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I. Introduction

Risk-taking is an essential aspect of virtually any business venture. The success of most enterprises depends on the ability of their leaders to evaluate risks and to decide which, of many courses, to pursue based on the likelihood and the magnitude of gain that each promises. The shareholders in corporations—like investors in any commercial entity—tolerate risk-taking because they understand that competitiveness, innovation, and profitability require decision-makers to pursue paths that have uncertain outcomes. Recognizing this, American law has consistently prohibited courts from holding corporate leaders personally liable for the consequences of risky decisions that do not succeed. Indeed, a hallmark of our commercial law has been the refusal of courts to second-guess the business judgment of corporate directors.

This long-held policy of abstention was sorely tested by the events of 2008. While a variety of causes undoubtedly contributed to the fall of so many financial institutions—and the loss of billions to shareholders—most prominent among them was the mishandling of risk or, as one commentator succinctly called it, “really bad bets on mortgage securities.”
 The unprecedented events of 2008 inevitably force us to examine how the law addresses risk-taking by corporate leaders and to re-evaluate when the law should hold those leaders liable for the consequences of their bad decision-making.

The business judgment rule prevents courts from reviewing the decisions of corporate directors as long as the directors “acted on an informed basis, in good faith and in the honest belief that the action taken was in the best interests of the company.”
 This means that aggrieved shareholders cannot hold directors legally
 responsible for even their most disastrous decisions unless the complaint clears a very high threshold indeed. In justifying the broad protections provided by the business judgment rule, commentators and jurists make much of the policy objective of encouraging risk-taking by corporate decision-makers.
 In order for a corporation to succeed in a highly competitive marketplace, they argue, it must test new ideas, pursue new markets, and create new products. Since many such inspired actions end in failure, the business judgment rule is necessary to protect directors from liability for such failures. 

According to conventional wisdom, the business judgment rule allows directors to take risks freely without fearing personal liability for the potential losses resulting from those risky actions. Supporters of a strict interpretation of the rule also point out the dangers of “hindsight review” in this context. When faced with claims that corporate directors acted improperly in making a decision which later turned out to be unfavorable, courts might second-guess the reasonableness of the directors’ decision simply because something went wrong and thereby hold them legally responsible for the consequences. According to the Delaware Court of Chancery (the nation’s leading court applying corporate law), allowing such hindsight review would destroy “the entire advantage of the risk-taking, innovative, wealth-creating engine that is the Delaware corporation . . . with disastrous results for shareholders and society alike.”
  

Virtually every legal decision on the business judgment rule emphasizes the importance of protecting risk-taking by corporations as the best justification for the rule’s broad scope. However, those decisions themselves rarely address allegations of excessive risk-taking or foolhardy speculation. Rather, most business-judgment-rule cases concern either disloyalty on the part of corporate directors (actions which clearly violate the duty of good faith) or gross negligence based in turn on either less-than-fully informed decisions or improper oversight. As the courts currently apply the rule, it can prevent the imposition of liability even where there is little evidence that the directors exercised any business judgment at all. In justifying this kind of deference to directors, courts claim that imposing liability in such cases would inhibit faithful directors from ever taking risks on behalf of the corporations which they oversee and lead. 

Judges essentially acknowledge that the facts of a case might show that the directors consciously neglected their duties, but the courts nonetheless will not impose liability because it may inhibit other, more faithful directors from taking risks that ultimately will benefit the shareholders. This attitude is perhaps illustrated best in an opinion by Delaware Chancellor Allen in Gagliardi v. Trifood International in which he disapproves of the possibility of holding directors liable for losses arising from a risky project where “the investment was too risky (foolishly risky! stupidly risky! egregiously risky! – you supply the adverb).”
 To allow liability for such decisions, he says, “would be very destructive of shareholder welfare in the long-term.”
 Reluctant to supply an adverb that would result in liability, Allen says that all the business judgment rule requires from directors is good faith and adherence to “minimalist proceduralist standards of attention.”
, As this Article will argue, surely, the obligation of good faith requires that directors not make decisions that they know are “too risky” (in that the potential payoff is not justified by the likelihood of failure)
 or where they know that they are ill-informed about the nature of the risks that they are authorizing.

The corporate law of Delaware
 and of most states requires plaintiffs alleging breach of directors’ fiduciary duty to claim not only that the directors made a bad decision but also that they made that decision in “bad faith.”
 In addition to allowing recovery when directors act disloyally, this standard also allows shareholders to recover when they can show, for example, that the directors knew that they were making an uninformed decision, or an unreasonable decision, or an irrational decision—a high, but not unreachable threshold. Adverse decisions against directors arising, for instance, from failure to get the best price in a merger or acquisition
 might be based on directors knowingly shirking their duty to obtain the information necessary to make that decision. For the most part, however, courts seem unwilling to impose liability in such cases—not because they cannot find knowing disregard of the directors’ duty in each particular case but because they fear that imposing liability will stifle the atmosphere of risk-taking that promotes innovation and increases shareholder wealth even though the case in question has little to do with that kind of risk and even if defendants fail to present much evidence of good-faith adherence to duty by the directors.


I propose that this apparent obsession with promoting and protecting risk-taking by corporate directors has lead Delaware courts to create a jurisprudence that resists applying its own standard of good faith to cases in which plaintiffs might accuse directors of taking risks in violation of that duty. Further, courts could impose liability in such cases without threatening the beneficial aspects of the culture. Just as courts do not hold directors liable because they made informed-but-bad decisions, neither should they protect directors simply because they took risks.  Shareholders should be allowed to recover where it can be shown that directors took a risk knowing that they were not adequately informed about the nature of the risk or knowing that the gravity of the risk plainly outweighed the potential gains.  Ultimately, the decision to take a bold risk is not different from any other kind of decision except that the chances that it will succeed are lower and, presumably, that the potential gain is greater. Courts are certainly qualified to balance the unlikelihood of success with the potential benefits that would flow to the corporation in the event that the decision does succeed.
 Further, courts should be more willing to examine the background of a risky action and conclude that the decision-makers knew that they were not adequately informed about the risks to justify a particular course of action.

The widely accepted notion that the business judgment rule should protect virtually all risk-taking by corporate directors therefore goes too far. Under Delaware law, a director should be liable for risky decisions that go wrong if the plaintiffs can show that the director knew that the decision was, to use Chancellor Allen’s phrase, “too risky”
 or if the director did not even care to find out what the risks were. The burden that the law places on the plaintiff is to supply the adverb that brings the director’s failing beyond the threshold of bad faith.

Focusing on the current law in Delaware in light of the 2006 Delaware Supreme Court decision in Stone v. Ritter 
which refined the definition of “good faith,” I propose that courts are perfectly well-equipped to hear cases in which aggrieved shareholders claim that directors took improper risks in ways that ought to result in liability for those directors.
 I attempt to show that such review—even if the courts have, for the most part, refused to engage in it—would neither fall outside the prevailing boundaries of the business judgment rule nor damage the ability of corporations to take the kind of bold risks that have resulted in years of innovation and growth in the American corporate sector.

Further, and perhaps most vitally, if the doctrine of good faith is to have any teeth at all, it must address all areas of director decision-making including risk-taking. It is well within the ability of courts to decide whether or not a board intentionally made a risky decision, as Stone puts it, “with a purpose other than that of advancing the best interests of the corporation.”
  Although Stone and its most important predecessor, Caremark, involved the oversight function of the board, the good faith obligation imposed by those decisions should apply equally to directors’ states of mind when they approve or make affirmative decisions to take actions, including risky actions. By seeming to exclude the possibility of a review of decisions to take risks, the Delaware courts currently disregard their own definition of the duty of good faith and limit the scope of the fiduciary duties of corporate directors to nothing more than the obligation not to self-deal. If consistency and clarity are to remain a hallmark of Delaware corporate law, the business judgment rule and the duty of good faith should apply to risky decisions in the same way that they apply to other actions and inactions taken by corporate directors.

II. The Primacy of Risk-Taking 


Arguments in favor of the risk-taking justification for the business judgment rule rely on four key notions: the role of risk-taking in wealth creation, the ability of shareholders to diversify their portfolios, the dangers of hindsight review, and the disproportionality of directors’ potential payoff and potential liability. Taken together, these do indeed make a compelling case for the proposition that courts should not review the decisions of America’s business leaders except in extraordinary circumstances. Not surprisingly, the great body of cases applying the business judgment rule and scholarship commenting on the nuances of the rule emphasize the importance of these elements in justifying application of the rule’s protections even where corporate directors did not engage in “best practices.”
 


First, students of American law and economic history agree that much of our nation’s technological progress and resulting economic growth arose not just through the inspired tinkering of a few great inventors but through the bold risk-taking of our great corporate innovators.
 When a corporation embarks on a risky venture, its leaders will likely justify the action on the grounds that, although the likelihood of failure is high, if successful, the venture will greatly benefit the corporation and its shareholders. Often such risky projects fail, but there is little dispute that by taking risks corporate decision-makers consciously attempt to maximize the present value of the corporation’s expected income and, thereby, benefit shareholders.
 Anyone with an interest in the future profitability of a corporation would likely want that corporation to take risks and insist that the governance mechanisms in place allow its leaders to do so.
 Any fair summary of American corporate legal history would show that this model has been followed for at least the last one-hundred years.


While individual corporations maximize the wealth of their shareholders by embarking on risky ventures, many of the arguments in favor of the business judgment rule also rely on a second notion—the ability of shareholders to diversify their holdings across many corporations and therefore diversify their risk as well.
  In Gagliardi, for example, Chancellor Allen justifies the broad protections of the business judgment rule on the ground that shareholders should not rationally want directors to be risk averse: “[s]hareholders’ investment interests, across the full range of their diversifiable equity investments, will be maximized if corporate directors and managers honestly assess risk and reward and accept for the corporation the highest risk adjusted returns available that are above the firm’s cost of capital.”
 Similarly, Stephen Bainbridge invokes portfolio theory to argue that, since shareholders can diversify their portfolios, they should be indifferent to decisions by directors that affect the risks faced by an individual corporation as long as those decisions are designed to increase the rate of return of that specific corporation.
  Indeed, the holder of shares in a publicly traded corporation likely owns shares in other publicly traded corporations as well.
 Plainly, to maximize the overall value of a diversified portfolio of holdings, the broad protections of the business judgment rule serve the shareholder well by encouraging directors to take risks without fear of liability even if those specific risks do not add value to the corporation which they oversee.


A third notion supporting the broad application of the business judgment rule is the notorious complication that inevitably accompanies judicial review of business decisions. The problem with allowing courts to review the decisions of corporate directors is not that sometimes the directors get it wrong. No one seriously suggests that investors should be able to recover from directors anytime a decision ends up hurting the corporation.
  This understanding is implicit in any discussion of the workings of a market economy that recognizes the corporate form.
 The real problem with reviewing bad decisions by corporate directors, as many commentators have pointed out, is that courts will sometimes get it wrong in determining how and why the directors got it wrong. Both common sense
 and empirical studies
 tell us that any attempt to judge or analyze a decision after the results of the decision are already known might well be tainted by “hindsight bias.”
  Whatever the standard a court might use in evaluating a claim regarding a decision made in the past, it will be difficult for the court to ignore the known consequences of the decision. As Bainbridge puts it: “[d]ecision makers tend to assign an erroneously high probability of occurrence to a probabilistic event simply because it ended up occurring.”
 Hence, many fear that, absent the strong protections of the business judgment rule, courts would be tempted to hold directors liable for good-faith decisions that did not end up benefiting the corporation.


Finally, a fourth notion that informs the rationale of the business judgment rule is what Chancellor Allen in Gagliardi called “this stupefying disjunction between risk and reward for corporate directors.”
 As he explains, corporate directors generally do not own a large percentage of the stock in the corporations which they oversee.
 When they take a risk that succeeds in producing wealth for the corporation, the upside for them is perhaps a decent gain in their equity share of the corporation and certainly a gain for their reputation as good leaders and decision-makers. Similarly, if they take a risk that produces losses for the corporation, the directors will take a small equity hit and a concomitant dent in their reputations as good leaders. However, as Allen emphasizes, if courts were to hold directors personally liable for the damages arising from their unsuccessful risky decisions, the law would minimize directors’ incentive to take the kind of risks that shareholders would want them to take.
 The business judgment rule, then, simply puts the potential for personal damages in line with the potential personal payoff that might result from the authorization of a risky venture by corporate directors.
 Since the potential financial payoff for most directors is very low (because they possess little equity in the corporation), their potential liability should be very low as well. 

III. The Legal Framework for Evaluating Corporate Risk-Taking


The bottom line for supporters of a strong business judgment rule is the bottom line. For many, its justification lies in the overall value it creates.
 Much of Delaware’s jurisprudence on the rule and scholarly commentary
 dwell heavily on the policy justifications for shielding directors from liability for risk-taking through the protections of the business judgment rule. And yet in the courts’ embrace of the centrality of risk-taking, they appear to ignore the legal structure of fiduciary obligations under which corporate directors function. When used to evaluate a claim of actionable risk-taking, Delaware law is confusing and inconsistent at least partly because, until recently, the Delaware Supreme Court had not yet devised a workable definition of the fiduciary obligations owed by corporate directors.


Although the justifications for the business judgment rule seem to prohibit it, cases involving allegations of director misconduct through excessive risk-taking often address the directors’ states of mind in deciding to take the risk. For example, in Trenwick v. Ernst & Young, a case better known for its discussion of the directors’ duties to creditors, Chancellor Strine quotes Gagliardi for the proposition discussed here earlier that plaintiffs cannot hold directors liable for decisions to invest, “no matter how foolish the investment may appear in retrospect.”
 Strine again references directors’ states of mind as he addresses the role of the business judgment rule in encouraging risk-taking by directors and in protecting those directors when the risks end in failure. He says:

But business failure is an ever-present risk. The business judgment rule exists precisely to ensure that directors and managers acting in good faith may pursue risky strategies that seem to promise great profit. If the mere fact that a strategy turned out poorly is in itself sufficient to create an inference that the directors who approved it breached their fiduciary duties, the business judgment rule will have been denuded of much of its utility.

Strine states the conventional rule that a court must nearly always avoid evaluating a director’s decision based on its eventual outcome. He explains that, whatever the actual consequences of the director’s action, the director will receive the rule’s protection where he acted in good faith and where his state of mind was such that the risk “seem[ed]” like a decent idea.

Importantly, however, the business judgment rule is not merely an application of the duty of care in the corporate context.
 Instead, the rule as generally described goes further than necessary—it protects even strategies that do not “seem to promise great profit”—so that directors will still be willing to take the kind of calculated chances that we want them to take. The problem here is that, under current Delaware law, one could argue that it constitutes bad faith for a director to pursue a strategy that does not seem to him calculated to promise great profit. Such a decision would therefore fall outside the protections of the business judgment rule. Of course, in such cases, courts still must determine whether the corporate leaders who authorized risky investments—in, for example, sub-prime mortgages—really believed that these risks “seemed to promise great profit” or if the directors simply did not care to inquire into their potential for profit because they felt that the business judgment rule did not require them to. Under Trenwick, it appears that the business judgment rule would protect actions that courts might consider “bad faith” under the current definition of that term.

The Disney litigation arose after the company’s board approved CEO Michael Eisner’s decision to hire his good friend Michael Ovitz as President of the company in 1995.
 This decision made big news because Ovitz was quite close to Eisner and because Ovitz  lacked any kind of experience leading a major media conglomerate.
  But the real controversy began a little over a year later when Ovitz was fired and Disney’s shareholders learned that he was entitled to approximately $130 million upon leaving the company.  In early 1997, several plaintiffs brought a shareholder derivative lawsuit against Ovitz and the Disney board of directors alleging, among other things, that the board had breached its fiduciary duty when it approved Ovitz’s original employment agreement.
 Nearly a decade of litigation in the Delaware Court of Chancery and the Delaware Supreme Court followed.

The ensuing court battles were fun to watch over the years because they allowed us to see Hollywood big shots (Eisner, Ovitz, Sidney Poitier, etc.) squirming in the wake of a very bad business decision. But it was also fun to watch because it allowed students of corporate governance to engage in our own hindsight analysis regarding a risky decision made by corporate directors who did not adhere to what one court referred to as “best practices.”
 An underlying theme of the Disney opinions was the apparent failure of directors to recognize and evaluate risk. Specifically, the risks involved arose from approving the hiring of an untested, new president at a high price and with an extraordinarily generous severance package. The courts’ discussions of the directors’ approach in approving the new president suggest that the business judgment rule does not necessarily preclude review of risky forward-looking decisions and ultimately the imposition of liability. 

In Disney II, Chancellor Chandler held that “a ‘we don’t care about the risks’ attitude" concerning directors’ material corporate decisions could constitute a breach of the duty of good faith.
 Relying in part on Gagliardi, the Court of Chancery found that the plaintiffs had indeed pled facts sufficient to support a claim for breach of the directors’ fiduciary duty.
 Under Disney II, making a decision and not caring if that decision helps the corporation and its shareholders together constitute evidence of bad faith. 

Two years later, in an opinion known as “Disney IV,” Chandler revisited his earlier decision and delved more deeply into the issue of risk. In the first few pages of a seventy-plus-page opinion, he jumped into a Gagliardi-like discussion of the centrality of risk-taking in the business world.
 Like so many other judges faced with evaluating the culpability of directors in the wake of an unsuccessful decision, Chancellor Chandler points out that any kind of business involves risk and that courts will not apportion liability simply on the grounds that a director took a risk that did not turn out to benefit the company.
 Though conscious of the primacy of risk-taking, Chandler also displays a clear willingness to hold directors liable when they take risks knowing that they have not been sufficiently informed:

But the essence of business is risk—the application of informed belief to contingencies whose outcomes can sometimes be predicted, but never known. The decision-makers entrusted by shareholders must act out of loyalty to those shareholders. They must in good faith act to make informed decisions on behalf of the shareholders untainted by self-interest. Where they fail to do so, this Court stands ready to remedy breaches of fiduciary duty.
  

By insisting that directors be informed when making a risky decision, Chandler equates the kind of risk-taking at issue in Disney with the oversight function at issue in the many Delaware cases in which the duty of good faith evolved. As in director-oversight cases, the business judgment rule protects directors for risks that they take only when they have consciously informed themselves of the risks.  


Later in the opinion, Chandler revisits his statement in Disney II that bad faith could exist where directors “consciously and intentionally disregarded their responsibilities, adopting a ‘we don’t care about the risks’ attitude concerning a material corporate decision.”
 Affirming himself, Chandler announces that he will evaluate the behavior of the Disney directors based on the standard that “[a] failure to act in good faith may be shown, for instance, where the fiduciary intentionally acts with a purpose other than that of advancing the best interests of the corporation.”
 His ruling establishes that bad faith may exist where a director takes a risk without consciously believing that the risk is in the best interests of the corporation.
 Not caring about the risks is not merely negligence nor even gross negligence; rather, it rises to the level of bad faith, and is therefore not protected by the business judgment rule.


In applying this standard, Chandler ultimately found that, while the directors’ conduct “fell significantly short of the best practices of ideal corporate governance,”
 their conduct did not amount to bad faith as the duty was then understood. In the absence of bad faith, the business judgment rule protected the Disney directors. Chandler’s dismissal of the allegations against each defendant director has been discussed at length elsewhere,
 but it is worth focusing briefly on the language he uses regarding the conduct of Raymond L. Watson, then a director and formerly Chairman of Disney’s board. Finding insufficient evidence that Watson breached his fiduciary duties, Chandler said, “[n]othing in his conduct leads me to believe that he took an ‘ostrich-like’ approach to considering and approving” Ovitz’s compensation package.
 That is to say, if directors do not bother to look at the consequences of their actions, such behavior can be bad faith even if the directors’ actions (or inactions) do not seem to benefit them in any way.


.Disney IV’s broad sense of the duty of good faith presages the formulation in Stone. For the first time, Stone’s description of the duty drew the line indicating where a breach of the duty of care might also constitute bad faith. Stone more explicitly held what Chandler and others were hinting at (and what Gagliardi shied away from): knowing breaches of the duty of care are bad faith and can therefore constitute disloyalty even if those actions did not benefit the directors themselves.

IV. Stone v. Ritter, Good Faith, and the Business Judgment Rule


For years, the Delaware courts and academic commentators could not agree on the meaning of “good faith” in the context of the business judgment rule.
 Much of the confusion regarding the definition of good faith and its relationship to the duties of care and loyalty arises from the 1986 passage of Section 102(b)(7) of the Delaware General Corporations Law. As is well-known, the Delaware legislature passed the law in the wake of the Delaware Supreme Court’s decision in Smith v. Van Gorkom, a case in which corporate directors were held personally liable for acts which the court found amounted to gross negligence.
  Intended to provide assurance to would-be directors that they would not risk their personal fortunes by agreeing to serve on the boards of Delaware-based corporations, Section 102(b)(7) allows corporations to voluntarily limit the liability of directors for breaches of their fiduciary duties, but not for “any breach of the director’s duty of loyalty,” or “for acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law.”
 Because of the well-known legislative history of the law and the case from which it sprang, many commentators summarize 102(b)(7) as permitting a corporation to eliminate the possibility of director liability for “breaches of the duty of care.”
 That was indeed the law’s intent—to allow directors to make decisions without fearing personal liability for negligent conduct—even conduct that constitutes, as in Smith v. Van Gorkom, gross negligence.   

After the passage of 102(b)(7) Delaware courts had a hard time reconciling the duty of good faith as used in that law with the duty of good faith as it already existed in the abundant case law on the subject. Since at least 1993, the Delaware Supreme Court had seemed to insist that a director’s fiduciary obligations consisted of three different duties: care, loyalty, and good faith.
 At the same time, the rather ornery Delaware Court of Chancery followed its own formulation, insisting that good faith was merely a “subsidiary requirement” of the duty of loyalty.
  The Delaware Supreme Court finally addressed the issue head-on in its 2006 decision in the case of Stone v. Ritter.

 In Stone, a shareholder derivative lawsuit alleged that the board of directors violated their duty of good faith by failing to institute adequate measures to ensure compliance with federal financial regulations.
 In the wake of the decision, a number of commentators quickly pointed out that the court’s opinion did not fully resolve the widespread confusion on the issue of good faith.
 Nonetheless, a close reading of the case in fact provides a pretty clear understanding of the parameters of the duty. 

Oddly, the court’s formulation of the duties of good faith and loyalty describes good faith as a “subsidiary element” of the duty of loyalty although, instinctively, most would think it should be the other way around.
 At first blush, the duty of “good faith” seems broader than the duty of “loyalty” because it is hard to think of a disloyal act that would not also be in bad faith, but it is easy to think of an act that is bad faith that is not necessarily disloyal (at least in the sense of self-interested).
 Stone resolves this apparent inconsistency by defining the duty of loyalty to encompass much more than merely actions taken in self-interest.

A close reading of Stone and these earlier cases makes clear that, under Delaware law, a director acts disloyally if he does not believe in good faith that his actions are in the best interests of the corporation whether or not those actions benefit the director at the expense of the corporation. Chancellor Strine first chiseled out this definition in Guttman v. Huang,
 a case heavily relied upon by the court in Stone. In Guttman, a case involving a shareholder derivative lawsuit against corporate directors for their failure to prevent certain accounting irregularities, Strine emphasizes that disloyalty encompasses actions which do not necessarily benefit the party acting disloyally. Under his formulation, a director acts disloyally if he believes that his actions are not in the best interests of the corporation regardless of whether or not those actions in turn benefit the director himself. With the Gagliardi opinion’s string of adverbs
 several years passed, Strine reaches for the thesaurus and conjures up a string of adjectives instead. Strine states: “the reason for the disloyalty (the faithlessness) is irrelevant, the underlying motive (be it venal, familial, collegial, or nihilistic
) for conscious action not in the corporation’s best interest does not make it faithful, as opposed to faithless.”
  

Subsequent Court of Chancery opinions closely followed Strine’s Guttman formulation. These opinions made clear that bad faith (and therefore disloyalty) is not limited merely to actions which plainly benefit the director at the expense of the corporation but can also include any of a number of “moral failings.”
 In Disney IV, Chancellor Chandler (with some apparent delight) enumerates these failings with a string of nouns worthy of the adverbs and adjectives of his colleagues:

Bad faith can be the result of “any emotion [that] may cause a director to [intentionally] place his own interests, preferences or appetites before the welfare of the corporation” including greed, “hatred, lust, envy, revenge . . . shame or pride.” Sloth could certainly be an appropriate addition to that incomplete list if it constitutes a systematic or sustained shirking of duty.

The faithless director described here knows that he is acting against the best interests of the corporation due to a “moral failing” embodied in the above list of vices. Ignorance, by itself, Chandler notes, is probably not enough, “but ignorance attributable to any of the moral failings previously listed could constitute bad faith.”
  Once he has established that bad faith is a knowing failure to act in the interests of the corporation due to a bad (immoral?) motive
, it is not hard to equate bad faith with disloyalty: “Deliberate indifference and inaction in the face of a duty to act is, in my mind, conduct that is clearly disloyal to the corporation.”


The Delaware Supreme Court’s decision in Stone v. Ritter finally confirmed the counterintuitive proposition that, under Delaware law, any act made in bad faith is also disloyal
. There is no “triad” of separate fiduciary duties; when a director acts in bad faith he has violated his duty of loyalty.
 Put another way, knowing breaches of any duty (including knowing breaches of the duty of care) are henceforth considered disloyal. As Stephen Bainbridge et al. explain: 

By subsuming good faith into the duty of loyalty . . . Stone extends the domain of the duty of loyalty to cases in which the defendant received no financial benefit . . . [and thus,] [l]iability for acts in bad faith. . . will look a lot more like that imposed in cases involving a breach of the duty of care than the duty of loyalty.

After Stone, certain breaches of the duty of care (i.e. knowing breaches) will not enjoy the protection of the business judgment rule because they will be breaches of the duty of loyalty as well.

Two other commentators, Claire A. Hill and Brett H. McDonnell, nicely parse how a knowing breach of the duty of care might be defined as a breach of the duty of loyalty. As they note, a breach of the duty of loyalty in the classic sense takes place when a director takes for himself a benefit that should otherwise be the corporation’s.
 On the other hand, “[c]lassic duty of care cases also involve a director taking for herself something which should otherwise be the corporation’s: her attention and diligence.”
 Therefore, it makes sense to label a director’s actions disloyal when that director knowingly fails to pay attention or knowingly acts in a slothful manner. Such a director has indeed deliberately acted against the best interests of the corporation and in her own interests. The diligence and attention that was supposed to benefit the corporation may now be used (or perhaps saved up) by the director himself for pursuits unrelated to decision-making on behalf of the corporation itself.  Viewed this way, Stone’s expansive notion of loyalty does not seem so incongruous after all.

V. Where Risk-Taking and Oversight Meet


With the notable exception of the Disney cases, most of the decisions that gave rise to this definition of good faith and loyalty involved the oversight function of the board of directors rather than its function as manager and strategic decision-maker. Nonetheless, the jurisprudence of good faith that has evolved in these cases can easily apply to situations in which directors choose (or choose not) to take affirmative risks on behalf of the corporation. Bainbridge et al. note that, when designing oversight and compliance programs, directors inevitably must take risks that may or may not turn out to benefit the company.
 Weighing the costs and benefits of certain safeguards against rules violations, a board might decide that the safeguards are simply not worth the price given the likelihood of a potential violation and the gravity of the harm it would do.
 According to Bainbridge et al., assuming that the directors arrived at the decision not to implement the safeguards in good faith, they would plainly be protected under the Caremark standard.
 The decision to suffer a risk by not implementing a costly safeguard is therefore not different from the decision to take a risk by pursuing, for example, a new and untested technology, or to invest in financial instruments backed by sub-prime loans; at least they are not different regarding the way a court should evaluate the good faith of the corporate authorities who chose to take the risk in the first place.


By clarifying the definition of good faith in Stone, the Supreme Court of Delaware created the opportunity to re-evaluate the way that the business judgment rule addresses risk-taking by corporate directors. As Stone established, it is not good faith, “where the fiduciary intentionally acts with a purpose other than that of advancing the best interests of the corporation.”
Therefore, deliberately failing to pay attention to the risks of pursuing a new idea or to the risks of an investment in a highly uncertain financial instrument would be bad faith and would therefore fall outside the protections of the business judgment rule. Perhaps, as Bainbridge and his co-authors fear, such failure looks a lot like a breach of the duty of care masquerading as a case involving a breach of the duty of good faith.
 But under Stone’s very high threshold, only knowingly careless conduct becomes disloyal conduct and therefore bad faith. This new standard should not threaten the culture of innovation and risk-taking enjoyed by corporate directors.


Other commentators have argued that courts should use some kind of negligence standard in this context and that such a standard would not really change the way that corporate boards operate. For example, in a prescient article, Franklin A. Gevurtz recognized that the law plainly acknowledges in numerous contexts that risk-taking resulting in a negative outcome is not necessarily negligence.
 He explains that any simple application of the negligence standard to corporate board activity will only impose liability where the decision is unreasonable—i.e. where the expected probability of failure is high in relation to the magnitude of gain should the action prove successful.
  

In fact, Gevurtz’s formulation does not seem all that different from one application of the Stone standard of good faith to a risky decision. Suppose that a board of directors were to decide to embark on a series of costly and risky projects knowing that the available information suggested a 10% chance of success for each project and a potential gain of 500% of the cost for every successful outcome. One need not wait to review this decision in the hindsight of its likely failure to be able to say that the directors did not act “in the good faith belief that [their] actions [were] in the corporation’s best interest.”
 Under Stone, such action (whether or not one calls it careless, negligent or unreasonable) breaches the duty of good faith (by knowingly making a decision against the corporation’s interest). In so doing, the action also necessarily breaches the duty of loyalty and is outside the protections of the business judgment rule.
 Stone, however, goes further still and condemns as bad faith knowing breaches of the duty of care where the directors did not take the time to evaluate the wisdom of the decision they made. 


Some might conclude that this interpretation of Stone has eviscerated Gagliardi’s lofty vision of the business judgment rule. Another close look at Gagliardi suggests otherwise. The decision in Gagliardi is correctly premised on the belief that shareholders want directors to take risks because that is how directors best serve the interests of the shareholders. Although Chancellor Allen plainly says that foolish, stupid, and egregious risks
 should be protected, even he seems to allow for the kind of examination of the attentiveness and care of the directors contemplated by Stone. Allen states that it is “an elementary precept of corporation law,” that “in the absence of facts showing self-dealing or improper motive, a corporate officer or director is not legally responsible to the corporation for losses that may be suffered as a result of a decision that an officer made or that directors authorized in good faith.”
 He later says that there cannot be director liability without a conflict of interest or “suspect motivation.”
  Since he mentions self-dealing and conflicts of interest separately, he clearly intends “improper motive” and “suspect motivation” to include some other kind of potentially actionable shortcoming by directors. And Allen seems to leave open the possibility that a range of director misconduct other than self-dealing might indeed be actionable. After all, one could easily think of examples of conflict-of-interest decisions that are not bad faith
, but it is harder to conjure up a decision that is based on an improper or suspect motive that constitutes good faith.


Stone broke no new ground in its treatment of self-dealing and conflicts of interests (because they were already clearly bad faith). It did, however, change the way that Delaware law approaches all those other bad decisions (from simple well-meaning but wrong decisions to those very bad decisions which, because the directors knew they were bad, rise to the level of bad faith). Stone’s equation of knowing lack of care with disloyalty bridges the gap between bad-faith conflicts of interest and decisions based on “improper” or “suspect” motivations for which Allen might search his thesaurus to label. Allowing actions for knowing breaches of the duty of care does little damage to the strength of the business judgment rule’s protections. Just as with traditionally disloyal behavior, those breaches do indeed “involve a director taking for herself something which should otherwise be the corporation’s.”
 Chancellor Allen grasps for the adverb to modify such action and cannot find it because, like most jurists and commentators pre-Stone, he does not equate knowing negligence with disloyalty. In Gagliardi, when Allen allows for the “theoretical” possibility of recovery by shareholders for “egregious” misconduct that is not necessarily self-dealing, he must have in mind the kind of conduct that Stone would label disloyalty – where the directors have failed to act “in the good faith belief that [their] actions are in the corporation’s best interest.”
 And as this Article has discussed, under Stone, a knowing failure to pay what Allen calls, “minimalist proceduralist standards of attention,”
 would constitute disloyalty and bad faith and therefore fall outside the protection of the business judgment rule.

VI. A Glimpse of the Future

In the weeks just before publication of this Article, the Delaware Court of Chancery published opinions in two cases that provide a glimpse at how courts will address shareholder claims that directors breached their fiduciary duties in managing risk in the future.  The two cases, American International Group, Inc. Consolidated Derivative Litigation,
 and In Re Citigroup Inc. Shareholder Derivative Litigation
, arose from the fallout of the 2008 subprime mortgage crisis.  In both, shareholders brought derivative actions against members of the board of directors, attempting to hold them personally responsible for failing to fulfill their oversight obligations.  While neither decision creates a radically new standard for the management of risk, the rulings do suggest that the Delaware courts might find bad faith where the plaintiffs can show that directors consciously ignored the risks to which management was subjecting their companies.  The decisions are thus a first step towards a new willingness by the courts to recognize that the disloyalty involved in a failure to monitor or oversee is really not all that different from the kind of self-interested disloyalty that courts have called bad faith in the past.

In AIG, Chancellor Strine allowed plaintiffs to proceed with a shareholder  derivative lawsuit against directors for knowingly failing to stop certain fraudulent schemes carried out by the company’s management.
  Citing, Stone, Strine acknowledged that “directors  can be liable where they ‘consciously failed to monitor or oversee [the company’s internal controls] thus disabling themselves from being informed of risks or problems requiring their attention.’”
 Such a failure, Strine explicitly states, can constitute a breach of the duty of loyalty.
  The decision is plainly an affirmation of Stone’s extension of the definition of disloyalty to include knowing breaches of the duty of care by directors in carrying out their oversight function.


In Citigroup, Chancellor Chandler appeared to take a step back from Strine’s decision in AIG.  Here, plaintiff shareholders sued Citigroup’s directors alleging that they breached their fiduciary duties by failing to adequately monitor the risk to which the company had subjected itself in the months leading up to the subprime mortgage meltdown.
  Closely following the traditional justifications for the business judgment rule, Chandler concluded that the plaintiff’s allegations were insufficient to state a claim under Caremark.
The strongest claim the plaintiffs made was that Citigroup directors ignored “red flags” that seemed (in hindsight of course) to suggest that a collapse in the subprime mortgage market was imminent.
 Chandler refused to take the bait, insisting that the law requires something much more than evidence of wrong decision-making to lead courts to disregard the protective presumptions of the business rule.
 Warning signs, he says, “are not evidence that the directors consciously disregarded their duties orotherwise acted in bad faith; at most they are evidence that the directors made bad business decisions.”
  Citigroup clearly requires a conscious failure to evaluate risk at all and not simply a “failure to predict the future.”
 

Chandler usefully distinguishes the allegations in Citigroup from those in AIG. In the earlier case, the plaintiffs alleged that the directors knowingly failed to prevent wrongdoing.
 If those allegations are true, a persuasive case for bad faith exists. In Citigroup, however, the directors merely made a wrong decision: to ignore the red flags that indicated a downturn in the economy. Chandler rightly insists that the failure of the Citigroup directors to foresee the extent of the subprime mortgage crisis is not evidence of bad faith, merely bad judgment.  To hold those directors personally liable would require showing a knowing and deliberate failure to evaluate the risks of the company’s policies, not a mere failure to predict the future.
  While the opinion in Citigroup is a powerful affirmation of the traditional view of the business judgment rule’s protections, it nonetheless leaves open the possibility that a court will impose liability on directors who knowingly fail to evaluate risks presented to them.

VII. Conclusion


In the coming years, law-makers and judges will focus much attention on the application of the business judgment rule to risky corporate decisions. After all, the financial crisis of 2008 arose in large part from excessive and apparently unmonitored risk-taking on the part of corporations. Any legal response to the crisis must carefully balance the continuing need for a competitive marketplace in which the best risk-takers succeed with the need to protect shareholders and other stakeholders from the bad faith behavior of corporate decision makers. The rigorous application of the post-Stone formulation of fiduciary duties appears to set out such a regime.

Under Stone, courts should be able to address risky business decisions in a way that neither pays excessive deference (or perhaps reverence) to risk-takers nor stifles the ability of corporate leaders to pursue innovative ideas, investments, and technologies. Operating in an environment in which it is accepted that risky decisions often end in failure, corporate directors can still take those kinds of risks without fear that such failure will result in personal liability. However, they plainly cannot choose a risky course of action knowing that the decision is a bad one or knowing they have not taken care to evaluate whether or not the risks involved will benefit the corporation. Delaware courts should now consider either of such failures to be disloyalty whether or not it involved self-dealing in the traditional sense. 

Stone’s extension of the duty of loyalty to knowing breaches of the duty of care simply clarified the definition of good faith under Delaware law.
 Though courts may now impose liability for knowing failures to pay attention when authorizing affirmative risks, this should do little to undermine the culture of innovation that is so central to the past success of American corporations. Instead, this policy would only penalize directors who have indeed acted disloyally – by failing either to pay attention or to engage in any kind of business judgment at all. Demanding that corporate directors adhere to the Stone standard when authorizing risk would simply bring Delaware law regarding risk-taking into line with its existing law on oversight. It is this kind of consistency, of course, that has made Delaware a center of American corporate law for generations.  And it is this kind of rigor that must be imposed in order for the American economic system to recover from the damage inflicted upon it by the bad faith risk takers of the early years of the twenty-first century.
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� Id. 


� Citigroup, 964 A.2d at 117.


�Id. at 126.


� Id. at 128.


� Id. at 126.


� Id. at 125. 


� Id. at 127.


� Id. at 126.


� Chandler ambiguously states “There are significant differences between failing to oversee employee fraudulent or criminal conduct and failing to recognize the extent of a Company’s business risk.” Id. at 127. He does not mean to say that directors should receive protection for failing to recognize the existence of a company’s risk; rather he must mean to say that directors should receive protection although they failed to predict accurately the extent of a company’s risk.


� Sarah Helene Duggin and Stephen M. Goldman argue that “The old good faith addresses improper motivation; the new good faith addresses dereliction of duty.” Sarah H. Duggin & Stephen M. Goldman, Restoring Trust in Corporate Directors: The Disney Standard and the “New” Good Faith, 56 Am. U. L. Rev. 211, 240 (2006). But something implicit in the dereliction of a director’s duty still brings us back to an improper motive even if it is not self-dealing in the traditional sense.  
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