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On March 25, the Delaware Supreme
Court reversed and remanded the Dela-
ware Chancery Court’s decision in Ryan v.
Lyondell Chemical Co., a decision that, if
it had been allowed to stand, had the po-
tential to conflate violations of due care
with bad faith in the context of a board’s
evaluation of potential mergers.! Although
not entirely unexpected, given that the Su-
preme Court agreed to hear the case on an
interlocutory appeal, the Court’s opinion is
certainly welcomed by merger and acquisi-
tion professionals, as few recent decisions
by the Delaware Court of Chancery have
sparked more immediate commentary.?
Indeed, despite a 45% premium, a series
of meetings held during the week preced-
ing the board’s vote on the merger, and the
board having retained a financial advisor
who not only advised the board but also
rendered a fairness opinion, the Chancery

Court found material issues of fact that
could give rise to a claim of “bad faith”
because the board failed “to engage in a
more proactive sale process.”® Given the
material issues of fact, the Chancery Court
rejected the directors’ Delaware General
Corporation Law section 102(b)(7) de-
fense on a motion for summary judgment,
despite finding no disclosure violations, no
self-dealing or illicit motive and no other

“general duty of loyalty claims.”*
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Given the skepticism expressed by the Chan-
cery Court about the plaintiff’s chances of ulti-
mately prevailing, Lyondell could have been read
as nothing more than a decision where the court
felt constrained by the standards applicable to any
summary judgment motion. Indeed, the Chancery
Court suggested as much in a clarified opinion
denying the directors’ interlocutory appeal.’ Nev-
ertheless, the decision created the potential for
enormous uncertainty for directors faced with the
difficult decisions inherent in the sale of a com-
pany.® That uncertainty would only be heightened
by the fact-intensive nature of the bad-faith in-
quiry and the potential for personal liability even
for a disinterested, independent board that would
flow from the absence of section 102(b)(7) protec-
tion on a Revlon claim.”

As discussed below, the Delaware Supreme
Court firmly rejected the Delaware Chancery
“‘unexplained inaction’
permits a reasonable inference that the directors

Court’s decision that

may have consciously disregarded their fiduciary
duties.”® While noting that “[a]t most, this re-
cord creates a triable issue . . . on the question
of whether the directors exercised due care. There
is no evidence . . . from which to infer that the
directors knowingly ignored their responsibilities,
thereby breaching their duty of loyalty.”® Conse-
quently, the Delaware Supreme Court found the
directors were entitled to summary judgment on
their section 102(b)(7) defense.!” The clarity of
the Court’s instruction that there is a “vast dif-
ference” between conduct that might give rise to
a due care claim and that which constitutes an
“intentional dereliction of duty”!! restores a mea-
sure of certainty as to the protections afforded a
disinterested, independent board in determining
whether or not to accept a merger proposal or in

deciding between competing proposals.

Background of the Merger

Netherlands-based chemical company Basell
AF first expressed interest in acquiring Lyondell
Chemical Co. in April 2006 at an introductory
meeting between Lyondell’s Chairman and Chief
Executive Officer, Dan F. Smith, and the Chair-
man and President of Basell’s corporate parent,
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Leonard Blavatnik. As the price Mr. Blavatnik
proposed at that time was inadequate, those dis-
cussions were unfruitful.

A vyear later, Access Industries—a New York-
based industrial group owned by Mr. Blavatnik
and which had bought Basell in 2005—acquired
an 8.3% interest in Lyondell and filed a Schedule
13D with the Securities and Exchange Commis-
sion, which signaled to Lyondell’s board of direc-
tors (the Board) that Basell may wish to engage
in further discussions.'””> The Board convened a
special meeting to discuss the filing.!> At the time,
Lyondell was “a financially strong and viable
company. It was not in financial distress; it was
not looking to raise capital; it was not looking to
spin-off one of its divisions; and it was not other-
wise “for sale’ or ‘on the auction block.””* Con-
sequently, the Board concluded that “no immedi-
ate response [to the Schedule 13D] was required
and that it would await the reaction of the market
and Lyondell’s major shareholders to Blavatnik’s
move.”" The Board also “decided to wait and
see if any suitors would express an interest in the
company in light of the 13D’s signal to the market
that Lyondell was ‘in play.’”'¢

The market did in fact react to the 13D filing.
One private equity investor contacted Mr. Smith
to see if Lyondell management would be interested
in a management-led buyout.'” That investor was
“flatly rebuffed” because Mr. Smith “viewed such
transactions as fraught with inherent conflicts of
interest for both management and the Board.”'®
Shortly thereafter, Mr. Smith pursued negotiations
with Basell, and, at one point, suggested to Ba-
sell’s Chief Executive Officer, Volker Trautz, that
a price of $48 per share would be “justified.”"’
The Board, however, was largely unaware of these
contacts.”” According to the Chancery Court, “de-
spite the signals sent to the market by Blavatnik’s
13D filing . . . (and Smith’s apparent anticipation
of a transaction), the Board was indolent, making
no effort to value the Company or to assess what
options might be on the table if Basell (or another
acquirer) made a move to acquire Lyondell.”?!

Without participation or input from the Board,
Mr. Smith continued to negotiate with Mr. Blav-
atnik. Eventually, Mr. Smith suggested that Mr.
Blavatnik make his “best” offer for the compa-
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ny.”> On July 9, 2007, Mr. Blavatnik offered $48
per share if the Board would sign a merger agree-
ment by July 16, 2007, and agree to a $400 mil-
lion break-up fee.?

Mr. Smith then took Mr. Blavatnik’s proposal
to the Board. The Board hired financial advisors
and met several times over the next week, for
a total of six or seven hours.? The Board also
sought several concessions from Mr. Blavatnik in
the merger agreement.” Mr. Blavatnik agreed to
reduce the break-up fee to $385 million, but oth-
erwise refused to improve the terms of the deal.?®

Ultimately, the Board approved the premium
transaction. As is typical in such situations, the
merger agreement provided for a 3% termination
fee, a no-shop clause, and matching rights for
Basell.”” The Board also agreed to pull Lyondell’s
shareholder rights plan as to Basell’s proposal.?®

The Chancery Court's Decision

As usually happens after the announcement of
any significant corporate transaction, litigation
quickly ensued. Lyondell shareholder Walter E.
Ryan brought a putative class action challenging
the decision of the Board to accept the premium
offer.”” Despite the premium price and overwhelm-
ing shareholder approval, the plaintiff asserted
breach of fiduciary duty claims, alleging, among
other things, that neither the process the Board
undertook to consider Basell’s offer nor the deal
protection measures to which the Board agreed
were designed to maximize shareholder value as
required by Revlon.

The Board moved for summary judgment on
the plaintiff’s claims, which the court denied in
part and granted in part.’® While the court grant-
ed summary judgment for the directors as to the
plaintiff’s disclosure claims and claims that the
Board was conflicted or acted with improper mo-
tive, it denied the motion as to plaintiff’s Revlon
claims. The court concluded that issues of fact
existed as to whether the directors acted with
“bad faith” or “conscious disregard” of their du-
ties, in doing “nothing (or virtually nothing) to
confirm the superiority of the price but, nonethe-
less, [providing] Basell a full complement of deal
protections.”?! In so concluding, the court denied
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the directors, at least at the summary judgment
stage, the protection of Lyondell’s section 102(b)
(7) charter provision.*

In rejecting the directors’ argument that plain-
tiff, at best, stated a claim for breach of the duty
of care, the Chancery Court began its analysis
by acknowledging that plaintiff was required to
“demonstrate that the Board either failed to act in
good faith in approving the Merger or otherwise
acted disloyally.”*® The court concluded, how-
ever, the “the Board’s failure to engage in a more
proactive sale process may constitute a breach of
the good faith component of the duty of loyalty as
taught in Stone v. Ritter.”3* The court explained
that, in Stone, the “Delaware Supreme Court held
that ‘the fiduciary duty of loyalty is not limited to
cases involving a financial or other cognizable fi-
duciary conflict of interest. [Rather, the duty] also
encompasses cases where the fiduciary fails to act
in good faith.””3% As described by the court, “‘[w]
here directors fail to act in the face of a known
duty to act, thereby demonstrating a conscious
disregard for their responsibilities, they breach
their duty of loyalty by failing to discharge that
fiduciary obligation in good faith.’”3

The court went on to explain its denial of sum-
mary judgment stating: “[t]he record, as it pres-
ently stands, does not, as a matter of undisputed
material fact, demonstrate the Lyondell directors’
good faith discharge of their Revlion duties—a
known set of ‘duties’ requiring certain conduct or
impeccable knowledge of the market in the face
of Basell’s offer to acquire the Company.”” The
court’s August 29, 2008 opinion denying inter-
locutory appeal best summarizes its reasoning:

[O]n the summary judgment record before
the Court, it appeared that: (1) the direc-
tors knew, based on the filing of a Sched-
ule 13D with the Securities and Exchange
Commission in May 2007, that the Com-
pany was “in play”; (2) despite having that
knowledge, the directors did nothing (or
virtually nothing) to prepare or to develop
a strategy—consistent with the principles
of Revlon and its progeny—for maximiz-
ing shareholder value in connection with
a possible sale of the Company; (3) the di-
rectors did nothing (or virtually nothing)
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pre-signing to confirm that a better deal
could not be obtained; (4) the directors did
nothing (or virtually nothing) to negotiate
on Basell’s offer; and (5) the directors did
nothing (or virtually nothing) post-signing
to verify that a better deal could not have
been obtained.*®

Based on these facts, the Chancery Court ruled
that “there exists apparent and unexplained di-
rector inaction despite their knowing that the
Company was ‘in play’ and their knowing that
Revlon and its progeny mandated certain conduct
or impeccable knowledge of the market in pursuit
of the best transaction reasonably available to the
shareholders in a sale scenario.”?’

The Delaware Supreme Court's
Reversal and Remand Clearly
Delineate the Difference Between
Gross Negligence and Bad Faith

In reversing and remanding with instructions
that summary judgment be entered for the direc-
tors on their section 102(b)(7) defense, the Del-
aware Supreme Court held that there is a clear
distinction between conduct necessary to sustain
a finding of gross negligence and conduct neces-
sary to support a finding of bad faith.*’ Indeed, as
the Delaware Supreme Court noted, “[bJecause
the trial court determined that the board was in-
dependent and was not motivated by self-interest
or ill will, the sole issue is whether the directors
. . . breached their duty of loyalty by failing to
act in good faith.”*! The Court began its analy-
sis by noting that it had addressed the “range of
conduct that might be characterized as bad faith”
in In re Walt Disney Co. Derivative Litigation,
where it held that “bad faith encompasses not
only an intent to harm but also intentional der-
eliction of duty. . . .”#

While not necessarily faulting the Chancery
Court’s decision to “obtain a more complete re-
cord,” the Delaware Supreme Court found that
“the trial court reviewed the existing record under
a mistaken view of the applicable law.”* According
to the Court, at least three flaws underlie the Chan-
cery Court’s analysis: (i) an imposition of Revlon
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duties before the Board either decided to sell or be-
fore a sale became inevitable; (i) an assumption that
Revlon created a fixed set of requirements that the
Board had to satisfy in order to demonstrate that
it obtained the highest price reasonably available;
and (iii) equating an imperfect sales process with a
knowing disregard of duty constituting bad faith.*
These errors led to an improper denial of summary
judgment given the Chancery Court’s acknowledge-
ment that the Lyondell Board was ““active [and] so-
phisticated,” with a general awareness of both the
“‘value of the Company and the conditions of the
markets in which the Company operated.””*

With regard to the “two months of slothful in-
difference” so criticized by the Chancery Court,
where the Board failed to take any action follow-
ing Basell’s filing of a Schedule 13D, the Delaware
Supreme Court found that Revlon duties do not
arise “simply because a company is in play.”*
Rather, the Court found that having conducted
a special meeting and declining to either take any
defensive measures or put up the company for
sale, the Board’s decision to take a “‘wait and see’
approach” was an “entirely appropriate exercise
of . .. business judgment.”*”

In terms of the Board’s failure to conduct an
auction, conduct a market check or demonstrate
“an impeccable knowledge of the market,”*® the
Court commented that while it might have been
permissible to seek additional evidence on a duty
of care claim, the analysis is “very different” when
a court is determining whether directors “acted
in good faith.”* Reiterating that “there are no
legally prescribed steps that directors must fol-
low to satisfy their Revlon duties,” the Supreme
Court held that the “directors’ failure to take any
specific steps during the sales process could not
have demonstrated a conscious disregard of their
duties.”*® The Court went on to declare that “[i]
nstead of questioning whether disinterested, in-
dependent directors did everything that they (ar-
guably) should have done to obtain the best sale
price, the inquiry should have been whether those
directors utterly failed to attempt to obtain the
best sale price.” ! Finding that the record “leads
to only one possible conclusion,” the Court re-
versed and remanded “for entry of judgment in
favor of the Lyondell directors.”>?
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Conclusion

If it had been allowed to stand, the Chancery
Court’s liberal interpretation of bad faith would
have substantially undermined the very purpose
of section 102(b)(7), which was enacted in re-
sponse to the seminal Delaware Supreme Court
case, Smith v. Van Gorkom.* Significantly, al-
though the board in Van Gorkom was far less ac-
tive than the Lyondell Board, the conduct of the
Van Gorkom directors only gave rise to a claim
of gross negligence—not bad faith. Recall that in
Van Gorkom, the board approved a merger that,
as in Lyondell, had been negotiated by the Chief
Executive Officer. The board held a single two-
hour meeting that consisted of an oral presenta-
tion from the CEQ; a statement from the com-
pany’s president that he supported the merger and
believed the offer was adequate; a statement from
the chief financial officer that, although he had
not participated in the negotiations and had not
performed a valuation of the company, the price
offered was “at the beginning of the [fair] range”;
and legal advice about the need for a fairness
opinion (the board did not have one). The direc-
tors did not read the merger agreement, and did
not provide for a market check. Based on these
facts, the Delaware Supreme Court concluded
that the directors acted with gross negligence and
awarded damages to the plaintiffs.

To that end, Van Gorkom acts as a measur-
ing stick for what level of board involvement
deserves section 102(b)(7) protection. The Chan-
cery Court’s overly broad interpretation of “bad
faith” in Lyondell would have transformed con-
duct plainly within the Van Gorkom realm of
grossly negligent acts [conduct that section 102(b)
(7) was designed to address| into conduct that
loses section 102(b)(7) protection. In unequivo-
cally declaring that “there is a vast difference
between an inadequate or flawed effort to carry
out fiduciary duties and a conscious disregard for
those duties,”** the Delaware Supreme Court’s re-
versal of Lyondell should put the lid back on a
Pandora’s Box of potential personal liability for
directors and ensure that they retain the flexibility
necessary to respond appropriately in considering
change of control transactions.
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