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CORPORATIONS, SECURITIES & ANTITRUST

LyonpELL CuemicAar Co. v. Rvan: Tae Dury orF Goop Farra CoMes To REVILON-

LanD
By Robert T. Miller*

ection 102(b)(7) of the Delaware General Corporation
S Law authorizes Delaware corporations to include in their

certificates of incorporation a provision eliminating the
personal liability of directors for breaches of their duty of care
but not for, among other things, breaches of their duty of loyalty
or actions taken not in good faith.! The Delaware General
Assembly enacted this provision? to quell the crisis caused by the
Delaware Supreme Court’s decision in Smith v. Van Gorkom,?
and nowadays all well-advised Delaware corporations have such
provisions in their certificates. Hence, shareholder-plaintiffs
often cannot recover damages (and their lawyers cannot earn
fees) in suits based on alleged breaches of the board’s duty
of care. An unintended but foreseeable consequence of the
prevalence of 102(b)(7) provisions is that plaintiffs (and their
attorneys) have a strong incentive to recast claims based on an
alleged breach of the board’s duty of care as claims based on
breaches of the board’s duty of good faith.*

This dynamic has played out in a variety of settings. In
the Disney cases, the alleged wrongdoing by the defendant
board concerned an ordinary business decision—the hiring
and subsequent firing of a senior executive.’ At least arguably,
the board had breached its duty of care by not informing itself
of all the material facts reasonably available regarding the
executive’s employment agreement before approving it or again
before terminating him and obligating the company to pay an
enormous severance. But such claims, even if true, would have
been blocked by the company’s 102(b)(7) provision, and so the
plaintiffs argued that the board’s alleged derelictions were so
extreme that they amounted to conduct not in good faith—a
claim that would 7ot have been blocked by the 102(b)(7)
provision.® Similarly, in Stone v. Ritter, the alleged wrongdoing
was a failure of oversight—a failure by the defendant board to
detect and prevent conduct by junior employees that subjected
the company to liability.” Once again, the allegation naturally
sounded in negligence as a breach of the board’s duty of care,
and, once again, the plaintiffs argued that the board’s alleged
dereliction was so extreme that it amounted to conduct not in
good faith and so not shielded by the 102(b)(7) provision.®

The argument common to these two cases trades on an
ambiguity in the concept of bad faith.” As Chancellor Chandler
recognized in Disney, many quite different kinds of wrongful
conduct can reasonably be said to be in bad faith.”® As the
Delaware Supreme Court later said, grossly negligent conduct
can be labeled as being in bad faith!'—presumably because, for
example, the conduct is blameworthy. That, however, cannot be
the sense demanded by Section 102(b)(7), for then all breaches
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of the duty of care would also be breaches of the duty of good
faith, and Section 102(b)(7) provisions would accomplish
nothing. Hence, bad faith in the relevant sense must include
something more than gross negligence. The Delaware Supreme
Court identified two other kinds of such conduct: (a) “conduct
motivated by an actual intent to do harm” to the corporation,'?
and (b) “intentional dereliction of duty, a conscious disregard
for one’s responsibilities.”"® Conduct of the first kind would be
especially hard to prove because it would seem to demand direct
proof about a director’s subjective intention. Not surprisingly,
therefore, the latter kind of conduct—intentional dereliction
or conscious disregard of duty—has become the focus of bad-
faith claims.

But given these clarifying definitions from the Delaware
Supreme Court, it would seem that it should be difficult for a
plaintiff whose case is really based on a breach of the duty of
care to recast the case as involving a breach of the duty of good
faith. A breach of the duty of care requires grossly negligent
conduct. A breach of the duty of good faith by “intentional
dereliction” or “conscious disregard” (like the Delaware Supreme
Court, I use these terms interchangeably) would require nor
only grossly negligent conduct but also actual knowledge on
the part of the agent director that his or her conduct was in
fact grossly negligent. There is a kind of scienter element to the
claim. It would seem, therefore, that plaintiffs alleging a breach
of the duty of good faith by intentional dereliction or conscious
disregard would have to allege, in addition to facts suggesting
gross negligence, some additional facts that would permit an
inference that the directors had a certain state of mind, i.e., that
they knew what they were doing was grossly negligent.

In this context, the Delaware Court of Chancery (Vice
Chancellor John W. Noble) took up Ryan v. Lyondell Chemical
Co.,'* a case in which the plaintiffs, following the pattern of
Disney and Stone, yet again attempted to argue that an alleged
breach of the board’s duty of care was in fact a breach of the
board’s duty of good faith. This time, however, the context was
Revlon-land, i.e., a situation in which the board had agreed to
a change-of-control transaction (in fact a cash-out merger)
and so had triggered its Revlon duties.”® The essential question
was whether conduct by the board that, at least arguably, had
breached its Revlon duty of care had also breached its Revion
duty of good faith—in other words, whether in breaching its
duty of care in a Revlon context the board had acted not only
with gross negligence but actually knew that it was doing so.
‘The company had a Section 102(b)(7) provision in its certificate
of incorporation, and so if all the plaintiffs could prove was a
breach of the duty of care, then the case would be over and the
defendants would have prevailed.'®

On the limited record that existed at the time, Vice
Chancellor Noble denied the defendant directors’ motion for
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summary judgment (Lyondell 1)."” The directors then moved for
certification of an interlocutory appeal to the Delaware Supreme
Court, and the Vice Chancellor produced another lengthy
opinion denying this motion (Lyondell I1)."® The Delaware
Supreme Court then took the extraordinary step of accepting
the interlocutory appeal, and it reversed the Chancery Court
on all issues and remanded with instructions to enter judgment
for the defendants (Lyondell I1])." In Section I below, I describe
the facts of the case, at least as they were assumed to be for
purposes of the defendants’ summary judgment motion. In
Section 1I, I briefly summarize the key doctrines under Revlon
and its progeny. In Section III, I examine the opinions of the
Chancery Court and the Supreme Court together, analyzing
them to determine why the two courts disagreed as to whether
the facts in Lyondell permitted an inference that the board had
acted in conscious disregard of its Revlon duties. Finally, in
Section IV, I make some concluding observations.

I. Factual Background in Lyondell Chemical Co. v. Ryan

In early 2007, Lyondell was the third-largest independent,
publicly-traded chemical company in North America.? The
company was strong financially, had paid down several billion
dollars in debt in accordance with its strategic plan, and was
active in acquiring other companies.”’ On May 11, 2007,
however, an affiliate of Basell AF, a privately-held Luxembourg
company controlled by Leonard Blavatnik, filed a Schedule 13D
with the Securities and Exchange Commission disclosing that it
had acquired the right to purchase from Occidental Petroleum,
Lyondell’s second-largest stockholder, a block of Lyondell
shares aggregating about 8.3 percent of the total outstanding
Lyondell stock.?? Blavatnik had in the past expressed an interest
in acquiring Lyondell,” and the Schedule 13D disclosed that
Blavatnik remained interested in a possible transaction with
Lyondell.** As Vice Chancellor Noble would later say, the
filing of the Schedule 13D was, and was understood by the
Lyondell board to be, a “signal to the market that Lyondell
was ‘in play.”®

Although the Lyondell board convened a special meeting
promptly after the filing of the Schedule 13D,% the directors
decided to take a “wait and see” approach”’—that is, the board
“decided . . . that no immediate response was required and
that it would await the reaction of the market and Lyondell’s
major shareholders to Blavatknik’s move.”® In particular, the
board neither took steps to put the company up for sale nor
erected any defenses to fend off a hostile offer.”” The company’s
chief executive officer, Dan Smith, soon received an inquiry
from Apollo Management, L.P. concerning whether Lyondell’s
management would be interested in a management-led leveraged
buyout of the company, but Smith rejected the proposal because
he and other members of Lyondell’s management viewed such
transactions as too fraught with conflicts of interest for both
management and the board.*

Throughout this period—that is, after the filing of Basell’s
Schedule 13D and from mid-May to late-June of 2007—Smith
had some preliminary contacts with a subordinate of Blavatnik
at Basell, but Smith and Blavatnik’s conflicting travel schedules
prevented their arranging a meeting.*' The board itself, however,
made “no effort to value the Company or to assess what options
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might be on the table if Basell (or another acquirer) made a
move to acquire Lyondell”*—conduct (or more accurately, an
omission) that Vice Chancellor Noble would later describe as
“indolent” and “unexplained inaction.”**

On June 26, 2007, however, it appeared that Blavatnik
had lost interest in Lyondell because Basell announced
that it had entered into an agreement to acquire specialty
chemicals maker Huntsman Corporation.”> When Hexion
Specialty Chemicals, Inc., one of Apollo’s portfolio companies,
overtopped this bid,*® Blavatnik again turned his attention to
Lyondell, and on July 9 he met with Smith, who pressed him
to make his best offer immediately.” By the end of the day,
Blavatnik offered to acquire Lyondell for $48 cash per share,
provided that Lyondell also agreed to a $400 million breakup
fee and that a merger agreement was signed within seven days.*®
At the time Blavatnik had filed the Schedule 13D, Lyondell’s
shares had been trading at about $33 per share,” and so the
$48 per share price represented an approximate 45 percent
premium to the undisturbed price.

After that, events moved very quickly. On July 10, the
Lyondell board met, discussed Blavatnik’s offer, and instructed
Smith to obtain a written offer from Blavatnik and more
information regarding his financing even though his offer was
not contingent on the availability of financing.’ Blavatnik
promptly complied, but since under the Basell-Huntsman
merger agreement he had only until July 11 to match or exceed
Hexion’s topping offer, Blavatnik asked that the Lyondell board
provide a firm indication of interest in his proposal by the end of
that day.® On July 11, the Lyondell board met again, decided it
was interested in Blavatnik’s offer, and authorized the retention
of Deutsche Bank Securities, Inc., as its financial advisor for the
potential transaction.”? Basell then bowed out of the bidding for
Huntsman, and Huntsman terminated its merger agreement
with Basell.® In the next few days, the parties and their counsel
negotiated a merger agreement, Basell conducted due diligence,
and Deutsche Bank worked on a fairness opinion.* Meanwhile,
on July 12, the Lyondell board met again and authorized Smith
to seek improved terms from Basell,®® which he did in a request
to Blavatnik on July 15 seeking an increase in the price, a go-
shop provision,* and a reduced breakup fee.” Blavatnik, noting
that he had already been asked for and produced his “best and
final” offer, flatly refused, although he did eventually agree to
reduce the breakup fee from $400 million to $385 million.*

On July 16, the Lyondell board met again and received
presentations from management and its financial and legal
advisors.” Lyondell’s counsel explained that, although the
proposed merger agreement prohibited Lyondell from soliciting
other offers for the company after signing (that is, there was
no go-shop), it did contain a standard fiduciary-out clause that
would allow the company to receive and consider unsolicited
offers superior to the terms offered by Basell.”® Deutsche Bank
offered its opinion that the transaction was fair to Lyondell
and its stockholders from a financial point of view.’! In fact,
Deutsche Bank noted that the deal price of $48 exceeded the
value of the company as computed in some of its financial
models, and the bank’s managing director offered the view
that the price was “an absolute home run.”® Deutsche Bank
also explained why it believed that no other parties would be

15



OO OO OO OO OO SOOI OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO0

interested in acquiring Lyondell at a higher price.”® The Lyondell
board then voted to approve the merger.*

After the agreement was announced on July 17, 2007,
no other parties offered to acquire Lyondell. At a special
meeting held on November 20, 2007, the Lyondell stockholders
approved the merger with more than 99 percent of the shares
voted,’® and the merger was consummated on December 20,
2007.7

II. Fiduciary Duties in Revlon-Land

When the board of directors of a Delaware corporation
decides to pursue a change-of-control transaction, it enters
Revlon-land.”® Less colloquially, the board’s fiduciary duty
changes from the preservation of the company as a corporate
entity to the maximization of the value of the company at a
sale for the benefit of the stockholders.” The key questions
¢0 are thus (a) under
what circumstances the duty is triggered, and (b) what exactly
the board must do to comply with that duty.

A. What Triggers Revlon

regarding the board’s so-called Revlon duty

Ordinarily, the decisions of a board of directors, even
to decline a merger proposal, are reviewed under the business
judgment rule.®’ The board’s fiduciary duty changes—that
is, Revlon is triggered—only when a company embarks on a
transaction (either on its own initiative or in response to an
unsolicited proposal from another party) that will result in a
change of control,** typically a cash-out merger. What triggers
Revlon, therefore, is a certain kind of decision by the board.

This has not always been perfectly clear. Revlon itself
concerned a leveraged, cash-out, bust-up merger, and in that
case the Delaware Supreme Court spoke about the change in
the board’s fiduciary duty occurring when “it became apparent
to all chat the break-up of the company was inevitable” and
the board “recogni[zed] that the company was for sale.”® This
language made it seem as if changes in circumstances beyond
the board’s control could trigger Revlon. The court inadvertently
confirmed this view a few years later in the Time-Warner
case.*! In that case, Chancellor Allen in the opinion below
gave exactly the correct analysis: it was the board’s decision to
pursue a change-of-control transaction that triggered Revlon.®
The Supreme Court, however, although stating that Chancellor
Allen’s “conclusion [was] correct as a matter of law,”® declined
to follow it. Rather, it “premise([d] [its] rejection of the plaintiffs
Revlon claim on different grounds, namely, the absence of
any substantial evidence to conclude that Time’s board . . .
made the dissolution or the breakup of the corporate entity
inevitable, as was the case in Revlon.”® This was a muddle and
a mistake, and just four years later, in Paramount v. QVC, the
Supreme Court returned to this issue and expressly adopted
the standard Chancellor Allen had articulated in his opinion
in Time-Warner.*®

Historically, the most important issue concerning the
triggering of Revlon has been whether the transaction the board
has embarked upon does indeed effect a change of control.
Most famously, after holding that the cash-out merger in Revion
triggered the change in fiduciary duties now named for the case,
the Delaware Supreme Court went on to hold that although a
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stock-for-stock merger in which control of the combined entity
remained in the market did zor work a change of control and so
did not trigger Revlon,” a stock-for-stock merger in which the
combined entity was controlled by a controlling stockholder
did.”® In Lyondell, there was never any question that, if Basell
acquired Lyondell, the transaction would be a cash merger
and thus involve a change of control. The issue in Lyondell,
therefore, was not whether Revlon was triggered but when, i.e.,
at what point in the sequence of events leading to the sale of
control did Revlon start to apply. I shall return to this issue in
Section III below.

B. The Content of Revlon

Once Revlon is triggered, the board has a fiduciary
obligation to get “the best price for the stockholders at a
sale of the company.””! The Delaware Supreme Court has
elaborated on this standard, holding that the “key features
of an enhanced scrutiny test are: (a) a judicial determination
regarding the adequacy of the decisionmaking process
employed by the directors, including the information on
which the directors based their decision; and (b) a judicial
examination of the reasonableness of the directors™ action in
light of the circumstances then existing.”’? The inquiry thus
has both procedural aspects (concerning whether the board was
adequately informed before making a decision) and substantive
aspects (concerning “the reasonableness of the substantive merits
of [the] board’s action”).” In this latter aspect, Revlon review
thus goes beyond the ordinary business judgment rule, which
concerns only the decision-making processes of the board and
not the substantive merits of its decisions.”

The Delaware courts have never been quite clear, however,
as to the exact standard of care to which directors will be held
in performing their duty under Revlon—i.c., whether it is a
gross negligence standard or a simple negligence standard.” The
argument for the former is that such is the standard under the
76 The argument for the latter is
that review under Revlon is supposed to be “enhanced” judicial

ordinary business judgment rule.

scrutiny’’” and so a ratcheting up of the level of care required is
appropriate.”® The language of the various opinions does little
to settle this issue, for although the courts speak of the directors’
Revlon duty in terms of reasonability,” which may seem to imply
a simple negligence standard (“reasonable” being the opposite
of “negligent”), nevertheless the ordinary business judgment
cases also speak in such terms,*® and there the standard is clearly
one of gross negligence.®' However this may be, although the
Delaware Supreme Court has often urged boards to be especially
diligent in fulfilling their duties under Revlon,® the court has
also emphasized that in reviewing the board’s performance
under Revlon the Chancery Court “should be deciding whether
the directors made a reasonable decision, not a perfect decision,”
and so “if a board selected one of several reasonable alternatives,
a court should not second-guess that choice even though it
might have decided otherwise or subsequent events may have
cast doubt on the board’s determination.”® Perhaps as a result
of such language, in practice the standard under which courts
have reviewed the performance of boards under Revlon has
tended towards gross negligence.
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In applying Revlon, the Delaware courts have generally
focused on whether the board reasonably believes that
a transaction it has approved and recommended to its
shareholders represents the best value reasonably available
for the company. Not surprisingly, therefore, the inquiry has
often concerned such things as whether the board conducted
an auction for the company or some more-limited form
of market check,® what kinds and how much information
the board had about the value of the company (including
valuation studies prepared by management or outside financial
advisors),% what actions the board may have taken to encourage
(or discourage) competing offers for the company,* whether
the board negotiated aggressively with potential buyers,*”
and whether the board favored one bidder over another to
the detriment of its shareholders.®® In keeping with the trend
towards applying the Revlon duty of care in a gross negligence
sense, however, the Delaware Supreme Court has stated that
“there is no single blueprint that a board must follow to fulfill
is duties,”® and the Court of Chancery has often relied on this
statement in concluding that a board’s sales process has not
violated Revion.”®

III. Good Faith in Revlon-Land

Since, as I noted above, Lyondell’s certificate of
incorporation included a Section 102(b)(7) provision, the issue
in the case was not whether the Lyondell directors had breached
their duty of care under Revlon but whether they had breached
their duty of good faith—whether they not only breached their
duty of care but knew they were breaching it, i.e., consciously
disregarded it. Thus, while conceding that his initial opinion
“perhaps did not expound in sufficient detail upon [his] reasons
for denying the directors protection” under the 102(b)(7)
provision, nevertheless Vice Chancellor Noble said in Lyondell IT
that his “concern about the applicability of a Section 102(b)(7)
defense . . . is whether . . . the [directors] may have exhibited
a ‘conscious disregard’ for their known fiduciary obligation in
a sale scenario” under Revlon.’* Likewise, the Supreme Court
said that “the issue is whether the directors failed to act in good
faith,” which would be the case “if a fiduciary intentionally
fails to act in the face of a known duty to act, demonstrating a
conscious disregard for his duties.”

Thus agreeing on the law, the Chancery Court and the
Supreme Court reached opposite results. How, then, did that
happen? There is a twofold answer. Less importantly, the
Chancery Court erroneously concluded that the Lyondell
board’s Revlon duties were triggered earlier than they in fact
were, and, examining conduct by the board during this earlier
period under Revlon, the Chancery Court found a violation.
The Supreme Court, holding that Revlon was not triggered till
later in time than Chancery supposed, naturally found there
could be no violation of Revlon based on events prior to its
triggering. More importantly, there was a significant—and
largely tacit—disagreement between the Chancery Court and
the Supreme Court about when it is permissible for a court to
infer from the (alleged) fact that a board has breached its Revion
duty of care that the board consciously disregarded that duty. 1
shall call these two issues the triggering issue and the inference
issue, and 1 treat them seriatim.
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A. The Disagreement About the Triggering Issue

In explaining in Lyondell II his holding in Lyondell 1
denying the directors summary judgment on the plaintiffs
claim that they consciously disregarded their Revion duties,
Vice Chancellor Noble wrote, “There is where the 13D filing
in May 2007 and the subsequent two months of (apparent)
Board inactivity become critical,” for

the Directors made 7o apparent effort to arm themselves
with specific knowledge about the present value of the
Company in the May through July 2007 time period,
despite admittedly knowing that the 13D filing in May 2007
effectively put the Company “in play” . . . . It is these facts
that raise the specter of “bad faith.”

If the Lyondell board could have violated its Revlon obligations
starting when Basell’s Schedule 13D was filed, the implication,
of course, is that the board’s knowledge (or perhaps the market’s
knowledge) that there was a reasonable probability that the
company may be sold in the foreseeable future (i.e., that
Lyondell was “in play”) triggered the Lyondell board’s Revion
duties.

This conclusion is certainly the most surprising aspect of
the Chancery Court’s opinion. As I explained above in Section
I1.A, the Delaware Supreme Court has repeatedly said that
what triggers Revlon is the board’s decision to embark upon a
change-of-control transaction. An announcement by a third
party, whether publicly or privately, whether in a Schedule 13D
or otherwise, that it is interested in acquiring the company is not
a decision by the board to sell control. For twenty years prior
to Lyondell, this issue was, it appears, well-settled in Delaware
law. For, all the way back in the 77me-Warner case, Paramount
had argued that the announcement of Time’s merger agreement
with Warner had put Time in play and that this fact triggered
the Time board’s Revlon duties.”* Both Chancellor Allen in his
opinion below” and the Delaware Supreme Court rejected this
view, the Supreme Court stating explicitly that “we decline to
extend Revlon’s application to corporate transactions simply
because they might be construed as putting a corporation ‘in
play’ or ‘up for sale.””

Not surprisingly, therefore, the Supreme Court disposed
of this issue quite quickly in Lyondell IT1, referring to its holding
in Time-Warner and stating that “[tlhe problem with the
trial court’s analysis is that Revlon duties do not arise simply
because a company is ‘in play.””®” Rather, the “duty to seek
the best available price applies only when a company embarks
on a transaction—on its own initiative or in response to an
unsolicited offer—that will result in a change of control.””®
Since Revlon was not triggered, the board’s decision not to
respond to Basell’s Schedule 13D and to adopt a wait-and-see
approach was reviewable only under the business judgment
rule and “was an entirely appropriate exercise of the directors’
business judgment.””

B. The Disagreement About the Inference Issue

The Supreme Court’s reaffirming its Time-Warner
holding that a company’s being “in play” does not trigger the
board’s Revlon duties mooted the issue in Lyondell of whether
the board’s conduct between the filing of Basell’s 13D and

17



OO OO OO OO OO SOOI OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO0

its decision to pursue a transaction with Basell satisfied those
obligations. The question remained, however, as to whether
the facts as disclosed in the complaint permitted an inference
that, after it had decided to sell the company and so triggered
Revlon, the Lyondell board had consciously disregarded its duty
to take reasonable steps to get the best price for the company
reasonably available.'®

Clearly, Vice Chancellor Noble was inclined to believe
that, on the facts as he was required to understand them for
purposes of the defendants’ summary judgment motion, it
was quite possible that the directors had breached their Revlon
duty of care.'”® On appeal, the Supreme Court noted that it
was not inclined to agree that the directors had breached even
their duty of care but that it would not have reversed a ruling
denying the directors summary judgment on this issue.'* This
disagreement between the courts, however, is a relatively minor
point. The key issue in the whole case, in my view (for neither
court so formulates it), is whether the court may permissibly infer
from the mere fact that a board breached its Revlon duty of care
that it consciously disregarded that duty. The Chancery Court
believed that, at least sometimes, this inference was permissible,
perhaps if the breach of the duty of care looks sufficiently
egregious. The Delaware Supreme Court’s opinion stands for
the proposition that (with a very limited exception discussed
below) this inference is impermissible.

One reason for this disagreement between the two courts
is that Vice Chancellor Noble insisted on thinking about
breaches of a board’s Revlon duties as falling on a spectrum from
less serious violations to more serious violations. For example,

in Lyondell II, he writes that

on a motion for summary judgment, it is not necessary
(or prudent) for the Court to determine precisely where,
on these facts, the line falls between exculpable [i.c., under
a Section 102(b)(7) provision], “bad faith” conduct (i.c.,
gross negligence amounting only to a violation of the
duty of care) and a non-exculpable, knowing disregard
of the directors’ known fiduciary obligations in a sale
scenario.!®

Although based on the Delaware Supreme Court’s discussion
of directorial good faith in Disney,'* viewing gross negligence
and conscious disregard of duty as points along a spectrum is
not the best way of conceptualizing the problem.

'The reason is that the spectrum metaphor encourages the
running together of at least two quite different things: (a) the
degree of negligence involved in the breach (e.g., in standard
law-and-economic terms, just how much less is B than LP),'”
and (b) whether the board knew that it was being negligent in
committing the breach. These are separate issues. For example,
it is possible for a board to do something very negligent indeed
(B very much less than LP) without knowing that its action
is negligent; in such a case, the board would breach its duty
of care but would not consciously disregard that duty and so
would not breach its duty of good faith. Conversely, it is also
possible for the board to do something only slightly negligent
(B only slightly less than LP) and nevertheless know that its
action is negligent; in such a case, the board breaches its duty
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of care and, by consciously disregarding that duty, breaches its
duty of good faith as well. While thus separate, however, the
two issues of (a) the degree of negligence, and (b) the board’s
knowledge of its negligence, are often related in that, generally
speaking, the higher the degree of negligence involved in the
breach of the duty of care, the more likely it is that the board
knew that its conduct was negligent. That is, the more negligent
a person is being, the more likely it is that he realizes he is
being negligent.

Now, the inference from the proposition that (a) a certain
action involves a high degree of negligence, to the proposition
that (b) the particular actor performing the action knew that the
action was negligent is sometimes appropriate in the common
law of torts.'® As I indicated above, however, the Delaware
Supreme Court in Lyondell II] effectively held that the inference
is generally 720t permissible in a Revlon context: the mere fact that
the board violated its Revlon duty of care will not, without more,
support an inference that the board was consciously disregarding
that duty. The court may not infer conscious disregard solely
on the basis of even an egregious breach of the duty of care.
Presumably some additional evidence about the board’s state of
mind—some kind of plus factor, like a smoking-gun email—
would be needed to support an inference that the board 4new
that it was not complying with its Revlon duties.

There is, however, one important but very limited
exception to this conclusion. For, after holding that “if the
directors failed to do all that they should have under the
circumstances, they breached their duty of care””” and not
their duty of good faith, the court added that, with respect
to a potential breach of the duty of good faith by a possible
conscious disregard of duty, “the inquiry should have been
whether [the] directors utterly failed to attempt to obtain the
best sales price.”!”® The clear implication is that, if the directors
utterly fail even to attempt to get the best price, then an inference
that they consciously disregarded their duty of care would
be permissible. The theory here seems to be that only on the
most extreme sets of facts imaginable will the court permit the
inference of conscious disregard—that is, only when the board
did nothing at all to fulfill its duty of care will the violation of
that duty, standing alone, permit an inference that the board
consciously disregarded its duty. In all other circumstances,
presumably some additional evidence (e.g., something directly
related to the directors’ state of mind) will be required.

There is an important analogy here to the Delaware
Supreme Court’s directorial oversight jurisprudence. In Stone v.
Ritter,"” which expressly approved the Chancery Court opinion
in Caremark,"° the court held that directors would be liable
for failing to monitor the activities of corporate employees
only if, either “(a) the directors utterly failed to implement
any reporting or information system or controls; o7 (b) having
implemented such a system or controls, consciously failed

"1 “Tn either case,” the

to monitor or oversee its operations.
court held, “imposition of liability requires a showing that the
directors knew that they were not discharging their fiduciary
obligations.”!"* On the most natural reading of this language,
the idea is that, if the directors utterly fail to implement a
reporting or information system, then the court may infer that

the directors were consciously disregarding their duties and
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so find a violation of the duty of good faith.'""® The purpose
of this rule seems to be to allow a finding of director liability
on truly extreme facts such as those in Francis v. United Jersey
Bank,""* where the defendant director did literally nothing at
all to monitor the business. Thus, as under Srone, so under
Lyondell: there is a very limited way of moving from a violation
of the duty of care to a violation of the duty of good faith—not
a failure, even an egregious one, to fulfill the duty of care but
only an utter failure even to attempt to comply with the duty
of care will support an inference to conscious disregard of that
duty and so a breach of the duty of good faith.

Why would the Delaware Supreme Court adopt a rule,
first in Stone in the oversight context and now in Lyondell in the
Revlon context, that, the extreme case of utter failure aside, the
inference common in tort law from highly negligent behavior to
knowledge of such negligence on the part of the tortfeasor will
be blocked in Delaware corporate law? The rationale offered by
the Supreme Court in Lyondell is cryptic. Referring to its own
often-quoted holding in Barkan that “there is no single blueprint
that a board must follow to fulfill its duties™"> under Revion,
the court writes that because “there are no legally prescribed
steps that directors must follow to satisfy their Revlon duties,”
“the directors’ failure to take any specific steps during the sales
process could not have demonstrated a conscious disregard of
their duties.”"'® The most natural reading of this, I think, is that,
since there is no step the board is always required to take to
satisfy Revlon, no particular omission could ever be a violation
of the duty of care and so, « fortiori, not a conscious violation
of that duty so as to constitute bad faith.

If this is its meaning, then the argument is fallacious, for
the Barkan holding about the absence of a blueprint required
to be followed by boards in all cases is merely a recognition of
the fact that change-of-control transactions occur in a wide
variety of evolving circumstances,'”” and given this wide and
ever-changing variety of circumstances, there is no action such
that, in every case, the board must take that action. Rather,
in different circumstances, different actions will be required.
Hence, in given circumstances, a board’s failure to take a
particular action may breach its Revlon duty of care, even
though, in other circumstances, omitting that action would
not breach its duty."'® This is quite different from saying, as
the court’s argument in Lyondell seems to assume, that in
every case, while some action or other may be required, there
is no particular action that is required—in other words, the
circumstances zever dictate which actions are required, but
rather, in every circumstance, the board will have a choice of
several actions that will satisfy its Revlon duties, none of these
being individually required. 7hat is a much stronger claim than
the holding in Barkan.'”

If the Supreme Court’s rationale for the rule in Lyondell
fails, there may be a better one. In ordinary tort cases, when we
infer knowledge from conduct, there is often also evidence to
suggest why the tortfeasor would want to harm the victim.'*
There is no analogue in the Revlon situations at issue here. For
here we are considering cases in which there is no allegation
that the directors are engaged in self-dealing or otherwise
interested in the transaction. In those situations, the business
judgment rule would be defeated immediately, and the directors
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would be required to prove that the transaction is entirely fair
to the corporation and its shareholders.'”” The rule at issue,
therefore, applies only in very limited circumstances—the
cases in which, when not affected by self-interest, directors
nevertheless knowingly breach their duty of care. Since the
usual reasons for such a breach are absent here, such cases are
presumably very rare. In all probability, therefore, an inference
to conscious disregard is more likely to be wrong than right.
Hence, allowing such inferences to defeat motions to dismiss
or motions for summary judgment would tend on balance to
produce wasteful litigation, and allowing such inferences in final
judgments would tend on balance to produce erroneous results.
It may well make sense, therefore, to block such inferences
entirely, to hold, in other words, that absent some additional
evidence directly bearing on the directors’ state of mind,
evidence showing a breach of the duty of care, no matter how
egregious, will not support an inference of conscious disregard
of duty. The Delaware Supreme Court’s rule—which allows
the inference only in the most extreme circumstances, i.e.,
when the board utterly fails even to attempt to comply with
its obligations—thus cabins the inference to a very small set of
cases where it is likely to be correct.

IV. Concluding Observations

The Delaware Supreme Court’s decision in Lyondell thus
carries forward the holdings in Disney and Stone limiting actions
based on an alleged violation by a board of its duty of good
faith. As I noted at the outset, in all these cases the claim of bad
faith was only minimally plausible and was primarily designed
by plaintiffs and their attorneys to circumvent the protection
offered directors under the corporation’s Section 102(b)(7)
charter provision. To the extent that the argument for 102(b)(7)
provisions eliminating personal liability for directorial breaches
of the duty of care is convincing, protecting the efficacy of
such provisions by strictly limiting claims of directorial bad
faith not involving self-dealing or other interested conduct is
very strong, and such claims should be permitted only in the
most extreme cases.

Indeed, perhaps they should not be permitted at all, at
least in Revlon contexts. For, when directors not motivated
by a conflict of interest and not otherwise interested in the
change-of-control transaction at issue consciously disregard
their fiduciary duties in approving a sale of the company,
the danger is that the target corporation shareholders will be
harmed by receiving too low a price for their shares. In such
cases, however, the sharcholders of the acquiring corporation
will receive a corresponding benefit—their company will in
effect purchase the target company on the cheap. For diversified
shareholders invested in a broad array of companies, this will be
awash: sometimes they will be harmed by directors consciously
disregarding their fiduciary duties in Revlon contexts, and
sometimes they will be benefited.'?* If directors are subject to
liability for conscious disregard of their duties, however, many
cases will be brought, including many that the directors will win,
albeit at considerable expense—an expense that will be borne by
the corporation and so by the shareholders under provisions of
the Delaware General Corporation Law that allow corporations
to indemnify directors for such unsuccessful suits.'? If all this
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is right, then the only net beneficiaries of such suits may be the
attorneys who bring them.
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104 In re Walt Disney Co. Derivative Litig., 906 A.2d 27, 64-67 (Del. 2006)
(discussing various kinds of fiduciary misconduct as falling along points “on
a spectrum”).

105 1 refer, of course, to the Hand formula in which B is the cost of a
precaution that will avert a loss costing L that would, absent the precaution,
come about with probability P. United States v. Carroll Towing, Inc., 159
E2d 169, 173 (2d Cir. 1947). See generally RicuarRD A. PosNER, EcoNnomic
AnaLysis oF Law 167-171 (7th ed. 2007).

106 See W. Page Keeton et al., Prosser and Keaton on Torts 36 (5th ed.,
1984).

107 Lyondell IT] at 243.
108 Id. at 244.
109  Stone v. Ritter, 911 A.2d 362 (Del. 2005).

110 In re Caremark Intl Inc. Derivative Litig., 698 A.2d 959 (Del.
Ch.1996).

111 Stone v. Ritter, 911 A.2d 362, 370 (Del. 2005).
112 Stone v. Ritter, 911 A.2d 362, 370 (Del. 2005).

113 That is, the text quoted from Stone says that a violation of the duty
of good faith may occur in the oversight context in either of two ways (i.e.,
utter failure to implement an information and reporting system or a conscious
failure to utilize such a system once implemented), but only in its description
of the latter does the court mention consciousness on the part of the board.
When the text goes on to say that “in either case” imposition of liability
requires a showing that the board knew it was not discharging its fiduciary
obligations, I read the text as meaning that, when the board utterly failures to
implement an information and reporting system, it follows that (i.e., it may
be inferred that) the board knew it was violating its duty.
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114 432 A.2d 814 (N.J. 1981) (holding liable for officer’s looting of the
company a director who never attended meetings, never reviewed financial
statements, and lacked even a rudimentary understanding of the corporation’s
business). Compare ATR-Kim Eng Financial Corp. v. Araneta, 2006 WL
3783520 (Del.Ch.) (same for directors who failed to take any steps to monitor
officer and controlling sharcholder and prevent his self-dealing). See my
discussion of this and related issues in Robert T. Miller, Wrongful Omissions
by Corporate Direcrors: Stone v. Ritter and the Process Model of the Delaware
Business Judgment Rule, 10 U. Pa. J. Bus. & Emp. L. 783 (2008).

115 Barkan v. Amsted Indus. Inc., 567 A.2d. 1279, 1286 (Del. 1989).
116  Lyondell IIT at 243.

117 'The very next sentence in Barkan, after the famous language about the
absence of a single blueprint, is as follows: “A stereotypical approach to the
sale and acquisition of corporate control is not to be expected in the face of
the evolving techniques and financing devices employed in today’s corporate
environment.” Barkan v. Amsted Indus. Inc., 567 A.2d. 1279, 1286 (Del.
1989).

118 E.g, In re Netsmart Techs., Inc. Sholders Litig., 924 A.2d 171, 199
(Del. Ch. 2007) (finding a violation of Revlon because, in the particular
circumstances of a small-cap company, the board had neglected to solicit
offers from strategic acquirers, a step that might not have been required if the
target were a large-cap company).

119 The distinction is difficult to draw clearly in English but easy to see in a
formalized language such as those used in philosophical logic. The difference
is that between, (a) “There is no action x such that, in every circumstance y,
the board is required in y to perform x,” and (b) “In every circumstance y,
there is no action x such that, the board is required in y to perform x.” In
symbols, this is the difference between (a) —3xVy(Fxy), and (b) Vy—Ix(Fxy),
which are logically equivalent to (2") Vady—(Fxy), and (b)) VxVy—(Fyy).
Clearly, (b) implies (a), but (a) does not imply (b). Compare: “No one is
the father of everyone” (an instance of (a)) and “Everyone has no father” (an
instance of (b)). Inferring (b) from (a) is the kind of fallacy logicians call an
operator shift.

120 E.g, Lambrecht v. Schreyer, 152 N.W. 645 (Minn. 1915) (holding
that the intent of the alleged tortfeasor could be inferred when one of two
neighbors who “had not been on good terms for some time” struck the other
neighbor’s horse, causing a runaway and resulting injuries).

121 E.g, Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1156, 1168 (Del.
1995) (noting that when a majority of directors are affected by actual self-
interest in the challenged transaction, the court will review the transaction
under the entire-fairness standard).

122 Obviously, the argument in the text is analogous to the well-known
argument about securities fraud actions under Rule 10b-5. E.g., Richard A.
Booth, 7he End of Securities Fraud Class Action As We Know It, 4 BERKELEY
Bus. L.J. 1 (2007); Davip D. Friepman, Law’s OrDER 34-35 (2000). The
germ of the argument goes back at least to Frank H. Easterbrook & Daniel
R. Fischel, Optimal Damages in Securities Cases, 52 U. Cuicaco L.Rev. 611,
640 (1985).

123 Der. Cope. ANN. tit. 8, §145 (2009) (authorizing corporations to
indemnify directors and officers for certain expenses).
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