged wrongdoers.  

The effect of the written demand “‘is to place control of the derivative litigation in the 

hands of the board of directors.’”94  By making demand, the shareholder waives the right 

to argue that demand would be futile.95  After receiving a demand, the directors may 

decide, in their business judgment, to pursue the litigation, to resolve the grievance 

internally without litigation, or to refuse the demand.96  The board also may determine 

not to initiate litigation, but to allow the shareholder to commence and pursue the action 

on the company’s behalf.97  If the board refuses the demand, and the shareholder can 

                                                 
91 See Aronson v. Lewis, 473 A.2d 805, 813 (Del. 1984); White, 783 A.2d at 550 (citing Brehm, 746 A.2d at 
255); Rales v. Blasband, 634 A.2d 927, 932 (Del. 1993).   
92 See 2 RMBCA, supra note 20, § 7.42; RADIN, supra note 4, at 4556-65. 
93 Kamen v. Kemper Fin. Servs., Inc., 500 U.S. 90, 101 (1991) (citation omitted); see also Hawes v. City of 
Oakland, 104 U.S. 450, 461 (1881); Aronson, 473 A.2d at 812. 
94 Levine v. Smith, 591 A.2d 194, 212 (Del. 1991) (citation omitted). 
95 See Grimes v. Donald, 673 A.2d 1207, 1218 (Del. 1996) (“If a demand is made, the stockholder has 
spent one . . . ‘arrow’ in the ‘quiver.’” (citation omitted)). 
96 Rales, 634 A.2d at 935. 
97 See Halprin v. Babbitt, 303 F.2d 138, 142 (1st Cir. 1962). 
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demonstrate that the refusal was “wrongful,” the shareholder may pursue the litigation.  

But if refusal was not “wrongful,” “the stockholders’ ability to initiate a derivative suit is 

terminated.”98  The determination whether a refusal is “wrongful” turns upon the same 

“deferential ‘business judgment rule’ standard of review” by which business decisions 

normally are tested.99  Thus, in most circumstances, it is difficult for shareholders to 

demonstrate that the board’s refusal was wrongful. 

Demand Excused.  In lieu of making a demand on the board, shareholder 

plaintiffs typically assert that a demand should be excused as “futile.”  Demand futility 

occurs when the shareholder derivative plaintiff alleges “particularized facts” that create 

a reason to doubt that a majority of the board could have exercised independent and 

disinterested business judgment in responding to a demand.100  Demand also may be 

excused as futile if the plaintiff  pleads particularized facts showing that the nature of the 

challenged transaction constitutes a gift or waste of corporate assets or is otherwise so 

egregious that it cannot possibly constitute a proper exercise of business judgment.101  

Where the shareholder satisfies the burden of pleading demand excusal, the shareholder 

may proceed with the lawsuit derivatively, on behalf of the company, without making a 

demand on the board of directors.102 

                                                 
98 Spiegel v. Buntrock, 571 A.2d 767, 775 (Del. 1990) (internal quotation omitted). 
99 See infra § IV.A.; see also Kamen v. Kemper Fin. Servs., Inc., 500 U.S. 90, 101 (1991).  
100 See, e.g., Beam v. Stewart, 845 A.2d 1040, 1049, 1050-52 (Del. 2004) (in considering demand futility, 
holding that allegations of social friendship, standing alone, do not demonstrate a lack of director 
independence); In re Citigroup Inc. S’holders Litig., 2003 WL 21384599, at *1 (Del. Ch. June 5, 2003), 
aff’d sub nom. Rabinovitz v. Shapiro, 839 A.2d 666 (Del. 2003); DEL. CT. CH. R. 23.1. 
101 See Aronson v. Lewis, 473 A.2d 805, 814-15 (Del. 1984). 
102 Even where demand is excused, however, the litigation may be terminated by a “special litigation 
committee” (“SLC”) composed solely of disinterested and independent directors who are vested with full 
authority to act on behalf of the corporation with respect to the litigation.  After determining whether 
pursuit of the derivative litigation will serve the best interests of the corporation, the SLC may determine 
“to terminate the litigation, to take it over, or to permit the plaintiff’s action to continue.”  Strougo v. 



US_ACTIVE:\43407917\07\99980.2300 24 

Shareholder Demands For Company Books and Records.  Under 

Delaware law, shareholders are entitled to inspect company books and records if they 

have a “proper purpose” for doing so.103  Often, shareholders argue that a “proper 

purpose” includes obtaining information to prepare a shareholder derivative complaint 

against directors for breach of fiduciary duty or other violations.  Such a purpose may be 

a proper basis for a books and records inspection if the shareholder presents “some 

evidence suggesting a credible basis from which a court can infer that mismanagement or 

wrongdoing may have occurred.”104  Investigating whether a board wrongfully refused a 

litigation demand can also be a proper purpose.105  If the court determines that the 

shareholder’s purpose for requesting inspection of company books and records is not 

proper, however, the books and records request will be denied.106  The Delaware courts 

have encouraged would-be shareholder plaintiffs to use the “tools at hand”—a books and 

                                                 
Padegs, 986 F. Supp. 812, 814 (S.D.N.Y. 1997); see also Zapata Corp. v. Maldonado, 430 A.2d 779, 788 
(Del. 1981); London v. Tyrrell, 2010 Del. Ch. LEXIS 54, at *37-38 (Del. Ch. Mar. 11, 2010); In re Oracle 
Corp. Deriv. Litig., 824 A.2d 917, 923, 928 (Del. Ch. 2003); Biondi v. Scrushy, 820 A.2d 1148, 1164 (Del. 
Ch. 2003).   
103 DEL. CODE ANN. tit. 8, § 220; Highland Select Equity Fund, L.P. v. Motient Corp., 906 A.2d 156, 164 
(Del. Ch. 2006), clarified, 2007 Del. Ch. LEXIS 37 (Del. Ch. Feb. 26, 2007), aff’d, 922 A.2d 415 (Del. 
2007). 
104 City of Westland Police & Fire Ret. Sys. v. Axcelis Techs., Inc., 2010 WL 3157143, at *5 (Del. Aug. 11, 
2010); Seinfeld v. Verizon Commc’ns, Inc., 909 A.2d 117, 118 (Del. 2006). 
105 La. Municipal Police Emps. Ret. Sys. v. Morgan Stanley & Co., C.A. No. 5682-VCL, slip op. at 8 (Del. 
Ch. Mar. 4, 2011).  See supra pp. 22-23 for discussion of wrongful refusal of a demand. 
106 See, e.g., City of Westland Police & Fire Ret. Sys. v. Axcelis Techs., Inc., 2009 WL 3086537, at *8 (Del. 
Ch. Sept. 28, 2009) (rejecting books and records demand where plaintiff failed to demonstrate any credible 
basis showing that directors breached fiduciary duties), aff’d 2010 WL 3157143 (Del. Aug. 11, 2010); 
Beiser v. PMC-Sierra, Inc., 2009 WL 483321, at *1 (Del. Ch. Feb. 26, 2009) (rejecting inspection where 
shareholder did not have a proper purpose because plaintiff sought inspection in order to circumvent a stay 
of discovery pending in parallel federal litigation); West Coast Mgmt. & Capital, LLC v. Carrier Access 
Corp., 914 A.2d 636, 638 (Del. Ch. 2006) (rejecting inspection where shareholder did not have a proper 
purpose); Polygon Global Opportunities Master Fund, 2006 Del. Ch. LEXIS 179, at *2 (Del. Ch. Oct. 12, 
2006) (same); cf. Disney v. Walt Disney Co., 857 A.2d 444, 450 (Del. Ch. 2004) (preventing director from 
publicly disseminating company documents obtained in § 220 inspection because a shareholder “cannot use 
confidential information received for the proper purpose of investigating and seeking to remediate 
wrongdoing for the purpose of being a self-appointed publisher of the Company’s propriety information”). 
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records request under DGCL § 220—to obtain information to support their claims before 

filing derivative complaints.107 

B. Exculpatory Provisions for Director Breaches of Due Care 

Section § 102(b)(7) of the DGCL is an important enabling provision 

authorizing shareholders to adopt, in the certificate of incorporation, a “provision 

eliminating or limiting the personal liability of a director to the corporation or its 

stockholders for monetary damages for breach of fiduciary duty as a director.” 108  This 

statutory provision allows corporations to adopt a provision that exculpates directors109 

from monetary damages for breaches of the duty of care,110 but does not shield directors 

from liability for actions involving:  (1) breach of the duty of loyalty; (2) “acts or 

omissions not in good faith or which involve intentional misconduct or knowing violation 

                                                 
107  See, e.g., Seinfeld, 909 A.2d at 120; Beam v. Stewart, 845 A.2d 1040, 1049, 1056-57 (Del. 2004); 
Brehm v. Eisner, 746 A.2d 244, 266 (Del. 2000); Beiser, 2009 WL 483321, at *3; Norfolk Cnty. Ret. Sys. v. 
Jos. A. Bank Clothiers, Inc., 2009 WL 353746, at *14 (Del. Ch. Feb. 12, 2009); Saito v. McCall,  2004 WL 
3029876, at *1 (Del. Ch. Dec. 20, 2004); In re Walt Disney Co. Deriv. Litig., 825 A.2d 275, 279 (Del. Ch. 
2003).  But see King v. Verifone Holdings, Inc., 2011 WL 284966, at *7 (Del. Jan. 28, 2011) (holding that 
filing a derivative action before seeking books and records does not, without more, bar a shareholder from 
pursuing a later-filed section 220 action). 
108 Delaware enacted Section 102(b)(7) in 1986 in response to the landmark decision of Smith v. Van 
Gorkom, 488 A.2d 858 (Del. 1985), which held that directors had breached their duty of care in connection 
with a corporate merger transaction.  The court held that the directors improperly approved the 
transaction—even though it provided shareholders a substantial premium above the market price for their 
shares—because they had not adequately informed themselves about the merger and were grossly negligent 
in “approving the ‘sale’ of the company upon two hours’ consideration, without prior notice, and without 
the exigency of a crisis or emergency.”  Id. at 874.  Most states now have statutes similar to DGCL 
§ 102(b)(7).  The statutes help protect corporations’ ability to attract and retain qualified directors by 
protecting them from claims of gross negligence.  See Resolution Trust Corp. v. CityFed Fin. Corp., 57 
F.3d 1231, 1239 (3d Cir. 1995).  
109 DGCL § 102(b)(7) protects only directors, not officers.  Gantler v. Stephens, 965 A.2d 695, 709 n.37 
(Del. 2009). 
110 Emerald Partners v. Berlin, 787 A.2d 85, 90 (Del. 2001); see also Lyondell Chem. Co. v. Ryan, 970 
A.2d 235, 244 (Del. 2009) (holding that section 102(b)(7) charter provision protected directors because 
plaintiffs failed to demonstrate bad faith and showed, at most, a breach of the duty of care); Wayne County 
Emps. Ret. Sys. v. Corti, 2009 WL 2219260, at *19 (Del. Ch. July 24, 2009) (dismissing claims against 
directors because corporation’s section 102(b)(7) provision “eliminates the personal liability of the Director 
Defendants for monetary damages for breaches of the duty of care, including actions that constitute gross 
negligence”).  
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of law”; (3) unlawful payments of dividends or unlawful stock purchases or redemptions; 

or (4) “any transaction from which the director derived an improper personal benefit.”111   

C. Indemnification Rights and Directors and Officers Insurance 

Many state statutes specifically authorize the corporation to indemnify 

directors, officers, employees, and agents in certain situations.112  In some cases, 

indemnification may be mandatory pursuant to statute.  For example, the Delaware 

statute makes indemnification mandatory when the person to be indemnified has been 

“successful on the merits or otherwise.”113  Indemnification also may be mandatory 

pursuant to a charter, bylaw, or contract provision that provides that indemnification that 

otherwise would be permissive “shall” be granted “to the fullest extent permitted by 

law.”114  Indemnification is permissive when specified standards of conduct are met, 

namely, when indemnifiable persons acted in “good faith and in a manner the person 

reasonably believed to be in or not opposed to the best interests of the corporation.”115  

                                                 
111 DEL. CODE ANN. tit. 8, § 102(b)(7); see also In re NYMEX S’holder Litig., 2009 WL 3206051, at *6 
(Del. Ch. Sept. 30, 2009) (dismissing complaint because plaintiff failed to “successfully plead[] a failure to 
act loyally (or in good faith), which would preclude reliance on the Section 102(b)(7) provision”); Prod. 
Res. Group, L.L.C. v. NCT Group, Inc., 863 A.2d 772, 777 (Del. Ch. 2004); Disney, 825 A.2d at 286, 290 
(directors lose the protections of Section 102(b)(7) and may be held personally liable for monetary damages 
if their actions are found to be not in good faith). 
112 See, e.g., DEL. CODE ANN. tit. 8, § 145(a).  Note that certain states do not authorize indemnification for 
employees and agents.  See, e.g., N.Y. BUS. CORP. LAW §§ 721-26.  See RADIN, supra note 4, at 5171-79, 
for discussion of public policy considerations with respect to indemnification. 
113 DEL. CODE ANN. tit. 8, § 145(c); see also May v. Bigmar, Inc., 838 A.2d 285 (Del. Ch. 2003), aff'd, 854 
A.2d 1158 (Del. 2004) (holding officer was entitled to indemnification for legal fees incurred in 
successfully defending certain claims). 
114 See 2 RMBCA, supra note 20, § 8.58(a).  It is advantageous for directors to have an indemnification 
contract because it generally cannot be rescinded without the consent of the director, while charters and 
bylaws can be amended without a director’s consent.  But see H.B. 19, 145th Gen. Assem., § 3 (Del. 2009) 
(amending DGCL § 145(f) to provide that rights to indemnification or advancement of expenses set forth in 
the certificate of incorporation or bylaws cannot later be impaired unless such impairment is provided for in 
the original charter or bylaw provision). 
115 DEL. CODE ANN. tit. 8, § 145(a); see In re Walt Disney Co. Deriv. Litig., 906 A.2d 27, 66 (Del. 2006) 
(“[U]nder Delaware statutory law a director or officer of a corporation can be indemnified for liability (and 
litigation expenses) incurred by reason of a violation of the duty of care, but not for a violation of the duty 
to act in good faith.”). 
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The corporation also may advance legal fees and expenses incurred defending the claims, 

if the indemnified person furnishes an undertaking to repay all sums advanced if it 

ultimately is determined that he or she was not entitled to indemnification.116   

The majority of state statutes also authorize corporations to purchase and 

maintain insurance for directors, officers, employees, and agents for both indemnifiable 

and nonindemnifiable liabilities.117  “D&O” insurance protects directors and officers 

from potential gaps in the availability of indemnification.118  It also provides a means by 

which corporations can insure for indemnification and advancement payments to 

directors and officers.  Limitations on the extent of coverage may be supplied by 

insurance law or by public policy considerations.119   

D. Consideration of Other Constituencies  

Preferred Shareholders.  Although directors usually owe their fiduciary 

duties to all shareholders, different rules apply when the corporation has multiple classes 

of shareholders, including preferred shareholders.  Unlike the rights of common 

shareholders, the rights of preferred shareholders are fixed by the contract that created the 

class of preferred stock.120  Thus, the rights of preferred shareholders depend on their 

contracts with the corporation (typically their stock certificates), which, like most 

contracts, usually include the implied duty of good faith and fair dealing but do not 

include fiduciary obligations.  Preferred stockholders do, however, have standing to bring 

                                                 
116 See, e.g., DEL. CODE ANN. tit. 8, § 145(e); Homestore, Inc. v. Tafeen, 888 A.2d 204, 211-13 (Del. 2005). 
117 See, e.g., DEL. CODE ANN. tit. 8, § 145(g). 
118 See RADIN, supra note 4, at 5577-79. 
119 See id. at 5579-83. 
120 See id. at 2027-28. 
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derivative claims on the corporation’s behalf unless the certificate of incorporation or the 

certificate of designations has explicitly limited that right.121 

Creditors and the Zone of Insolvency.  Directors of a solvent corporation 

do not owe fiduciary duties to a corporation’s creditors because creditors do not have an 

existing property right or an equitable interest that supports these duties when a 

corporation is solvent.122  Rather, the relationship between a solvent corporation and its 

creditors is contractual in nature.123  The Delaware Supreme Court has made clear that 

creditors “have no right, as a matter of law, to assert direct claims for breach of fiduciary 

duty against the corporation’s directors,” whether the corporation is solvent, insolvent, or 

in the “zone of insolvency.”124  Creditors of an insolvent corporation may, however, have 

standing to pursue derivative claims for breach of fiduciary duty.125  The fact of 

insolvency or near insolvency does not foreclose the board’s ability to act in the interests 

of shareholders, but directors taking action in the shareholders’ interests may take into 

account the creditors’ interests.126  Thus, so long as they appropriately divide their duties 

                                                 
121 MCG Capital Corp. v. Maginn, 2010 Del. Ch. LEXIS 87, at *19-20 (Del. Ch. May 5, 2010). 
122 See Simons v. Cogan, 549 A.2d 300, 304 (Del. 1988) (affirming dismissal of class action suit because 
appellants, holders of convertible debentures, did not have standing to bring breach of fiduciary duty claims 
against a solvent corporation and its directors).   
123 See Katz v. Oak Indus. Inc., 508 A.2d 873, 879 (Del. 1986) (holding that relationship between plaintiff 
debt holder and solvent corporation was defined by the terms of their contractual agreement). 
124 N. Am. Catholic Educ. Programming Found., Inc. v. Gheewalla, 930 A.2d 92, 94, 99-103 (Del. 2007); 
see also Vichi v. Koninklijke Philips Elecs. N.V., 2009 Del. Ch. LEXIS 209, at *69-70 (Del. Ch. Dec. 1, 
2009) (applying this rule in the LLC context).  Delaware courts have yet to provide a definition for when a 
corporation is operating in the “vicinity” or “zone” of insolvency.  “Insolvency” has been defined as either 
of two circumstances: (1) when the corporation “is unable to pay its debts as they fall due in the usual 
course of business” (i.e., the “equity” definition); or (2) “when it has liabilities in excess of a reasonable 
market value of assets held” (i.e., the “balance sheet” definition).  Geyer v. Ingersoll Publ’ns Co., 621 A.2d 
784, 787-89 (Del. Ch. 1992). 
125 Gheewalla, 930 A.2d at 101-02.  The Gheewalla decision does not address, even in dicta, whether 
creditors of a solvent corporation in the “zone of insolvency” have standing to assert derivative claims. 
126 See Trenwick Am. Litig. Trust v. Ernst & Young, L.L.P., 906 A.2d 168, 174-75 (Del. Ch. 2006) (where 
corporation is insolvent or in zone of insolvency, “[s]o long as directors are respectful of the corporation’s 
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among the various corporate constituencies, the directors of an insolvent or a nearly 

insolvent corporation retain ample latitude to exercise good faith business judgment in an 

effort to devise a business plan to save the corporate enterprise.127 

Constituency Statutes.  Many states—but not Delaware—have enacted 

statutes that expressly permit directors to consider non-shareholder constituencies, such 

as employees, suppliers, creditors, consumers, the local and national economies, and 

society as a whole, when responding to contests for corporate control.128  Most of these 

statutes do not, however, require that directors consider such non-shareholder interests.  

Rather, the statutes are permissive and allow directors to consider non-shareholder 

interests if appropriate under the circumstances.129 

IV. How Fiduciary Duties Are Manifested in U.S. Jurisdictions 

An understanding of fiduciary duties and how they manifest themselves in 

U.S. jurisdictions requires knowledge of the various forms of judicial review130 with 

which courts will evaluate director activity—most notably, the “business judgment rule.”   

This is because the determination of which standard of judicial review should apply 

                                                 
obligation to honor the legal rights of its creditors, they should be free to pursue in good faith profit for the 
corporation’s equityholders.”). 
127 See, e.g., In re RegO Co., 623 A.2d 92, 109 n.35 (Del. Ch. 1992) (where directors of a dissolved 
corporation, “during the course of winding-up corporate affairs, [are] required to make decisions affecting 
various classes of interest holders, they are protected from liability in doing so, as long as they act 
disinterestedly, with due care and in good faith”). 
128 See, e.g., LA. BUS. CORP. LAW § 12:92(G)(1); N.Y. BUS. CORP. LAW § 717(b); NEV. GEN. CORP. LAW 
§ 78.138(4). 
129 See statutes cited supra note 128; see also RADIN, supra note 4, at 2639-55. 
130  See William T. Allen, Jack B. Jacobs & Leo E. Strine, Function over Form: A Reassessment of 
Standards of Review in Delaware Corporation Law, 56 BUS. LAW. 1287, 1295 (2001); see also Melvin A. 
Eisenberg, The Divergence of Standards of Conduct and Standards of Review in Corporate Law, 62 
FORDHAM L. REV. 437, 437 (1993). 
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frequently determines the outcome of the litigation.131  In general, Delaware courts 

review fiduciary duty claims by applying one of three types of standards of review: (i) the 

business judgment rule; (ii) entire fairness; or (iii) intermediate standards in sale, 

takeover, and merger transactions. 

A. The Business Judgment Rule 

The business judgment rule is a judicial presumption that business 

decisions are made: (i) by disinterested, independent directors; (ii) with informed due 

care; and (iii) with a good faith belief that the decision will serve the corporation’s best 

interests.132  If the party challenging a director decision cannot overcome the presumption 

(which is rarely overcome) by alleging facts challenging the process, good faith, or 

independence of the board, or by alleging facts suggesting that the directors’ decision 

cannot be attributed to any rational business purpose, then the courts will not second-

guess the substance of the decision.133  The presumption, however, does not protect 

director decisions that constitute fraud, illegality, ultra vires conduct (acts not within 

corporate power), waste, or that were not taken in “good faith.”134  The business 

                                                 
131 See Unitrin, Inc. v. Am. Gen. Corp., 651 A.2d 1361, 1371 (Del. 1995); see also Bradley R. Aronstam, et 
al., Delaware’s Going Private Dilemma:  Fostering Protections for Minority Shareholders in the Wake of 
Siliconix and Unocal Exploration, 58 BUS. LAW. 519, 523 (2003). 
132 See In re Walt Disney Co. Deriv. Litig., 906 A.2d 27, 52 (Del. 2006); Beam v. Stewart, 845 A.2d 1040, 
1048 n.16 (Del. 2004) (quoting Aronson, 473 A.2d at 812); Omnicare, Inc. v. NCS Healthcare, Inc., 818 
A.2d 914, 927 (Del. 2003); PRINCIPLES, supra note 18, § 4.01. 
133 Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1156, 1162 (Del. 1995); see also Unocal Corp. v. Mesa 
Petroleum Corp., 493 A.2d 946, 954 (Del. 1985) (“A court will not substitute its own views for those of the 
directors, if the directors’ decision can be ‘attributed to any rational purpose.’” (quoting Sinclair Oil Corp. 
v. Levien, 280 A.2d 717, 719-20 (Del. 1971)); 2 RMBCA, supra note 20, § 8.31, cmt. at 8-232-35; RADIN, 
supra note 4, at 40-44; E. Norman Veasey, The Defining Tension in Corporate Governance in America, 52 
BUS. LAW. 393, 394 (1997). 
134 See Disney, 906 A.2d at 52-53; ATR-Kim Eng Fin. Corp. v. Araneta, 2006 Del. Ch. LEXIS 215, at *71 
(Del. Ch. Dec. 21, 2006) (“[I]t is fundamental that a director cannot act loyally towards the corporation 
unless she tries—i.e., makes a genuine, good faith effort—to do her job as a director.”); Litt v. Wycoff, 2003 
Del. Ch. LEXIS 23, at *26-32 (Del. Ch. Mar. 28, 2003) (business judgment rule does not apply to 
transactions that allegedly constitute bribery); Cal. Pub. Emps. Ret. Sys. v. Coulter, 2002 Del. Ch. LEXIS 
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judgment rule encourages directors to take risks in the decision-making process without 

fearing that a court, with 20/20 hindsight, will later second-guess the substance of the 

directors’ business decision.135  Stated differently, “[c]ourts recognize that even 

disinterested, well-intentioned, informed directors can make decisions that, in hindsight, 

[are] improvident” and cause the company to lose money.136 

Fiduciary duties, discussed supra § I.C., and the business judgment rule 

are two related judicial concepts that affect the directors’ role in managing and 

overseeing corporate affairs:  the duty of care, for example, establishes for directors a 

standard of conduct while the business judgment rule is a form of judicial review of 

director conduct.  A plaintiff seeking to establish a breach of the duty of care first must 

establish facts sufficient to overcome the presumption that the directors acted with due 

care.  If the plaintiff is able to do so, the burden shifts to the directors to prove that they 

did in fact act with the requisite degree of care (i.e., they were not “grossly negligent”).137  

The duty of care “in the decision-making context is process due care only.”138  To 

overcome the presumption of the business judgment rule, the plaintiff must plead 

particularized facts that, if proven, would demonstrate that the directors or officers 
                                                 
144, at *39 (Del. Ch. Dec. 18, 2002) (business judgment rule not applicable because board action was ultra 
vires); Alidina v. Internet.com Corp., 2002 WL 31584292, at *4 (Del. Ch. Nov. 6, 2002) (business 
judgment rule does not apply to a decision “‘so far beyond the bounds of reasonable judgment that it seems 
essentially inexplicable on any ground other than bad faith’” (citation omitted)). 
135 See RADIN, supra note 4, at 30-32 (citing Air Line Pilots Ass’n v. UAL Corp., 717 F. Supp. 575, 582 
(N.D. Ill. 1989) (“if stricter liability were imposed on directors, the founders of McDonald’s Corporation 
who put $3 million at risk to patent a novel hamburger manufacturing technique might never have made 
this profitable decision”)); see also Hawes v. City of Oakland, 104 U.S. 450, 456-57 (1881). 
136 Wash. Bancorp. v. Said, 812 F. Supp. 1256, 1267-68 (D.D.C. 1993). 
137 RADIN, supra note 4, at 425. 
138 Brehm v. Eisner, 746 A.2d 244, 264, 259 & n.66  (Del. 2000) (emphasis in original); see also Ash v. 
McCall, 2000 WL 1370341, at *8 (Del. Ch. Sept. 15, 2000) (“substantive due care [is] a concept that is 
foreign to the business judgment rule . . . Due care in the decision making context is process due care—
whether the board was reasonably informed of all material information reasonably available at the time it 
made its decision”).   
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“reach[ed] their decision by a grossly negligent process that includes the failure to 

consider all material facts reasonably available.”139  Thus, when the business judgment 

rule applies, the courts will consider only whether the directors acted in informed good 

faith, in a reasonably prudent manner under the circumstances, and employed the proper 

processes to reach their business decision—the courts will not decide if the directors’ 

decision was substantively reasonable.  Accordingly, under the business judgment rule, 

so long as there is no other breach of fiduciary duty (or violation of law), a director who 

performs his or her duties in compliance with the requisite standard of procedural due 

care should face no liability as the result of a decision that turns out to be unwise or a 

mistake in judgment.140  

A director will not be liable for money damages to the corporation or the 

shareholders for a breach of the duty of care unless he or she acted with the necessary 

degree of culpability—that is, “gross negligence.”141  Under the “gross negligence” 

standard, it is not sufficient for a plaintiff to allege merely that directors or officers 

“consistently made poor decisions” or that the corporation “suffered losses” because of 

those poor decisions,142 or that “there are costs, even great costs, associated with a 

business decision,”143 or that “a corporation loses a large amount of money.”144  Such 

                                                 
139 Brehm, 746 A.2d at 264 n.66 (emphasis added); see also Malpiede v. Townson, 780 A.2d 1075, 1089 
(Del. 2001); RADIN, supra note 4, at 314-16. 
140 See McMullin v. Beran, 765 A.2d 910, 917 (Del. 2000); In re Digex, Inc. S’holders Litig., 789 A.2d 
1186, 1194 (Del. Ch. 2001) (although courts “encourage directors to aspire to ideal corporate governance 
practices, directors’ actions need not achieve perfection to avoid liability”); cf. Smith v. Van Gorkom, 488 
A.2d 858, 874 (Del. 1985) (directors had not adequately informed themselves about a proposed merger and 
were grossly negligent in “approving the ‘sale’ of the Company upon two hours’ consideration, without 
prior notice, and without the exigency of a crisis or emergency”). 
141 RADIN, supra note 4, at 309-10. 
142 Andreae v. Andreae, 1992 WL 43924, at *7-8 (Del. Ch. Mar. 5, 1992). 
143 Silverzweig v. Unocal Corp., 1989 WL 3231, at *3 (Del. Ch. Jan. 19, 1989). 
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allegations improperly challenge the substance of the directors’ or officers’ decisions—

not the process—and thus fall outside the business judgment rule analysis.145 

B. Entire Fairness 

If the plaintiff overcomes the business judgment rule presumption, the 

fiduciary bears the onerous burden of showing that the action was “entirely fair” to the 

corporation and its shareholders.146  That is, the fiduciary bears the burden of proving: 

(1) “fair dealing”—the process that the board followed was fair and 
reasonable; and 

(2) “fair price”—the price the shareholders received was within a 
range of fair value.147 

Controlling Shareholder Transaction.  By definition, a “controlling 

shareholder” either possesses “ownership of or the unrestricted power to vote more than 

50 percent of the corporation’s outstanding voting securities,” or exercises “actual 

control” over the corporation148 or a particular transaction.149  In such circumstances, the 

controlling shareholder takes on the status of a fiduciary, and a transaction between a 

                                                 
144 In re Citigroup, Inc. S’holder Deriv. Litig., 964 A.2d 106, 126 (Del. Ch. 2009); Weiland v. Ill. Power 
Co., 1990 WL 267364, at *12 (C.D. Ill. Sept. 17, 1990); Wilson v. Tully, 243 A.D.2d 229, 238 (N.Y. App. 
Div. 1st Dep’t 1998).  
145 Brehm v. Eisner, 746 A.2d 244, 259, 264 & n.66 (Del. 2000); Ash v. McCall, 2000 WL 1370341, at *9-
10 (Del. Ch. Sept. 15, 2000). 
146 See Allen, Jacobs & Strine, supra note 130, at 1302. 
147 Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1156, 1172-76 (Del. 1995); Weinberger v. UOP, Inc., 457 
A.2d 701, 711 (Del. 1983); In re Loral Space & Commc’ns, Inc., 2008 WL 4293781, at *22 (Del. Ch. Sept. 
19, 2008). 
148 Stephen A. Radin, Fiduciary Duties of Controlling Shareholders, BUS. & SEC. LITIGATOR (Dec. 1999), 
available at http://www.weil.com/news/pubdetail.aspx?pub=8411; see also Emerald Partners v. Berlin, 
726 A.2d 1215, 1221 n.8 (Del. 1999); Kahn v. Tremont Corp., 694 A.2d 422, 423-24, 428 n.3 (Del. 1997); 
In re John Q. Hammons Hotels, Inc. S’holder Litig., 2009 WL 3165613, at *2 (Del. Ch. Oct. 2, 2009); La. 
Mun. Police Emps. Ret. Sys. v. Fertitta, 2009 Del. Ch. LEXIS 144, at *28 (Del. Ch. July 28, 2009). 
149 Williamson v. Cox Commc’ns, Inc., 2006 Del. Ch. LEXIS 111, at *15 (Del. Ch. June 5, 2006); In re W. 
Nat’l Corp. S’holders Litig., 2000 Del. Ch. LEXIS 82, at *70 (Del. Ch. May 22, 2000).  
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corporation and its controlling shareholder is treated as an “interested” transaction.150   

There is nothing inherently improper about a transaction between a company and its 

controlling shareholder.151  Nonetheless, controlling shareholders owe fiduciary duties to 

the corporation and its minority shareholders and, thus, may not exercise that control to 

the minority’s detriment.152  

Accordingly, when a controlling shareholder engages in a negotiated, 

cash-out merger with the company, entire fairness review—not the business judgment 

rule—usually applies.153  Even if entire fairness review applies, however, the burden of 

proving entire fairness shifts from the controlling shareholder to the plaintiff when the 

transaction is approved by either: (i) a well-informed majority of the disinterested 

(minority) stockholders,154 or (ii) a properly functioning committee of disinterested and 

independent directors.155  When such approval is given, a court likely will find the 

controlling shareholder transaction to have been “entirely fair.”156 

Further, when a transaction with a controlling shareholder is consummated 

in the form of a “two-step” transaction—a tender offer followed by a short-form 

                                                 
150 RADIN, supra note 4, at 1215. 
151 See Bershad v. Curtiss-Wright Corp., 535 A.2d 840, 846 (Del. 1987); In re MAXXAM, Inc./Federated 
Dev. S’holders Litig., 1997 WL 187317, at *22 (Del. Ch. Apr. 4, 1997). 
152 Thorpe v. CERBCO, Inc., 676 A.2d 436, 442 (Del. 1996); Weinberger, 457 A.2d at 709; Hollinger Int’l 
Inc. v. Black, 844 A.2d 1022, 1087 (Del. Ch. 2004).  
153 See Kahn v. Lynch Commc’ns Sys., Inc., 638 A.2d 1110, 1115 (Del. 1994); cf. Hammons Hotels, 2009 
WL 3165613, at *12 (business judgment rule applicable if controlling shareholder does not stand on both 
sides of the transaction because offer is made by a third party, and if transaction is approved by both a 
committee of disinterested and independent directors and by a majority of the minority shareholders). 
154 See Lynch, 638 A.2d at 1116; Rosenblatt v. Getty Oil Co., 493 A.2d 929, 937 (Del. 1985); In re LNR 
Prop. Corp. S’holders Litig., 896 A.2d 169, 178 n.52 (Del. Ch. 2005); RADIN, supra note 4, at 1274. 
155 See LNR, 896 A.2d at 178 n.52; RADIN, supra note 4, at 1286-1318 (citing cases).   
156 See, e.g., Emerald Partners v. Berlin, 840 A.2d 641 (Del. 2003) (affirming holding that merger between 
corporation and its controlling shareholder was “entirely fair” to minority shareholders because merger 
price was fair—even though court agreed there were “many process flaws” that raised “serious questions as 
to the independent directors’ good faith”). 
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merger157—business judgment review likely will apply only if the transaction is both (i) 

negotiated and approved by a properly functioning committee of disinterested and 

independent directors, and (ii) conditioned on an affirmative vote of a majority of the 

minority stockholders.158 

Despite these constraints, controlling shareholders may act and vote in 

their own economic interest, and may not “be disenfranchised because they may reap a 

benefit from corporate action which is regular on its face.”159  A controlling shareholder 

has no duty to sell his or her shares simply because that sale would benefit the minority 

shareholders.160  Moreover, a controlling shareholder may sell his or her shares at a 

premium not available to other shareholders.161 

2. Intermediate Standards in Sale, Takeover, and Merger 
Transactions 

The interests of directors and stockholders may not precisely coincide in 

the case of mergers and acquisitions, and the duties of directors may be different in a sale 

transaction (maximizing immediate value) than in a merger of equals (maximizing the 

likelihood of long-term value).  Thus, the Delaware courts have developed standards of 

                                                 
157 See DEL. CODE. ANN. tit. 8, § 253 (permitting a parent company that owns at least 90% of the stock of a 
subsidiary to consummate a merger of the subsidiary without a shareholder vote).  
158 See In re CNX Gas Corp. S’holders Litig., 4 A.3d 397, 412-13 (Del. Ch. May 25, 2010).  But cf. In re 
Siliconix Inc. S’holders Litig., 2001 WL 716787, at *6 (Del. Ch. June 19, 2001) (special committee of 
board not required to make recommendation regarding unilateral tender offer by controlling shareholder, 
followed by short-form merger, and transaction not subject to entire fairness review if not coercive and if 
appropriate disclosures are made). 
159 Williams v. Geier, 671 A.2d 1368, 1381 (Del. 1996); see also Malpiede v. Townson, 780 A.2d 1075, 
1100 n.91 (Del. 2001); McMullin v. Beran, 765 A.2d 910, 919 (Del. 2000). 
160 RADIN, supra note 4, at 1172.   
161 See Thorpe v. CERBCO, Inc., 676 A.2d 436, 442 (Del. 1996); Abraham v. Emerson Radio Corp., 901 
A.2d 751, 762 (Del. Ch. 2006) (holding that controlling shareholder may sell control bloc at premium 
unless plaintiff can show “that the controller knew there was a risk that the buyer was a looter or otherwise 
intended to extract illegal rents from the subsidiary, at the expense of the subsidiary’s remaining 
stockholders”); RADIN, supra note 4, at 1199-1200. 
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review that are intermediate between the deferential business judgment rule and the more 

exacting entire fairness standard.162 

a. Revlon:  The Sale of Control 

In situations where “the board enters into a merger transaction that will 

cause a change in corporate control, initiates an active bidding process seeking to sell the 

corporation, or makes a break up of the corporate entity inevitable,” the stockholders have 

no long-term interest to protect and their only interest becomes one of obtaining the 

highest value currently available for their shares.163  Therefore, when such a situation 

occurs, the directors’ fiduciary duties shift from protection of the long-term corporate 

interests to the “maximization of the company’s value at a sale for the stockholders’ 

benefit.”164  When these so-called “Revlon” duties apply, a reviewing court will apply 

enhanced scrutiny to the transaction to determine the reasonableness of director action 

regarding the transaction or potential transaction, rather than the mere rationality of that 

action, and will uphold only those director actions that are taken for the purpose of 

                                                 
162 See Veasey & Di Guglielmo, supra note 14, at 1428. 
163 Omnicare, Inc. v. NCS Healthcare, Inc., 818 A.2d 914, 928 (Del. 2003); see also Lyondell Chem. Co. v. 
Ryan, 970 A.2d 235, 241-42 (Del. 2009) (enhanced scrutiny does not apply until either (a) directors decide 
to sell the company, or (b) a sale becomes inevitable).  A “change of control” is the movement of voting 
power from a fluid, unaffiliated group of public stockholders to a controlling stockholder or group.  
Paramount Commc’ns, Inc. v. QVC Network, Inc., 637 A.2d 34, 43 (Del. 1994); see also In re Santa Fe 
Pac. Corp. S’holder Litig., 669 A.2d 59, 71 (Del. 1995); In re NYMEX S’holder Litig., 2009 WL 3206051, 
at *5 (Del. Ch. Sept. 30, 2009).  There are at least two ways to trigger a change of control:  (i) a purchaser 
pays cash for more than 50% of a corporation’s stock; or (ii) a corporation under the control of a single 
shareholder exchanges its stock with another corporation, and, as a result, the controlling shareholder will 
own more than 50% of the shares of the merged entity.  Cf. id. at *5-6 (declining to decide whether a 
merger providing stockholders with consideration of 56% stock and 44% cash resulted in a change of 
control). 
164 Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., 506 A.2d 173, 182 (Del. 1985); see also In re 
Dollar Thrifty S’holder Litig., 2010 WL 3503471, at *17 (Del. Ch. Sept. 8, 2010) (a board deciding to enter 
into a transaction involving a sale of the company in a change of control transaction is “charged with the 
obligation to secure the best value reasonably attainable for its shareholders, and to direct its fiduciary 
duties to that end”); Lyondell, 970 A.2d at 235 (“There is only one Revlon duty—to ‘[g]et the best price for 
the stockholders at a sale of the company.’” (alteration in original)). 
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obtaining the highest value reasonably available.165  In evaluating the value of the 

transaction, the directors are not limited to considering only the transaction price, but 

may consider the transaction as a whole, including the certainty that the deal will close.166 

b. Unocal:  Judicial Review of Defensive Measures 

A second intermediate standard of review exists for situations in which 

directors adopt defensive measures to deter or preclude a hostile acquisition or contest for 

corporate control.  If a plaintiff challenges a board’s decision to adopt a defensive 

measure, such as a “poison pill,”167 the board bears the initial burden of demonstrating 

that (i) the directors reasonably believed that a threat to corporate policy and 

effectiveness existed, and (ii) that the defensive measures adopted were reasonable in 

relation to the perceived threat.168  If the defensive action is found to be “draconian” or 

falls outside a “range of reasonableness,” it likely will not pass the test of reasonableness, 

notwithstanding the “latitude [afforded the board] in discharging its fiduciary 

duties…when defending against perceived threats.”169  If the board meets its initial 

                                                 
165 In re Toys “R” Us, Inc., S’holder Litig., 877 A.2d 975, 1000 (Del. Ch. 2005); see also In re Del Monte 
Foods Co. S’holders Litig., Consol. C.A. No. 6027-VCL, slip op. at 27 (Feb. 14, 2011) (explaining that a 
reviewing court will determine whether the directors acted reasonably and in good faith to get the best 
available transaction, not “whether, with hindsight, the directors actually achieved the best price”); Dollar 
Thrifty, 2010 WL 3503471, at *19 (observing that the Revlon approach adopts “a reasonableness, rather 
than rationality, standard”). 
166 Dollar Thrifty, 2010 WL 3503471, at *32. 
167 Examples of other defensive tactics may include “tilting the playing field” (i.e., providing company 
information or access to the board) to the advantage of a “white knight,” the inclusion of certain “break-up” 
fees, “no-shop” or “window shop” provisions in a merger agreement, or other mechanisms designed to 
ward off an unwanted aggressor.  For discussion of defensive and deal protection measures, see RADIN, 
supra note 4, at ch. III. 
168 See Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 954-55 (Del. 1985); Versata Enters., Inc. v. 
Selectica, Inc., 5 A.3d 586, 599 (Del. 2010); Air Prods. & Chems., Inc. v. Airgas, Inc., Civ. A. No. 5249-
CC, slip op. at 77 (Del. Ch. Feb. 15, 2011) (upholding board’s refusal to redeem poison pill, applying 
Unocal standard); eBay Domestic Holdings, Inc. v. Newmark, 2010 WL 3516473, at *19 (Del. Ch. Sept. 9, 
2010); Yucaipa Am. Alliance Fund II, L.P. v. Riggio, 1 A.3d 310, 336 (Del. Ch. 2010).   
169 Unitrin, Inc. v. Am. Gen. Corp., 651 A.2d 1361, 1388 (Del. 1995); see also Versata, 5 A.3d at 606 (“the 
reasonableness of a board’s response is determined in relation to the ‘specific threat,’ at the time it was 
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burden under the Unocal test, then the business judgment rule applies to the directors’ 

decision.170   

V. Conclusion 

In the wake of the sensitized environment resulting from the troubled 

economic climate, recent corporate failures, allegations of excessive or unlawful 

executive compensation, and in light of new federal reforms attempting to encroach on 

state corporate law, fiduciary duties will continue to evolve to meet the evolving 

expectations for corporate directors.171  Shareholder litigation, mainly under Delaware 

law, will continue to involve claims for breach of the duty of good faith and also may 

involve the failure to comply with new federal reforms.172  As a result of the courts’ 

increasingly sharp focus upon director conduct, directors subject to the laws of the United 

States should continue, among other things, to increase their understanding of fiduciary 

duties and “best practices” of corporate governance; doggedly question management’s 

premises and factual support so as to distinguish management self-interest from the 

corporate good; anticipate trouble spots and put in place adequate policies, practices and 

procedures to safeguard corporate assets and ensure proper monitoring of corporate 

activity; and, above all, always act honestly, on an informed basis, and with due care, 

while giving good-faith consideration to actions of material importance to the 

corporation. 

                                                 
identified”); Omnicare, 818 A.2d 914, 936, 939 (reversing denial of preliminary injunction precluding 
implementation of merger because the deal protection devices adopted by the target corporation’s board of 
directors were invalid). 
170 Yucaipa, 1 A.3d, at 336; Toys “R” Us, 877 A.2d at 1000-01. 
171 See Veasey & Di Guglielmo, supra note 14, at 1436-39. 
172 See MACAVOY & MILLSTEIN, supra note 3, at 116. 


