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that a shareholder had to suffer some special injury in order to state a direct 
claim. The Delaware Supreme Court affirmed the dismissal, but in doing so 
restated the test for determining whether a suit is to be treated as derivative or 
direct: "We set forth in this Opinion the law to be applied henceforth in deter
mining whether a stockholder's claim is derivative or direct. That issue must 
turn solely on the following questions: (1) who suffered the alleged harm 
(the corporation or the suing shareholders); and (2) who would receive the 
benefit of any recovery or other remedy (the corporation or the stockholders 
individually)?" Thus, the Supreme Court removed from the analysis the ques
tion of special injury as being the mark of a direct claim. 

In Tooley, the Supreme Court dismissed the complaint on the 
grounds that the shareholder plaintiffs had no individual right to have 
the merger occur at all. From the corporation's perspective as well, there 
was no wrong alleged. Nevertheless, if there had been a claim stated, it 
would have been a direct claim, because a shareholder does have a right 
to bring a direct action for injuries affecting his or her legal rights as a 
shareholder. 

This case shows the limited utility of the special injury concept. Here, 
while the claim (such as it was) was shared by all shareholders and thus was 
not "special," it was nevertheless individual (if a legal right had been asserted 
at all). The restatement in Tooley is clarifying, but does not constitute a change 
in the law:1 

10.2 SoLVING A COUECTIVE AcnoN PROBLEM: 

ATIORNEYS' FEES AND THE INCENTIVE TO SUE 

As was observed in Chapter 6, the collective action problem is fundamental in 
the governance of public companies with dispersed share ownership. 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 are deriv
ative or class suits practical if shareholders lack 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, th~": stakes alone 
might induce them to bring suit. But if the shareholder suit is to enforc~ 
fiduciary duties in widely held corporations, s?1all shareholders must be moti
vated to prosecute meritorious claims. Incentives for small shareholders - or 
at least a proxy for them - evolved from the court of equity's practice of 
awarding attorneys' fees to plaintiffs whose litigation created a common fund 
that benefited all shareholders. Consequently, a large majority of sha~e~~lder 
suits against the directors and officers of public companies today are lllltlated 
by the plaintiffs' bar. The attorneys who bring these suits seek to e~rn fees 
f · · h " 1 art'es" of m· terest the corporation and rom positive outcomes for t e rea p i ' 

l. d n Tooley again in Citigroup Inc. 
4. Recenth·, the Delaware Supreme Court re 1e 0 

v. AHW Jm,estm;nt Partnership, 140 A.3d 1125 (Del. 2016). 
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its shareholders. Plaintiffs' attorneys are paid- or not - by order of the court 
or as part of a settlement at the conclus~on of the litigat_ion. In form, these 
attorneys are 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) or 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 benefit from any mon
etary recovery or governance change resulting from the litigation. However, 
the corporation and its insurer also generally bear the bulk of litigation costs 
on both sides. The company is likely to have advanced the cost of defense 
to its managers (e.g., via indemnification agreements), and it must usually 
pay the plaintiff a sum for "costs" that, in the case of monetary recoveries, 
range from a couple of percent (where the .financial benefit is very large) up 
to as much as 30 percent in some cases. While the formulas used to calculate 
attorneys' contingent fees differ by jurisdiction and suit. the pern:ntage of the 
recovery awarded for legal costs remains surprisingly stable.' 

FLETCHER v. AJ. INDUSTRIES, INC. 
72 CaL Rptr. 146, 266 CaL App. 2d 313 (1968) 

RATI1GAN, A.J.: 
This appeal is from certain orders entered in a stockholders" deriva

tive action against appellant A.J. Industries, Inc. (hereinafter called the "cor
poration," or "AJ") .... The named defendants included the coq)oration; 
respondents Ver Halen and Malone ... [and other members of A. J. ·s hoard of 
directors] . · 

The complaint alleged generally that ... Ver Halen had dominated and 
~ontrolled the board and the management of the corporation . . . and that, 
~ consequence, the corporation had been damaged in the various transac
tions. · · · The complaint prayed for several forms of relief on behalf of the 
corpora~ion, inclu~~ ~ money judgment against Ver Halen for S 15 i. 1 50 and 
one aga~st all the md1v1dual defendants in the amount of $1.000.000 .... 

D~g the course of a protracted hearing ... a settlement of the action 
was negotiated .... 

The "e~ecutory provisions" of the stipulation included these agree-
ments: Four mcumbent direct bl . . ors were to be replaced by persons accepta e 
to plamt~s, 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 h . . " w o would be m charge of its ··operauons, 
and who would be one of th " · e iour new directors. In the election of future 

5. See Roberta Romano 1be Sh h . . J L 
Econ. & Org. 55 (1991). ' are older Suit: Litigation Without Foundatton!'. 7 · · 
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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 employ
men~ contract was to be ~mended 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 to 
claimed mismanagement of the corporation due to Ver Halen's "domination" 
of its affairs; to Malone's allegedly excessive salary; and to VerHalen's asserted 
breach of his employment contract. The stipulated agreements summarized 
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 .... 

Whether the corporation was entitled to monetary recovery in any 
respect was, thus, to be determined in the future. In contrast, the stipulated 
agreements - providing for the reorganization of the corporation's board of 
directors and its management, the ouster of Malone, and the amendment of 
Ver Halen's contract of employment-were to be performed immediately. 

The stipulation further provided that the arbitrator could award attor
neys· fees, to be paid by the corporation, to any counsel who appeared in 
the arbitration proceeding, except that plaintiffs' attorneys could be awarded 
fees only in the event the corporation received a monetary award. The parties 
acknowledged (1) that plaintiffs' ... attorneys intended to apply to the trial 
court - as distinguished from the future arbitrator- for fees and costs to be 
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 p_ay the fe~s 
and costs incurred. The court also found that by reason of the action, and its 
settlement, "substantial benefits have been conferred" upon the corporation.

2 

2. [I] n the following particulars, to wit: 

a) That by reason of the settlement of said action, an~ without_ regard to 
whether plaintiffs or defendants would have been successful m the ultlffiate out
come thereof the defendant A.J. Industries, Inc., a corporation, has been sa~ed 

' · , £ s costs and the loss of valuable time substantial expenditures for attorneys ee , , . 
of valued employees by reason of the fact that the settlement and compr~mise 

b · h ·cy f a trial of this cause on its merits. Probable expenditures 
o viates t e necessi o . ffi ed by defen 
by the corporation, aforesaid, have been estimated by witnesses o er -

dants to be in excess of the sum .of $200,000.00h . hts of the defendant corpo-
b) That by reason of said settlement t e ng . 

. . the defendant C.J. Ver Halen monies ... has been 
rauon. 1f any, to recover fro~ . de uitable arbitration proceeding is 
fullv protected and reserved m that a fair an q 
pra'vided for as a part of the terms of said settlement. · · · 
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Based upon these findings, the court ordered the corpor.llion 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 pennits such recovery. . . . . 

An exception to the general rule is found, however. 111 the so-called 
common-fund doctrine .... "It is a well-established doctrine of equity juris
prudence that where a common fund e'?~ts t? w~ch ~ m~mhe~ of.persons are 
entitled and in their interest successful litigation 1s mamtamed for Its preserva
tion and protection, an allowance of counsel fees may properly he 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 .... 

In the present case, some of the causes ofaction alleged in plaintiffs' com
plaint might have produced a "common fund" in the form of a money judg
ment against appellant corporation. None, however. did: they ,n-re referred 
to an arbitration proceeding which was to be conducted in tht· future. For the 
obvious reason that no fund existed, the trial court applkd tht: suhstantial
benefit rule ... under which the award of attomevs· fees is chargt:d 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 hy. and paid from, 
a common fund where his derivative action on behalf of a corporation has 
recovered or protected a fund in fact; but (2) the existence of a fund is not a 
prerequisite of the award itself .... 

The stockholder's derivative suit ... is an effective means of policing 
corporate management. [It] should not be inhibited bv a doctrine which lim
its the compensation of successful attorneys to cases ~hich produce a mon
etary recovery: the realization of substantial, if nonpecuniarv. hendits by the 
corporation should [also] be the criterion. . . . · 

The final question ... is whether the benefits realized hv the corpora
tion 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 
~tandards of 'fiduciary_ relationships and of other economic behavior,··· or 
prevent an ~buse which would be prejudicial to the rights and interests of 

the corporation, o~ affect t?e enjoyment or protection of an essential right to 
the stockholders mterest. [Citation omitted] 

It is n~t ~i~c~nt that the "benefits" ·fo~~-d were achieved by settle
me~t _of plamtiffs action rather than by final judgment. The authorities rec
ogruzmg the substantial-benefit rule have permitted attorneys· fee awards in 
settled cases. . . This is m· k · · · · · g 

l · eepmg with the law's general pohcv favofl.Il 
sett ements ... and in a stockhold , d . . · · m· a . . . er s envattve action the trial court 1s pos1t1on to scrutinize the f: · n 

th . h . atmess of a settlement because the court alone ca 
au onze t e action's dismissal. ... 
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Some of th~ "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 convention.al adve!sary litigation. Other "benefits," though, were real
ized m the form of unmed1ate changes in the corporate management. The cor
poration argues that some of these had been under consideration by its board 
of directors 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. 

CHRISTJA,'\1, J. (dissenting in part) . 
. . . The majority opinion refers to certain considerations of policy which 

appear to indicate that it would be a good thing to allow attorneys' fees 
against a corporation when one of its shareholders succeeds in a derivative 
action and substantial benefit to the corporation results .... But countervail
ing policy arguments are not lacking: for example, if the existence of a "com
mon fund" ... is not 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, even though resulting harm to the corporation might be dispropor
tionate to the "substantial benefits" derived from the lawsuit. Considerations 
of this character can better be appraised in the legislative process than by the 
[courts]. Moreover, it appears likely that the new enlargement of the "com
mon fund" exception to the rule laid down in the statute may greatly out
weigh in practical importance the court-created exception on which it is to 
be grafted. The variety of shareholders' actions in which "substantial benefit" 
to the corporation may be found is literally boundless .... 

QUHS110NS ON FLETCHER v. A.]. INDUSTRIES, INC. 

1. What was the "substantial benefit" conferred on the corporation by 
the de1ivative 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 proble~ in 
its own · ht L 11 the plaintiffs' lawyers are agents of shareholders, JUSt 
as th d r~g d. ega y,fid ·an·es i;or the corporation and its shareholders. But e e1en ants are uc1 1• , t 
both sides have important individual interests at stake: lawyers eehs on hone 
· ffi rs and directors on t e ot er. side and the potential liability of corporate O ce 



416 Chapter 10. Shareholder Lawsuits 

Much of the law of derivative suits is an effort to deal with these crosscutting 
agency problems. One such problem is ~t p~intiffs' lawyers may initiate 
so-called strike suits, or suits without ment, s11Dply to extract settlements 
by exploiting the nuisance value of litigation . and the personal fears of 
liability-even if unfounded-of officers and drrectors. A second problem 
is that defendants may be too eager to settle because they bear at least some 
of the costs of litigation personally (e.g., the pain of depositions and the risk 
of personal liability), but they do not bear the cost of settling. which is borne 
by the corporation or its insurer. Strike suits have 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 are unrelated to settlement 
amounts in the related context of securities class actions. -

Agency problems also arise when shareholder litigation is meritorious 
and corporate managers face a serious prospect of liability. In this case. both 
plaintiffs' attorneys and defendants-if these defendants control their cor
porations- have an incentive to settle on mutually advantageous terms that 
allow the defendants to fully escape personal liability for their conduct. 

Finally, the legal system itself can generate agency problems hy stmctur
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 attomevs to settle too soon. but 
it creates the opposite incentive to spend too much time litigating relative 
to the likely settlement outcomes.8 Finally, as a reaction to the l'Vident weak
nesses in both techniques for the awarding of attomevs · fees. some courts 
have experimented with auctioning the rights to repr~sent 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 

6. See, e.g., Roberta Romano, The Shareholder Suit: Litigation \Fi/bout Fn1111dation?, 
7 J.L. Econ. & Org. 55 0991); John C. Coffee, Jr., Understanding tbe PlainliJT~ Attorney: The 
Implications for Private Enforcement of Law Through Class and Derit·atii·e ..ictions. 86 
Colum. L. Rev. 669 (1986). 

7. Janet C. Alexander, Do the Merits Matter? A Stud)' of Settlements in Securities 
Class Actions, 43 Stan. L Rev 497 (1991) F · · · · d 
B S. & Willi. · · · or cnuc,sm of this initial studY. see. e.g .. Leonar 

. unon am S Dato Leatslatt · d · lJ. d , · ' " ng on a False Foundation- 1be Erroneous ..tea e1111c 

9;,e;il~~;';Jf,;.°{;h;:~ate Securi~te_s Litigation R~form Act oj /995 . . ~.'\ San Diego L. Rev. 
Karen K. Nelso & AC p ~cent emptncal work on this question. compare ~farilyn F. Joh~son, 
Securities Litig;tion Reio ntchard, Do the Merits Matter More? n1e Impact of the pr,v~te 

b t " l rm Act, 23 JL. Econ. & Org. 627 (2007) (finding a ··closer relation 
e ween ,actors re ated to fraud d h filin . . · f h 

PSLRA") with Stephen] Ch . an t e g of secunues class actions after the passage o ~ e 
Reform Act? 23 J L Ee· ;i, Do the Merits Matter Less After the Private Securities Litigalt~n 
were dete~~d by ilie p~~RA.).Org. 598 (2007) (reporting some evidence that meritorious srnts 

8. See, e.g., John C. Coffee Tb lJ. ,r. . oif 
Shareholder Litigation 48 La & ' e nJaithful Champion: n1e Plaintiff as Jfo111tor 

' w Contemp. Probs. 5 (1985). 
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incentives of bidding firm~ may, for example, lead to low bids that permit a 
lawyer to control the case m order to negotiate a settlement.9 

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 in 
this chapter - specifically the law of pre-suit 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 pursue shareholder suits. 

In addition to these judicial innovations, there have been several statu
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 corporations to require plaintiffs (or their attorneys) to post a bond 
to secure coverage of the company's anticipated expenses in the litigation. 
See, e.g., NYBCL §627; Cal. Corp. Code §800. The purpose of these statutes 
was to add a stick to the carrot of attorneys' fees- to engineer a fee rule that 
would discourage strike suits as well as encourage meritorious litigation. But 
however attractive this approach seems in theory, it appears to have failed 
in practice. Savvy plaintiffs' attorneys, reluctant defendants, and sympathetic 
judges together ensure that plaintiffs are rarely forced to post bonds and are 
virtually never charged with the litigation costs of defendants. 10 

General dissatisfaction with the growth in the number of securities class 
actions led to enactment of the federal Private Securities Litigation Reform 
Act (PSLRA) of 1995. 11 That statute embraces a variety of devices to discour
age non-meritorious suits, such as particularized pleading requirements, stays 
in discovery, and changes in substantive law, and to encourage institutional 
shareholders to assume control of shareholder litigation under the "most ade
quate plaintiff' rule considered below. The chart below shows the number of 
securities class actions filed since 1996. 

FEDERAL SECURITIES CLASS ACTION LITIGATION 1996 - YTD 
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R rt on Selection of Class Counsel, 74 Temple L. Rev. 9. See Third Circuit Task Force epo 
685 (2001). 

10. See Robert Clark, Corporate Law §15·5
5

·) ( dilled throughout 15 U.S.C. §§77-78). 
11. Pub. L. No. 104-67, 109 Stat. 737 (199 co 
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Initially new securities fraud tilings decreased after the PSLRA was 
passed, but ~nly for a year or two. Filings returned to their 1994 (pre
PSLRA) level of approximately 200 new cases per y~ar. then exploded in 
2001 with a wave of "IPO Allocation" lawsuits, allegmg that underwriters 
engaged in undisclosed practices in connection with the distribution of 
IPO (initial public offering) shares. The year 2008 was also a ,·ery good 
year for securities class actions in the wake of the Great ~ecession against 
financial institutions. After that, filings stabilized for a kw years before 
increasing dramatically after 2015 to roughly 400 cases annually. These 
data support the conventional wisdom that the PSLRA was only a minor 
speed-bump for plaintiffs' lawyers on the way to the courthouse and that 
the "fundamentals" such as stock market volatility are more important 
drivers of overall litigation activity. 12 The recent uptick in securities fil. 
ings during a period of relatively low price volatility rdkcts a migration 
of litigation from the Delaware courts to federal courts after an important 
Chancery Court decision (In re Trulta) that we discuss in Section 10.5.2. 
Visit the Stanford Securities Class Action Clearinghouse on the internet for 
a trove of data on this topic, including total amount of dollars expended in 
settlements. 

10.3 STANDING REQUIREMENTS 

Standing requirements that screen who may bring a derivative suit are estab
lished bothbystatuteandbycourtrule. See, e.g., 10 Del. Code Com. §527: Fed. 
R. Civ. P. 23.1. They are premised on the assumption that screening for qual
ified litigants increases the quality of shareholder litigation. that is. that some 
potential litigants have better incentives to sue than others. (Compare, from 
this perspective, the various standing requirements for derivative suits in your 
statutory supplement: Fed. R. Civ. P. 23.1; MBCA §7.41; and ALI. Principles 
of Corporate Governance §7.02.) Federal Rule 23.1, which Delaware also fol
lows, typifies standing rules for derivative actions. First. the plaintiff must be a 
shareh~ld~r for the duration of the action. (Why? What shapes the incentives 
of a pl~~iff who, sues on behalf of a company in which she no longer has any 
~anc1al mterest.) Second, the plaintiff must have been a shareholder at the 
~~e of t~e all~ged ~rongful act or omission (the "contemporaneous own~r-
~p rule ). This requirement reflects the traditional bias of courts against plam· 

~iffs who "buy a lawsuit." In public companies, however, this rule is not very 
rm~oi:ant, since shareholders are easy to find. Third, the plaintiff must be able 
to f~trly and adequately" represent the interests of shareholders. meaning in 
practice that there are no obvious conflicts of interest. 1 ~ Finally. the complaint 

12. See, e.g., Cornerstone Resear h Se .. 
13. The requirement that a . ~ ' c~nttes Class Action Case Filings: 2005.. . . 

which arises from judicial cons pl:imtiff ~~am a shareholder during the course of hugation, 
truction of fatr and adequate" representation under Rule 23. l, 
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BALANCING THE RIGHfS OF BoARDS TO MANAGE 

111E CORPORATION AND SHAREHOIDERS' RIGHTS 

TO OBTAIN JuDIOAL REvlEw 

An important set of legal doctrines balances the right of hoards to manage 
their companies (including their potential legal claims) against the rights 
of shareholder-plaintiffs to obtain judicial review of alkged corporate mal
feasance. The issue of when a shareholder-plaintiff may pursue a claim on 
behalf of a corporation without board authorization or despite its opposition 
arises in several contexts. First, it arises when a company's hoar<l considers a 
shareholder's demand to bring suit, as Rule 23. l contemplates. hut rejects it. 
Here the court must decide whether or not to defer to the hoar<l's business 
judgment in electing not to prosecute the action. The issue of deference to 
the board also arises when the shareholder-plaintiff docs not make <lemand 
on the board, on the ground that the board could not exercise <lisinterested 
business judgment. Here the court must pass on the vali<lity of the plaintiffs 
excuse for not making pre-suit demand. In addition, the question of board 
deference arises when the board seeks to terminate a derivative suit at a later 
point in the litigation, after the suit has already survive<l the company·s initial 
motion to dismiss. That is, even if the company's board was disqualilinl from 
dismissing the suit as of when the complaint was filed. may hl' the hoard 
subsequently regains competence by delegating authority over the matter to 
a committee of independent directors who may have been appointnl to the 
board well after litigation began. 16 Finally, the need for couns to balance the 
rights of management and shareholders in derivative suits also ari~es in con
nection with the settlement of shareholder suits. We discuss settlements in 
Section 10.5. 

10.4.1 The Demand Requirement of Rule 23.1 

The demand requirement originates in the traditional rnk that a deriv
ative c?~plaint m~st "allege with particularity the efforts. if any. made by 
the plamtiff 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 

16 Whil h' · . . . · e t is may seem like a transparent attempt to defeat and punish derivauve 
plamt~ffs, there are circumstances when it is clearly appropriate. Imagine. for example. that 

h
a hostbile ta~eov~r follows the initiation of a derivative suit. Even though the old board may 

ave een 1mphcated in the matt d td b . . . er sue on, the new board is not and therefore shou e 
given 1ts rights to manage the c , . . 1 s 

1 h h ompany s claim m litigation The matter becomes far es 
c ear w en t e company's ne fi d bil' · t 
f l w oun a tty to make a valid business 1·mlgment comes. no 
rom a comp ete turnover of the b d b · · d' 

tors who th aft . oar • ut from the appointment of one or nvo new irec-
situ;tion pre:::te~\;~;Jt~~ted to a special committee to review the matter. This is th~ 
forth below. known Delaware case of Zapata Corp. /1 . . Hafdanado, se 
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(D~laware ?as _an identical rule). But under what circumstances may a com
plaint be dtsnussed once the plaintiff does-or does not-make a demand 
on the board? The answer is a matter of common law. 

DEHAND EXCUSED: A NOTE ON ARONSON v. LEWIS AND ITS 
PROGENY 

Plaintiffs' attorneys prefer not to make demand on the board for the under
standable reason that it is likely to be refused, in which case plaintiffs are 
treated as having waived any objection to the board's independence. See 
Spiegel v. Buntrock, 571 A.2d 767 (Del. 1990).17 For Delaware corporations 
at least, plaintiffs' usual strategy is to plead that demand should be excused 
because it would be futile - the board is too interested or otherwise muddled 
to exercise unbiased business judgment. But how should Delaware courts 
decide "demand-futility" claims? More likely than not, the entire corporate 
board will be defendants in such cases, making it "interested" in a formal 
sense. On the other hand, if a court were to require proof that a board was 
interested in the alleged misconduct prior to any discovery, derivative actions 
would be almost impossible to bring. The Delaware Supreme Court sought 
a middle way that implicitly gave the Chancery Court a strong screening 
function. 

The controlling Delaware Supreme Court case is Aronson v. Lewis, 433 
A.2d 805 (1984). The Aronson case involved a favorable deal between a com
pany and its 47 percent shareholder/director. The court, per Justice Moore, 
rejected plaintiffs demand-futility claim, which had stressed the dominant 
shareholder's power over board appointments. Instead, the Aronson court 
framed the following test: 

..... [I] n determining demand-futility the Court of Chancery in a proper exercise 
of its discretion must decide whether, under the particularized facts alleged, a 
reasonable doubt is created that: (1) the directors are disinterested and indepen
dent and (2) the challenged transaction was otherwise the product of a valid 
exercise of business judgment." 473 A2d at 814. 

The Aronson decision naturally gave rise to later case law parsing the mean
ing of this test. 

Among the more instructive (and amu~ing) of th~se. cases is Levine 
v. Smith, 591 A.2d 194 (Del. 1991), in which the plamtiff~ ch~enged a 
transaction between General Motors and its best-known outside director of 
the time, Ross Perot - an acerbic billionaire and later two-time third-party 

17 The holding that plaintiffs concede board independence by making_de1?and appears 
to have been partly qualified by a more recent case, although just how much is d~cult to say. 
See Scattered Corp v Chicago Stock Exchange, Inc., 701 A.2d 70 (Del; 19917)1 ("It 1S not col rrectt 

· · I · l ' d ·n futuro ,or a purposes re evan that a demand concedes independence 'cone usive Y an 1 

to the demand."). 
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candidate for the U.S. presidency. Perot had sold his company to G.\1 in 1984 
and became its largest shareholder and a director, but once on the inside 
Perot challenged GM's bureaucratic ways and turned to puhlic invective 
when his suggestions were ignored. One can imagine that G:\t's management 
was eager to buy out Perot's stake after its most visible director accused the 
company of selling "second-rate cars. "18 Whether Perot was simply candid 
or an astute businessman- or both- we will never know. What is certain 
is that he received a rich buyout price from GM that almost tripled the value 
of his holdings in two years. The details of this case are well worth exploring 
for their own sake, but we restrict ourselves here to I.el'ine·s two principal 
doctrinal contributions. 

The first of these was whether the two parts of the .-trm1S<m test for 
demand futility were conjunctive or disjunctive. In other words. does estab
lishing demand futility require a reasonable doubt that the hoard was disinter
ested and that the past transaction at the heart of the complaint was not "the 
product of a valid exercise of business judgment," or would particularized evi
dence of either of the propositions suffice? Levine's languagt' indicated that 
the test was disjunctive, so a reasonable doubt that either to<lay·s hoard is not 
disinterested or that yesterday's challenged transaction was not an t'Xercise 
of disinterested business judgment might suffice to excuse <.kmand. But how 
are Aronson's two prongs related? Why should yesterday·s hoard decision 
affect the ability of today's board to pass on the merits of an action hrought 
by the corporation today? We turn to this second question in the Ra/es case 
following the note on pre-suit demand. 

NOTE ON PRE-SUIT DEMAND 

Aronson v. Lewis and Levine v. Smith raise manv other issues The most 
fundamental of these was taken up by the All in its Principles of < :orporate 
?°veman~e project_: _Is the traditional equity rule of pre-suit demand. with 
its exception for futility, the best way to adjudicate the board· s colorahle dis
ability to claim sole right to control the adjudication of corporate claims? Toe 
drafters of the All's Principles concluded that the answer was "no ... Instead, 
the AU proposed a rule of universal demand, under which a plaintiff would 
be reqwred to always make a demand, and if, as is likelv. she was not satis
fied with the board's response to her demand, she could institute suit. If the 
defendants thereafter sought dismissal of the suit the court would review the 
board's exercise of business judgment in making lts response. If the court con
cluded that t~e board was in a position to exercise a valid business judgment 
on the question of whether suit should be brought, then it would dismiss the 

18. This is a tame exampl A rc1· · h d 
[Perot] humiliated Smith G , e. cco mg to a Washington Post article . [n]ot only . a 
to change GM was like "~e:~EO] last fall when he suggested to Business Week that trying 
pany for coddling executive~ g an _elephant to tap-dance .• he had also slammed the com· 
Japanese, but to Ford as well ; g:~ucmg ~cond-rate cars. and losing the race not only _to t~~ 
Post, April 19, 1987. · d Remntck, H. Ross Perot to GM I'll Dril'e. The Washmgt 
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The d~~endants moved to dismiss the complaint for failure to plead 
demand futility. The Court of Chancery ... held that [a]lthough the com
plaint alleged facts sufficient to raise a reasonable doubt as to the impartial
ity of a number of Blue Bell's directors, the plaintiff ultimately came up one 
short ... the plaintiff needed [to raise such doubts about the impartiality of] 
eight directors but only had seven .... [W]e reverse .... 

We . . . hold that the complaint pleads particularized facts sufficient to 
create a reasonable doubt that an additional director, W.J. Rankin, could act 
impartially in deciding to sue Paul Kruse, Blue Bell's CEO, ... due to Rankin's 
longstanding business affiliation and personal relationship with the Kruse 
family .... Despite the defendants' contentions that Rankin's relationship with 
the Kmse family was just an ordinary business relationship from which Rankin 
would derive no strong feelings of loyalty toward the Kruse family, [ the plain
tiffs') allegations are "suggestive of the type of very close personal [or profes
sional] relationship that, like family ties, one would expect to heavily influence 
a human's ability to exercise impartial judgment."7 Rankin's ... ties to the 
Kmse family raise a reasonable doubt as to whether Rankin could "impartially 
or objectively assess whether to bring a lawsuit against the sued party."8 

••• 

[Tl he Court of Chancery held that the plaintiff "failed to plead particular
ized facts to raise a reasonable doubt that a majority of the [Blue Bell board] 
members could have impartially considered a pre-suit demand." Without bela
boring the details of the Court of Chancery's thorough analysis, ... we note 
that the court essentially ruled that the plaintiff came up one vote short. To 
survive the Rule 23.1 motion to dismiss, the complaint needed to allege par
ticularized facts raising a reasonable doubt that directors holding eight of the 
15 votes could have impartially considered a demand, but the court held that 
the plaintiff had done so for directors holding only seven votes. 

One of the directors who the trial court held could consider demand 
impartially was Rankin, Blue Bell's recently retired former CFO. Although 
Rankin worked at Blue Bell for 28 years, the court emphasized that he was no 
longer employed by Blue Bell, having retired in 2014 [and that other allega
tions] ... fell short of Rule 23.1 's particularity requirement. Further, the court 
noted that Rankin voted against rescinding a board initiative to split the CEO 
and Chairman positions held by Paul Kruse. In the court'_s view, that act was 
evidence that Rankin was not beholden to the Kruse family. · · · 

A. RANKIN'S INDEPENDENCE 

On appeal, both parties agree that the Rates_ st_andard applies, and 
we therefore use it to determine whether . . . a maJonty of the board was 

7. Sandvs v. Pincus, 152 A.3d 124, 130 (Del. 2016). 
8. In re· Oracle Corp. Derivative Litig., 824 A.2d 917, 942 (Del. Ch. 2003). 
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independent for pleading stage purposes. "(A] la~k of in~epend~nce_ ~urns 
on 'whether the plaintiffs have pled facts fro~ which the director s ah11ity to 
act impartially on a matter important to the mterest~d party can he_ doubted 
because that director may feel either subject to the mterested party s domin
ion or beholden to that interested party."86 When it comes to life's more inti
mate relationships concerning friendship and family, our law cannot "ignore 
the social nature of humans" or that they are motivated by things other than 
money, such as "love, friendship, and collegiality .... "8

-

From the pled facts, there is reason to doubt Rankin's capacity to impar
tially decide whether to sue members of the Kruse family. for starters. one can 
reasonably infer that Rankin's successful career as a businessperson was in large 
measure due to the opportunities and mentoring given to him hy Ed Kruse, 
Paul Kruse's father, and other members of the Kmse family. The complaint 
alleges that Rankin started as Ed Kruse's administrative assistant and. o\'er the 
course of a 28-year career with the company, rose to the lligh managerial posi
tion of CFO. Not only that, but Rankin was added to Blue lkll' s board in 2004, 
which one can reasonably infer was due to the support of the Krnse family. 
Capping things off, the Kruse family spearheaded charitable efforts that led to 
a $450,000 donation to a key local college, resulting in Rankin hdng honored 
by having Blinn College's new agricultural facility nanu~d after him. On a cold 
complaint, these facts support a reasonable inference that thc:rc: are ,-ery wann 
and thick personal ties of respect, loyalty, and affection between Rankin and 
the Kruse family, which creates a reasonable doubt that Rankin could have 
impartially decided whether to sue Paul Kruse and llis subordinate Bridges. 

Even though Rankin had ties to the Kmse famil\' that ,n-re similar 
to other directors that the Court of Chancery found w~re sufficient at the 
pleading stage to support an inference that they could not act impartially in 
deciding whether to cause Blue Bell to sue Paul Kmse, the ( :ourt < >f < :hancery 
concluded that because Rankin had voted differentlv from Paul Krnse on a 
proposal to separate the CEO and Chairman position'. these ties did not mat
ter. In doing so, the Court of Chancery ignored that the decision "·hether to 
sue someone is materially different and more important than the decision 
whether to part company with that person on a vote about corporate gover
nance, and our law's precedent recognizes that the nature of tht· decision at 
issue must be considered in determining whether a director is independent.9

; 

As important, at the pleading stage, the Court of Chancen· was hound to 
accord the plaintiff the benefit of all reasonable inferences. and the pied facts 

86· Sandys v. Pincus, 152 A.3d 124, 128 (Del. 2016) (quoting Del. Ctr. E111ps. Ref. Fund 
v. Sanchez, 124 A.3d 1017, 1024 n.25 (Del. 2015)). · 

87. In re Oracle Corp. Derivative Lttig. 824 A.2d 917 9~8 (Del Ch 700-'i) c-oelaware 
law should not be based on d · · · ' · · · · · · - · · · . . a re uct1orust view of human nature that sirnplihes human mouva 
t10ns on the Imes of the least sophi t· d · ") s tcate not10ns of the law and economics moYement. · · · 
brou it !:e Sandys v. Pincus, 152 A.3d 124, 134 (Del. 2016) ("Causing a lawsuit to be 
end! e~ ~~t ~noth~r rerson is no small matter, and is the sort of thing that might plausibly 
Ch 2!03) (" at1~n.sh1f/ ... In r': Oracle Corp. Derivatfi•e Litig .. 824 A.2d 91-. 940 (Del. 

·k ~ · · · ts, aresay, easier to say no to a friend relative colleaoue or boss whO 
see s assent 1or an act (e g tra · ' · " · . · ·• a nsactton) that has not vet occurred than it would be to cause 
a corporation to sue that perso [ hi . ' h s 
committed serious wrongdo' n '~ ch may mvolve finding] ... that the fellow director a 

mg .... ) 
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fairly support the inference that Rankin owes an important debt of gratitude and 
friendship to the Kruse family for giving him his first job, nurturing his progress 
from an entry level position to a top manager and director, and honoring him by 
spearheading a campaign to name a building at an important community insti
tution after him. Although the fact that fellow directors are social acquaintances 
who occasionally have dinner or go to common events does not, in itself, raise a 
fair inference of non-independence, our law has recognized that deep and long
standing friendships are meaningful to human beings and that any realistic con
sideration of the question of independence must give weight to these important 
relationships and their natural effect on the ability of the parties to act impartially 
toward each other. As in cases like Sandys v. PincusJ7 and Delaware County 
Employees Retirement Fund v. Sanchez,98 the important personal and business 
relationship that Rankin and the Kruse family have shared supports a pleading
stage inference that Rankin cannot act independently. 

Because the complaint pleads particularized facts that raise a reasonable 
doubt as to Rankin's independence, we reverse the Court of Chancery's dis
missal of the plaintiffs claims against management for failure to adequately 
plead demand futility. 

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 MBCA 
§§7.42-7.44, and compare these provisions to AU, Principles of Corporate 
Governance §§7.03, 7.08, and 7.10. 

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

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

.). Will either reform proposal significantly improve shareholder litiga-

tion incentives? 

10.4.2 Special litigation Committees 

I h d and requirement which is embedded in Rule 23.1 
n contrast tot e em ' . . ·r 1 for a 

of the Federal Rules of Civil Procedure, there is no basis m posi ive aw 

ld" that owning an airplane with the interested 
97. 152 A.3d 124, 130 (Del. 2016) (ho mg 1 1 fonship that like family ties, one 

party "is suggestive o~ t~e type of very clo,s\b~~o~~ e:e:c:se impartial, judgment"). 
Would expect to heavily influence a humans (h 1d· that being "close personal friends for 

98. 124 A.3d 1017, ~020-2~ (Del. 20lS) 
0 

iv:; rise to "a pleading stage inference ... 
more than five decades" with the mterested P~ g the director is not independent). 
that it is important to the parties" and suggests t at 
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rocedure under which a court, upon the motio~ of a s?ecial committee of 
~sinterested directors, may dismiss a derivative sutt that 1s already underway. 
Nevertheless, many state courts adopted such a special ~cig_ation p~l~cedure 
under the pressure of growing numbers of share~older smts 111 the 1_9, Os and 
1980s.19 The special litigation committee (SLC)_IS now~ standard feature of 
derivative suit doctrine even though it is not tnggered 111 every case (unlike 
the demand requirement). Different jurisdictions treated the question differ
ently. The chief divide is between those jurisdictions that follow Delaware's 
lead in the 1981 case of Zapata Corp. v. Maldonado (excerpted below) in 
giving the court a role in judging the appropriateness of an SL<:· s decision and 
those jurisdictions, such as New York, that apply a rule that. if the committee 
is independent and informed, it is entitled to business judgment deference 
without any further judicial second-guessing. See Auerbacb 1·. Be1111ett. 393 
N.E.2d 994 (N.Y. 1979). 

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

QUILl.EN,}.: 
In June, 1975, William Maldonado, a stockholder of Zapata. instituted 

a derivative action in the Court of Chancery on behalf of Zapata against ten 
officers and/or directors of Zapata, alleging, essentially. hreachn of fiduciary 
duty. Maldonado did not first demand that the board hring this action. stating 
instead such demand's futility because all directors were named as defendants 
and allegedly participated in the acts specified .... 

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 c:ommittee" 
(Committee), composed solely of the two new directors. to investigate 
Maldonado'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 ... sub
ject to review by the Board of Directors and ... in all respects ... binding upon 
the Corporation." 

Follow~ an investigation, the Committee concluded. in September. 1979, 
that each action should "be dismissed forthwith as their continued maintenance 
is ~c_al to the Company's best interests .... "• Consequently. Zapata moved 
for disffilssal or summary judgment .... 

19. See Robert Charles Clark, Corporate Law at 645 ""9 
• Asreasonsfi d" · ' ~ · . . or tstrussal, the Committee stated: "(I) the asserted claims appeared to be 

wi~out ment; (2) co~ts of litigation, exacerbated by likelihood of indemnification: C.3) wasted 
seruor management tune and talents . . . ub
licity; (5) that no material in" on purswng litigation; ( 4) damage to company f~om p f 
current director-defendant ,!~_appeared to have been done to company: (6) impa1rme~t r 
tions; (8) lack of personal~ a fi ity to manag~; (7) the slight possibility of recurrence of vio a 

ene t to current drrector-defendants from alleged conduct: (9) that 
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[~ e. tum first to the _Court o~ Chancery's conclusions concerning the right 
of a plamtiff stockholder ma denvative action. We find that its determination 
that a_ st~c~old~r, once de~and is made and refused, possesses an indepen
dent, 111?1v1?ual nght to contm~e a derivative suit for breaches of fiduciary duty 
over ob1ect10n by the corporation, ... is erroneous .... McKee v. Rogers, Del. 
Ch., 156 A. 191 (1931 ), stated "as a general rule" that "a stockholder cannot be 
pennitted ... 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 mle 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 contexts. 

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
ful. 10 

. • • A claim of a wrongful decision not to sue is thus the first exception 
and the first context of dispute. Absent a wrongful refusal, the stockholder in 
such a situation simply lacks legal managerial power .... 

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
hokier 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 

certain alleged practices were continuing business practices, intended to b~ in company's 
best interests; (1 O) legal question whether the complaints stated a ca~se of ~ctlon; ~11) fear of 
llnde · · l l (12) adverse effects on the company s relations with employ-rmmmg emp oyee mora e; 4 
ees and suppliers and customers." Maldonado v. Flynn, 485 F. Supp. 274, 28 n.35 (S.D.N.Y. 

1980). - Ens · h · · 
· · t kholders after making demand and having t err suit 

10. In other words, when s oc , d' d . . falls under the "business 
rejected, attack the board's decision as improper, the boar s ecismn Th . . 
judgment" rule and will be respected if the requirements of the rule are m~t ... d hat;1tuat10~ 
should be distin uished from the instant case, where demand was not ma _e, an t e ower o 
ti b g . . d' alification presents a threshold 1Ssue .... We recog-ie oard to seek a d1sm1ssal, due to 1squ • 
nize that the two contexts can overlap in practice. 
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determines that a suit would be detrimental to the com~any. the board's 
determination prevails. Even when demand is excusable: circumstances may 
arise when continuation of the litigation would not be m the corporation's 
best interests. Our inquiry is whether, under such circumstances. there is a 
permissible procedure under §14l(a) by which a corpor.it~on can rid itself of 
detrimental litigation. If there is not, a single stockholder m 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 hoard 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 hoard, it 
seems to us, retained all of its corporate power concerning litigation deci
sions. If Maldonado had made demand on the board in this case. i I could have 
refused to bring suit. Maldonado could then have assened that the decision 
not to sue was wrongful and, if correct, would have been allowed 10 maintain 
the suit. The board, however, never would have lost its statutory managerial 
authority .... Similarly, Rule 23.l, by excusing demand in cenain instances, 
does not strip the board of its corporate power. It merely saH's the plain
tiff the expense and delay of making a futile demand resulting in a probable 
tainted exercise of that authority in a refusal by the board or in gi,·ing control 
of litigation to the opposing side. But the board entity remains t·mpowered 
under §l41(a) to make decisions regarding corporate litigation. The problem 
is one of member disqualification, not the absence of pmvc:r in tlw board. 

The corporate power inquiry then focuses on whethc:r the board. tainted 
by the self-interest ofa majority of its members, can legally delegate its author
ity to a committee of two disinterested directors. We find our statute 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 sea 
legal bar to the delegation of the board's power to an independent conunittee 
composed of disinterested board members. The committee can properly act 
for the ~orporation to move to dismiss derivative litigation that is believed to 
be detrunental to the corporation's best interest. 

Our focus now switches to the Court of Chancery which is faced with 
a st~ckholder assertion that a derivative suit, properly instituted. should 
contmue for the benefit of the corporation and a corporate assertion. prop
er!~ m~de by. a board committee acting with board authoritv. that the same 
denvat1ve swt should be dismissed as inimical to the best· interests of the 
corporation. 

At the risk of stating the obvious, the problem is relativelv simple. If, 
on _the one hand, corporations can consistently wrest bona fide derivative 
action~ away from ~ell-meaning derivative plaintiffs through the use of the 
commtttee mec~arusm, the derivative suit will lose much if not all, of its 
generally-recogruzed effiect1·v · ' li · g . eness as an mtra-corporate means of po cui 
boards of directors If O th h ha rid · · · · , n e ot er nd, corporations are unable to 
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the_mselves of meritless or harmful litigation and strike suits, the derivative 
action. created to benefit the corporation, will produce the opposite, unin
tended result. . .. It thus appears desirable to us to find a balancing point 
where bon~ fide stockholder power to bring corporate causes of action can
not be u_nfarrly trampled on by the board of directors, but the corporation can 
rid itself of detrimental litigation. 

[Tl he question has been treated by other courts as one of the "business 
judgment" ?~ the board ~ommittee. If a "committee, composed of indepen
dent and dismterested directors, conducted a proper review of the matters 
before it, considered a variety of factors and reached, in good faith, a business 
judgment that [the] action was not in the best interest of [the corporation]," 
the action must be dismissed .... The issues become solely independence, 
good faith, and reasonable investigation. The ultimate conclusion of the com
mittee, under that view, is not subject to judicial review. 11 ••• 

We are not satisfied, however, that acceptance of the "business judg
ment" rationale at this stage of derivative litigation is a proper balancing point. 
While we admit an analogy with a normal case respecting board judgment, 
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 to the theory 
of business judgment. 

The context here is a suit against directors where demand on the board 
is excused. We think some tribute must be paid to the fact that the lawsuit 
was properly initiated. It is not a board refusal case. Moreover, this complaint 
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 uncoirnected 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 whether 
a "there but for the grace of God go I" empathy might not play a role. ~d 
the further question arises whether inquiry as to indep~ndence, good faith 
and reasonable investigation is sufficient safeguard agamst abuse, perhaps 
subconscious 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 s~ttlement of a deriv~tive 
stockholders' action [when directors are on both sides of ~he tr~nsact10nl,; 
the Court of Chancery is called upon to exercise its own busmess Judgment. 
Neponsit Investment co. v. Abramson, Del. Supr., 405 A.2d 97, .10? C19?9) 
and cases therein cited. In this case, the litigating stockholder plamtiff facmg 

11. The leading case is Auerbach v. Bennett,,.· 393 N.E.2d 994 · · · (1979). 
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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 hy 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 our 
judgment, in the independent discretion of the_Co~ of Chancery. We thus 
steer a middle course between those cases which yield to the 111dependent 
business judgment of a board committee and this case as determined helow 
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 lawsuit should be maintained requires a balance of many factors ethical, 
commercial, promotional, public relations, employee relations. fo,cal as well 
as legal." Maldonado v. Flynn, supra, 485 F. Supp. at 28';. But ,ve are content 
that such factors are not "beyond the judicial reach~ of the Court of< :hancery 
which regularly and competently deals with fiduciary relationships. disposi
tion of trust property, approval of settlements and scores of similar problems. 
We recognize the danger of judicial overreaching but the altt-rnati\"es seem to 
us to be outweighed by the fresh view of a judicial outsider. ~torem-er. if we 
failed to balance all the interests involved, we would in tht· name of practi
cality and judicial economy foreclose a judicial decision on the merits. At this 
point, we are not convinced that is necessary or desir.thle. 

After an objective and thorough investigation of a derivative suit. an inde
pendent committee may cause its corporation to file a pretrial motion to dis
miss in the Court of Chancery. The basis of the motion is the hest interests of 
the corporation, as determined by the committee. The motion sh< n1ld include 
a thorough written record of the investigation and its findings and recom
mendations. Under appropriate Court supervision, akin to procn·dings 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 helow, 
the moving party should be prepared to meet the normal hurden 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 commtttee and the bases supporting its conclusions. Limited discovery 
may be ordere~ to !acilitate such inquiries. The corporation should have the 
burden of provmg mdependence, good faith and a reasonahle im-estigation, 
rather than presuming independence, good faith and reasonahleness. 1- 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 
ot_her reasons relating to the process, including but not limited to the good 
faith of the committee the c hall . · · If , ourt s deny the corporat10n s motton. , 
however, !he Court is satisfied under ... [summary judgment] standards that 
the commtttee was independent and showed reasonable bases for good faith 

ogous \:· a~~7o~::b~cb v. Bennett, 393 N.E.2d 994 (1979). Our approach here is ~nal
where the directors w1: the Delaware approach to "interested director .. transacuo~s, 
"intrinsic fairness" to' once , e transaction is attacked, have the burden of establishing its 

a courts careful scrutiny .... 
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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 corporate 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 determine, apply
ing its own independent business judgment, whether the motion should be 
granted. 18 This means, of course, that instances could arise where a commit
tee can establish its independence and sound bases for its good faith decisions 
and still have the corporation's motion denied. The second step is intended 
to thwart instances where corporate actions meet the criteria of step one, 
but the result does not appear to satisfy its spirit, or where corporate actions 
would simply prematurely terminate a stockholder grievance deserving of 
further consideration in the corporation's interest. The Court 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 best interests. 

If the Court's independent business judgment is satisfied, the Court may 
proceed to grant the motion, subject, of course, to any equitable terms or 
conditions the Court finds necessary or desirable . 

. . . [Reversed and remanded.] 

NOTJ;'S 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,20 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. Bennett 
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 c?rporation's 
"best interests" in the second step of the Zapata test? In part1.cula~, wh~t 
"matters of law and public policy" - if any- should a court cons1~er m ~~d1-
tion to the corporation's economic best interests? Would a courts decision 
to W · h h than the company's economic interests be consistent e1g matters ot er ,, . 1 with viewing the derivative suit as an asset "belonging to the corporation. 
(One former Delaware Chancery Court judge was heard to confide about 

e s irit and philosophy of the statement by the 
. 18. This step shares some of the sam P d t litigants should decide the merits of 

Vice Chancellor: "Under our system of law, courts an no 

litigation." 413 A.2d at 1263. . . 
1 

fC orate Governance §7.03 (1994). 
20. E.g., Reporters Notes to ALI, Pnnc1p es o orp 
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the second level of Zapata inquiry, "I have no business judgment. If I had 
I wouldn't be a judge.") . 

3. In a later case, Kaplan v. Wyatt, 499 A.2d 118-1 Oki. 1988). the 
Delaware Supreme Court held that whether to proceed t? tl~e st·co_rn1_ s~ep_ of 
the Zapata test, and how much discovery to a~cord den~·attn: pla111t1fts. lies 
entirely within the discretion of the Delaware Chancery Court. 

NOTE ON JUDICIAL INQUIRY INTO THE INDEPEND/:'SC/:' 
OF A SPECIAL LITIGATION COMMllTEE 

As you know from earlier chapters, independence is a key concept in corpo
rate law. Ordinarily, independence means that a person has no Jhumcial ties 
to the firm, its executives, directors, and controllers. 11 Sometimes. however, 
Delaware courts expand the inquiry beyond financial ties to include other 
considerations for assessing independence, such as social connections. The 
focus is no longer financial disinterest alone but rather whether the person 
can act impartially, more generally, as in Zapata and the .Harcbmul decisions 
(excerpted above). 

Prior to Marchand, Chief Justice Strine (when he was \'ice < :tuncellor) 
had addressed the issue of independence in an earlier SLC case. / 11 re Oracle 
Cmp. Derivative Litigation, 824 A. 2d 917 (Del. Ch. 2005). This decision 
involved allegations that some members of Oracle's top management (includ
ing its wealthy founder and controller, Larry Ellison) had engaged in insider 
trading and that other defendant directors violated Caremark. < )racle set 
up an SLC which, after extensive investigation and consultation. produced 
a 1,100-plus page tome finding that the suits should be dismissed. Plaintiffs 
challenged the SLC's recommendation and the independence of two of its 
members- two well-known and highly regarded professors at Stanford 
University (one of whom, Professor Joseph Grundfest. was a former SEC 
Commissioner). The court held that the SLC bore the burden of proving inde
pendence and had failed. The court noted that although the SLC 111<:mbers did 
not have the financial ties that traditionally raised concerns about indepen
dence, that did not end the inquiry. 

Delaware law should not be based on a reductionist view of human nature 
tha~ simplifies human motivations on the lines of the least sophisticated 
n?t10ns of the law and economics movement .... To be direct. corporate 
~irectors ar~ g~ne~ally the sort of people deeply enmeshed in social institu
~mns: Such mst1tut1ons have norms, expectations that, explicitly and implic
itly, 111!1uence and ch~el th~. behavior of those who participate in their 
operation. · · · Some things are JUSt not done," or only at a cost, which might 
not _be ~o s_evere as a loss of position, but may involve a loss of standing in 
the mstttutton. 

h il
2
1
1 

· Se~, e.g., Rates at 3% noting that "[a] director is considered interested where he or 
s e w receive a personal financ·a1 be fl f b, che 
stockholders." 1 ne t rom a transaction that is not equally shared ) 
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The c~urt noted that social and other ties between Stanford, oracle, 
an? the primary defen~ants were quite "thick." For example, oracle, 
Ellison, and other executives and directors had funded various initiatives at 
Stanford and we~e pa1: of the social milieu in the Silicon Valley area. Oracle 
concluded by reiterating that there was no evidence that the two Stanford 
professors had been biased in favor of their fellow board members, but held 
that the burden was on Oracle to demonstrate their independence from 
social as well as economic constraints: 

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 any
thing other than discharge their duties with fidelity. But that is not the purpose 
of the independence inquiry. 

Zapata requires independence to ensure that stockholders do not have to 
rely upon special litigation committee members who must put aside personal 
considerations that are ordinarily influential in daily behavior in making the 
already difficult decision to accuse fellow directors of serious wrongdoing. 

Following the court's rejection of the SLC's motion for dismissal, the 
case proceeded a bit further. However, in the end, the plaintiffs dropped their 
claims against some defendants and the court granted summary judgment in 
favor of the remaining defendants22 

- reaching the same outcomes that the 
SLC members had suggested earlier. 

N01FS AND QUESTIONS ON IN RE ORACLE 

1. The court's rationale for declining to grant the special committee's 
motion to dismiss is arguably less intrusive than the second step of the 
inquiry offered by Justice Quillen in Zapata. Recall that Zapata's (optional) 
second step envisions a substantive exercise of judicial business judgment, 
an exercise without explicit parallels elsewhere in corporate law (although 
one imagines that, to some degree, courts are always cognizant of the value 
of shareholder litigation). As a result, Zapata's second step is rarely used by 
Delaware courts. 

2. Initially, the Delaware Supreme Court limite~ In re Or_acle's holding 
to the SLC context and applied an exclusively financial test of independence 
for other contexts such as demand-futility assessments. See Beam v. Martha 
Stewart 845 A.2d 1040 1055 (Del. 2004). In the last few years, however, 
the Del~ware supreme court has applied In re Oracle's expanded "."ersion of 
independence in demand-futility cases where the firm had a controlling share
holder. 2:1 Although the cases don't explicit!~ sta~e so, we spec~ate that these 
decisions reflect judicial concerns in assessing independence m a controlled 
firm rather than a desire to create a uniform independence standard ~cross 
all contexts. Indeed, one could argue that boards appear more suspect in the 

L · · t· n c A No 18751 (Nov. 24, 2004). 
22. In re Oracle Corp. Derivative tttga '.0 

' · · Pi 152 A.3d 124 (Del. 2016); 
23. See, e.g., Marchand excerpted above, Sandys v. ncus, 

Del. Cty. Emps. Ret. Fund v. Sanchez, 124 A.3d 1017 (Del. 20l5). 
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SLC context (because the predicate is that the board appointing the SLC is 
not independent) and in controlled firms (becau_se the con~rol_kr appoints 
the board) than in other contexts, thereby warrantmg greater JU<.hual scrutiny 
before dismissing a suit. This appears consistent with Zapata's hasic ratio
nale. In light of this, might it make sense to assess independence or disinter
estedness differently in different settings? 

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 §14l(c), which means that the SLC must consist entirely of directors. 
But wouldn't the independence of any current director be questioned given 
the "'thickness' of the social and institutional connections·· hetween them
selves and the defendant directors? And if so, would a board he 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 changing its size. hut also 
staying within the constraints imposed by In re Oracle? 

4. At a conceptual level, the broader vision of independence in /,z re 
Oracle and Marchand may be in some tension with the notion of compe
tence. Consider the following: Most people who display the comJKtence and 
skills necessary to be effective as SLC members or board memhn-. are likely 
to be, as the Oracle court notes, "deeply enmeshed in social i1Nitutions." If 
this leads to them not being considered independent. then are we sacrificing 
competence for the Oracle vision of independence? Of course.·. this tension 
might not be crippling-for example, if the SLC members came from uni
versities not so closely associated with Oracle- but this suggests that some 
further guidance may be desirable on what level of social til"s arc t< >O close. 

HOW DOES THE COURT EXERCISE ITS BUSINESS}UDG.HF.\7? 

What does it mean to exercise business judgment about whether litigation 
should go forward? Is litigation "like" an investment in a facton-' And does 
the business judgment of a court resemble the business judgm~nt of a cor
porate m~nage~, or may the court weigh matters of public interest as well 
as the pnvate mterest of the firm? Consider the following excerpt from a 
well-known case. 

JOYv.NORTH 
692 F.2d 880 (2d Cir. 1982) 

[In a diversity case, the court predicted that Connecticut would adopt 
th~ Zapata ap~roa~? to derivative suits and, exercising its business judgment, 
reJected a special litigation committee's motion to dismiss.] 

WINTER,].: 

h [The dissent]_ is correct in anticipating difficulties in judicial review of 
t e recommh endations of special litigation committees These difficulties are 
not new owever but have nfr · · · d 
h c. • ' f ' co onted every court which has scrut1111ze 

t e J.atrness o corporate tran t· . . sac ions mvolvmg a conflict of interest. 


