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10.2 SOLVING A COLLECTIVE ACTION PROBLEM:
ATTORNEYS’ FEES AND THE INCENTIVE TO SUE

The fundamental problem in the governance of publicly financed corpora-
tions is the collective action problem associated with dispersed share owner-
ship. Where all investors hold small stakes in the enterprise, no single investor
has a strong incentive to invest time and money in monitoring management.
Nor will derivative or class suits prove to be practical if shareholders have no
individual economic incentive to expend the time and money necessary to
prosecute them. Of course, if minority shareholders own large fractions of
company shares, as is common in closely held companies, the economic ben-
efits of a shareholder suit alone may suffice to induce minority sharcholders
to litigate. But if the shareholder suit is to be plausible for enforcing fiduciary
duties in widely held corporations, the law must construct an incentive sys-
tem to reward small shareholders for prosecuting meritorious claims. Such a
system has evolved out of the court of equity’s practice of awarding attorneys’
fees to plaintiffs whose litigation created a common fund that benefited oth-
ers as well as plaintiff herself. Consequently, the large majority of shareholder
suits against the directors and officers of public companies are initiated by the
plaintiffs’ bar. In fact, the attorneys who bring shareholder suits seeking to
earn fees from a positive outcome are the real parties in interest in these ac-
tions. Plaintiffs’ attorneys are paid —or not — by order of the court or as part
of a settlement at the conclusion of the litigation. In form, these attorneys arc
the economic agents of their shareholder-clients. In substance, they are legal
entrepreneurs motivated by the prospect of attorneys’ fees. '
Whether an attorney for the plaintiff in a shareholder action receives a
fee at all turns on whether the suit is dismissed or a judgment is entered in the

suit, either through litigation (rare) Ot settlement (common). The plaintiffs’

attorney receives nothing when a derivative suit is dismissed because there is

no recovery and no benefit. When a derivative suit succeeds on the merits or
settles (the usual outcome), the corporation is said to ber}e'ht from any mon-
etary recovery or governance change resulting from the litigation. H()Wever,
the corporation and its insurer also generally bear the bulk of litigation COsts
on both sides. The company is likely to have advagced the cost“()f defcnse
to its managers, and it must usually pay the plaintiff a sum for “costs” that
ranges, in the case of monetary recoveries, that ranges from a couple of per-
cent (where the financial benefit is very large) to up to as much as 30 percent
in some cases. While the formulas used to calculate contingent fees differ by
jurisdiction and suit, the percentage of the recovery awarded for legal costs

remains surprisingly stable.’

12, 7 )L

3. Sce Roberta Romano, The Sharebolder SUil. Litigation Without Foundation

Econ. & Org. 55 (1991).
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380 Chapter 10. Shareholder Lawsuits

FLETCHER v. A.J. INDUSTRIES, INC.
72 Cal. Rptr. 146, 266 Cal. App. 2d 313 (1968)

RaTTIGAN, A J.:

This appeal is from certain orders entered in a stockholders’ derivative
action against appellant A J. Industries, Inc. (hereinafter called the “corpora-
tion,” or “AJ”). . . . The named defendants included the corporation; respon-
dents Ver Halen and Malone . .. [and other members of A.J.’s board of direc-
tors].

The complaint alleged generally that . .. Ver Halen had dominated and
controlled the board and the management of the corporation . . . and that,
in consequence, the corporation had been damaged in the various transac-
tions. . . . The complaint prayed for several forms of relief on behalf of the
corporation, including a money judgment against Ver Halen for $134,150 and
one against all the individual defendants in the amount of $1,000,000....

During the course of a protracted hearing . . . a settlement of the action
was negotiated. ...

The “executory provisions” of the stipulation included these agreements:
Four incumbent directors were to be replaced by persons acceptable to plain-
tiffs, to Ver Halen, and to the corporation; failing their agreement, the new
directors were to be appointed by the trial court. The corporation agreed to
employ a new officer who would be in charge of its “operations,” and who
would be one of the four new directors. In the election of future directors,
Ver Halen’s voting powers as a stockholder were to be limited so as to permit
him to elect only two of the board’s nine members. His employment contract
was to be amended to provide that he could be employed as president of the
corporation or, at the board’s option, as chairman of the board. Malone was
to be one of the directors replaced, and he was to resign as the corporation’s
treasurer.

Several of the specific charges alleged in plaintiffs’ complaint related
tf) claimed mismanagement of the corporation due to Ver Halen’s “domind-
tion” of its affairs; to Malone’s allegedly excessive salary; and to Ver Halen's
asserted breach of his employment contract. The stipulated agreements suft
marized above apparently disposed of these matters.

_ Most of the other charges made in the complaint related to specific trans-
actions in which plaintiffs asserted misconduct on the part of Ver Halen. In
other “executory provisions” of the stipulation it was agreed that these would
be referred to arbitration. . .
respethfrggei htl?e tCOéPOYatlon Was entitled to monetary recovery in any
rospect was, S, to be determined in the future. In contrast, the stipulated
d?re ct ogna;;ilt)sr(;;;(:::gefgr the reorganization of the corporation’s board Oi
Ver Halen's contract ofgemerll(;, the ouster of Malone, and the .amend.mCﬂt Y
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paid to them by the corporation “in connection with this action,” but (2) that
the corporation could take “any position in connection with such applica-
tions that it may choose.”. ..

In its order granting plaintiffs’ application for attorneys’ fees and costs,
the trial court found that they had employed their attorneys to prosecute the
derivative action, in good faith, on behalf of themselves and the other stock-
holders of the corporation, and that the corporation was able to pay the fees
and costs incurred. The court also found that by reason of the action, and its
settlement, “substantial benefits have been conferred” upon the corporation.?
Based upon these findings, the court ordered the corporation to pay plaintiffs’
attorneys’ fees ($64,784) and costs ($2,179.26).

... Under the general rule in California and in most American jurisdic-
tions, the party prevailing in an action may not recover attorneys’ fees unless
a statute expressly permits such recovery.. ..

An exception to the general rule is found, however, in the so-called com-
mon-fund doctrine. .. .“It is a well-established doctrine of equity jurisprudence
that where a common fund exists to which a number of persons are entitled
and in their interest successful litigation is maintained for its preservation and
protection, an allowance of counsel fees may properly be made from such
fund. By this means all of the beneficiaries of the fund pay their share of the
expense necessary to make it available to them.” ...

Under the “substantial benefit” rule, a variant of the common-fund doc-
trine as applied more recently in other jurisdictions, the successful plaintiff
in a stockholder’s derivative action may be awarded attorneys’ fees against
the corporation if the latter received «substantial benefits” from the litigation,
although the benefits were not “pecuniary” and the action had not produced
a fund from which they might be paid. ... ) PP

In the present case, some of the causes of action alleged in plampffs
complaint might have produced a “common fund”in thg form of a money judg-
ment against appellant corporation. None, however, dld'I they were referred
to an arbitration proceeding which was to be conducted in the future. For t'he
obvious reason that no fund existed, the trial court applied the subst‘antxal-
benefit rule . . . under which the award of attorneys’ fees is charged directly
against the corporation. . .. ,

[W]e conclude, that under the California rule (1) an award of attorneys
fees to a successful plaintiff may properly be measured by, and paid from,
a common fund where his derivative action on behalf of a corporation has

2. {I]n the following particulars, to Wit:
ement of said action, and without regard to
whether plaintiffs or defendants would have been successful.m tl;le urm:ltzac:yzg
come thereof, the defendant A.J. Industries, Inc., a COl'Polmuonf’ ;Z ab(iz o
substantial expenditures for attorneys’ fees, COSts, and the OSSd oC o‘r’n e ot
valued employees by reason of the fact thz‘lt the S'Cmemebmb zlm < cnﬁitures by the
ates the necessity of a trial of this cause on its merits. Pro ‘a ffe ¢ de ! defen;.lants o
corporation, aforesaid, have been estin;ated by witnesses offercd by *

> in excess of $200,000.00. ] ]
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recovered or protected a fund in fact; but (2) the existence of a fund is nota
prerequisite of the award itself. . ..

The stockholder’s derivative suit . . .is an effective means of policing cor-
porate management. [It] should not be inhibited by a doctrine which limits
the compensation of successful attorneys to cases which produce a monetary
recovery: the realization of substantial, if nonpecuniary, benefits by the cor-
poration should [also] be the criterion. ...

The final question ...is whether the benefits realized by the corporation
were sufficiently “substantial” to warrant the award. To find that they were, ...
[i]t will suffice if the [trial] court finds, upon proper evidence, that the results
of the action “maintain the health of the corporation and raise the standards
of ‘fiduciary relationships and of other economic behavior,” ” or “prevent an
abuse which would be prejudicial to the rights and interests of the corpora-
tion or affect the enjoyment or protection of an essential right to the stock-
holder’s interest.” [Citation omitted.] ...

It is not significant that the “benefits” found were achieved by settlement
of plaintiffs’ action rather than by final judgment. The authorities recognizing
the substantial-benefit rule have permitted attorneys’ fee awards in settled
cases. ... This is in keeping with the law’s general policy favoring settlements
...and in a stockholder’s derivative action the trial court is in a position to
scrutinize the fairness of a settlement because the court alone can authorize
the action’s dismissal. . ..

Some of the “benefits” found by the trial court in the present case related
to the comparative economy to be realized by proceeding in arbitration rather
than in conventional adversary litigation. Other “benefits,” though, were real
ized in the form of immediate changes in the corporate management. The cor-
poration argues that some of these had been under consideration by its board
ef director_s before plaintiffs sued and settled, and that the real value of others
is speculative. But the trial court found that the changes were substantial as
benefits to the corporation and, in effect, that plaintiffs’ action had brought

them about. The finding is supported by ample evidence, and it is decisive on
the appeal. We therefore affirm the award of attorneys’ fees.

Christian, J. (dissenting in part).

.. .Tt}e rpajority opinion refers to certain considerations of policy which
appear to indicate that it would be a good thing to allow attorncys’ fees against
a C()rporatiop when one of its sharcholders succeeds in a derivative action
and substantial benefit to the corporation results. .. But countervailing policy
arguments are not lacking: for example, if the existence of a “common fund’
...isnot Prerequisite to the allowance of fees the officers and directors [of the
corporation] may well be faced with a liquidation of assets to pay fees, ever
Ersloll)lgth Y?S;ﬂlglng haxjn to the corporation might be diéproportionate to the
acltlers Ca;ltflzll)ett?rl(l;ﬁ;ba dem,ved _from the ‘lawsuit. Considerations of this char-
eter can be appearsﬁ}])(railsed in the legislative process than by the [CourtS];
exccpti(m, i l1 fi Z] that Fhe new enlargement of the “common fun®
ol pton to the aid down in the statute may greatly outweigh in practt

€ court-created exception on which it is to be grafted. The

variety of shareholders’ actions i i
_ : ns in which “substantial benefit” to the corpor
tion may be found is literally boundless Al benefitto
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QUESTIONS ON FLETCHER v. A.J. INDUSTRIES, INC.

1. What was the “substantial benefit” conferred on the corporation by
the derivative suit in this litigation?

2. The rationale for shifting from the traditional common fund doctrine
to the substantial benefit test for attorneys’ fees is obvious. Is there a counter-
argument as well? What new risk is introduced by the substantial benefit test?
How do you imagine courts deal with that risk?

3. Should the avoidance of litigation costs figure among the “benefits”
conferred by the settlement of a derivative suit?

NOTE ON AGENCY COSTS IN SHAREHOLDER LITIGATION

The role of lawyer as bounty hunter creates an obvious agency problem in its
own right. Legally, the plaintiffs’ lawyers are agents of shareholders, just as the
corporate defendants are fiduciaries charged with acting for the corporation and,
ultimately, for its shareholders. But both sides have important financial interests
at stake: fees for the lawyers and potential liability for corporate officers and di-
rectors. Much of the law of derivative suits is an effort to deal with the crosscut-
ting agency problems that arise on the side of the plaintiffs’ lawyers, on the one
hand, and on that of the corporate managers, on the other. One such problem
is that plaintiffs’ lawyers may initiate so-called strike suits, or suits without merit,
simply to extract a settlement by exploiting the nuisance value of litigation and
the personal fears of liability —even if unfounded — of officers and directors. A
second problem is that the corporate defendants may be too eager to settlc_: be-
cause they bear at least some of the costs of litigation personally (¢.g., the pain of
depositions and the risk of personal liability), but they do not bftar the cost of set-
tling, which is borne by the corporation of its insuref. Strike suits }}ave long been
a concern of the corporate bar and are widely discussed in .the literature.” One
controversial article has even argued that the merits of litigation ar¢ _unrclated to
settlement amounts in the related context of securities class actions.’ o
Agency problems also arise when shareholder liFiga‘t.ion is m.en‘t’o‘n-
ous and corporate managers face a serious prosp?ct of liability. In this case,
plaintiffs’ attorneys and corporate defcndants—.—lf these defendants relmam
in control of the corporations — have an incentive to settle on terms that are

S it Litivati ’ithout Foundation?,
4 Sce, ¢.g., Roberta Romano, The Sharebolder Suit: Litigation Wit

7L Econ. & Org. 55 (1991); John C. Coffee, It Understanding the Plaintiff's Attorney: ng
Implications for Private 15,,1},,-(rement of Law Through Class and Derivative Actions,
Colum. L. Rev. 669 (1986). ' i
5. Janet C. Al(exander, Do the Merits Matter? A Study of Settlements n; Secur (zitg'sSiCnlla(;?s
Actions, 43 Stan. L. Rev. 497 (1991). For criticism of this initial study, sce, €.g., Leonard B.

& William S. Dato, Legislating on a False Foundation. The Err‘(’meo.u)s,AC{“i{"e’zicgl;;”{;(:{;lg;ggq
of the Private Securities Litigation Reform Act of 1995, 33 San Dl?"o h.nson. K ar‘cn K Nclsor;
For more recent empirical work on this question, compare Marilyn F. Jo ’ o

&AC Pritchard, Do the Merits Malter More? The Impact of the P?vmée) Seil,” l;l:ist (:rl:lfs.[xlttzll
Reform act, 23 J.1.. Beon. & Org. 627 (2007 (finding a “closer rcl;fltxl(){ll) :E}V{V;f)ﬂw‘ith Stephen |
to fraud and thc.ﬁling of securities class actions after th.c ‘passggc of tuk A KA 2);{ . EC()I‘I.
Choi, Do the Merits Matter Less After the Private LS‘ecu_rltt.eS L_’ [‘zg'(lfl()ll (:{()tcrrcd b\ ti{é };gLRA)‘
&Org. 598 (2007) (reporting some evidence that meritorious suits were de ) S .
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mutually advantageous but that allow the defendants to fully escape personal
liability for their conduct.

Finally, the legal system itself can generate agency problems by structur-
ing attorneys’ fees in dysfunctional ways. For example, awarding plaintiffs’
attorneys a percentage of the recovery may encourage premature settlement.
The chief alternative fee rule, the so-called lodestar formula sometimes used
in federal securities litigation, pays attorneys a base hourly fee for the rea-
sonable time expended on a case, inflated by a multiplier to compensate for
unusual difficulty or risk. By decoupling attorneys’ fees from the recovery
amount, this rule eliminates the incentives of attorneys to settle too soon, but
it creates the opposite incentive to spend too much time litigating relative
to the likely settlement outcomes.® Finally, as a reaction to the evident weak-
nesses in both techniques for the awarding of attorneys’ fees, some courts
have experimented with auctioning the rights to represent the corporation
(or the class of shareholders) to the law firm that makes the best bid. But even
this technique is vulnerable to “gaming” by plaintiffs’ attorneys. The incen-
tives of bidding firms may, for example, lead to low bids that permit a lawyer
to control the case in order to negotiate a settlement.”

Thus, while paying bounties to plaintiffs’ lawyers mitigates the share-
holders’ collective action problem in widely held corporations, it also gives
rise to new risks and challenges for the legal system. Much of what follows it
this Chapter — specifically the law of presuit demand and the law of dismissal
by independent board committees — can be understood as judicially created
measures intended to fine-tune the power and incentives of plaintiffs’ lawyers
to prosecute shareholder suits.

In addition to these judicial innovations, there have been several statw-
tory responses to the agency problems of fee-driven litigation. Beginning in
the 1940s, a number of states adopted * security for expenses” statutes, which
permitted corporate defendants to require plaintiffs (or their attorneys) to post
a bond to secure coverage of the company’s anticipated expenses in the litigd
tion. See, e.g., NYBCL §627: Cal. Corp. Code §800. The purpose of these stat-
utes was to add a‘stick to the carrot of the attorneys’ fees — to engineer 4 fee
:iuolg tllgatt ;zlvould dls’courag_e strike suits as well as encourage meritorious litigd
o ut however attractive this approach seems in theory, it appears to have
talllle(t:idc ljrlll(ﬁ)gr::ttl(f;etslf!:znlzldmu]fﬁ at’t(.)m.c:-ys, reluctant defendants, and syfnpz
are virtually never char; (;(lllrC ; ll‘lthpld?qtms are rarely f()rced to post b on’ds ar:

Sl ft iOnwnt' 1lt lc litigation .costs of c()rp()rlec dcftill.dfﬂtlséss
actions led to eﬁactmcnt of“;lr: u ;16 gr()V\;ﬂ.‘l in thg number ()'t.scc'untlcs fC .
Act (PSLRA) of 1995 ° That st tt: ederal Private SC.CUI'IKI(:'S th.lgiltl()ﬂ BC Our-
age nonmeritorious éuits suczkll s eml?race§ Y -Or dCVlCL-)S o dlscznd
changes in substantive lZ;W a (? ; partlcularlzeq plc':adl'ng requiremet * to
A b - Shareholc,le rnl’ to ¢ncourage institutional sharcholdtfrs_

itigation under the “most adequate plaint

6. See, e.g., John C. Coffe j ror
Sharebolder Litigation, 48 Law &C,(‘The Unfaithful Champion: The Plaintiff as Monitor /

: : : ~ontemp. Probs. 5 (1985
7. See Third Circuit T; . . ] ) 2
685 (2001). uit Task Force Report on Selection of Class Counsel, 74 Temple L. =

g. ;ceb R{)bt:rt Clark, Corporate Law §15.5
- Pub. L. No. 104- St o
0. 104-67, 109 Stat, 737 (1995) (codificd throughout 15 U.S.C. §§77-78)
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rule considered below. The above chart shows the number of securities class
actions filed since 1994, the year before the PSLRA was passed.

As shown, new securities fraud filings decreased after the PSLRA was
passed, but only for one year. Filings then returned to their 1994 level of
approximately 200 new cases per year, then exploded in 2001 with a wave of
“IPO Allocation” lawsuits, alleging that underwriters engaged in undisclosed
practices in connection with the distribution of IPO (initial public offering)
shares. 2008 was also a busy year for securities class action litigation, driven
by massive litigation against financial institutions. This data generally supports
the conventional wisdom that the PSLRA provides a minor speed-bump for
plaintiffs’ lawyers on the way to the courthouse, but that “fundamentals” such
as stock market volatility (which increases litigation) are more important driv-
ers of overall litigation activity.'® As the chart indicates, in recent years filings
have roughly held steady while trending down a bit, but — significantly — the
total amount of dollars expended in settlements has very recently decreased
dramatically. This too may in part be explained by an extended perif).cl of low
volatility in stock prices prior to mid-2015. Visit the Stanford Secur}tles Class
Action Clearinghouse on the internet for a trove of data on this topic.

10.3 StanDING REQUIREMENTS

Standing requirements, which screen who may bring a derivative suit, are es-
tablished both by statute and by court rule. See, €.8., 10 Del. Code Com. §327;
Fed. R. Civ, P. 23.1. They are premised on the assumption that screening for
qualified litigants increases the quality of shareholder litigation, that is, that
Some potential litigants have better incentives to sue than others. (Compare,

10. See, e.g., Comerstone Rescarch, Securities Class Action Case Filings: 2005.
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c. A rule permitting judges to auction standing to bring derivative
actions to the highest bidder — with the proceeds of the auction
going to the corporation, a finder’s fee to the attorney who filed
the initial complaint, and any recovery to the winning bidder who
prosecutes the suit."?

10.4 BaraNCING THE RiGHTS OF BOARDS TO MANAGE
THE CORPORATION AND SHAREHOLDERS’ RIGHTS
TO OBTAIN JUDICIAL REVIEW

An important set of legal doctrines is intended to balance the rights of boards
to manage their companies (including deciding which of its potential claims
are litigated) against the rights of shareholder-plaintiffs to obtain judicial re-
view of alleged corporate claims. Just when a shareholder-plaintiff should be
empowered to take a corporate claim out of the hands of the board, against
the will of management, is an issue that can arise in several contexts. First, it
arises when a company moves to dismiss a derivative suit on the ground that
the shareholder-plaintiff has made a pre-suit demand on the board, as con-
templated by Rule 23.1, but the board has refused to bring the suit. Here the
court must decide whether or not to defer to the board’s business judgment in
electing not to prosecute the action. The issue of deference to the board also
arises when the shareholder-plaintiff does nof make demand on the .board, on
the ground that the board could not exercise disinterested business ]udgmc'nt.
Here the court must pass on the validity of the plaintiff’s excuse for not making
presuit demand. In addition, the question of board deference arises when the
board seeks to terminate a derivative suit at a later point in the }itigation, aftq
the suit has already survived the company’s initial mqtiop t.o dismiss. 'That is,
even if the company’s board was disqualified from dismissing the suit at the
time the complaint was filed, it may be that the board has s:ubseunently be-
come capable of exercising its business judgmenF over the action — usuall’y be-
cause new directors have joined the board. In this case, the l_)()aljd sh‘ould dl’gll‘l
ably be able to reclaim its power to direct the company's litigation strategy.

about the policy merits of auctioning sharchold’cr suits.
See Jonathan R. Macey & Geoffrey P. Miller, The Plaintiff’s Att.ome{)_!’s Role .m C_lgslj féc}fz()f l({l;d
Derivative Litiqali(m.: Lconomic Analysis and Reammzendatzo’ns jgr Refm‘iz, t) ,[m dl,De.ﬁm;
1 (1991, C()mf)arc Randall . Thomas & Robert G. Hansen, Auctzomn(lg1 leltng cczé?& ud Deriva
tive Lawsuits: A Critical Analysis, 87 Nw. U. L. Rev. 423 (1?9§);Jonat ;n U f A g%).
Miller, Auctioning Class Action and Derivative Suits: A _RQZOI??de‘r, 87 vtv.thé ﬁlnaréuhd 1 ﬁ;&

14. While this may sound like the derivative plaintiff is apt to ge’ he run: Cxamr;lc fact
there are some circumstances when this step is clearly a.pproprlate. Ir;lalclglr}c ,1 orexa m’w,h’wc
ahostile takeover follows the initiation of 2 derivative 51}1t. Even thoug 1‘ ft 1()0. I;()ul(‘j " ,.i {,Cn‘ e
been implicated in the matter sued on, the new b()a‘rd is not)zul](l ths]r;(;:; ;cg,- o W%,hcn thL.
rights 1 manage the company’s claim in litigationz The Fn:lttu' -XIL:(,m;-g ‘nOt .t:mm e
“ompany’s newfound ability to make a valid bustness ]udgm'cn o dir\ccmrs O
Wrnover of the board but from the appointment of one of tv;fl) ncls i Smmﬁ.( R T
e appointed to a special committec o review the matter. This 18 §

. set forth below.
the welkknown Delaware case of Zapata Corp. ¢ Maldanado, set fortl

13, There is a lively controversy
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Finally, the need for courts to balance the rights of management and
shareholders in the derivative context arises in connection with settlements
of shareholder suits, and especially in the rare case in which a derivative case
is settled over the objection of a derivative plaintiff. We discuss settlements
in the next section.

10.4.1 The Demand Requirement of Rule 23

The demand requirement originates in the traditional rule that a deriv-
ative complaint must “allege with particularity the efforts, if any, made by
the plaintiff to obtain the action he desires from the directors or comparable
authority . . . or the grounds for not making the effort.” Fed. R. Civ. P. 23.1
(Delaware has the identical rule). But what precisely are the circumstances
in which the complaint may be dismissed once the plaintiff does — or does
not —make a demand on the board? The answer is a matter of common law.

LEVINE v. SMITH
591 A.2d 194 (Del. 1991)

[Shareholders of General Motors Corporation (GM) brought several
derivative actions involving a transaction by which Ross Perot — a director of
GM, and as holder of 0.8 percent of its stock, GM’s largest shareholder —and 2
few associates sold back to GM their holdings of GM Class E stock in exchange
for $743 million. This repurchase was in response to disagreements between
Perot and GM senior management concerning the management of GM’s EDS
subsidiary and its automobile business as well. By the time of the repurchas,
GM was in the awkward position of facing accusations by its director and
shareholder, Ross Perot, that it sold “second rate cars.” A committee of out
side directors negotiated the buy-back transaction for GM, which was sub-
sequently approved by the full board at a meeting that Perot did not attend.
Part of the consideration on Perot’s side was a covenant not to compete with
GM and a promise not to publicly criticize the company. The suit named al
dnrecto'rs and Perot as defendants, and claimed that the transaction paid Perot
a premium for his shares for no reason other than stopping his criticisms.]

Horsky, J.:

_ - -~ The directors of a corporation and not its shareholders manage the
bu51nes§ and affairs of the corporation . . . and accordingly, the directors are
responsible for deciding whether to engage in derivative li£igation. 200

The demand requirements of Rule 23.1 represent a procedural restate
n}f;;l;.of tlcllese bedroc.lf principles. . .. Rule 23.1°s alternative requirements ©
5 b alallrllf’ bemand funl‘xty or wrongful refusal of demand, are designed to stike
o boirdet;vd?en a shfireholder’s claim of right to assert a derivative claim
corporati ot directors’ duty to decide whether to invest the resources of the

poration in pursuit of the shareholder’s claim of corporate wrong. . - .Bot
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the requirements of demand futility and wrongful refusal of demand are predi-
cated upon and “inextricably bound to issues of business judgment and the
standards of that doctrine’s applicability.” Aronson, 473 A.2d at 812. Thus,
the correct application of the business judgment rule is crucial to a determi-
nation of the sufficiency of a derivative complaint to withstand a Rule 23.1
motion in both a demand excused and a demand refused context. ...

... In determining the sufficiency of a complaint to withstand dismissal
under Rule 23.1 based on a claim of demand futility, the controlling legal stan-
dard is well established. The trial court is confronted with two related but dis-
tinct questions: (1) whether threshold presumptions of director disinterest or
independence are rebutted by well-pleaded facts; and, if not, (2) whether the
complaint pleads particularized facts sufficient to create a reasonable doubt
that the challenged transaction was the product of a valid exercise of business
judgment. . ..

The premise of a shareholder claim of futility of demand is that a majority
of the board of directors either has a financial interest in the challenged trans-
action or lacks independence or otherwise failed to exercise due care....On
either showing, it may be inferred that the Board is incapable of exercising its
power and authority to pursue the derivative claims directly. When lack of inde-

H. ROSS PEROT

Ross Perot will long be remembered for his feisty third-party political cam-
paigns in the 1992 and 1996 U.S. presidential elections. His outspoken career,
however, had begun well before he came to political prominence. As a ch}ld
in Depression-era Texas, Perot honed his entrepreneurial instincts by sel]mg
newspapers, garden supplies, and farm animals. He gradua‘te.d from tl:lC U.S.
Naval Academy in 1953 and, after four years in the Navy, 10mf:d IBM’s sa}es
department. Soon the company’s top computer sales representative, Perot tn?d
unsuccessfully to convince IBM’s management that selling technology servic-
ing contracts, in addition to hardware, was the trend of Fhe future. When IBM
wasn't convinced, he resigned in 1962 to form Electronic Data Se'rv'1§es (ED.S)‘
with $1,000 in capital. In 1968, the company's wildly successful initial public
offering made Perot a billionaire. o

Ci*ncral Motors purchased EDS for $2.4 billion in 1984, retaining Ross
Perot as CEO of the EDS division and giving him a seat on thf GM F)oard‘ Perot
soon became disenchanted, but his demand for a change in GM’s corporate
culture clashed with GM CEO Roger Smith’s autocrati_c .m.apagement SWle'alr:*d
explosive temper. Perot took his case to the public, criticizing GM and Smith’s

management in interviews with prominent business publi.catior;. ‘Eﬁ‘?{zhﬁgg
GM is like teaching an elephant to tap dance,” he told Business WeeR. u

the sensitive parts and start poking.”"! In 1986, Smith or(':hes.tr‘atelgi a $t7h4a?5dr31ilc;
lion purchase of Perot’s ownership, hoping to be rid of his critic. Pero

last word, however, when at a news conference he implied that the buyout deal

hC I[a T t ~ W [e) StO( kll()l(lf] 1lllldS
us (YCHle Motors

: i -es: ROSS ot vers
1. Doron Levin, Irreconcilable Differences: Ross Per

(1989).
&




390 Chapter 10. Shareholder Lawsuits

pendence is charged, a plaintiff must show that the Board is either dominated
by an officer or director who is the proponent of the challenged transaction
or that the Board is so under his influence that its discretion is “sterilize[d].”...

Assuming a plaintiff cannot prove that directors are interested or other-
wise not capable of exercising independent business judgment, a plaintiff in
a demand futility case must plead particularized facts creating a reasonable
doubt as to the “soundness” of the challenged transaction sufficient to rebut
the presumption that the business judgment rule attaches to the transaction.
The point is that in a claim of demand futility, there are two alternative hur-
dles, either of which a derivative shareholder complainant must overcome to
successfully withstand a Rule 23.1 motion.

In addressing plaintiffs’ restated claim of demand futility, the Vice Chan-
cellor correctly limited his threshold analysis to the issue of director indepen-
dence. We decline to revisit plaintiffs’ ... allegation that the GM Directors, in
approving the Perot buy-out, acted out of motives of entrenchment or finan-
cial self-interest. We also decline to reconsider plaintiffs’ allegations that the
buy-out represented a waste of corporate assets. . . .

Plaintiffs’ remaining allegations, offered to sustain a claim of demand
futility, are that the GM outside directors lacked independence because they
were deceived or misled by management or inside directors concerning the
true purpose of the Perot buy-out and the substantial progress that had been
made in resolving the ongoing disputes between GM and EDS. Plaintiffs claim
that the GM outside directors were so manipulated, misinformed and misled
that they were subject to management’s control and unable to exercise inde-
pendent judgment. Plaintiffs assert that their restated complaint pleads with
sufficient particularity the manner in which the GM outside directors, though
Fhey comprise the majority of the Board, were dominated and controlled by
its management directors. As a result, plaintiffs allege that the outside direc-

s

tors’ “independence was thereby destroyed and they were effectively domi
nated by the management directors.”

. _The .Court of Chancery found that plaintiffs’ restated claim of demand
futility failed to plead particularized facts sufficient to create a reasonable

of the iul:?r:dc:rllizilﬂldl(rit)llif[:l:::m of demand excused is found in the following allegations
o 56. Demand upon the GM Board is cxcused, The
dierreoctt(l?;;yk;):\tvv:)?sﬁgtjﬁlp]prr()‘fﬂl by an indc;‘)cn.]dcm or disinterested Board. . .. The (,utsidC:
P C1t‘1vcj k‘nown that Smith [GM's CEO — Ens.] and his fellow l.nanlilg‘?
s T vp.c‘rsonal :u‘l.d fm;u?ciul interest in secing that Perot’s oh]eglotr::

T T , if oiced and if convincing, Perot's objections could result in ¢

s s’o t 10us‘1nds‘0f dollars to the management directors.

salaries, Bomfs::d:r?gelizin:ﬁd}: Cét?rs' personal financial interest in maintaining their high
Py e 3] C151 js caused them to conceal material information fron_l m"ﬁz
e (s pm;r n ‘u mg members of the Oversight Committee, concerning ¢ §
e v su;i)-m(f between Perot and EDS over auditing, pricing and COI::)
F 'ty h-)s antially rc“solygd. The outside directors had good reasont g
gale the expressed justification for the Buy Out. Had they done $0, the?

could have discovered th i
‘ at material facts were being conces tead, ME
bers of the Oversight Committee an ere being concealed from them. Instead,

P C - ] g 5 ! O c
misinformed and uninformed. . d members of the full Board allowed themselves t

approval by the GM Board of the
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doubt as to the independence of a majority of the GM Board. The court found
that plaintiffs’ claims based on newly discovered evidence implicated, at most,
only two of GM’s fourteen outside directors, thereby leaving at least twelve
of the twenty-one directors (excluding Perot) independent and “capable of
impartially considering a demand.” The court also found any alleged decep-
tion concerning the placement of blame for the GM/EDS disputes immaterial
to the fundamental decision of severing the GM-Perot relationship. Hence,
the court found plaintiffs’ Second Amended Complaint to have inadequately
pleaded a claim of futility of demand. ...

We affirm the Vice Chancellor’s findings. . . . Plaintiffs’ conclusory alle-
gations that the outside directors’ independence was compromised by the
inside directors’ misleading, manipulative and deceptive conduct are unsup-
ported by particularized facts. Such allegations of improper conduct by man-
agement are also inadequate to establish Board domination or control of GM’s
outside directors sufficient to find the latter lacking in “independence,” in the
customary definition of the term. See Aronson, 473 A.2d at 815-816. ... Plain-
tiffs’ allegations detailed in paragraphs 56 and 57 of their restated complaint
more appropriately relate to the issue of director due care and the business
judgment rule’s application to the challenged transaction. Indeed, plaintiffs
plead virtually the same averments for both purposes.

The question then becomes whether the restated Grobow complgint
otherwise pleads particularized facts sufficient to rebut the presumption
that the Perot buy-back was the product of a valid exercise of business judg-
ment. . ..

Plaintiffs allege that GM’s “outside” directors acted with SUCl'l ‘has'tc
and were so misled by management as to reach an uninformed decision in
approving the Perot buy-out. In [a previous decision], we carefully addressed
plaintiffs’ original allegations of the GM Board’s lack of procedural due car.c.
Grobow I, 539 A.2d at 190-191. We reviewed the role of the GM “Spegal
Review Committee,” and we especially noted the absence of any allcgauom
“that the GM directors, and in particular its outside direc?ors, were domlnaFed
or controlled by GM's management. ...” Id. at 191. In their 'restated complaint,
plaintiffs delete reference to GM’s Special Review Committee and the exclu-
sive role played by GM's outside directors in rCYiCWiﬂg the ,C‘haller.lgecii transac-
tion. Instead, plaintiffs now contend that a majority pf GM'’s out51‘de irectors
were uninformed because: (@) they were allegedly misled concerning the grav-
ity of the disputes between senior management aqd Pcro‘t, and (b) glg(/ depo-
sition testimony of two of GM's fourteen outside (_hrectors, Evans an fﬁyr_naxl
(suggesting that they had misimpressions concerning the buy-louft), 1ts su c:e:n
to defeat the presumption otherwise attached to an approval of 2 drzl_lsactl
by a board consisting of a majority of independent and fjls1nter§ste lueccr(;/ll"s.

... We have previously found wanting plaintiffs’ allegations lt 1atd =
outside directors lacked independence because they were manipu ate (,l'mxs-
informed or misled by management. ... [T]hese ﬁpdlﬂgs W{th {‘CSPSCt tgq erICn'
tor independence have equal application to the issue of 'd1rfzf?70r) ?:t c(‘i r:(.)m-
summary, we agree with the Court of Chancery GER (ol s:)(rfqble doubt
Plaint fails to plead particularized facts suthac’:nt to ra(nls,e a rtr:i1 o ;g DO
that a majority of the GM Board acted in S0 uninformed a ma as

€xercise due care. ...
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NOTE AND QUESTIONS ON ABA AND ALI PROPOSALS FOR REFORM

Both the American Bar Association and the American Law Institute have pro-
posed wholesale —and in some respects similar — revisions of the common
law screening doctrines developed by the Delaware courts. Read over RMB-
CA §§7.42-7.44, and compare these provisions to ALI, Principles of Corporate
Governance §§7.03, 7.08, and 7.10.

1. How would you contrast the common approach of the ALI and the
RMBCA to the demand requirement with that of the Delaware courts? Which
approach do you prefer?

2. How do the approaches of the ALI and the RMBCA differ? Which
places more faith in the corporate board?

3. Will either reform proposal significantly improve shareholder litiga-
tion incentives?

10.4.2 Special Litigation Committees

In contrast to the demand requirement, which is embedded in Rule 23.1
of the Federal Rules of Civil Procedure, there is no basis in positive law for
procedure under which a court, upon the motion of a special committee of
disinterested directors, may dismiss a derivative suit that is already under way.
Nevertheless, many state courts adopted such a special litigation procedure
under the pressure of growing numbers of shareholder suits in the 1970s and
1980s."” The special litigation committee is now a standard feature of deriva-
tive suit doctrine even though it is not triggered in every case (unlike the
demand requirement). Different jurisdictions treated the question differently.
The chief divide is between those jurisdictions that follow Delaware’s lead in
the 1981 case of Zapata Corp. v. Maldonado, reviewed below, in giving a role
to the court itself to judge the appropriateness of a special litigation commit
tee’s decision to dismiss a derivative suit and those jurisdictions, such as New
YOI-'k, tpat apply a rule that, if the committee is independent and informed, its
action is entitled to business judgment deference without any further judicial
second-guessing. See Auerbach v, Bennett, 393 N.E.2d 994 (N.Y. 1979).

ZAPATA CORP. v. MALDONADO
430 A.2d 779 (Del. 1981 )

QUILLEN, J.:

In June, 1975, Willjam Maldo
a derivative action in the Coy
officers and/or directors of Za
duty. Maldonado did not first
instead such demand’s futility
and allegedly participated in t

nado, a stockholder of Zapata, instituted
1t of Chancery on behalf of Zapata against t€f
pata, alleging, essentially, breaches of fiduciary
demand that the board bring this action, stating
because all directors were named as defendants
he acts specified. . ..

17. See Robert Charles Clark, Corporate Law, at 645-649
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By June, 1979, four of the defendant-directors were no longer on the
board, and the remaining directors appointed two new outside directors to
the board. The board then created an “Independent Investigation Committee”
(Committee), composed solely of the two new directors, to investigate Mal-
donado’s actions, as well as a similar derivative action then pending in Texas,
and to determine whether the corporation should continue any or all of the
litigation. The Committee’s determination was stated to be “final, ... not ...
subject to review by the Board of Directors and . .. in all respects ... binding
upon the Corporation.”

Following an investigation, the Committee concluded, in September,
1979, that each action should “be dismissed forthwith as their continued
maintenance is inimical to the Company’s best interests. . . »* Consequently,
Zapata moved for dismissal or summary judgment. . ..

[W]e turn first to the Court of Chancery’s conclusions concerning the
right of a plaintiff stockholder in a derivative action. We find that its deter-
mination that a stockholder, once demand is made and refused, possesses
an independent, individual right to continue 4 derivative suit for breaches of
fiduciary duty over objection by the corporation, . . .is erroneous. .. . McKee
v. Rogers, Del. Ch., 156 A. 191 (1931), stated “as a general rule” that “a stock-
holder cannot be permitted ... to invade the discretionary field committed to
the judgment of the directors and sue in the corporation’s behalf when the
managing body refuses. This rule is a well settled one.” 156 A. at 193.

The McKee rule, of course, should not be read so broadly that the board’s
refusal will be determinative in every instance. Board members, owing a well-
established fiduciary duty to the corporation, will not be allowed to cause a
derivative suit to be dismissed when it would be a breach of their fiduciary
duty. Generally disputes pertaining to control of the suit arise in two cqqtexts.

Consistent with the purpose of requiring a demand, a board decision to

cause a derivative suit to be dismissed as detrimental to the company, after

demand has been made and refused, will be respected unless it was wrong:
e is thus the first exception

ful.® ... A claim of a wrongful decision not to su :
and the first context of dispute. Absent 2 wrongful refusal, the stockholder in

such a situation simply lacks legal managerial power.. ...

mittee stated: “(1) the asserted claims appeared to be
without merit; (2) costs of litigation, cxacerbatcd. py li'kelihood of 1ndemf1mca;|r(l)n;fr$31 wzts,tlff
senior management time and talents on pursuing litigation; (4) damage t,(_) LGOH;I; ayi/mem IZ, ublic-
ity; (5) that no material injury appeared to have beeq done to .C(‘)lrinly)ar;y, iu)rren;é sirment of cur
rent director-defendants’ ability to manage; (7) the slight possibility od re T s Cenair;
(®) lack of personal benefit to current directordefendaqts from allege: Fon uct; (9) hat certain
alleged practices were continuing business practices, intended to b'e 19 clolmlfaanyojr best inter.
ests; (10) legal question whether the complaints stated a cayuse Elft iaoc;;o:;i t(h e)m;:la;yees e
i sre .
ing employee morale; (12) adverse effects on the company L s

i 274,284 n
pliers Q” ado v. Flynn, 485 F. Supp. AU y : -
alr;)d Clgsé?ll:]eerr;oﬁildvzﬁen stOCk-l)lOldCI'S, after making demand and having their suit re

jected, attack the board's decision as improper, the board’s decisior} t:flls utnder ’;‘l]]:] t :::::,((:;
judgment” rule and will be respected if the requirements of the I"l!IC atrcn :;Se' Tl l;(mw n
should be distinguished from the instant casc, where demand was no :

the board to seek a dismissal, due to disqualmcalltlon.
nize that the two contexts can overlap in practice:

* As reasons for dismissal, the Com

presents a threshold issue. . . . We recog-
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But it cannot be implied that, absent a wrongful board refusal, a stock-
holder can never have an individual right to initiate an action. For, as is stated
in McKee, a “well settled” exception exists to the general rule. “[A] stock-
holder may sue in equity in his derivative right to assert a cause of action in
behalf of the corporation, without prior demand upon the directors to sue,
when it is apparent that a demand would be futile, that the officers are under
an influence that sterilizes discretion and could not be proper persons to con-
duct the litigation.” . .. A demand, when required and refused (if not wrong-
ful), terminates a stockholder’s legal ability to initiate a derivative action. But
where demand is properly excused, the stockholder does possess the ability
to initiate the action on his corporation’s behalf.

These conclusions, however, do not determine the question before us.
Rather, they merely bring us to the question to be decided . ..: When, if at all,
should an authorized board committee be permitted to cause litigation, prop-
erly initiated by a derivative stockholder in his own right, to be dismissed? As
noted above, a board has the power to choose not to pursue litigation when
demand is made upon it, so long as the decision is not wrongful. If the board
determines that a suit would be detrimental to the company, the board’s
determination prevails. Even when demand is excusable, circumstances may
arise when continuation of the litigation would not be in the corporation’s
best interests. Our inquiry is whether, under such circumstances, there is a
permissible procedure under §141(a) by which a corporation can rid itself of
detrimental litigation. If there is not, a single stockholder in an extreme case
might control the destiny of the entire corporation. . ..

Section 141(c) allows a board to delegate all of its authority to a commit-
tee. Accordingly, a committee with properly delegated authority would have
the power to move for dismissal or summary judgment if the entire board did.

Even though demand was not made in this case and the initial decision
of whether to litigate was not placed before the board, Zapata’s board, it
seems to us, retained all of its corporate power concerning litigation deci-
sions. If Maldgnado had made demand on the board in this case, it could have
refused to bring suit. Maldonado could then have asserted that the decision
gi’et ts(zustue"lgssbv(tz(r)ggﬁg ;réd,)if co)rrelct, would have bCCIjl allowed to main’taiﬁ
rial authority. The ({cm'mdvc)r ’ n.ulfcrxwo.uld ‘hav.c lost its statutory mamg'ei
power is retaincd by thc“ h(rr(lql{;(jlt lTknt lts.c I g‘vndanQ vl.l.mt 478 ET
suit after 2 wrongful rcfusqldrt(l g 1 1lcn A ‘dCI‘IVthlYC plaintiff is allowed to brmgj
sue the litigation is not c\l;uil *Kr ) (l)"l iy llllth(')nty © Cm~msc whether 1o pUL
the exercise of thz;t authorit 31.1‘;,(( dlt.h«()Ugh s 'mnc.lusmn .-L-;lc!mccl“tllf'()lllf
Rule 23.1, by excusing demzznl? .110t‘ K?[.)cc_‘tcd mace I wr()ngtpl. Slmlld'r}:i
of its corporate power. It mer(1 1r1‘certfun lnst;%nc'(:\?, docs not strip the bo‘lrf
making a futile demand : re Y'baves the plamptt the expense fmd delay O
o resulting in a probable tinted exercise of that author
ity in a refusal by the board or in giving control of litigati 0sing
side. But the board entit ins itigation to the opp i-
G i Y remains empowered under §141(¢a) to make deci
stons regarding corporate litigation. The problem is one of ber disquali
fication, not the absence of ower in the boay 15 onc of membet T

The corporate p()werpin i . ()flrd' d
tainted by the selfinterest of aqu,".'y .thcn‘ .f()cuscs on whether the board,

majority of its members, can legally delegate
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its authority to a committee of two disinterested directors. We find our stat-
ute clearly requires an affirmative answer to this question. As has been noted,
under an express provision of the statute, §141(c), a committee can exercise
all of the authority of the board to the extent provided in the resolution of
the board. . ..

We do not think that the interest taint of the board majority is per s¢ 4
legal bar to the delegation of the board’s power to an independent committee
composed of disinterested board members. The committee can properly act
for the corporation to move to dismiss derivative litigation that is believed to
be detrimental to the corporation’s best interest.

Our focus now switches to the Court of Chancery which is faced with
a stockholder assertion that a derivative suit, properly instituted, should con-
tinue for the benefit of the corporation and a corporate assertion, properly
made by a board committee acting with board authority, that the same deriva-
tive suit should be dismissed as inimical to the best interests of the corpora-
tion.

At the risk of stating the obvious, the problem is relatively simple. If,
on the one hand, corporations can consistently wrest bona fide derivative
actions away from well-meaning derivative plaintiffs through the use of the
committee mechanism, the derivative suit will lose much, if not all, of its gen-
erally-recognized effectiveness as an intra-corporate means of policing boards
of directors. . . . If, on the other hand, corporations are unable to rid them-
selves of meritless or harmful litigation and strike suits, the derivative action,
created to benefit the corporation, will produce the opposite, unintended
result. . . . It thus appears desirable to us to find a balancing point where l:)(?l]il
fide stockholder power to bring corporate causes of actior} cannot l?c .unfa{rly‘
trampled on by the board of directors, but the corporation can rid itself of
detrimental litigation. s

[T]he question has been treated by other courts as onc¢ of the })us1ﬂess
judgment” of the board committec. If a “committec, composed of indepen-
dent and disinterested directors, conducted a proper review (?f the mgttcrs
before it, considered a variety of factors and reached, in good faith, a bus'mesi
judgment that [the] action was not in the best interest of [the' corporation],
the action must be dismissed. . . . The issues become solely }ndepen(lcnce,
good faith, and reasonable investigation. The ultimate conclusion of the com-
mittee, under that view, is not subject to judicial review.'' ... ‘ ‘

We are not satisfied, however, that acceptance of the “bu51r}css ]u.dg-
ment” rationale at this stage of derivative litigation isa prqpcr balanc_mg point.
While we admit an analogy with a normal case respecting POﬂfq ]udgment,
it seems to us that there is sufficient risk in the realities of a situation like the
one presented in this case to justify caution beyond adherence o the theory
of business judg .

The Sf:oltl;tde%?lclrcltre is a suit against directors where demand on the board

is excused. We think some tribute must be paid to the fact th?t‘ .the rl::“;;:ﬁ
was properly initiated. It is nota board refusal case. MOrcover, this comp

94 ... (1979).
11. The leading case is Auerbach . Bennett, ... 393 N.E2d 994 ... 979
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was filed in June of 1975 and, while the parties undoubtedly would take dif:
fering views on the degree of litigation activity, we have to be concerned
about the creation of an “Independent Investigation Committee” four years
later, after the election of two new outside directors. Situations could develop
where such motions could be filed after years of vigorous litigation for rea-
sons unconnected with the merits of the lawsuit.

Moreover, notwithstanding our conviction that Delaware law entrusts
the corporate power to a properly authorized committee, we must be mindful
that directors are passing judgment on fellow directors in the same corpora-
tion and fellow directors, in this instance, who designated them to serve both
as directors and committee members. The question naturally arises whethera
“there but for the grace of God go I” empathy might not play a role. And the
further question arises whether inquiry as to independence, good faith and
reasonable investigation is sufficient safeguard against abuse, perhaps subcon-
scious abuse.

... There is some analogy to a settlement in that there is a request to
terminate litigation without a judicial determination of the merits. . . .“In
determining whether or not to approve a proposed settlement of a derivative
stockholders’ action [when directors are on both sides of the transaction],
the Court of Chancery is called upon to exercise its own business judgment.”
Neponsit Investment Co. v. Abramson, Del. Supr., 405 A.2d 97, 100 (1979)
and cases therein cited. In this case, the litigating stockholder plaintiff facing
dismissal of a lawsuit properly commenced ought, in our judgment, to have
sufficient status for strict Court review.

Whether the Court of Chancery will be persuaded by the exercise of
a committee power resulting in a summary motion for dismissal of a deriva-
tive action, where a demand has not been initially made, should rest, in ou
judgment, in the independent discretion of the Court of Chancery. We thus
stee.r a m.iddle course between those cases which yield to the independent
bu§1n655 lUdng}Cnt of a board committee and this case as determined below
which would yield to unbridled plaintiff stockholder control. In pursuit of the
course, we recognize that “[t]he final substantive judgment whether a partic-
ular lawsglt should b.e maintained requires a balance of many factors ethical,
gg?;;f.r"cjlljlc’z lgg(;lrgzt)l(iflapll inl;blic rellati()ns, employee relations, fiscal as WCI:
that such factors are n()'t “ge ’ S(lllpll‘«l, '48? F oupp. il.t 285. B}lt weare conte?
which regularly and com ety (ml the judicial reach” of the ¢ ourt of Chancery
tion of trust property, a I;()vcrllt }f/ ‘djeal.? Sy (i rclupg n§;111ps, dispos
We recognize the dar;gé)rpof 'Lild'()‘"blutkmcmS i scores of Sm"k-lr pr()b]emtz
us to be outweighed by the Jf " 1;14 '()verrcacjhu.]g but th(.' alternatives scc?m .
failed to balance all (o sh view of a judicial outsider. Moreover, lf w!

¢ nterests involved, we would in the name of practlcal-
y f(zlreﬁlose a judicial decision on the merits. At this
- convinced that is necessary or desirable.
_ After an Ob]ec_twe and thorough investigation of a derivative suit, a0
independent committee may cause its corporati ile jal motion
to dismiss in the Court of Chancery. The baI:is ( fl(;n to h.c a Prﬁtnla: ter
ests of the corporation, as determi \) tlc. motion 1S t e. € d
\ : rmined by the committee. The motion shou
include a thorough written record of the investigati its i nd
estigation and its findings 4

point, we are not convi
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recommendations. Under appropriate Court supervision, akin to proceedings
on summary judgment, each side should have an opportunity to make a record
on the motion. As to the limited issues presented by the motion noted below,
the moving party should be prepared to meet the normal burden under Rule
56 that there is no genuine issue as to any material fact and that the moving
party is entitled to dismiss as a matter of law. The Court should apply a two-
step test to the motion.

First, the Court should inquire into the independence and good faith of
the committee and the bases supporting its conclusions. Limited discovery
may be ordered to facilitate such inquiries. The corporation should have the
burden of proving independence, good faith and a reasonable investigation,
rather than presuming independence, good faith and reasonableness.'” If the
Court determines either that the committee is not independent or has not
shown reasonable bases for its conclusions, or, if the Court is not satisfied for
other reasons relating to the process, including but not limited to the good
faith of the committee, the Court shall deny the corporation’s motion. If,
however, the Court is satisfied under ... [summary judgment] standards that
the committee was independent and showed reasonable bases for good faith
findings and recommendations, the Court may proceed, in its discretion, to
the next step.

The second step provides, we believe, the essential key in striking
the balance between legitimate corporatc claims as expressed in a deriva-
tive stockholder suit and a corporation’s best interests as expressed by an
independent investigating committee. The Court should dete.rminc, apply-
ing its own independent business judgment, whether the motion should be
granted.'® This means, of course, that instances could arise where a commlt-
tee can establish its independence and sound bases for its good faith (.lemsions
and still have the corporation’s motion denied. The seconfl st'ep is intended
to thwart instances where corporate actions mect the criteria of step one,
but the result does not appear to satisfy its spirit, or wh?re corporate aFtlons
would simply prematurely terminate 2 stockholder grievance deserving of
further consideration in the corporation’s interest. The Cgurt of Chancery
of course must carefully consider and weigh how compelling the corporate
interest in dismissal is when faced with a non-frivolous lawsuit. The Court of
Chancery should, when appropriate, give special consideration to matters of

law and public policy in addition to the corporation"s be.stﬁ m(;crtc;stsc. .
If the Court’s independent business judgment is satishied, the Court may

proceed to grant the motion, subject, of cpurse, to any equitable terms or
conditions the Court finds necessary of desirable.
... [Reversed and remanded.]

N.E.2d 994 (1979). Our approach here is anal-
roach to “interested director” transactions,

ked, have the burden of establishing its “in-

17. Compare Auerbach v. Bennelt, 393
0gous to and consistent with the Delaware app
Where the directors, once the transaction is attac
trinsic fairness” to a court’s careful scrutiny. . .

18. This step shares some of the same Sp! hi

i . or y & . ; ants s
Vice Chancellor: “Under our system of law, courts and not litig

litigation. ™ 41 3 A.2d at 1263.

rit and phil()sophy of the statement by the
hould decide the merits of




406 Chapter 10. Shareholder Lawsuits

NOTES AND QUESTIONS ON ZAPATA v. MALDONADO

1. If, as Zapata holds, a court may second-guess the board’s evaluation
of a derivative action when demand is excused, why shouldn’t a court be able
to do the same in cases in which demand was required but the board rejected
suit? Academic commentary has generally criticized the “demand required/
demand excused” distinction, '® arguing that courts should be able to exercise
their own judgment in both classes of cases. As one might expect, corporate
counsel have criticized this distinction in the name of Auerbach v. Benneit
and have urged that the board’s business judgment should prevail in both
classes of cases.

2. What elements should be included in an appraisal of the corporation’s
“best interests” in the second step of the Zapata test? In particular, what
“matters of law and public policy”— if any — should a court consider in addi-
tion to the corporation’s economic best interests? Would a court’s decision
to weigh matters other than the company’s economic interests be consistent
with viewing the derivative suit as an asset “belonging to” the corporation?
(One former Delaware Chancery Court judge was heard to confide about
the second level of Zapata inquiry, “I have no business judgment. If T had I
wouldn’t be a judge.”)

3. In the later case of Kaplan v. Wyatt, 499 A.2d 1184 (Del. 1988), the
Delaware Supreme Court held that whether to proceed to the second step of
the Zapata test, and how much discovery to accord derivative plaintiffs, lies
entirely within the discretion of the Delaware Chancery Court.

‘ I.n re _Omc'le Corp. Derivative Litigation demonstrates the highly indi
vidualized inquiry that the Delaware Chancery Court may pursue in prob-

ing the independence of a Special Litigation Committee that requests the dis
missal of a shareholder derivative action.

IN RE ORACLE CORP. DERIVATIVE LITIGATION
824 A.2d 917 (Del. Ch. 2003)

String, V.C.:

Lo this opinion, I address the motion of the special litigation committee
(. SLC™) of Oracle Corporation to terminate this action, “the Delaware Deriva
tive Actlon,” and other such actions pending in the 1’mmc of Oracle against
S?ﬁaltn Oracle dirt?ctf)rs and officers. These actions allege that these Oracle
liszﬁfgirsnirt{gdgel(l I insider trading while in possession of material, nOIl'PUl"'

e lor’1 i{ 1)ow1ng that Qraclc would not meet the earnings guidance it
i cars thclilr::-;lir St it Eh? third quarter of Oracle's fiscal year 2001. The SLC

: en of persuasion on this motion and must convince me that

18. E.g., Re ; o ..
& Reporters Notes to AL Principles of Corporate Governance §7.03 (1999
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there is no material issue of fact calling into doubt its independence. This
requirement is set forth in Zapata Corp. v. Maldonado and its progeny. ...

The question of independence “turns on whether a director is, for any
substantial reason, incapable of making a decision with only the best inter-
ests of the corporation in mind.”. .. That is, the independence test ultimately
“focus[es] on impartiality and objectivity.”...In this case, the SLC has failed
to demonstrate that no material factual question exists regarding its indepen-
dence....

Ellison is Oracle’s Chairman, Chief Executive Officer, and its largest
stockholder, owning nearly twenty-five percent of Oracle’s voting shares. By
virtue of his ownership position, Ellison is one of the wealthiest men in Amer-
ica. By virtue of his managerial position, Ellison has regular access to a great
deal of information about how Oracle is performing on a week-to-week basis.

Henley is Oracle’s Chief Financial Officer, Executive Vice President, and
a director of the corporation. Like Ellison, Henley has his finger on the pulse
of Oracle’s performance constantly.

Lucas is a director who chairs Oracle’s Executive Committee and its
Finance and Audit Committee. . ..

Boskin is a director, Chairman of the Compensation Committee, and a
member of the Finance and Audit Committee. As with Lucas, Boskin’'s access
to information was limited mostly to historical financials and did not include
the week-to-week internal projections and revenue results that Ellison and
Henley received. . .. o

The plaintiffs make two central claims in their amended complaint in
the Delaware Derivative Action. First, the plaintiffs allege that the Trading
Defendants {Ellison, Henley, Lucas, and Boskin] breached their dpty of loyglty
by misappropriating inside information and using it as the basis for trading
decisions. This claim rests its legal basis on the venerable case of Brophy v.
Cities Service Co. Its factual foundation is that the Trading Defendants were
aware (or at least possessed information that should have maQe them z{warc)
that the company would miss its December guidance py a W@e margm.anq
used that information to their advantage in selling at artificially inflated prices.

Second, as to the other defendants — who are the membexjs of Fhe Qraclc
board who did not trade — the plaintiffs allege a Caremark violation, in th’e
sense that the board’s indifference to the deviation bctween‘the company $
December guidance and reality was so extreme as to constitute subjective
bad faith. . . | . o I

On February 1, 2002, Oracle formed the SLC in order to investigate t o
Delaware Derivative Action and to determine whether .Oracl'e should pre.ss‘
the claims raised by the plaintiffs, settle the case, or Fermmate it. Soo(r;’ aft,er its
formation, the SLC’s charge was broadened to give it the same mandate as to
all the pending derivative actions, wherever the}’ were‘ filed. . without the

The SLC was granted full authority t0 decide these r’na(tlterb withou
Need for approval by the other members of the Oracle boar h . f them ioined

Two Oracle board members were named to the SLC. Bot ()’ he 01’ ned
the Oracle board on October 15, 2001, more than a half a year ‘1lfFe.rl rtllc '( s
3Q FY 2001 closed. The SLC members also share something else: both arc

tenured professors at Stanford University.
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Professor Hector Garcia-Molina is Chairman of the Computer Science
Department at Stanford and holds the Leonard Bosack and Sandra Lerner Pro-
fessorship in the Computer Science and Electrical Engineering Departments
at Stanford. ...

The other SLC member, Professor Joseph Grundfest, is the W.A. Franke
Professor of Law and Business at Stanford University. He directs the Univer-
sity’s well-known Directors’ College® and the Roberts Program in Law, Busi-
ness, and Corporate Governance at the Stanford Law School. Grundfest is
also the principal investigator for the Law School’s Securities Litigation Clear-
inghouse. Immediately before coming to Stanford, Grundfest served for five
years as a Commissioner of the Securities and Exchange Commission. Like
Garcia-Molina, Grundfest’s appointment at Stanford was a homecoming,
because he obtained his law degree and performed significant post-graduate
work in economics at Stanford. . . .

For their services, the SLC members were paid $250 an hour, a rate
below that which they could command for other activities, such as consulting
or expert witness testimony. Nonetheless, during the course of their work,
the SLC members became concerned that (arguably scandal-driven) develop-
ments in the evolving area of corporate governance as well as the decision
in Telxon v. Meyerson, . .. might render the amount of their compensation
so high as to be an argument against their independence. Therefore, Garcia-
Molina and Grundfest agreed to give up any SLC-related compensation if their
compensation was deemed by this court to impair their impartiality.

The SLC members were recruited to the board primarily by defendant
Lucas, with help from defendant Boskin. .. . The wooing of them began in the
summer of 2001. Before deciding to join the Oracle board, Grundfest, in par-
ticular, did a good deal of due diligence. His review included reading publicly
available information, among other things, the then-current complaint in the
Federal Class Action.

Th? SLC’s investigation was, by any objective measure, extensive. The
SLC rev1§wed an enormous amount of paper and electronic records. SLC
counsel interviewed seventy witnesses, some of them twice. SLC members
participated in several key interviews, including the interviews of the Trading
Defendants. . ..

N D‘uring the course of the investigation, the SLC met with its counsel
;el:;y;l;’riig?;iyf%rﬂ?f::t‘al of eighty hours. In addition to that, the SLC mem
o ] ssor Grundfest, devoted many more hours to the inves

gation.

In the end, the SLC produced an extremely lengthy Report totaling 1,110
E?fes (eXClul(llmg aPP.Cn(’hces and exhibits) that concluded that Oracle shoul
othelz'u(gsrgslz c?ifelgigtrgfsse rCVl:’ﬂllmZ against the Trading Defendants or any of thﬁ
attempt to capture the esse1 e ufrmg the 3Q FY 2001......1 endeavor 4 1045

" [Tlhe SLC conehn eIIdtho the Report in understandable terms, - -
possessed all information rega d?lt S 2 il Ol CX-CCUUVC v‘llger
and January of 3Q FY 200 ot R company's performance in Decert lic

1 would not have possessed material, non-publi

8. Inthe i g .
¢ fnterests of full disclosure, I spoke at the Directors’ College in spring 2002
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information that the company would fail to meet the eamings and revenue
guidance it provided the market in December. Although there were hints of
potential weakness in Oracle’s revenue growth, especially starting in mid-
January 2001, there was no reliable information indicating that the company
would fall short of the mark, and certainly not to the extent that it eventually
did.

Consistent with its Report, the SLC moved to terminate this litigation.
The plaintiffs were granted discovery focusing on three primary topics: the
independence of the SLC, the good faith of its investigative efforts, and the
reasonableness of the bases for its conclusion that the lawsuit should be ter-
minated. Additionally, the plaintiffs received a large volume of documents
comprising the materials that the SLC relied upon in preparing its Report.

III. THE APPLICABLE PROCEDURAL STANDARD

In order to prevail on its motion to terminate the Delaware Derivative
Action, the SLC must persuade me that: (1) its members were independent;
(2) that they acted in good faith; and (3) that they had reasonable bases for
their recommendations. If the SLC meets that burden, I am free to grant its
motion or may, in my discretion, undertake my own examination of whether
Oracle should terminate and permit the suit to proceed if I, in my oxymoronic
judicial “business judgment,” conclude that procession is in the best interests
of the company. This two-step analysis comes, of course, from quata. e

... 1 begin with certain features of the record —as 1 read it — that are
favorable to the SLC. Initially, I am satisfied that neither of the S}C xpembers
is compromised by a fear that support for the procession of this suit wpu}d
endanger his ability to make a nice living. Both of the SLC members are distin-
guished in their fields and highly respected. Both have Fem_xre, Wthh.COuld
not have been stripped from them for making a determination that this law-

suit should proceed. :
Nor have the plaintiffs developed evidence that either Grundfest or Gar-

cia-Molina have fundraising responsibilities at Stanford. ...

Defendant Michael J. Boskin is the T.M. Friedman Prqfessor of Econom-
ics at Stanford University. During the Administration ()f Ifremdent Qeorge H.W.
Bush, Boskin occupied the coveted and important position of Chairman of th.e
President’s Council of Economic Advisors. He returned to Stanford after this
government service, continuing a teaching career there that had begun many
years earlier.

During the 1970s, Boskin taught Grundfest when Grundfest was a Ph.D.

i i ’ i hough they
cand as not Grundfest’s advisor and alt )
idate. Although Boskin w: B e the years, )

do not socialize, the two have remained in

Occasionall t matters of public policy.... ' _
As r?oZezclibi(;lutliI;aSLC Rep%rt, the SLC members admitted knowing that

Lucas was a contributor to Stanford. They also gclgnowled(ged :11;a§tf;le had
donated $50,000 to Stanford Law School in appreciation for Grun 1165~ adVlfng
given a speech at his request. About half of the proceeds were allocated for

use by Grundfest in his research.
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But Lucas’s ties with Stanford are far, far richer than the SLC Report lets
on. To begin, Lucas is a Stanford alumnus, having obtained both his under-
graduate and graduate degrees there. By any measure, he has been a very loyal
alumnus.

In showing that this is so, I start with a matter of some jousting between
the SLC and the plaintiffs. Lucas’s brother, Richard, died of cancer and by way
of his will established a foundation. Lucas became Chairman of the Founda-
tion and serves as a director along with his son, a couple of other family mem-
bers, and some non-family members. A principal object of the Foundation’s
beneficence has been Stanford. The Richard M. Lucas Foundation has given
$11.7 million to Stanford since its 1981 founding. Among its notable contribu-
tions, the Foundation funded the establishment of the Richard M. Lucas Cen-
ter for Magnetic Resonance Spectroscopy and Imaging at Stanford’s Medical
School. Donald Lucas was a founding member and lead director of the Center.

The SLC Report did not mention the Richard M. Lucas Foundation or its
grants to Stanford. In its briefs on this motion, the SLC has pointed out that
Donald Lucas is one of nine directors at the Foundation and does not serve on
its Grant Review Committee. Nonetheless, the SLC does not deny that Lucas
is Chairman of the board of the Foundation and that the board approves all
grants.

Lucas’s connections with Stanford as a contributor go beyond the Foun-
dation, however. From his own personal funds, Lucas has contributed $4.1
million to Stanford, a substantial percentage of which has been donated
within the last half-decade. . . . From these undisputed facts, it is inarguable
that Lucas is a very important alumnus of Stanford and a generous contributor
to {the school]....

With these facts in mind, it remains to enrich the factual stew further,
by considering defendant Ellison’s ties to Stanford. There can be little doubt
that Ellison is a major figure in the community in which Stanford is located.
The so-called Silicon Valley has generated many success stories, among the
greatfest of which is that of Oracle and its leader, Ellison. One of the wealthiest
men in America, Ellison is a major figure in the nation’s increasingly important
information technology industry. Given his wealth, Ellison is also in a position
to ma!{c —and, in fact, he l};ls made — major charitable contributions.
Ellisosn()ﬁcc d(l)f 'tlh}(; larg(jst. of thcs.c\ contributions have been made through the_

‘ ca .()lmd‘ltl()ll, which makes grants to universities and laborato
ries to support bl()rpcdicul research relating to aging and infectious diseases:
tions, he has res\c it hvm)r?/ Board that 'sms through grant app lcto
any grants, a power he hasg t—as thg F()undutl(?n’s solci dlI"CCF()I‘-—'tO VCtO
retain. The Scientific AdViS(; n;;t yt:(; 'l‘ls,Cd bm. uA e .hc. tdt. it 1mporta'n‘[ans
and scientists from many i\n:t}i]tu?'ar ‘lsbu)mp s & ()f'(hstl‘ngu?shed physict

Although it is not rcprésentl(zinb’ ut not 1nglpdmg §tzmtord. - anford
has nonetheless been the b nef C on t~hc bClCr.th SRy B()ard: Stan :

¢ beneficiary of grants from the Ellison Medical Foul

dation — , e

. EXCCltl(t)i\t/l;eI )til;nctof nc;arlly $10 million in paid or pledged funds. Althoug
¢ctor of the Foundation asserts by way of an affidavit that

the grants are awarded to s isserts by way of an affic

pecific researchers and may be taken to another
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institution if the researcher leaves, ...the grants are conveyed under contracts
between the Foundation and Stanford itself and purport by their terms to give
Stanford the right (subject to Foundation approval) to select a substitute prin-
cipal investigator if the original one becomes unavailable. . ..

During the time Ellison has been CEO of Oracle, the company itself has
also made over $300,000 in donations to Stanford. Not only that, when Oracle
established a generously endowed educational foundation — the Oracle Help
Us Help Foundation — to help further the deployment of educational technol-
ogy in schools serving disadvantaged populations, it named Stanford as the
“appointing authority,” which gave Stanford the right to name four of the
Foundation’s seven directors. . . . Stanford’s acceptance reflects the obvious
synergistic benefits that might flow to, for example, its School of Education
from the University’s involvement in such a foundation, as well as the pos-
sibility that its help with the Foundation might redound to the University’s
benefit when it came time for Oracle to consider making further donations to
institutions of higher learning.

Taken together, these facts suggest that Ellison (when considered as an
individual and as the key executive and major stockholder of Oracle) had, at
the very least, been involved in several endeavors of value to Stanford. . ..

Having framed the competing views of the parties, it is now time to
decide.

I begin with an important reminder: the SLC bears the burden of proving
its independence. It must convince me.

.. Delaware law should not be based on a reductionist view of human
nature that simplifies human motivations on the lines of the lea§t sophisti-
cated notions of the law and economics movement. Homo sapiens 15 not
merely homo economicus. We may be thankful that an array of other motiva-
tions exist that influence human behavior; not all are any better than greed or
avarice, think of envy, to name just one. But also think of motive§ like l()Ye,
friendship, and collegiality, think of those among us who direct their behavior
as best they can on a guiding creed or set of moral values. ... .

Nor should our law ignore the social naturc of humans. To b§ (1¥re‘gt,
corporate directors are generally the sort of people deeply enmeshed in social
institutions. Such institutions have norms, expectations that, CXp].IC'ltly apd
implicitly, influence and channel the behavior of Ehose who paf'tn‘cnpate‘ 1{1
their operation. . . . Some things are “just not done, or only at a cost, thc o
might not be so severe as a loss of position, but may anQIVC a loss of standing
in the institution. In being appmpriatcly SCnsiti‘ve to this factor, our l.aw also
cannot assume — absent some proof of the pqlnt—tllat corporate dlrelctogs
are, as a general matter, persons of unusual social bravery, who operate heed-
less to the inhibitions that social norms generz}te for ordlnar(); folk. © that

In examining whether the SLC has met its burden to errlllonstrartcm o
there is no material dispute of fact regarding its mdep.end(?nce(i the court : us :
bear in mind the function of special litigation committees under our jurispru
dence. . .

Special litigation commit
ration to control a derivative ¢l
directors cannot impartially consider

tees are permitted as a last chance for a corpo-
aim in circumstances when a majority of its
« - -

a demand. By vesung the power of the
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board to determine what to do with the suit in a committee of independent
directors, a corporation may retain control over whether the suit will pro-
ceed, so long as the committee meets the standard set forth in Zapata.

In evaluating the independence of a special litigation committee, this
court must take into account the extraordinary importance and difficulty of
such a committee’s responsibility. It is, I daresay, easier to say no to a friend,
relative, colleague, or boss who seeks assent for an act (e.g., a transaction)
that has not yet occurred than it would be to cause a corporation to sue that
person. ...

The difficulty of making this decision is compounded in the special liti
gation committee context because the weight of making the moral judgment
necessarily falls on less than the full board. A small number of directors feels
the moral gravity — and social pressures — of this duty alone. . ..

I conclude that the SLC has not met its burden to show the absence
of a material factual question about its independence. I find this to be the
case because the ties among the SLC, the Trading Defendants, and Stanford
are so substantial that they cause reasonable doubt about the SLC'’s ability to
impartially consider whether the Trading Defendants should face suit....Inso
concluding, I necessarily draw on a general sense of human nature. It may be
that Grundfest is a very special person who is capable of putting these kinds
of things totally aside. But the SLC has not provided evidence that that is the
case. In this respect, it is critical to note that I do not infer that Grundfest
would be less likely to recommend suit against Boskin than someone without
these ties. Human nature being what it is, it is entirely possible that Grundfest
would in fact be tougher on Boskin than he would on someone with whom
he did not have such connections. The inference I draw is subtly, but impor-
tantly, different. What I infer is that a person in Grundfest’s position would
find it difficult to assess Boskin’s conduct without pondering his own asso-
ciation with Boskin and their mutual affiliations. Although these connections
might produce bias in either a tougher or laxer direction. the key inference
is thqt these connections would be on the mind of a per’son in Grundfest’s
position, putting him in the position of either causing serious legal action 10
be brought against a person with whom he shares several connections (a0
aWk"f’?f d thing) or not doing so (and risking being seen as having engaged in
favoritism toward his old professor . . ).

'The Same concerns also exist as to Lucas. . .. [Flor both Grundfest and
Garc1a-M01ma, service on the SLC demanded that they consider whether an
f:igrff)rrrlicrgig:?ter;o(ﬁs an;il 1L1ﬂuential Stanford alumnus sl‘l()uk‘l bcj sued 'b}’ Ora
S ng. Although they were not responsible for fundraising, 2
Coirinrs e o ot Aodoubtedyare sware of b Unpocect
SETViNg at 4 Universicy with - ind they share in the benefits that come I

g rsity with a rich endowment. A reasonable professor giving
any thought to the matter would obviously consider the effect his decision
might have on the University’s relationship with Lucas, it being (one hopes)

:Slc;n&:)l; to infer t-hat a professor of reasonable collegiality and loyalty Ehs
about the well-being of the institution he serves

.....

In vi ies i . .
iew of the ties involving Boskin and Lucas alone, I would conclude

that the SLC has failed to meet jts burden on the independence question- The

A
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tantalizing facts about Ellison merely reinforce this conclusion. The SLC, of
course, argues that Ellison is not a large benefactor of Stanford personally,
that Stanford has demonstrated its independence of him by rejecting his child
for admission, and that, in any event, the SLC was ignorant of any negotiations
between Ellison and Stanford about a large contribution. For these reasons,
the SLC says, its ability to act independently of Ellison is clear.

I find differently. The notion that anyone in Palo Alto can accuse Ellison
of insider trading without harboring some fear of social awkwardness seems a
stretch. That being said, I do not mean to imply that the mere fact that Ellison
is worth tens of billions of dollars and is the key force behind a very important
social institution in Silicon Valley disqualifies all persons who live there from
being independent of him. Rather, it is merely an acknowledgement of the
simple fact that accusing such a significant person in that community of such
serious wrongdoing is no small thing.

Before closing, it is necessary to address two concerns. The first is the
undeniable awkwardness of opinions like this one. By finding that there exists
too much doubt about the SLC’s independence for the SLC to meet its Zapata
burden, I make no finding about the subjective good faith of the SLC mem-
bers, both of whom are distinguished academics at one of this nation’s most
prestigious institutions of higher learning. . .. Nothing in this record leads me
to conclude that either of the SLC members acted out of any conscious desire
to favor the Trading Defendants or to do anything other than discharge their
duties with fidelity. But that is not the purpose of the independence inquiry.

That inquiry recognizes that persons of integrity and reputation can b?
compromised in their ability to act without bias when they must make a deci-
sion adverse to others with whom they share material affiliations. To con-
clude that the Oracle SLC was not independent is not a conclusion that t}le
two accomplished professors who comprise it are not persons _of good faith
and moral probity, it is solely to conclude that they We_rc npt situated to act
with the required degree of impartiality. Zapata requires %n.dependence to
ensure that stockholders do not have to rely upon special litigation commit-
tee members who must put aside personal conside'rations thaF are ordinarily
influential in daily behavior in making the already difficult decision to accuse
fellow directors of serious wrongdoing.

The SLC’s motion to terminate is DENIED. IT IS SO ORDERED.

NOTES & QUESTIONS ON IN RE ORACLE

1. Vice Chancellor (now Chief Justice) Strine’s‘ rational for dechmctllg
1 follow or implement the special committee’s ﬁndmgs. and r?ﬁommejlq ;;:
tions is arguably superior to the rational offerc?d by Justice Quillen tll?e fal
danato. 1t provides a basis — independence of judgment — to ﬁss;;s the re
ommendation upon which judges have somc expertise, V}’hllﬁ t f: L a;zacg
basis — judicial business judgment —has no precedent ‘m the casel;sj le)S u
and thus offers no standard for judicial decision. As a resullt, 1t' fwou . Let ::;l-y
AWkward for a court to apply with confidence. It has rarely, il ¢ver, y

been used by Delaware courts.
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2. In the Oracle case, plaintiffs subsequently dropped their claims against
defendants Lucas and Boskin. In November 2004, the court granted summary
judgment for defendants Ellison and Henley'” — thereby reaching precisely
the same conclusion on the merits of the plaintiffs’ case that Grundfest and
Garcia-Molinas had reached more than a year earlier.

3. Consider the problem that a board now faces in the aftermath of In
re Oracle. Zapata makes clear that the power to appoint an SLC comes from
DGCL §141(c), which means that the SLC must consist entirely of directors.
But wouldn’t the independence of any current director be questioned con-
sidering the “ ‘thickness’ of the social and institutional connections” between
themselves and the defendant directors? And if so, would a board be forced
to add new directors whenever it wished to establish an SLC? How would you
advise a board that wanted to establish an SLC without expanding, but also
staying within the constraints imposed by In re Oracle?

4. In Beam v. Martha Stewart, plaintiffs claimed that demand was futile
against the board of Martha Stewart Living Omnimedia (MSO) for claims aris
ing from Stewart’s trading in ImClone stock, because a majority of the MSO
board was not independent of Martha Stewart. Chancellor Chandler, applying
the test for demand futility articulated in Rales v. Blasband, held that demand
was not excused, even though there were “relationships,” “friendships,” and
“inter-connections” between Martha Stewart and the other MSO board memr
bers reminiscent of In re Oracle.® The Delaware Supreme Court affirmed,
and, noting the apparent tension between Beam and Oracle, drew a distin¢
tion between the SLC context and the demand excused context: “Unlike the
demand-excusal context, where the board is presumed to be independent,
the SLC has the burden of establishing its own independence by a yardstick

that must be ‘like Caesar’s wife’ —‘above reproach.”’?! As a policy matter, do
you find this distinction justifiable?

HOW DOES THE COURT EXERCISE ITS BUSINESS JUDGMENT?

What does it mean to exercise business judgment about whether litigatiot
sh()‘uld go forward? Is litigation “like” an investment in a factory? And does the
business judgment of a court resemble the business judgment of a corporate
manager, or may the court weigh matters of public interest as well as the private
interest of the firm? Consider the following excerpt from a well-known €asc.

JOY v. NORTH
692 F.2d 880 (2d Cir. 1982)

the Zgn ;; diversity case, th_e court predicted that Connecticut would adopt
o lzlﬂ a aPRFOagh to derivative suits and, exercising its business judgment,
jected a special litigation committee’s motion to dismiss. |

19. In re Oracle Corp. Derit
20. Beam v. Martha Stey
21. Beam v. Martha Ste

ative Litigation, C.A. No. 18751 (Nov. 24, 2009).
art, 833 A.2d 961, 984 (Del. Ch. 2003).
wart, 845 A.2d 1040, 1055 (Del. 2004).




