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On February 24, the Delaware Chancery 
Court issued a decision that strongly reaf-
firms the protections granted to corporate 
directors under Delaware law. The deci-
sion provides reassurance that, even if cor-
porate directors make decisions that—in 
hindsight—turn out poorly, their judgment 
will not be second-guessed by the courts, 
provided they acted in good faith. The case 
also makes clear that corporate boards that 
implement and oversee a corporate compli-
ance system will be fully protected under 
Delaware law against fiduciary duty claims 
alleging a breach of the board’s duty of 
oversight.

Factual and Procedural 
Background of Citigroup

The claims in In re Citigroup Inc. Share-
holder Derivative Litigation,1 arose out of 

significant losses experienced by Citigroup 
on its subprime mortgage-related assets as 
the financial markets, including the sub-
prime and credit markets, deteriorated 
in 2007 and 2008. Beginning in October 
2007, Citigroup announced a series of as-
set write-downs totaling more than $25 
billion, resulting in losses that the court 
characterized as “staggering.”2 

Without making a demand on the Citi-
group board of directors, the plaintiffs, 
a group of Citigroup shareholders, com-
menced a derivative suit in Delaware 
Chancery Court against the 13 then-
current members of the Citigroup board, 
several former directors, and a number 
of former and current officers and senior 
management of Citigroup.3 The plaintiffs 
asserted claims for breach of fiduciary duty 
for “(1) failing to adequately oversee and 
manage Citigroup’s exposure to the prob-
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lems in the subprime mortgage market, even in 
the face of alleged ‘red flags’ and (2) failing to en-
sure that the Company’s financial reporting and 
other disclosures were thorough and accurate.”4 
The plaintiffs also asserted a claim for corporate 
waste against certain of the defendants for (1) 
allowing the company to purchase $2.7 billion 
in subprime loans; (2) allowing the company to 
invest in “structured investment vehicles” (SIVs) 
that held subprime assets; (3) authorizing and 
not suspending Citigroup’s share repurchase pro-
gram, which allegedly resulted in the company 
buying its own shares at artificially inflated prices; 
and (4) approving a lucrative compensation pack-
age for the company’s departing CEO, who was 
allegedly responsible for many of the company’s 
problems.

The defendants moved to dismiss the complaint 
pursuant to Delaware Chancery Court Rule 23.1, 
contending that the plaintiffs failed to plead de-
mand futility with the particularity required by 
Delaware law.5 The plaintiffs argued that demand 
was excused because Citigroup’s directors were 
unable to exercise disinterested business judgment 
in responding to a demand,6 because “their failure 
of oversight subjects them to a substantial like-
lihood of personal liability.”7 As the court held, 
however, “demand will be excused based on a 
possibility of personal director liability only in the 
rare case when a plaintiff is able to show direc-
tor conduct that is ‘so egregious on its face that 
board approval cannot meet the test of business 
judgment, and a substantial likelihood of director 
liability therefore exists.’”8

The Legal Framework
The court began its analysis with a thorough 

explanation of the Caremark theory of director li-
ability, in which “directors are alleged to be liable 
for a failure to monitor liability creating activi-
ties.”9 The Caremark court had held that alleg-
ing a breach of fiduciary duty based on a failure 
to monitor “is possibly the most difficult theory 
in corporation law upon which a plaintiff might 
hope to win a judgment,” and that “only a sus-
tained or systematic failure of the board to exer-
cise oversight—such as an utter failure to attempt 

to assure a reasonable information and reporting 
system exists—will establish the lack of good faith 
that is a necessary condition to liability.”10 In Citi-
group, Chancellor William B. Chandler III noted 
that the Delaware Supreme Court had approved 
the Caremark standard in Stone v. Ritter,11 and 
he summarized the stringent requirements of that 
test as follows:

Thus, to establish oversight liability a plain-
tiff must show that the directors knew 
they were not discharging their fiduciary 
obligations or that the directors demon-
strated a conscious disregard for their 
responsibilities such as by failing to act in 
the face of a known duty to act. The test is 
rooted in concepts of bad faith; indeed, a 
showing of bad faith is a necessary condi-
tion to director oversight liability.12

Chancellor Chandler went on to note, however, 
that the plaintiffs’ theory in Citigroup presented 
“a bit of a twist on the traditional Caremark 
claim,” which typically involves an allegation 
that the defendants are liable for failing to prop-
erly oversee employee misconduct or violations 
of law.13 In Citigroup, by contrast, the plaintiffs 
claimed that the defendants failed to properly 
monitor Citigroup’s business risk. Thus, the court 
seemed to question whether Caremark was the 
sole framework for analysis, because it appeared 
that the plaintiffs were seeking to hold the defen-
dants liable “for making (or allowing to be made) 
business decisions that, in hindsight, turned out 
poorly for the Company.”14 These claims, the 
court observed, are considered under the tradi-
tional doctrines of the fiduciary duty of care and 
the business judgment rule—under which the 
court “focus[es] on the decision-making process 
rather than on a substantive evaluation of the 
merits of the decision.”15

Throughout the opinion, the court repeatedly 
emphasized the policies underlying the business 
judgment rule, which, among other things, is “de-
signed to allow corporate managers and directors 
to pursue risky transactions without the specter of 
being held personally liable if those decisions turn 
out poorly.”16 Chancellor Chandler’s sophisticat-
ed understanding of how businesses operate in the 
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real world, and the impact that legal rules might 
have on businesses, is worth quoting at length:

•	 “The	 essence	 of	 the	 business	 judgment	 of	
managers and directors is deciding how the 
company will evaluate the trade-off between 
risk and return. Businesses—and particularly 
financial institutions—make returns by tak-
ing on risk; a company or investor that is 
willing to take on more risk can earn a higher 
return. Thus, in almost any business trans-
action, the parties go into the deal with the 
knowledge that, even if they have evaluated 
the situation correctly, the return could be 
different than they expected.”17

•	 “In	any	business	decision	that	turns	out	poor-
ly there will likely be signs that one could 
point to and argue are evidence that the de-
cision was wrong. Indeed, it is tempting in 
a case with such staggering losses for one to 
think that they could have made the ‘right’ 
decision if they had been in the directors’ po-
sition. This temptation, however, is one of the 
reasons for the presumption against an objec-
tive review of business decisions by judges, a 
presumption that is no less applicable when 
the losses to the Company are large.”18

•	 “Business	 decision-makers	 must	 operate	 in	
the real world, with imperfect information, 
limited resources, and an uncertain future. 
To impose liability on directors for making a 
‘wrong’ business decision would cripple their 
ability to earn returns for investors by taking 
business risks.”19

•	 “Ultimately,	 the	 discretion	 granted	 direc-
tors and managers allows them to maximize 
shareholder value in the long term by taking 
risks without the debilitating fear that they 
will be held personally liable if the company 
experiences losses. This doctrine also means, 
however, that when the company suffers loss-
es, shareholders may not be able to hold the 
directors personally liable.”20

The court held that, even though the complaint 
was framed under a Caremark theory, it was im-

portant to keep in mind these “bedrock principles 
of Delaware fiduciary duty law.”21

The court also observed that Citigroup, as 
permitted by 8 Del. C. § 102(b)(7), had adopt-
ed a provision in its certificate of incorporation 
exculpating directors from personal liability for 
breaches of fiduciary duty except for, among other 
things, breaches of the duty of loyalty or actions 
or omissions not in good faith or that involve in-
tentional misconduct or a knowing violation of 
law.22	Under	Delaware	Supreme	Court	precedent,	
where an exculpation provision exists, a plain-
tiff arguing that demand is excused because of 
a substantial likelihood of director liability must 
plead “particularized facts that demonstrate that 
the directors acted with scienter, i.e., that they 
had ‘actual or constructive knowledge’ that their 
conduct was legally improper.”23 “A plaintiff can 
thus plead bad faith by alleging with particular-
ity that a director knowingly violated a fiduciary 
duty or failed to act in violation of a known duty 
to act, demonstrating a conscious disregard for 
her duties.”24

Chancellor Chandler noted that there is a 
“similarity” between the Caremark standard for 
assessing oversight liability and the standard for 
assessing compliance with the duty of care when 
the company has adopted an exculpatory provi-
sion under § 102(b)(7):

In either case, a plaintiff can show that the 
director defendants will be liable if their 
acts or omissions constitute bad faith. A 
plaintiff can show bad faith conduct by, for 
example, properly alleging particularized 
facts that show that a director conscious-
ly disregarded an obligation to be reason-
ably informed about the business and its 
risks or consciously disregarded the duty 
to monitor and oversee the business.25

Summing up, the court held that “[t]he pre-
sumption of the business judgment rule, the pro-
tection of an exculpatory § 102(b)(7) provision, 
and the difficulty of proving a Caremark claim 
together function to place an extremely high bur-
den on a plaintiff to state a claim for personal 
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director liability for a failure to see the extent of a 
company’s business risk.”26

Applying the Law to the Facts
The court held that the plaintiffs had failed to 

plead demand futility based on the alleged ex-
posure of the directors to liability for failure to 
properly monitor Citigroup’s risk from subprime-
related assets.

The court characterized the plaintiffs’ allega-
tions as “essentially … a claim that Citigroup 
suffered large losses and that there were certain 
warning signs that could or should have put de-
fendants on notice of the business risks related to 
Citigroup’s investments in subprime assets. Plain-
tiffs then conclude that because defendants failed 
to prevent the Company’s losses associated with 
certain business risks, they must have consciously 
ignored these warning signs or knowingly failed 
to monitor the Company’s risk in accordance 
with their fiduciary duties.”27 As should be ap-
parent from Chancellor Chandler’s explanation 
of the business judgment rule and the need to al-
low business managers to take risks without fear 
of second-guessing by courts, discussed above, 
he found the plaintiffs’ arguments to be nothing 
more than “conclusory allegations” and “ipse 
dixit syllogisms,” which failed to constitute the 
required particularized factual allegations of the 
directors’ bad faith.28

The “red flags” identified by the plaintiffs con-
sisted, in the court’s view, principally of state-
ments in public documents that “reflect worsen-
ing conditions in the financial markets, including 
the subprime and credit markets, and the effects 
those worsening conditions had on market par-
ticipants.”29 Knowledge of such “warning signs” 
did not amount to a conscious disregard of the 
directors’ duties:

That the director defendants knew of signs 
of a deterioration in the subprime mort-
gage market, or even signs suggesting 
that conditions could decline further, is not 
sufficient to show that the directors were 
or should have been aware of any wrong-
doing at the Company or were consciously 

disregarding a duty somehow to prevent 
Citigroup from suffering losses.30

The plaintiffs conceded that Citigroup had 
“procedures and controls in place that were de-
signed to monitor risk,” including an “Audit and 
Risk Management Committee” (ARM Commit-
tee) established to assist the board in overseeing 
policies and guidelines for risk assessment and 
risk management.31 The ARM Committee was 
charged with specific duties and responsibilities 
to communicate with management and the au-
ditors concerning financial statement issues, to 
evaluate the company’s internal control structure, 
and to discuss major credit, market, liquidity and 
operational risks. The ARM Committee met 11 
times in 2006, and 12 times in 2007. Based on 
these facts, the court held that the plaintiffs had 
failed to show that the director defendants did 
not make a good faith effort to comply with the 
company’s oversight procedures. The court also 
held that directors who served on the ARM Com-
mittee, or other directors with financial expertise, 
were not subject to a higher standard of care sim-
ply because of such status.32 Similarly, the court 
held that there was no higher standard imposed 
on directors who were involved in Citigroup’s pri-
or “debacle” with Enron Corp., which involved 
entirely unrelated circumstances.33

Chancellor Chandler distinguished the allega-
tions in Citigroup from those in a recent decision 
by Vice Chancellor Leo E. Strine, Jr. in American 
International Group, Inc. Consolidated Deriva-
tive Litigation.34 In AIG, the court held that the 
complaint stated a claim for relief under Rule 
12(b)(6),35 based on allegations of “pervasive 
fraudulent and criminal conduct” that were 
known to the senior management of AIG.36 The 
Citigroup court observed that “[t]here are signifi-
cant differences between failing to oversee em-
ployee fraudulent or criminal conduct and failing 
to recognize the extent of a Company’s business 
risk”; Citigroup was, after all, “in the business 
of taking on and managing investment and other 
business risks.”37 Thus, the business judgment 
rule was implicated in Citigroup in a way that it 
was not in AIG.
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In addition to finding the failure to monitor 
claim inadequate to plead demand futility, the 
court also held that the plaintiffs had not pled 
with particularity facts supporting their conten-
tion that the defendants made or allowed to be 
made false statements with knowledge or in bad 
faith.38 The court also dismissed all but one of 
the plaintiffs’ waste claims, holding that, based 
on the plaintiffs’ well-pleaded allegations, “there 
is a reasonable doubt” as to whether the former 
CEO’s compensation package was “so one-sid-
ed” or otherwise beyond the “outer limit” per-
mitted under Delaware law.39 Accordingly, as to 
that claim alone, demand was excused.

Lessons and Implications of 
Citigroup

Clearly, the Citigroup decision is a significant 
victory for corporate directors, and a reaffirma-
tion of the deference that their judgments must 
be accorded. Especially in an economic environ-
ment where the board’s evaluations of “busi-
ness risks” are, more and more frequently, being 
second-guessed, it should be of some comfort 
that, at least in connection with fiduciary duty 
claims, the Delaware Chancery Court will be re-
luctant to allow shareholders to bring derivative 
suits challenging judgments made in good faith 
by directors. Chancellor Chandler’s well-articu-
lated explanation of the reasons for the business 
judgment rule and the “raincoat” protections of 
Section 102(b)(7) should be influential for other 
courts that may look to Delaware for corporate 
law guidance.

Nevertheless, directors should not take too 
much comfort. The primary ground for the Citi-
group decision was the plaintiffs’ inability to plead 
any concrete facts suggesting that the Citigroup 
directors acted in bad faith or consciously disre-
garded their duties. Repeatedly, the court stressed 
that the “mere fact that a company takes on busi-
ness risk and suffers losses—even catastrophic 
losses—does not evidence misconduct, and with-
out more, is not a basis for personal director li-
ability.”40 Yet, the evaluation of a board’s duty 
of oversight often is partly reflective of the “best 
practices” environment within which the board 

operates. Particularly in light of the recent credit 
crisis, boards are taking on more and more re-
sponsibilities in the area of risk management and 
enhancing their oversight functions. Moreover, as 
the federal government launches new initiatives 
for “systemic risk” management for regulated en-
tities—and creates a new national systemic risk 
regulator—it is conceivable that new standards 
will develop that will create moral imperatives for 
non-regulated entities to adopt similar standards, 
and raise the bar for corporate boards generally 
in connection with their oversight duties and re-
sponsibilities. In the current environment, there-
fore, it is doubly important for boards to ensure 
that their companies have reliable mechanisms 
for assessing risk.

In sum, while Citigroup represents a “win” for 
directors, and a persuasive precedent for other 
courts to follow, directors should continue to take 
proactive steps to monitor corporate compliance 
and pay heed to their duties of oversight under 
Delaware law. 
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