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 MOORE, Justice:

[T]his Court left a crucial issue unanswered:  when is a stockholder's demand upon a board of directors, to redress an alleged wrong to the corporation, excused as futile prior to the filing of a derivative suit? . . .1 

I.

. . . The plaintiff, Harry Lewis, is a stockholder of Meyers.  The defendants are Meyers and its ten directors, some of whom are also company officers.

. . .

 This suit challenges certain transactions between Meyers and one of its directors, Leo Fink, who owns 47% of its outstanding stock.  Plaintiff claims that these transactions were approved only because Fink personally selected each director and officer of Meyers. [footnote omitted]

. . .

On January 1, 1981, the defendants approved an employment agreement between Meyers and Fink for a five year term with provision for automatic renewal each year thereafter, indefinitely.  Meyers agreed to pay Fink $150,000 per year, plus a bonus of 5% of its pre‑tax profits over $2,400,000.  Fink could terminate the contract at any time, but Meyers could do so only upon six months' notice.  At termination, Fink was to become a consultant to Meyers and be paid $150,000 per year for the first three years, $125,000 for the next three years, and $100,000 thereafter for life.  Death benefits were also included.  Fink agreed to devote his best efforts and substantially his entire business time to advancing Meyers' interests.  The agreement also provided that Fink's compensation was not to be affected by any inability to perform services on Meyers' behalf.  Fink was 75 years old when his employment agreement with Meyers was approved by the directors.  There is no claim that he was, or is, in poor health.

Additionally, the Meyers board approved and made interest‑free loans to Fink totalling $225,000.  These loans were unpaid and outstanding as of August 1982 when the complaint was filed.  At oral argument defendants' counsel represented that these loans had been repaid in full.

The complaint charges that these transactions had "no valid business purpose", and were a "waste of corporate assets" because the amounts to be paid are "grossly excessive", that Fink performs "no or little services", and because of his "advanced age" cannot be "expected to perform any such services".  The plaintiff also charges that the existence of [a consulting agreement with Prudential, another company,] prevents [Fink] from providing his "best efforts" on Meyers' behalf.  Finally, it is alleged that the loans to Fink were in reality "additional compensation" without any "consideration" or "benefit" to Meyers.

The complaint alleged that no demand had been made on the Meyers board because:

13. ... such attempt would be futile for the following reasons:

(a) All of the directors in office are named as defendants herein and they have participated in, expressly approved and/or acquiesced in, and are personally liable for, the wrongs complained of herein.

(b) Defendant Fink, having selected each director, controls and dominates every member of the Board and every officer of Meyers.

(c) Institution of this action by present directors would require the defendant‑directors to sue themselves, thereby placing the conduct of this action in hostile hands and preventing its effective prosecution.

Complaint, at ¶ 13.

The relief sought included the cancellation of the Meyers‑Fink employment contract and an accounting by the directors, including Fink, for all damage sustained by Meyers and for all profits derived by the directors and Fink.

II.

Defendants moved to dismiss for plaintiff's failure to make demand on the Meyers board prior to suit, or to allege with factual particularity why demand is excused.  See Del.Ch.Ct.R. 23.1, . . .

. . . The trial judge correctly noted that futility is gauged by the circumstances existing at the commencement of a derivative suit.  This disposed of plaintiff's argument that defendants' motion to dismiss established board hostility and the futility of demand. . . .

. . .

Turning to plaintiff's allegations of board approval, participation in, and/or acquiescence in the wrong, the trial court focused on the underlying transaction to determine whether the board's action was wrongful and not protected by the business judgment rule.  Id. [citing Dann v. Chrysler, Del.Ch., 174 A.2d 696 (1961) ].  The Vice Chancellor indicated that if the underlying transaction supported a reasonable inference that the business judgment rule did not apply, then the directors who approved the transaction were potentially liable for a breach of their fiduciary duty, and thus, could not impartially consider a stockholder's demand.  Id.

The trial court then stated that board approval of the Meyers‑Fink agreement, allowing Fink's consultant compensation to remain unaffected by his ability to perform any services, may have been a transaction wasteful on its face. . .  Consequently, demand was excused as futile, because the Meyers' directors faced potential liability for waste and could not have impartially considered the demand.

III.

. . . [T]he defendants point to four of plaintiff's basic allegations and argue that they lack the factual particularity necessary to excuse demand.  Concerning the allegation that Fink dominated and controlled the Meyers board, the defendants point to the absence of any facts explaining how he "selected each director".  With respect to Fink's 47% stock interest, the defendants say that absent other facts this is insufficient to indicate domination and control.  Regarding the claim of hostility to the plaintiff's suit, because defendants would have to sue themselves, the latter assert that this bootstrap argument ignores the possibility that the directors have other alternatives, such as cancelling the challenged agreement.  As for the allegation that directorial approval of the agreement excused demand, the defendants reply that such a claim is insufficient, because it would obviate the demand requirement in almost every case.  The effect would be to subvert the managerial power of a board of directors.  Finally, as to the provision guaranteeing Fink's compensation, even if he is unable to perform any services, the defendants contend that the trial court read this out of context.  Based upon the foregoing, the defendants conclude that the plaintiff's allegations fall far short of the factual particularity required by Rule 23.1.

IV.

A.

. . . a stockholder is not powerless to challenge director action which results in harm to the corporation.  The machinery of corporate democracy and the derivative suit are potent tools to redress the conduct of a torpid or unfaithful management.  The derivative action developed in equity to enable shareholders to sue in the corporation's name where those in control of the company refused to assert a claim belonging to it.  The nature of the action is two‑fold.  First, it is the equivalent of a suit by the shareholders to compel the corporation to sue. Second, it is a suit by the corporation, asserted by the shareholders on its behalf, against those liable to it.

By its very nature the derivative action impinges on the managerial freedom of directors. [footnote omitted]  Hence, the demand requirement of Chancery Rule 23.1 exists at the threshold, first to insure that a stockholder exhausts his intracorporate remedies, and then to provide a safeguard against strike suits.  Thus, by promoting this form of alternate dispute resolution, rather than immediate recourse to litigation, the demand requirement is a recognition of the fundamental precept that directors manage the business and affairs of corporations.

. . .

The function of the business judgment rule is of paramount significance in the context of a derivative action.  It comes into play in several ways‑‑in addressing a demand, in the determination of demand futility, in efforts by independent disinterested directors to dismiss the action as inimical to the corporation's best interests, and generally, as a defense to the merits of the suit.  However, in each of these circumstances there are certain common principles governing the application and operation of the rule.

First, its protections can only be claimed by disinterested directors whose conduct otherwise meets the tests of business judgment.  From the standpoint of interest, this means that directors can neither appear on both sides of a transaction nor expect to derive any personal financial benefit from it in the sense of self‑dealing, as opposed to a benefit which devolves upon the corporation or all stockholders generally. . .   Thus, if such director interest is present, and the transaction is not approved by a majority consisting of the disinterested directors, then the business judgment rule has no application whatever in determining demand futility. . . .

Second, to invoke the rule's protection directors have a duty to inform themselves, prior to making a business decision, of all material information reasonably available to them.  Having become so informed, they must then act with requisite care in the discharge of their duties.  While the Delaware cases use a variety of terms to describe the applicable standard of care, our analysis satisfies us that under the business judgment rule director liability is predicated upon concepts of gross negligence. . .

. . .

Delaware courts have addressed the issue of demand futility on several earlier occasions.  . . .  The rule emerging from these decisions is that where officers and directors are under an influence which sterilizes their discretion, they cannot be considered proper persons to conduct litigation on behalf of the corporation.  Thus, demand would be futile. . . .

However, those cases cannot be taken to mean that any board approval of a challenged transaction automatically connotes "hostile interest" and "guilty participation" by directors, or some other form of sterilizing influence upon them.  Were that so, the demand requirements of our law would be meaningless . . .

. . .

Our view is that in determining demand futility the Court of Chancery in the 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 independent and (2) the challenged transaction was otherwise the product of a valid exercise of business judgment.  Hence, the Court of Chancery must make two inquiries, one into the independence and disinterestedness of the directors and the other into the substantive nature of the challenged transaction and the board's approval thereof.  As to the latter inquiry the court does not assume that the transaction is a wrong to the corporation requiring corrective steps by the board.  Rather, the alleged wrong is substantively reviewed against the factual background alleged in the complaint.  As to the former inquiry, directorial independence and disinterestedness, the court reviews the factual allegations to decide whether they raise a reasonable doubt, as a threshold matter, that the protections of the business judgment rule are available to the board. Certainly, if this is an "interested" director transaction, such that the business judgment rule is inapplicable to the board majority approving the transaction, then the inquiry ceases.  In that event futility of demand has been established by any objective or subjective standard. [footnote omitted]  See, e.g., Bergstein v. Texas Internat'l Co., Del.Ch., 453 A.2d 467, 471 (1982) (because five of nine directors approved stock appreciation rights plan likely to benefit them, board was interested for demand purposes and demand held futile).  This includes situations involving self‑dealing directors.  See Sinclair Oil Corp. v. Levien, Del.Supr., 280 A.2d (1971) . . .
However, the mere threat of personal liability for approving a questioned transaction, standing alone, is insufficient to challenge either the independence or disinterestedness of directors, although in rare cases a transaction may be so egregious on its face that board approval cannot meet the test of business judgment, and a substantial likelihood of director liability therefore exists. . .   In sum the entire review is factual in nature.  The Court of Chancery in the exercise of its sound discretion must be satisfied that a plaintiff has alleged facts with particularity which, taken as true, support a reasonable doubt that the challenged transaction was the product of a valid exercise of business judgment.  Only in that context is demand excused.

B.

Having outlined the legal framework within which these issues are to be determined, we consider plaintiff's claims of futility here:  Fink's domination and control of the directors, board approval of the Fink‑Meyers employment agreement, and board hostility to the plaintiff's derivative action due to the directors' status as defendants.

Plaintiff's claim that Fink dominates and controls the Meyers' board is based on:  (1) Fink's 47% ownership of Meyers' outstanding stock, and (2) that he "personally selected" each Meyers director.  Plaintiff also alleges that mere approval of the employment agreement illustrates Fink's domination and control of the board.  In addition, plaintiff argued on appeal that 47% stock ownership, though less than a majority, constituted control given the large number of shares outstanding, 1,245,745.

Such contentions do not support any claim under Delaware law that these directors lack independence.  In Kaplan v. Centex Corp., Del.Ch., 284 A.2d 119 (1971), the Court of Chancery stated that "[s]tock ownership alone, at least when it amounts to less than a majority, is not sufficient proof of domination or control".  Id. at 123.  Moreover, in the demand context even proof of majority ownership of a company does not strip the directors of the presumptions of independence, and that their acts have been taken in good faith and in the best interests of the corporation.  There must be coupled with the allegation of control such facts as would demonstrate that through personal or other relationships the directors are beholden to the controlling person. . . .

. . .  Independence means that a director's decision is based on the corporate merits of the subject before the board rather than extraneous considerations or influences.  While directors may confer, debate, and resolve their differences through compromise, or by reasonable reliance upon the expertise of their colleagues and other qualified persons, the end result, nonetheless, must be that each director has brought his or her own informed business judgment to bear with specificity upon the corporate merits of the issues without regard for or succumbing to influences which convert an otherwise valid business decision into a faithless act.

Thus, it is not enough to charge that a director was nominated by or elected at the behest of those controlling the outcome of a corporate election.  That is the usual way a person becomes a corporate director.  It is the care, attention and sense of individual responsibility to the performance of one's duties, not the method of election, that generally touches on independence.

We conclude that in the demand‑futile context a plaintiff charging domination and control of one or more directors must allege particularized facts manifesting "a direction of corporate conduct in such a way as to comport with the wishes or interests of the corporation (or persons) doing the controlling".  Kaplan, 284 A.2d at 123.  The shorthand shibboleth of "dominated and controlled directors" is insufficient. . . .[W]e stress that the plaintiff need only allege specific facts;  he need not plead evidence. . . .

Here, plaintiff has not alleged any facts sufficient to support a claim of control.  The personal‑selection‑of‑directors allegation stands alone, unsupported.  At best it is a conclusion devoid of factual support.  The causal link between Fink's control and approval of the employment agreement is alluded to, but nowhere specified.  The director's approval, alone, does not establish control, even in the face of Fink's 47% stock ownership.  See Kaplan v. Centex Corp., 284 A.2d at 122, 123.  The claim that Fink is unlikely to perform any services under the agreement, because of his age, and his conflicting consultant work with Prudential, adds nothing to the control claim.10 Therefore, we cannot conclude that the complaint factually particularizes any circumstances of control and domination to overcome the presumption of board independence, and thus render the demand futile.

C.

Turning to the board's approval of the Meyers‑Fink employment agreement, plaintiff's argument is simple:  all of the Meyers directors are named defendants, because they approved the wasteful agreement;  if plaintiff prevails on the merits all the directors will be jointly and severally liable; therefore, the directors' interest in avoiding personal liability automatically and absolutely disqualifies them from passing on a shareholder's demand.

Such allegations are conclusory at best.  In Delaware mere directorial approval of a transaction, absent particularized facts supporting a breach of fiduciary duty claim, or otherwise establishing the lack of independence or disinterestedness of a majority of the directors, is insufficient to excuse demand. [footnote omitted]  Here, plaintiff's suit is premised on the notion that the Meyers‑Fink employment agreement was a waste of corporate assets.  So, the argument goes, by approving such waste the directors now face potential personal liability, thereby rendering futile any demand on them to bring suit. Unfortunately, plaintiff's claim falls in its initial premise.  The complaint does not allege particularized facts indicating that the agreement is a waste of corporate assets.  Indeed, the complaint as now drafted may not even state a cause of action, given the directors' broad corporate power to fix the compensation of officers. [footnote omitted]

In essence, the plaintiff alleged a lack of consideration flowing from Fink to Meyers, since the employment agreement provided that compensation was not contingent on Fink's ability to perform any services.  The bare assertion that Fink performed "little or no services" was plaintiff's conclusion based solely on Fink's age and the existence of the Fink‑Prudential employment agreement. As for Meyers' loans to Fink, beyond the bare allegation that they were made, the complaint does not allege facts indicating the wastefulness of such arrangements.  Again, the mere existence of such loans, given the broad corporate powers conferred by Delaware law, does not even state a claim. [footnote omitted]

In sustaining plaintiff's claim of demand futility the trial court relied on Fidanque v. American Maracaibo Co., Del.Ch., 92 A.2d 311, 321 (1952), which held that a contract providing for payment of consulting fees to a retired president/director was a waste of corporate assets.  Id.  In Fidanque, the court found after trial that the contract and payments were in reality compensation for past services.  Id. at 320.  This was based upon facts not present here:  the former president/director was a 70 year old stroke victim, neither the agreement nor the record spelled out his consulting duties at all, the consulting salary equalled the individual's salary when he was president and general manager of the corporation, and the contract was silent as to continued employment in the event that the retired president/director again became incapacitated and unable to perform his duties.  Id. at 320‑ 21.  Contrasting the facts of Fidanque with the complaint here, it is apparent that plaintiff has not alleged  facts sufficient to render demand futile on a charge of corporate waste, and thus create a reasonable doubt that the board's action is protected by the business judgment rule.  Cf. Beard v. Elster, Del.Supr., 160 A.2d 731 (1960);  Lieberman v. Koppers Company Line, Inc., Del.Ch., 149 A.2d 756, aff'd, Lieberman v. Becker, Del.Supr., 155 A.2d 596 (1959).

D.

Plaintiff's final argument is the incantation that demand is excused because the directors otherwise would have to sue themselves, thereby placing the conduct of the litigation in hostile hands and preventing its effective prosecution.  This bootstrap argument has been made to and dismissed by other courts.  See, e.g., Lewis v. Graves, 701 F.2d 245, 248‑49 (2d Cir.1983); Heit v. Baird, 567 F.2d 1157, 1162 (1st Cir.1977);  Lewis v. Anselmi, 564 F.Supp., 768, 772 (S.D.N.Y.1983).  Its acceptance would effectively abrogate Rule 23.1 and weaken the managerial power of directors.  Unless facts are alleged with particularity to overcome the presumptions of independence and a proper exercise of business judgment, in which case the directors could not be expected to sue themselves, a bare claim of this sort raises no legally cognizable issue under Delaware corporate law.

V.

In sum, we conclude that the plaintiff has failed to allege facts with particularity indicating that the Meyers directors were tainted by interest, lacked independence, or took action contrary to Meyers' best interests in order to create a reasonable doubt as to the applicability of the business judgment rule.  Only in the presence of such a reasonable doubt may a demand be deemed futile.  Hence, we reverse the Court of Chancery's denial of the motion to dismiss, and remand with instructions that plaintiff be granted leave to amend his complaint to bring it into compliance with Rule 23.1 based on the principles we have announced today.

1 Chancery Rule 23.1, similar to Fed.R.Civ.P. 23.1, provides in pertinent part:





In a derivative action brought by 1 or more shareholders or members to enforce a right of a corporation or of an unincorporated association, the corporation or association having failed to enforce a right which may properly be asserted by it, the complaint shall allege that the plaintiff was a shareholder or member at the time of the transaction of which he complains or that his share of membership thereafter devolved on him by operation of law.  The complaint shall also allege with particularity the efforts, if any, made by the plaintiff to obtain the action he desires from the directors or comparable authority and the reasons for his failure to obtain the action or for not making the effort.  Del.Ch.Ct.R. 23.1.


10 Plaintiff made no legal argument that the "best efforts" provision of the agreement prohibited dual consultant duties, thereby demonstrating that the contract's approval evidenced control or was otherwise wrongful.





Aronson - 1

