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An Unremarkable Case: Good Faith After Lyondell

By Blake Rohrbacher

Some may consider the Delaware Supreme
Court’s recent opinion in Lyondell Chemical Co. v.
Ryan' to be a remarkable departure from the
Delaware courts’ prior cases. But the opinion,
issued on March 25, 2009, was largely a faithful
application of settled precedent. Most importantly,
Lyondell reaftirmed the definition of bad faith set
forth by the Court in its Disney? opinion and con-
firmed that Disney’s bad-faith standard applies in
the transactional context. This article describes the
decision and discusses its implications.

Background

Basell AF wanted to buy Lyondell Chemical
Company.? After a few unsuccessful overtures, in
May 2007, Basell filed a Schedule 13D with the
Securities and Exchange Commission indicating an
interest in entering into a transaction with Lyondell.
Lyondell’s board met to consider the Schedule 13D,
recognizing that it had put the company “in play,”
and decided to await the market’s reaction—which
turned out to be nothing. No real bidders came for-
ward until July 2007, when Basell offered Lyondell a
“blowout” price with a short fuse. Basell demanded
that the deal be approved in a single week and
mostly refused to negotiate on key aspects of its
“best price” offer. The Lyondell directors had gen-
eral knowledge of Lyondell’s value, solicited advice
from financial and legal advisors, and considered
the possibility that Lyondell’s stockholders would
receive a better deal. After several meetings, they
unanimously approved the merger, which was later
approved by more than 99 percent of the voted
shares.

The Court of Chancery, focusing on the two-
month period (between the May 2007 filing of
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the Schedule 13D and the July 2007 decision of
the board to negotiate the sale to Basell) of rela-
tive inaction by the Lyondell directors, held that a
question of fact was raised regarding the directors’
good faith that could not be decided on summary
judgment.* After the Lyondell directors sought
and received permission to pursue an interlocutory
appeal, the Supreme Court reversed and remanded
with instructions to enter judgment in favor of the
defendant directors.>

The Supreme Court’s Opinion

The linchpin of the Supreme Court’s decision
was the fact that Lyondell’s certificate of incorpo-
ration contained an exculpatory provision under
8 Del. C. § 102(b)(7). The Lyondell directors were
therefore not liable in damages for a breach of
their duty of care, and the plaintiff had to plead
a breach of their duty of loyalty to obtain any
damages.® But the Court of Chancery had deter-
mined that the Lyondell board—made up of
accomplished businesspeople—was independent
and disinterested.” As has become increasingly
common,® the plaintiff tried to get around this
hurdle by arguing that the Lyondell directors had
failed to act in good faith. For the Supreme Court,
then, “the sole issue [was] whether the directors
[were] entitled to summary judgment on the claim
that they breached their duty of loyalty by failing
to act in good faith.”®

Although the Court of Chancery denied sum-
mary judgment because it found the factual record
incomplete, the Supreme Court held that the Court
of Chancery had “reviewed the existing record
under a mistaken view of the applicable law.”1° The
Supreme Court stated that “[t]hree factors contrib-
uted to that mistake.”!!

First, the Supreme Court followed precedent in
holding that no Revlon duties arose during the two-
month period following the filing of the Schedule
13D; Revion duties arose only during the week
in which the directors began negotiating the sale
of the company.!2 That is, the “duty to seek the
best available price applies only when a company
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embarks on a transaction—on its own initiative
or in response to an unsolicited offer—that will
result in a change of control.”!3 The import of
this unremarkable statement'4 was that the two-
month period following the Schedule 13D was no
longer relevant for purposes of deciding whether
the Lyondell directors had acted in bad faith.!s
Since the Lyondell directors had made no decision
to sell Lyondell at that time, the fact that Lyondell
had been put “in play” by Basell’s Schedule 13D
was irrelevant. The Court of Chancery’s analy-
sis had “focused on the directors’ two months
of inaction, when it should have focused on the
one week during which they considered Basell’s
offer.”1® The Supreme Court’s narrowing of the
legally relevant timeframe was significant—even
the Court of Chancery had “acknowledged that
the directors’ conduct during those seven days
might not demonstrate anything more than lack
of due care.”!’

The opinion then turned to what the Supreme
Court considered the Court of Chancery’s second
mistake, reading “Revlon and its progeny as creat-
ing a set of requirements that must be satisfied
during the sale process.”’8 The Supreme Court
first repeated Revion’s statement that there is “only
one Revlon duty—to ‘[get] the best price for the
stockholders at a sale of the company’”!® and then
repeated Barkan’s statement that “‘there is no single
blueprint that a board must follow to fulfill its
duties.””20 The Court held that no “court can tell
directors exactly how to accomplish [the goal of
achieving the best sale price for the stockholders],
because they will be facing a unique combination
of circumstances, many of which will be outside
their control.”?! Because the issue before the Court
was not due care, but only whether the directors
had failed to act in good faith, the Supreme Court
held that judgment was mandated in the directors’
favor.

Finally, the Supreme Court disagreed with the
Court of Chancery’s equating “an arguably imper-
fect attempt to carry out Revlon duties with a
knowing disregard of one’s duties that constitutes
bad faith.”22 The Court relied for this analysis on
the language from Disney that “bad faith will be
found if a ‘fiduciary intentionally fails to act in
the face of a known duty to act, demonstrating
a conscious disregard for his duties.””? Because
Revlon imposes no legally prescribed steps for direc-
tors to follow, the Court stated that the Lyondell

“directors’ failure to take any specific steps during
the sale process could not have demonstrated a
conscious disregard of their duties.”?* That is, only
if the directors “knowingly and completely failed to
undertake their responsibilities would they breach
their duty of loyalty.”2’ Since the Lyondell directors
had been found to be disinterested and indepen-
dent, “the inquiry should have been whether those
directors utterly failed to attempt to obtain the best
sale price.”26

The Court then held that the Lyondell directors
did not breach their duty of loyalty by failing to
act in good faith because they had, among other
things, met several times to consider Basell’s offer,
been generally aware of Lyondell’s value, solicited
and followed the advice of their financial and legal
advisors, attempted to negotiate a higher offer,
and approved the too-attractive-to-pass-up merger
agreement.?’

Lyondell and Good Faith

The Supreme Court in Lyondell was faithful to
the letter and spirit of its prior decisions on good
faith. Most prominently, Lyondell followed the
three-factor analysis set forth in Disney, which
required plaintiffs claiming a failure to act in good
faith to show an (1) intentional (2) failure to act (3)
in the face of a known duty to act.28 In applying
these three factors, Lyondell demonstrated how the
courts will apply Disney’s bad-faith standard in the
transactional context.

First, it is clear that the Supreme Court meant
what it said in Disney—plaintiffs cannot prove that
directors failed to act in good faith without show-
ing that the directors’ inaction was intentional.?®
While Lyondell did not describe the requirement
using the term “scienter,” as the Court did last
year in Wood v. Baum,® it made its point nonethe-
less: “Only if [the directors] knowingly and com-
pletely failed to undertake their responsibilities
would they breach their duty of loyalty.”3! “[T]he
inquiry should have been whether those directors
utterly failed to attempt to obtain the best sale
price.”32

The second bad-faith factor requires plaintiffs
to show a failure to act. Lyondell arose in a trans-
actional context, and the Court made a key obser-
vation here: the plaintiff had not claimed that the
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directors did nothing during the week in which
their Revlon duties applied; he merely claimed that
the directors did not do enough. But not acting
enough is not the same as completely failing to
act. As the Supreme Court stated, “if the directors
failed to do all that they should have under the
circumstances, they breached their duty of care.
Only if they knowingly and completely failed to
undertake their responsibilities would they breach
their duty of loyalty.”33Lyondell confirmed, just
as Disney and Stone’* had held, that to fail to act
in good faith, fiduciaries must completely “fail to
act”3>—thereby maintaining the important dis-
tinction between the duty of care and the duty of
loyalty.

The last Disney factor, a source of some con-
fusion, was also clarified somewhat in Lyondell.
The requirement that directors must have inten-
tionally failed to act “in the face of a known
duty to act” has been discussed colloquially in
the Caremark context by Stone and others as a
“red flag.” A “red flag” in the oversight context
is some specific fact or facts known to the direc-
tors that should prompt the directors to take
some action in response.’® But it has been less
clear what this requirement means in the trans-
actional context. Directors’ sole duty to act in
the Revlon context is to get the best sale price for
the stockholders.?’

The Lyondell Court refused to carve that duty
into disparate elements, noting that “the direc-
tors’ failure to take any specific steps during the
sale process could not have demonstrated a con-
scious disregard of their duties.”3 Both Disney
and Lyondell refer to a “known duty to act,” as
opposed to a “fiduciary duty,” which may explain
why the Lyondell Court was unwilling to carve
up Revlon duties into specific action items.?® The
sole Revlon duty is to get the best sale price, so
that alone was the directors’ known duty to act.40
As long as the directors attempted to pursue that
goal, they could not have been liable for bad
faith.

Taken as a whole, Lyondell’s faithful reading
of Disney confirmed that Disney’s bad-faith stan-
dard applies the same in the transactional context
as in the oversight context. Bad faith is already
hard to show in the oversight context,*! where one
might conceivably catch directors sleeping on the
job. It may be (and should be) even harder in the

transactional context, where disinterested direc-
tors are constantly taking actions. It is for that
reason that the Court of Chancery in Lear made
the statement, adopted in Lyondell, that, “‘[i]n the
transactional context, [an] extreme set of facts [is]
required to sustain a disloyalty claim premised
on the notion that disinterested directors were
intentionally disregarding their duties.””#> The
Disney/Stone standard of bad faith applies in the
transactional context, but the requirement that
directors must completely “fail to act” makes
bad-faith claims harder to prove. Any allegations
of inadequate action will constitute only an excul-
pated breach of the duty of care, so a plaintiff
must prove that disinterested directors did abso-
lutely nothing in a context where they typically do
many things.

The effect of Lyondell, therefore, was to reaffirm
the culpability framework that had existed before
the opinion and to establish its broader application
in all contexts. That framework, including defini-
tions set forth by the Delaware courts, is depicted in
the below diagram:*3

Bad faith — Breach of duty of loyalty

>

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

“fiduciary acts
with the intent to
violate applicable

positive law”

“fiduciary } Scienter

intentionally fails
to act in the face
of a known duty
to act,
demonstrating a
conscious
disregard for his

needed

duties”

Culpability

Gross Negligence — Breach of duty of care

u “reckless indifference to or a deliberate disregard of the whole
body of stockholders or actions which are without No

the bounds of reason” scienter
needed

Negligence — No breach, no liability

Conclusion

While practitioners of all stripes may debate
what Lyondell means for stockholder litigation, it
should be clear that Lyondell’s unremarkable hold-
ings do not change the status quo.** The presence
of a § 102(b)(7) exculpatory provision will continue
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to prevent monetary damages for breaches of the
duty of care, but plaintiffs can still seek injunctions
when directors breach their duty of care in a Revion
situation.*> While plaintiffs may have a hard time
making out a bad-faith claim against independent,
disinterested directors, such claims have always
been difficult to prove. In other words, stockholder
litigation will proceed as it always has, but, thanks
to Lyondell, both counsel and the courts will have a
clearer path to follow.
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