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Page 34, add at the end of  Note 1:

For a recent and significant case holding in favor of partnership relying in part on Minute Maid, see In re Senior Living Properties, L.L.C.,  309 B.R. 223 (Bankr. N.D.Tex. 2004).
Page 47, add at the end of the second to last paragraph:

In 2004, Del. G.C.L. §152 was amended to remove limitations on how shareholders may pay for shares.  Del. G.C.L. §152 now provides that “the board of directors may authorize capital stock to be issued for consideration consisting of cash, any tangible or intangible property or any benefit to the corporation, or any combination thereof.”

Page 126, add after the first paragraph:

Model Business Corporation Act rules differ from those in Delaware.  Under the MBCA, action by the shareholders is generally deemed approved “if the votes cast . . . favoring the action exceed the votes cast opposing the action.”  See MBCA § 7.25(c).  This voting rule applies both to ordinary corporate action and to fundamental changes.  Focusing on a majority of the votes cast (the MBCA standard), rather than a majority of the votes represented at the meeting (the Delaware standard), can be outcome determinative when some shares represented at a meeting abstain from voting.  For example, Licht v. Storage Technology Corp., 2005 WL 1252355 (Del. Ch. May 6, 2005), applying the Delaware standard, held that a shareholder proposal failed when the votes cast against the proposal combined with abstentions exceeded the votes cast in favor of the proposal.  Under the MBCA, however, the proposal would have been deemed approved because the “yes” votes exceeded the “no” votes.

Page 127, add at the end of subsection [3]:

Prominent investors and investor groups, such as the California Public Employees’ Retirement System (CalPERS) and the Council for Institutional Investors, have called for changes in the rules related to elections for directors.  Under the proposals advanced, candidates in elections conducted under the “straight” voting method would only be elected if they received a majority (rather than a plurality) of the votes represented at the annual shareholders’ meeting.  This would permit shareholders (by withholding their votes) to defeat candidates even in elections where there is only a single candidate for one or more of the directorships.  Is this proposal an improvement over current law?  What problems could it create?  The recent popularity of shareholder proposals implementing majority voting rules is discussed below in the Supplement to page 303.
Page 140, add the following citation to footnote 25: 

See also President and Fellows of Harvard College v. Glancy, 2003 WL 21026784 (Del. Ch., March 21, 2003), refusing to dismiss claim that voting trustees breached their fiduciary duties to plaintiffs by executing a shareholders agreement that bound the voting trustees to discriminate against the plaintiffs by providing other shareholder groups with representation among the voting trustees and on the corporation’s board.
Page 197, add at the end of Note 2:  
For an analysis of dividends and shareholder oppression, see Moll, Shareholder Oppression and Dividend Policy in the Close Corporation, 60 Wash. & Lee L. Rev. 841 (2003). 
Page 201, add at the end of Note 9:

For an analysis of the minority discount and other fair value issues, see Moll, Shareholder Oppression & “Fair Value”: Of Discounts, Dates, and Dastardly Deeds in the Close Corporation, http://papers.ssrn.com/paper.taf?abstract_id=532782, forthcoming Duke Law Journal. 
Page 269, add at the end of the last paragraph:

Traditionally, issuers were required to provide proxy materials in paper form to all shareholders.  However, under new rules adopted in July 2007 (to be phased in over a two-year period), issuers will be required to provide proxy materials on an internet web site and provide shareholders with a notice of the internet availability of the materials.   If an issuer chooses not to furnish a paper copy of the proxy materials along with the notice, a shareholder may request delivery of a copy at no charge to the shareholder.

Page 303, add at end of Note 8: 

In October 2003, the SEC, acting in response to the corporate scandals of 2001 and 2002, proposed news rules that would require companies to include in their proxy materials shareholder nominees for election as director.  See Securities and Exchange Commission, Security Holder Director Nominations, Release No. 34-48626 (October 14, 2003).  The proposed rules would apply only where the company's shareholders are permitted under state law to nominate a candidate or candidates for election as a director and would become operative only after the occurrence of one or both of the following two nomination procedure triggering events: (1) At least one of the company's nominees for the board of directors for whom the company solicited proxies received "withhold" votes from more than 35% of the votes cast at an annual meeting of shareholders; or (2) A shareholder proposal submitted pursuant to Rule 14a-8 providing that the company become subject to the shareholder nomination procedure received more than 50% of the votes cast at that meeting.  To be eligible to submit a nomination in accordance with the proposed rule, a shareholder or group of shareholders would, among other things, be required to beneficially own more than 5% of the company's shares for at least two years and intend to continue to own those shares through the date of the meeting where directors will be elected.  If all the conditions of the proposed rule are satisfied, the company would be required to include one shareholder nominee if the total number of members of the board of directors is eight or fewer, two shareholder nominees if the number of members of the board of directors is greater than eight and less than 20 and three shareholder nominees if the number of members of the board of directors is 20 or more.  The proposal is still pending, but prospects for its adoption appear dim.  
Having been stymied by the SEC's failure to follow through on the shareholder nomination rule, activist shareholders, particularly including unions, have turned to other approaches.  One approach has been to use the shareholder proposal rule to propose amendments to the corporation’s bylaws requiring the corporation, under specified circumstances, to include the names of shareholder nominees to the corporation’s board of directors in the corporation’s proxy materials.  In American Federation of State, County & Municipal Employees v. American International Group, 462 F.2d 121 (2d Cir. 2006), the Second Circuit rejected the SEC’s view and held that such proposals could not be excluded from the corporation’s proxy materials on the basis that the proposal “relates to an election to office” under Rule 14a-8(i)(8).   The SEC formally responded to the Second Circuit’s AIG opinion on July 25, 2007, by proposing two diametrically opposed  rules, one amending Rule 14a-8(i)(8) to expressly permit the inclusion in a company’s proxy materials of shareholder-proposed bylaws providing procedures for shareholders to nominate directors, and the other codifying the SEC’s pre-AIG interpretation excluding such shareholder-proposed bylaws.  Both proposals passed on 3-2 votes with the SEC’s chairman, Christopher Cox, supporting both.
Another particularly important alternative to the SEC’s proposed access rule is a shareholder proposal requiring directors to receive at least a majority of the votes cast in order to be elected.  For a review of these proposals as of the 2006 proxy season, see Dennis K. Berman, Boardroom Defenestration: As Proxy Season Heats Up, Companies Consider Rules  To Boot Unwanted Directors (March 16, 2006), available at  http://online.wsj.com/article/SB114247593853999714.html?mod=todays_us_marketplace; Ribstein, Ideoblog, Shareholder Democracy and Executive Compensation, (March 16, 2006) http://busmovie.typepad.com/ideoblog/2006/03/shareholder_dem.html.  As discussed in the Supplement to page 127, this rule contrasts with the usual rule that directors need only win a plurality – that is, could be elected by only one favorable vote, if no one else votes. The article reports that "[o]ver 120 companies have some form of majority voting in place, according to the Council of Institutional Investors, with 73 of them adding the changes over the past 14 months in response to the campaign. Trade unions are targeting another 120 companies during this year's proxy season, according to a list prepared by the carpenters' union. Last year such proposals won approval among 43% of shareholders voting in annual ballots, up sharply from 13% approval in 2004." Companies adopting these proposals include Pfizer, Intel, and Motorola. However, the proposal lost at the widely watched Hewlett-Packard meeting in March, 2006.  
Even if many companies adopt the proposals, it is not clear how many directors will fail to win majority votes, since they usually rack up significant margins of victory. The Wall Street Journal article notes that only 14 out of 14,000 board candidates were rejected by a majority of votes cast in 2005. Cai, Garner, & Walkling, Electing Directors (July 5, 2006), available at http://ssrn.com/abstract=910548, report that directors at poorer-performing firms with poorer attendance records who are distracted by holding more board seats and who are less independent or not recommended by a leading proxy advisory service all get fewer votes than directors who rate higher on these criteria – but that all the directors get over 90% of the vote.

Despite shareholders' apparent reluctance to vote against management nominees to the board, shareholders can make a strong statement, as they did in withholding 45% of votes cast from Disney's Michael Eisner in 2004. When they do, the board may see the writing on the wall and voluntarily recommend majority voting, as did the boards at Disney and Motorola. Moreover, majority voting rules may prove potent once the SEC adopts its executive compensation disclosure rule (see Supplement to page 466), since the disclosures may provide some fodder for shareholder discontent.  And activists do not have to win a majority vote in order to prevail, since vulnerable managers may grant concessions rather than risk an embarrassing loss.
Page 311, add the following problem: 

(7) A recommendation to the board that it adopt a policy forbidding human embryonic stem cell research, even though the company does not currently perform any human embryonic stem cell research; has no plans to perform any human embryonic stem cell research in the future; and neither markets nor sells any products that have resulted in any way from human embryonic stem cell research.
Page 313, add at the end of subsection [B]:

In 2003, Del. G.C.L. § 220 was amended to permit shareholders of a parent corporation to inspect a subsidiary corporation’s books and records, but only to the extent that (i) the parent corporation has actual possession of those records or (ii) the parent corporation could obtain such records through its control of the subsidiary. Weinstein Enterprises, Inc. v. Orloff, 870 A.2d 499 (Del. 2005), held that a corporation could be a “subsidiary” of a shareholder within the meaning of § 220 even where the shareholder owned less than a majority of the corporation’s stock, provided the shareholder had the “power to control the affairs of [the corporation] (as distinguished from actually exercising that power).”  But the court concluded that such a parent could only be required to produce documents not in its actual possession if it had “an actual ability . . . to exercise control and thereby cause the subsidiary to produce the . . . documents.”  Applying these concepts, the court concluded that a public corporation was the subsidiary of its 45% parent for purposes of Del. G.C.L. § 220, but that the parent could not be required to produce documents in the subsidiary’s possession where the subsidiary had an independent board of directors that refused to produce the requested documents.
Danziger v. Luse, 815 A.2d 658 (Oh. 2004), held that “shareholders [of an Ohio corporation] have a right at common law to inspect the records of a wholly owned subsidiary of the corporation in which they own stock when the parent corporation so controls and dominates the subsidiary that the separate corporate existence of the subsidiary should be disregarded.”  This common law right was not abrogated by Ohio’s inspection statute, which failed to provide shareholders with access to corporate records of subsidiaries.  Under the facts of Danziger, the court concluded that “the separate existence of the [corporation’s only subsidiary (a bank)] should be disregarded” and access to bank’s books and records granted because:     

The company owns all of the stock of the bank and has no assets other than the bank. The company and the bank have the same directors. All of the officers of the company are also officers of the bank. The company and the bank hold shareholders' meetings on the same day and at the same place. All of the income of the company is derived from dividends paid by the bank. 

Would these facts be sufficient to justify corporate veil piercing under the principles discussed in Section 3.05?
Page 314, add after the carryover paragraph at the top of the page:
In the aftermath of the corporate scandals of 2001 and 2002, at least two courts have considered whether statutory provisions like Del. G.C.L. § 220 can be used by shareholders to obtain the results of internal corporate investigations into potential corporate wrongdoing, despite claims of attorney work product privilege.  In Endocare Inc. v. Chinn, 2003 WL 21954791 (Del. Aug. 18, 2003) (unpublished opinion), the Delaware Supreme Court affirmed a Chancery Court decision holding that a forensic accounting investigation report prepared for the corporation’s audit committee was no longer protected by the attorney work product privilege after it had been shared with the outside accounting firm that was the subject of the investigation.  But in  Saito v. McKesson HBOC Inc., 2002 WL 31657622 (Del. Ch. Nov. 13, 2002), aff’d, 870 A.2d 1192 (Del. 2005), the court refused to require disclosure under Del. G.C.L. § 220 of materials that had been provided to the Securities and Exchange Commission under a confidentiality agreement, finding that the confidentiality agreement precluded the waiver of the work product privilege.  
Page 314, add at the end of the first full paragraph:

But in Highland Equity Fund, L.P. v. Motient Corp., 922 A.2d 415 (Del. 2007), the Delaware Supreme Court affirmed rejection of a books and records request where the evidence showed that a proper purpose for an inspection request --  investigating mismanagement and communicating with shareholders – was a ruse for an improper purpose -- pressuring management to make different business decisions.

Page 320, add after Note 3:

(4) Permissible uses of information obtained pursuant to inspection requests.  If a shareholder obtains corporate information pursuant to an inspection request, what use may the shareholder make of such information?  Consider the following excerpt from Disney v. Walt Disney Co., 857 A.2d 444 (Del. Ch. 2004):

The court begins its analysis with the presumption that the production of nonpublic corporate books and records to a stockholder making a demand pursuant to Section 220 should be conditioned upon a reasonable confidentiality order.  . . .

. . . In this case, for example, the documents at issue all relate to the private communications among or deliberations of the Company's board of directors.  . . . There is little doubt that those who participated in these communications had a reasonable expectation that they would remain private unless disclosed in the course of litigation or pursuant to some other legal requirement.

As this suggests, our law already recognizes circumstances in which a stockholder is entitled to use information obtained by making a Section 220 demand in ways that will lead to its public disclosure.  Most notably, our law encourages stockholders to utilize Section 220 as one of the "tools at hand" in conducting pre-suit investigation of suspected mismanagement or corporate waste.  When such investigation reveals a good faith basis for suit, the stockholder will be able to use information covered by such a confidentiality order in formulating a complaint, and, in many cases, that information will become publicly available in the course of that litigation, even if it is initially filed under seal.  . . .
In addition to filing stockholder litigation alleging some underlying breach of fiduciary duty, this same authority also would support the use of information obtained through a Section 220 demand to bring suit attacking some aspect of the Company's public disclosures, under either federal or state law.   . . .
Finally, . . . , this court will entertain an application for relief from a Section 220 confidentiality agreement in the context of an active proxy solicitation.  Although the court is not aware of other decisions discussing the standard to be applied, it can be assumed that the burden on the moving party would be heavy.  For example, the person seeking relief will be required to show a likelihood that disclosure of information designated "confidential" is needed to prevent the corporation's proxy materials from being false and misleading in some material respect, or equally compelling circumstances.  . . .

Mr. Disney argues eloquently and forcefully for a different and novel use of a Section 220 books and records demand--that of ferreting out information for use in an ongoing public relations campaign challenging the truthfulness or completeness of a corporation's routine public disclosures, especially its disclosures relating to executive compensation.  He argues that disclosure of the information at issue here will serve the best interests of the Company's stockholders "who, given the supposedly incomplete and misleading disclosures made by the Company, have under Delaware law an important right to receive a full and fair disclosure of facts."   . . .
. . .

The court is unable to accept this expansive reading of Section 220.  To begin with, despite Mr. Disney's invitation to do so, there is no basis in the language of the statute to limit the proposed use of Section 220 to executive compensation issues.  . . .  In addition, the expansion for which Mr. Disney argues would extend equally to any single stockholder, not only to those thought to adequately represent the interests of the corporation or the stockholders as a whole.  Moreover, a stockholder seeking to disclose non-public information in those circumstances would not be under the same fiduciary obligation as the corporation to make complete or candid disclosures.  Instead, as is evident in this case, the disclosure sought to be made would likely relate to snippets of information gleaned from a few emails or internal memoranda that the stockholder contends are inconsistent with the corporation's public disclosures.  Undoubtedly, any decision that permitted the public disclosure of that information would lead the corporation to disclose even more otherwise non-public information in order to put the stockholder's disclosures in what the corporation believes to be the proper context.  All in all, this is not a process that promises to advance the best interests of the corporation or its stockholders.

The court understands that there can be exigent circumstances (e.g., an active election contest) in which time constraints will not allow a stockholder to draft and file a complaint and then deal with issues of confidentiality in the ordinary course.  In those limited circumstances, and upon a clear showing, this court will entertain extraordinary applications to remove "confidential" designations from documents produced as the result of a Section 220 proceeding.  In other circumstances, however, a stockholder making a books and records demand can expect that documents designated as confidential pursuant to a reasonable confidentiality agreement will remain confidential unless the stockholder concludes that grounds exist to initiate litigation and the court in which that proceeding is brought determines to include those documents in the public record.  . . . 

Page 325, add at the end of the first full paragraph:  

The New York Stock Exchange’s new rules on board independence were approved by the SEC in November, 2003. See Securities and Exchange Commission, Release No. 34-48745 (November 4, 2003).  In general, the new rules set forth a more stringent definition of independence for directors and require the majority of the directors on the boards of listed companies to satisfy that standard. The new rules also include provisions mandating independent director oversight of auditing, director nominations, and compensation.  The new rules go much of the way towards requiring Eisenberg’s monitoring board for all New York Stock Exchange listed companies.

Page 325, add the following to footnote 106: 

Additional rules adopted in the wake of the Enron scandal now require that the proxy statement disclose whether the company has at least one “financial expert” serving on its audit committee, and if so, the identity of the expert and whether the expert is independent from management, or if not, why not.  The company must also disclose whether it has a code of ethics that applies to its CEO, CFO, principal accounting officer and controller, or persons performing similar functions, and if not, why not.  See Securities Exchange Commission, Release No. No. 33-8177 (January 23, 2003).
Page 329, add at end of first full paragraph:

Also, WorldCom collapsed in a major accounting fraud despite being required in its charter to have an audit committee made up of three or more independent directors who would be “free from any relationship that, in the opinion of the Board, would interfere with the exercise of his or her independent judgment as a member of the Committee” and who had relevant expertise in accounting and financial matters.114a  The liability of these directors is discussed below in the Supplement to page 372.
Page 349, add at the end of Note 1:

But Jaraczewski v. Krueger Intern., Inc. 690 N.W.2d 884 (Wis. App. 2004) held that a corporation’s chief financial officer had apparent authority to commit the corporation to repurchase approximately one million shares of the corporation’s stock for more than $20 million where the evidence suggested that the corporation’s president and majority shareholder, consistent with the corporation’s bylaws, delegated stock redemption responsibilities to the CFO, and the corporation’s board of directors was aware of the CFO’s exclusive role in stock redemption transactions by virtue of the thirty-five to forty transactions he handled between 1995 and 2000.  Also, in opinion after trial in Disney, excerpted in the Supplement to p. 419, the court (n. 570), held that “the chief executive officer possesses the authority to remove inferior employees (including officers) so long as the board of directors does not expressly limit or negate the chief executive officer’s implied or inherent authority to do so.”  Under the facts of that case, Michael Eisner had the power to remove Michael Ovitz without cause despite the fact that the termination triggered significant financial consequences.
Page 359, add at the end of subsection [3]: 

In Cross v. BCBSD, Inc., 886 A.2d 492 (Del. 2003), the Delaware Supreme Court considered whether a fiduciary relationship existed between a non-profit health services corporation and its policyholders.  The court answered the question by considering whether the interests of the health services corporation and its policyholders “incline toward a common goal in which the [corporation] is required to pursue solely the interests of the [policyholders].”  The court concluded that was not the case because the health services corporation, “like any insurer, often denies benefits or requires higher co-payments for some medical services in order to keep costs down, even though the denial of benefits or higher lower co-payments are not in the interests of the insureds.”  The court therefore limited the policyholders to the rights provided for in their contracts.  Is Crosse consistent with the cost-benefit tradeoff discussed in this section?
Page 372, add at end of Note 3: 

For a detailed critique of Worldcom’s internal monitoring systems, see Second Interim Report of Dick Thornburgh, Bankruptcy Court Examiner, June 9, 2003, which, among other things, concludes that “the absence of internal controls and the lack of transparency between senior management and the board of directors at WorldCom . . .  fostered an environment and culture that permitted the fraud to grow dramatically and ultimately propelled the company's descent into bankruptcy.”  Nonetheless, in his final report, Mr. Thornburgh did not recommend any legal action against Worldcom’s outside directors with respect to the accounting fraud because “[t]he deficiencies in their performance resulted primarily from the structure of the Internal Audit Department and the limitation of its resources, as well as the mistaken deference that the Audit Committee showed to the Company's former senior financial management, rather than from any overt act or omission.”  See Third and Final Report of Dick Thornburgh, Bankruptcy Court Examiner, January 26, 2004.  For a similar critique of the performance of Enron’s directors, see Final Report of Neal Batson, Court-Appointed Examiner, November 4, 2003, where Mr. Batson concluded that a “lack of oversight, whether due to conscious disregard or negligence, allowed the perpetrators of the fraud free reign to walk away with millions.”
A class action complaint for securities fraud did seek damages from WorldCom directors for being “utterly derelict in fulfilling the most basic functions of a true board.”11a  The complaint’s allegations include the following:
402. In order to function effectively, it was vital for the Audit Committee to have a detailed understanding of the Company, particularly its financial systems and internal controls. However, the Audit Committee was reckless by failing to become sufficiently familiar and involved with the Company’s internal financial workings, to see the weaknesses in the Company’s internal control structure, and to appreciate or detect the true corporate culture at WorldCom. WorldCom was a complicated company in a fast-evolving industry. It had expanded quickly, through a series of large acquisitions, each of which raised concern about WorldCom’s accounting and internal controls. As the Audit Committee members should have recognized, these acquisitions were not integrated, posing serious challenges for the Company and the Audit Committee. WorldCom had accounting-related operations scattered in a variety of locations around the country. To gain the knowledge necessary to function effectively required the Audit Committee to spend a substantial amount of time learning about the Company’s accounting practices. However, the Audit Committee only met for three to five hours a year, which was wholly inadequate. 

403. As discussed in more detail below, the Audit Committee abdicated its responsibilities in at least two critical ways. First, it allowed a “serious failure of communication” between itself and Andersen. As stated in  436 - 454, Andersen – which described WorldCom as one of its “crown jewels” and the client that would make Andersen’s reputation in the telecom industry – utilized a “non-traditional” approach for its auditing of WorldCom. However, the Audit Committee did not understand the non-traditional audit approach Andersen employed, which should have been a matter for great scrutiny by the Audit Committee and discussion with Andersen. 

404. Second, the Audit Committee failed to establish a strong reporting mechanism between itself and the Internal Audit Department. As a result, the Internal Audit Department fell under the control of Company management and spent much of its time performing operational, not audit-related, functions. Moreover, as the Audit Committee should have known, Andersen and the Internal Audit Department rarely, if ever, coordinated efforts to audit the Company’s financial statements. As a result, “Internal Audit and Arthur Andersen were two ships passing in the night,” according to the Examiner’s Second Interim Report. *  *  * 
*  *  * 
408: As the Examiner determined, structural weaknesses in WorldCom’s internal accounting controls fostered an environment that allowed the fraud to go undetected. 

Notably, in a settlement of this case, the directors agreed to pay $24.75 million out of their own pockets, in addition to $36 million contributed by insurers.11b Moreover, 19 ex-Enron directors agreed to pay $13 million out of their pockets, in addition to $155 million in insurance money.11c 

It is important to emphasize that these cases involved liability under the federal securities laws and therefore did not implicate the state law business judgment rule.  However, these cases, and general concern for director care arising out of the corporate scandals of 2001 and 2002, could lead to greater legal liability in failure to supervise cases.  For example, In re Abbott Laboratories Derivative Shareholders Litigation, 325 F.3d 795 (7th Cir. 2003), reversed the dismissal of claims based on the directors’ longstanding failure to address a pharmaceutical corporation’s violations of Food and Drug Administration rules.  Also, In re HealthSouth Corp. Shareholders Litigation, 845 A.2d 1096 (Del.Ch. 2003), aff’d 847 A.2d 1121 (Del. 2004), imposed liability on the corporation’s former CEO without requiring any proof that the former CEO participated in, or had any knowledge of, the accounting fraud perpetrated on investors.  The court required the former CEO to repay a $ 25 million loan from the company in cash, based on a finding that the former CEO had been unjustly enriched when he previously repaid the loan with the corporation’s overvalued stock.  The court noted that, even though the former CEO may not have participated in, or had any knowledge of the fraud, he signed materially inaccurate financial statements for the corporation that inflated the value of the company stock he previously used to repay the $ 25 million loan.
Page 373, add after Note 9:

The following Delaware Supreme Court decision considers the circumstances under which directors can be held liable for violating their duty under Caremark (see page 371, Note 3) to maintain adequate information gathering and reporting systems.  

Stone v. Ritter

Delaware Supreme Court

911 A.2d 362 (2006)

HOLLAND, Justice:

This is an appeal from a final judgment of the Court of Chancery dismissing a derivative complaint against fifteen present and former directors of AmSouth Bancorporation (“AmSouth”), a Delaware corporation.   The plaintiffs-appellants, William and Sandra Stone, are AmSouth shareholders . . . .

. . . 
. . . During the relevant period, AmSouth's wholly-owned subsidiary, AmSouth Bank, operated about 600 commercial banking branches in six states throughout the southeastern United States and employed more than 11,600 people.

In 2004, AmSouth and AmSouth Bank paid $40 million in fines and $10 million in civil penalties to resolve government and regulatory investigations pertaining principally to the failure by bank employees to file “Suspicious Activity Reports” (“SARs”), as required by the federal Bank Secrecy Act (“BSA”)4 and various anti-money-laundering (“AML”) regulations.  Those investigations were conducted by the United States Attorney's Office for the Southern District of Mississippi (“USAO”), the Federal Reserve, FinCEN and the Alabama Banking Department.   No fines or penalties were imposed on AmSouth's directors, and no other regulatory action was taken against them.

The government investigations arose originally from an unlawful “Ponzi” scheme operated by Louis D. Hamric, II and Victor G. Nance. In August 2000, Hamric, then a licensed attorney, and Nance, then a registered investment advisor with Mutual of New York, contacted an AmSouth branch bank in Tennessee to arrange for custodial trust accounts to be created for “investors” in a “business venture.”   That venture (Hamric and Nance represented) involved the construction of medical clinics overseas.   In reality, Nance had convinced more than forty of his clients to invest in promissory notes bearing high rates of return, by misrepresenting the nature and the risk of that investment.   Relying on similar misrepresentations by Hamric and Nance, the AmSouth branch employees in Tennessee agreed to provide custodial accounts for the investors and to distribute monthly interest payments to each account upon receipt of a check from Hamric and instructions from Nance.

The Hamric-Nance scheme was discovered in March 2002, when the investors did not receive their monthly interest payments.   . . . 
The authorities examined AmSouth's compliance with its reporting and other obligations under the BSA. . . .  [The authorities concluded that, although in 2000 “at least one” AmSouth employee suspected that Hamric was involved in a possibly illegal scheme, AmSouth failed to file SARs in a timely manner.” The authorities also concluded that “AmSouth's [AML compliance] program lacked adequate board and management oversight,” and that “reporting to management for the purposes of monitoring and oversight of compliance activities was materially deficient.”]

. . .
. . .  The standard for assessing a director's potential personal liability for failing to act in good faith in discharging his or her oversight responsibilities has evolved beginning with our decision in Graham v. Allis-Chalmers Manufacturing Company,15 through the Court of Chancery's Caremark decision to our most recent decision in Disney.16  A brief discussion of that evolution will help illuminate the standard that we adopt in this case.

Graham and Caremark

Graham was a derivative action brought against the directors of Allis-Chalmers for failure to prevent violations of federal anti-trust laws by Allis-Chalmers employees.   There was no claim that the Allis-Chalmers directors knew of the employees' conduct that resulted in the corporation's liability.   Rather, the plaintiffs claimed that the Allis-Chalmers directors should have known of the illegal conduct by the corporation's employees.   In Graham, this Court held that “absent cause for suspicion there is no duty upon the directors to install and operate a corporate system of espionage to ferret out wrongdoing which they have no reason to suspect exists.” 17
In Caremark, the Court of Chancery reassessed the applicability of our holding in Graham when called upon to approve a settlement of a derivative lawsuit brought against the directors of Caremark International, Inc. The plaintiffs claimed that the Caremark directors should have known that certain officers and employees of Caremark were involved in violations of the federal Anti-Referral Payments Law. That law prohibits health care providers from paying any form of remuneration to induce the referral of Medicare or Medicaid patients.   The plaintiffs claimed that the Caremark directors breached their fiduciary duty for having “allowed a situation to develop and continue which exposed the corporation to enormous legal liability and that in so doing they violated a duty to be active monitors of corporate performance.”18 

In evaluating whether to approve the proposed settlement agreement in Caremark, the Court of Chancery narrowly construed our holding in Graham “as standing for the proposition that, absent grounds to suspect deception, neither corporate boards nor senior officers can be charged with wrongdoing simply for assuming the integrity of employees and the honesty of their dealings on the company's behalf.”19  The Caremark Court opined it would be a “mistake” to interpret this Court's decision in Graham to mean that:

corporate boards may satisfy their obligation to be reasonably informed concerning the corporation, without assuring themselves that information and reporting systems exist in the organization that are reasonably designed to provide to senior management and to the board itself timely, accurate information sufficient to allow management and the board, each within its scope, to reach informed judgments concerning both the corporation's compliance with law and its business performance.20
To the contrary, the Caremark Court stated, “it is important that the board exercise a good faith judgment that the corporation's information and reporting system is in concept and design adequate to assure the board that appropriate information will come to its attention in a timely manner as a matter of ordinary operations, so that it may satisfy its responsibility.”21 The Caremark Court recognized, however, that “the duty to act in good faith to be informed cannot be thought to require directors to possess detailed information about all aspects of the operation of the enterprise.”22  The Court of Chancery then formulated the following standard for assessing the liability of directors where the directors are unaware of employee misconduct that results in the corporation being held liable:

Generally where a claim of directorial liability for corporate loss is predicated upon ignorance of liability creating activities within the corporation, as in Graham or in this case, ... only a sustained or systematic failure of the board to exercise oversight-such as an utter failure to attempt to assure a reasonable information and reporting system exists-will establish the lack of good faith that is a necessary condition to liability.23 

Caremark Standard Approved

. . .
We hold that Caremark articulates the necessary conditions predicate for director oversight liability:  (a) the directors utterly failed to implement any reporting or information system or controls; or (b) having implemented such a system or controls, consciously failed to monitor or oversee its operations thus disabling themselves from being informed of risks or problems requiring their attention.   In either case, imposition of liability requires a showing that the directors knew that they were not discharging their fiduciary obligations.  Where directors fail to act in the face of a known duty to act, thereby demonstrating a conscious disregard for their responsibilities, they breach their duty of loyalty by failing to discharge that fiduciary obligation in good faith. 

Chancery Court Decision

. . .  The Court of Chancery found that the plaintiffs did not plead the existence of “red flags”-“facts showing that the board ever was aware that AmSouth's internal controls were inadequate, that these inadequacies would result in illegal activity, and that the board chose to do nothing about problems it allegedly knew existed.”   In dismissing the derivative complaint in this action, the Court of Chancery concluded:

This case is not about a board's failure to carefully consider a material corporate decision that was presented to the board.   This is a case where information was not reaching the board because of ineffective internal controls.... With the benefit of hindsight, it is beyond question that AmSouth's internal controls with respect to the Bank Secrecy Act and anti-money laundering regulations compliance were inadequate.   Neither party disputes that the lack of internal controls resulted in a huge fine-$50 million, alleged to be the largest ever of its kind.   The fact of those losses, however, is not alone enough for a court to conclude that [the directors failed to act in good faith in exercising their oversight responsibilities].

This Court reviews de novo a Court of Chancery's decision to dismiss a derivative suit under Rule 23.1. 
Reasonable Reporting System Existed

[Pursuant to the terms of a Cease and Desist Order concurrently issued by the Federal Reserve and the Alabama Banking Department on October 12, 2004, KPMG Forensic Services (“KPMG”) was engaged by AmSouth to prepare a comprehensive report on AmSouth’s AML compliance program (the “KPMG Report”).]  . . . The KPMG Report reflects that AmSouth's Board dedicated considerable resources to the BSA/AML compliance program and put into place numerous procedures and systems to attempt to ensure compliance.   According to KPMG, the program's various components exhibited between a low and high degree of compliance with applicable laws and regulations.

The KPMG Report describes the numerous AmSouth employees, departments and committees established by the Board to oversee AmSouth's compliance with the BSA and to report violations to management and the Board:

BSA Officer.   Since 1998, AmSouth has had a “BSA Officer” “responsible for all BSA/AML-related matters including employee training, general communications, CTR reporting and SAR reporting,” and “presenting AML policy and program changes to the Board of Directors, the managers at the various lines of business, and participants in the annual training of security and audit personnel[;]”

BSA/AML Compliance Department.   AmSouth has had for years a BSA/AML Compliance Department, headed by the BSA Officer and comprised of nineteen professionals, including a BSA/AML Compliance Manager and a Compliance Reporting Manager;

Corporate Security Department.   AmSouth's Corporate Security Department has been at all relevant times responsible for the detection and reporting of suspicious activity as it relates to fraudulent activity, and William Burch, the head of Corporate Security, has been with AmSouth since 1998 and served in the U.S. Secret Service from 1969 to 1998;  and

Suspicious Activity Oversight Committee.   Since 2001, the “Suspicious Activity Oversight Committee” and its predecessor, the “AML Committee,” have actively overseen AmSouth's BSA/AML compliance program.   The Suspicious Activity Oversight Committee's mission has for years been to “oversee the policy, procedure, and process issues affecting the Corporate Security and BSA/AML Compliance Programs, to ensure that an effective program exists at AmSouth to deter, detect, and report money laundering, suspicious activity and other fraudulent activity.”

The KPMG Report reflects that the directors not only discharged their oversight responsibility to establish an information and reporting system, but also proved that the system was designed to permit the directors to periodically monitor AmSouth's compliance with BSA and AML regulations.   For example, as KPMG noted in 2004, AmSouth's designated BSA Officer “has made annual high-level presentations to the Board of Directors in each of the last five years.”   Further, the Board's Audit and Community Responsibility Committee (the “Audit Committee”) oversaw AmSouth's BSA/AML compliance program on a quarterly basis.   The KPMG Report states that “the BSA Officer presents BSA/AML training to the Board of Directors annually,” and the “Corporate Security training is also presented to the Board of Directors.”

The KPMG Report shows that AmSouth's Board at various times enacted written policies and procedures designed to ensure compliance with the BSA and AML regulations.   For example, the Board adopted an amended bank-wide “BSA/AML Policy” on July 17, 2003-four months before AmSouth became aware that it was the target of a government investigation.   That policy was produced to plaintiffs in response to their demand to inspect AmSouth's books and records pursuant to section 220 and is included in plaintiffs' appendix.   Among other things, the July 17, 2003, BSA/AML Policy directs all AmSouth employees to immediately report suspicious transactions or activity to the BSA/AML Compliance Department or Corporate Security.

Complaint Properly Dismissed

. . .
For the plaintiffs' derivative complaint to withstand a motion to dismiss, “only a sustained or systematic failure of the board to exercise oversight-such as an utter failure to attempt to assure a reasonable information and reporting system exists-will establish the lack of good faith that is a necessary condition to liability.”  As the Caremark decision noted:

Such a test of liability-lack of good faith as evidenced by sustained or systematic failure of a director to exercise reasonable oversight-is quite high.   But, a demanding test of liability in the oversight context is probably beneficial to corporate shareholders as a class, as it is in the board decision context, since it makes board service by qualified persons more likely, while continuing to act as a stimulus to good faith performance of duty by such directors.42 

The KPMG Report-which the plaintiffs explicitly incorporated by reference into their derivative complaint-refutes the assertion that the directors “never took the necessary steps ... to ensure that a reasonable BSA compliance and reporting system existed.”   KPMG's findings reflect that the Board received and approved relevant policies and procedures, delegated to certain employees and departments the responsibility for filing SARs and monitoring compliance, and exercised oversight by relying on periodic reports from them.   Although there ultimately may have been failures by employees to report deficiencies to the Board, there is no basis for an oversight claim seeking to hold the directors personally liable for such failures by the employees.

With the benefit of hindsight, the plaintiffs' complaint seeks to equate a bad outcome with bad faith.   The lacuna in the plaintiffs' argument is a failure to recognize that the directors' good faith exercise of oversight responsibility may not invariably prevent employees from violating criminal laws, or from causing the corporation to incur significant financial liability, or both, as occurred in Graham, Caremark and this very case.   In the absence of red flags, good faith in the context of oversight must be measured by the directors' actions “to assure a reasonable information and reporting system exists” and not by second-guessing after the occurrence of employee conduct that results in an unintended adverse outcome.43 Accordingly, we hold that the Court of Chancery properly applied Caremark and dismissed the plaintiffs' derivative complaint for failure to . . .  alleg[e] particularized facts that created reason to doubt whether the directors had acted in good faith in exercising their oversight responsibilities.
Conclusion

The judgment of the Court of Chancery is affirmed.
Questions
(1) Stone v. Ritter identifies two circumstances under which directors can be held liable for violating their oversight responsibilities: when “(a) the directors utterly fail[] to implement any reporting or information system or controls; or (b) having implemented such a system or controls, consciously fail[] to monitor or oversee its operations thus disabling themselves from being informed of risks or problems requiring their attention.  Which type of failure did the court address in Stone?  Is this the same type of failure the courts addressed in Bierman and Graham?
(2) How demanding are the directors’ responsibilities to establish information and reporting systems under Stone?  Is mere negligence on the part of directors enough to establish liability or is something more required, such as actual knowledge of an oversight system’s inadequacy?   If the latter, why does the court set the threshold for liability so high?  

(3) What facts did the court in Stone rely upon to dismiss the plaintiff’s derivative complaint?  Is the holding in Stone consistent with the discussion of the appropriate scope of fiduciary duties in Section 9.01[B]? 

(4) For a further discussion of the legal basis for director liability in oversight cases, see the discussion of the director’s duty of good faith in Note 2 following the Brehm v. Eisner excerpt in the Supplement to page 419 below.
Page 390, add at the end of Note 4:

For a recent case declining to dismiss a complaint alleging waste even in the absence of any allegations of conflict of interest, see Sample v. Morgan, 914 A.2d 647 (Del. Ch. 2007) (complaint alleges that independent directors granted to three executives, for a tenth of a penny per share or approximately $200, immediate control of nearly a third of the company’s voting power, its dividend flow and its value in the event of any sale; in exchange, the company got the three executives to stay without any indication that any of the three had offers to go elsewhere). 

Page 414, add at end of Note 5:
In re Emerging Communications, Inc. Shareholders Litigation, 2004 WL 1305745 (Del.Ch. 2004), supports taking outside directors’ expertise into account in adjudicating the duty of care under the business judgment rule. A director (Muoio) was exposed to significant liability in part because his expertise allowed the court to question his motives. The court reasoned (id. at 108): 
ECM’s directors other than Prosser and Raynor could plausibly argue that they voted for the transaction in reliance on Houlihan’s opinion that the merger term price was fair. In Muoio’s case, however, that argument would be implausible. Muoio’s expertise in this industry was equivalent, if not superior, to that of Houlihan, the Special Committee’s financial advisor. That expertise gave Muoio far less reason to defer to Houlihan’s valuation. Knowing (or at least having very strong reasons to suspect) that the price was unfair, why, then, would Muoio vote to approve this deal? The only explanation that makes sense is that Muoio, who was seeking future business opportunities from Prosser, decided that it would disserve his interests to oppose Prosser and become the minority’s advocate.

The former Chief Justice of the Delaware Supreme Court explained this case as follows (footnotes omitted):52a 
For some observers, Emerging Communications has raised the question whether Delaware courts, in determining liability, will consider - more broadly and generally - a director's qualifications or expertise, as distinct from her factual knowledge unique to a particular transaction. As noted, the court made no explicit reference to section 141(e), but the court's findings square with the idea that, because of his particular expertise and specific knowledge of the inadequacy of the merger price, this director could not have relied in good faith on the expert to secure the protection of section 141(e). 

It would be a perversity of corporate governance goals, in my view, for the Delaware courts to announce a general rule that a director with special expertise is more exposed to liability than other directors solely because of her status as an expert. Rather, the facts and procedural posture should be key. When purporting to rely on another expert in a transaction where a director knows that the expert's opinion is questionable, the director could be at greater risk of liability than other directors. This is not because of the director's status as an expert. It is simply that a director with such expertise cannot rely in good faith on another expert's particular opinions under section 141(e). In a similar vein, the SEC made clear that a "financial expert" - expected of audit committees by the Sarbanes-Oxley Act - is not subject to greater liability exposure simply by virtue of the director's  designation as an expert. That is, or ought to be, the Delaware law as well, in my opinion.

Directors and their counselors should, of course, take heed of Emerging Communications. But it is not a clear holding and it is not a Delaware Supreme Court decision. Although we cannot know with certainty how the Supreme Court may decide this issue if it is ever presented to the court, the case could be read as a decision made in the narrow factual context of this particular trial record. In my view, this decision has not established a new standard of conduct or liability for directors. Rather, it simply applied preexisting principles of law to the particular factual circumstances where the director, after trial, did not show that he relied in good faith on a valuation expert when he had actual knowledge that rendered the other expert's opinion questionable.

Standards of liability for directors should be uniform in the sense that one director should not be more vulnerable to liability than another based on the director's background, as distinct from the director's conduct. Nevertheless, a director who has special expertise is expected to use it for the benefit of all. That is a standard of conduct, not necessarily a standard of liability. Such a director should not be able to rely in good faith - and thereby be protected from liability - if the director knows the expert's view to be erroneous. Whether a director will be found to have that knowledge is a question of fact in each case.

Page 419, add the following at the bottom of the page:
After the Supreme Court’s remand in Eisner, the plaintiffs used a books and records request under Del. G.C.L. § 220 to obtain further information about the Disney board’s participation in the decision to hire and subsequently terminate Ovitz.  The plaintiffs used this new information to file an amended complaint.  The Chancery Court concluded that “[t]he facts, as alleged in the new complaint, portray a markedly different picture of the corporation processes that resulted in the Ovitz employment agreement than that portrayed in the first . . . complaint.”  These facts, if true, the court concluded, were sufficient to establish that the Disney directors’ conduct fell outside the protection of the business judgment rule.   A short excerpt from the Chancellor’s opinion on remand follows:
In re The Walt Disney Company Derivative Litigation

Delaware Chancery Court

825 A.2d 275 (2003)

. . . 

. . . The Court is appropriately hesitant to second guess the business judgment of a disinterested and independent board of directors.  As alleged in the new complaint, however, the facts belie any assertion that the New or Old Boards exercised any business judgment or made any good faith attempt to fulfill the fiduciary duties they owed to Disney and its shareholders.
 A. The Old and New Boards

According to the new complaint, Eisner unilaterally made the decision to hire Ovitz, even in the face of internal documents warning of potential adverse publicity and with three members of the board of directors initially objecting to the hiring when Eisner first broached the idea in August 1995.  No draft employment agreements were presented to the compensation committee or to the Disney board for review before the September 26, 1995 meetings [of the compensation committee and the full Disney board].  The compensation committee met for less than an hour on September 26, 1995, and spent most of its time on two other topics, including the compensation of director Russell for helping secure Ovitz's employment.  With respect to the employment agreement itself, the committee received only a summary of its terms and conditions.  No questions were asked about the employment agreement.  No time was taken to review the documents for approval.  Instead, the committee approved the hiring of Ovitz and directed Eisner, Ovitz's close friend, to carry out the negotiations with regard to certain still unresolved and significant details. 
The Old Board met immediately after the committee did.  Less than one and one-half pages of the fifteen pages of Old Board minutes were devoted to discussions of Ovitz's hiring as Disney's new president.  Actually, most of that time appears to have been spent discussing compensation for director Russell [who was to be paid $250,000 for his role in securing Ovitz’s employment].  No presentations were made to the Old Board regarding the terms of the draft [employment] agreement.  No questions were raised, at least so far as the minutes reflect.  At the end of the meeting, the Old Board authorized Ovitz's hiring as Disney's president.  No further review or approval of the employment agreement occurred.  Throughout both meetings, no expert consultant was present to advise the compensation committee or the Old Board.  Notably, the Old Board approved Ovitz's hiring even though the employment agreement was still a "work in progress."  The Old Board simply passed off the details to Ovitz and his good friend, Eisner.
 Negotiation over the remaining terms took place solely between Eisner, Ovitz, and attorneys representing Disney and Ovitz.  The compensation committee met briefly in October to review the negotiations, but failed again to actually consider a draft of the agreement or to establish any guidelines to be used in the negotiations.  The committee was apparently not otherwise involved in the negotiations.  Negotiations with Eisner continued until mid-December, but Ovitz had already started serving as Disney's president as of October 1, 1995.
 Eisner and Ovitz reached a final agreement on December 12, 1995.  They agreed to backdate the agreement, however, to October 1, 1995.  The final employment agreement also differed substantially from the original draft [summarized for the compensation committee at the September 26th meeting], but evidently no further committee or board review of it ever occurred.  The final version of Ovitz's employment agreement was signed (according to the new complaint) without any board input beyond the limited discussion on September 26, 1995.
 From the outset, Ovitz performed poorly as Disney's president.  In short order, Ovitz wanted out, and, once again, his good friend Eisner came to the rescue, agreeing to Ovitz's request for a non-fault termination.  Disney's board, however, was allegedly never consulted in this process.  No board committee was ever consulted, nor were any experts consulted.  Eisner and [Disney director] Litvack alone granted Ovitz's non-fault termination, which became public on December 12, 1996.  Again, Disney's board did not appear to question this action, although affirmative board action seemed to be required [by Disney’s bylaws].  On December 27, 1996, Eisner and Litvack, without explanation, accelerated the effective date of the non-fault termination, from January 31, 1997, to December 27, 1996.  Again, the board apparently took no action;  no questions were asked as to why this was done.
 Disney had lost several key executives in the months before Ovitz was hired.  Moreover, the position of president is obviously important in a publicly owned corporation.  But the Old Board and the compensation committee (it is alleged) each spent less than an hour reviewing Ovitz's possible hiring.  According to the new complaint, neither the Old Board nor the compensation committee reviewed the actual draft employment agreement.  Nor did they evaluate the details of Ovitz's salary or his severance provisions.  No expert presented the board with details of the agreement, outlined the pros and cons of either the salary or non-fault termination provisions, or analyzed comparable industry standards for such agreements.31 Notwithstanding this alleged information vacuum, the Old Board and the compensation committee approved Ovitz's hiring, appointed Eisner to negotiate with Ovitz directly in drafting the unresolved terms of his employment, never asked to review the final terms, and were never voluntarily provided those terms.

During the negotiation over the unresolved terms, the compensation committee was involved only once, at the very early stages in October 1995. The final agreement varied significantly from the draft agreement in the areas of both stock options and the terms of the non-fault termination.*  Neither the compensation committee nor the Old Board sought to review, nor did they review, the final agreement.  In addition, both the Old Board and the committee failed to meet in order to evaluate the final agreement before it became binding on Disney.  To repeat, no expert was retained to advise the Old Board, the committee, or Eisner during the negotiation process.
The new complaint, fairly read, also charges the New Board with a similar ostrich-like approach regarding Ovitz's non-fault termination.  Eisner and Litvack granted Ovitz a non-fault termination on December 12, 1996, and the news became public that day.  Although formal board approval appeared necessary for a non-fault termination [under Disney’s bylaws], the new complaint alleges that no New Board member even asked for a meeting to discuss Eisner's and Litvack's decision. On December 27, 1996, when Eisner and Litvack accelerated Ovitz's non-fault termination by over a month, with a payout of more than $38 million in cash, together with the three million "A" stock options, the board again failed to do anything.  Instead, it appears from the new complaint that the New Board played no role in Eisner's agreement to award Ovitz more than $38 million in cash and the three million "A" stock options, all for leaving a job that Ovitz had allegedly proven incapable of performing.
 The New Board apparently never sought to negotiate with Ovitz regarding his departure.  Nor, apparently, did it consider whether to seek a termination based on fault.  During the fifteen-day period between announcement of Ovitz's termination and its effective date, the New Board allegedly chose to remain invisible in the process.  The new complaint alleges that the New Board:  (1) failed to ask why it had not been informed;  (2) failed to inquire about the conditions and terms of the agreement;  and (3) failed even to attempt to stop or delay the termination until more information could be collected.  If the board had taken the time or effort to review these or other options, perhaps with the assistance of expert legal advisors, the business judgment rule might well protect its decision.  In this case, however, the new complaint asserts that the New Board directors refused to explore any alternatives, and refused to even attempt to evaluate the implications of the non-fault termination-blindly allowing Eisner to hand over to his personal friend, Ovitz, more than $38 million in cash and the three million "A" stock options.32 
These facts, if true, do more than portray directors who, in a negligent or grossly negligent manner, merely failed to inform themselves or to deliberate adequately about an issue of material importance to their corporation. Instead, the facts alleged in the new complaint suggest that the defendant directors consciously and intentionally disregarded their responsibilities, adopting a "we don't care about the risks" attitude concerning a material corporate decision.  Knowing or deliberate indifference by a director to his or her duty to act faithfully and with appropriate care is conduct, in my opinion, that may not have been taken honestly and in good faith to advance the best interests of the company.  Put differently, all of the alleged facts, if true, imply that the defendant directors knew that they were making material decisions without adequate information and without adequate deliberation, and that they simply did not care if the decisions caused the corporation and its stockholders to suffer injury or loss. Viewed in this light, plaintiffs' new complaint sufficiently alleges a breach of the directors' obligation to act honestly and in good faith in the corporation's best interests for a Court to conclude, if the facts are true, that the defendant directors' conduct fell outside the protection of the business judgment rule.

. . .
Question
Is the Chancery Court’s decision on remand a result of new facts or a post-Enron/Worldcom re-evaluation of standards of corporate conduct?

______
Following the Chancery Court’s denial of the motion to dismiss there followed a colorful trial in Delaware that dominated the corporate news for months.  Chancellor Chandler rendered his decision in In re The Walt Disney Company Derivative Litigation Delaware Chancery Court 2005 WL 1875804 (August 9, 2005).  The court began with interesting general observations about the case:

This is the Court's decision after trial in this long running dispute over an executive compensation and severance package. The stockholder plaintiffs have alleged that the director defendants breached their fiduciary duties in connection with the 1995 hiring and 1996 termination of Michael Ovitz as President of The Walt Disney Company. The trial consumed thirty-seven days (between October 20, 2004 and January 19, 2005) and generated 9,360 pages of transcript from twenty-four witnesses. The Court also reviewed thousands of pages of deposition transcripts and 1,033 trial exhibits that filled more than twenty-two 31/2-inch binders. Extensive post-trial memoranda also were submitted and considered. After carefully considering all of the evidence and arguments, and for the reasons set forth in this Opinion, I conclude that the director defendants did not breach their fiduciary duties or commit waste. Therefore, I will enter judgment in favor of the defendants as to all claims in the amended complaint.


As I will explain in painful detail hereafter, there are many aspects of defendants' conduct that fell significantly short of the best practices of ideal corporate governance. Recognizing the protean nature of ideal corporate governance practices, particularly over an era that has included the Enron and WorldCom debacles, and the resulting legislative focus on corporate governance, it is perhaps worth pointing out that the actions (and the failures to act) of the Disney board that gave rise to this lawsuit took place ten years ago, and that applying 21st century notions of best practices in analyzing whether those decisions were actionable would be misplaced.


Unlike ideals of corporate governance, a fiduciary's duties do not change over time. How we understand those duties may evolve and become refined, but the duties themselves have not changed, except to the extent that fulfilling a fiduciary duty requires obedience to other positive law. This Court strongly encourages directors and officers to employ best practices, as those practices are understood at the time a corporate decision is taken. But Delaware law does not-indeed, the common law cannot-hold fiduciaries liable for a failure to comply with the aspirational ideal of best practices, any more than a common-law court deciding a medical malpractice dispute can impose a standard of liability based on ideal-rather than competent or standard-medical treatment practices, lest the average medical practitioner be found inevitably derelict.


Fiduciaries are held by the common law to a high standard in fulfilling their stewardship over the assets of others, a standard that (depending on the circumstances) may not be the same as that contemplated by ideal corporate governance. Yet therein lies perhaps the greatest strength of Delaware's corporation law. Fiduciaries who act faithfully and honestly on behalf of those whose interests they represent are indeed granted wide latitude in their efforts to maximize shareholders' investment. Times may change, but fiduciary duties do not. Indeed, other institutions may develop, pronounce and urge adherence to ideals of corporate best practices. But the development of aspirational ideals, however worthy as goals for human behavior, should not work to distort the legal requirements by which human behavior is actually measured. Nor should the common law of fiduciary duties become a prisoner of narrow definitions or formulaic expressions. It is thus both the province and special duty of this Court to measure, in light of all the facts and circumstances of a particular case, whether an individual who has accepted a position of responsibility over the assets of another has been unremittingly faithful to his or her charge.


Because this matter, by its very nature, has become something of a public spectacle-commencing as it did with the spectacular hiring of one of the entertainment industry's best-known personalities to help run one of its iconic businesses, and ending with a spectacular failure of that union, with breathtaking amounts of severance pay the consequence-it is, I think, worth noting what the role of this Court must be in evaluating decision-makers' performance with respect to decisions gone awry, spectacularly or otherwise. It is easy, of course, to fault a decision that ends in a failure, once hindsight makes the result of that decision plain to see. But the essence of business is risk-the application of informed belief to contingencies whose outcomes can sometimes be predicted, but never known. The decision-makers entrusted by shareholders must act out of loyalty to those shareholders. They must in good faith act to make informed decisions on behalf of the shareholders, untainted by self-interest. Where they fail to do so, this Court stands ready to remedy breaches of fiduciary duty.


Even where decision-makers act as faithful servants, however, their ability and the wisdom of their judgments will vary. The redress for failures that arise from faithful management must come from the markets, through the action of shareholders and the free flow of capital, and not from this Court. Should the Court apportion liability based on the ultimate outcome of decisions taken in good faith by faithful directors or officers, those decision-makers would necessarily take decisions that minimize risk, not maximize value. The entire advantage of the risk-taking, innovative, wealth-creating engine that is the Delaware corporation would cease to exist, with disastrous results for shareholders and society alike. That is why, under our corporate law, corporate decision-makers are held strictly to their fiduciary duties, but within the boundaries of those duties are free to act as their judgment and abilities dictate, free of post hoc penalties from a reviewing court using perfect hindsight. Corporate decisions are made, risks are taken, the results become apparent, capital flows accordingly, and shareholder value is increased.
* * * 
[The court’s analysis of the applicable legal standards is discussed in the Delaware Supreme Court’s decision below.  Chancellor Chandler found that Ovitz did not breach his duty of loyalty in connection with his termination because he “did not play a part in the decision to terminate himself, and that ordinary officers and directors of reasonable prudence in the same position would not have acted with more care.” 
The Chancellor also held that the defendants did not commit waste in entering into an employment agreement with Ovitz that improperly incentivized him to leave the Company and receive a non-fault termination, reasoning that “I find it patently unreasonable to assume that Ovitz intended to perform just poorly enough to be fired quickly, but not so poorly that he could be terminated for cause.”  The court found in this connection that Ovitz could not have been fired for case under the agreement; 
The Chancellor concluded that the old board’s decision to hire Ovitz and the compensation committee’s approval of the employment agreement was not grossly negligent or in bad faith.  The court found in this connection that “Eisner was very much aware of what was going on as the situation developed.”  However, the court noted: 

Notwithstanding the foregoing, Eisner's actions in connection with Ovitz's hiring should not serve as a model for fellow executives and fiduciaries to follow. His lapses were many. He failed to keep the board as informed as he should have. He stretched the outer boundaries of his authority as CEO by acting without specific board direction or involvement. He prematurely issued a press release that placed significant pressure on the board to accept Ovitz and approve his compensation package in accordance with the press release. To my mind, these actions fall far short of what shareholders expect and demand from those entrusted with a fiduciary position. Eisner's failure to better involve the board in the process of Ovitz's hiring, usurping that role for himself, although not in violation of law, does not comport with how fiduciaries of Delaware corporations are expected to act.

Despite all of the legitimate criticisms that may be leveled at Eisner, especially at having enthroned himself as the omnipotent and infallible monarch of his personal Magic Kingdom, I nonetheless conclude, after carefully considering and weighing all the evidence, that Eisner's actions were taken in good faith. That is, Eisner's actions were taken with the subjective belief that those actions were in the best interests of the Company-he believed that his taking charge and acting swiftly and decisively to hire Ovitz would serve the best interests of the Company notwithstanding the high cost of Ovitz's hiring and notwithstanding that two experienced executives who had arguably been passed over for the position (Litvack and Bollenbach) were not completely supportive.497 Those actions do not represent a knowing violation of law or evidence a conscious and intentional disregard of duty. In conclusion, Eisner acted in good faith and did not breach his fiduciary duty of care because he was not grossly negligent.

The court also found that Russell, the chair of the compensation committee, was within his authority in negotiating Ovitz’s employment agreement. With respect to his conduct in negotiating the agreement, the court said:
Would the better course of action have been for Russell to have objectively verified Ovitz's income from CAA? Undoubtedly, yes. Would it have been better if Russell had more rigorously investigated Ovitz's background in order to uncover his past troubles with the Department of Labor? Yes. Would the better course of action have been for someone other than Eisner's personal attorney to represent the Company in the negotiations with Ovitz? Again, yes. Have plaintiffs shown by a preponderance of the evidence that Russell's actions on behalf of the Company were grossly negligent (in that he failed to inform himself of all material information reasonably available in making decisions) or that he acted in bad faith? No. I conclude that Russell for the most part knew what he needed to know, did for the most part what he was required to do, and that he was doing the best he thought he could to advance the interests of the Company by facilitating a transaction that would provide a legitimate potential successor to Eisner and provide the Company with one of the entertainment industry's most influential individuals.

The court found that Eisner and Litvack did not act in bad faith in connection with Ovitz’s termination, and the rest of the new board had no duties in connection with the termination.  

The court analyzed the actions of other directors and concluded that they were not grossly negligent.  The discussion relating to two of the directors is particularly interesting: 

There is no question that Poitier and Lozano's involvement in the process of Ovitz's hiring came very late in the game. As found above, Poitier received a call from Russell on August 13 (and another the next day), during which they discussed the terms of the proposed OLA. Lozano spoke with Watson regarding this same subject. It appears that neither Poitier nor Lozano had any further involvement with the hiring process, apart from these phone calls, until the September 26, 1995 compensation committee meeting.


At that meeting, both Poitier and Lozano received the term sheet that explained the key terms of Ovitz's contract, and they were present for and participated in the discussion that occurred. Both then voted to approve the terms of the OEA, and both credibly testified that they believed they possessed sufficient information at that time to make an informed decision. Plaintiffs largely point to two perceived inadequacies in this meeting (and in Poitier and Lozano's business judgment)522 -first, that insufficient time was spent reviewing the terms of Ovitz's contract and, second, that Poitier and Lozano were not provided with sufficient documentation, including Crystal's correspondence, Watson's calculations, and a draft of the OEA. These arguments understandably hearken back to Van Gorkom, where the Supreme Court condemned the Trans Union board for agreeing to a material transaction after a board meeting of about two hours and without so much as a term sheet of the transaction as contemplated. Although the parallels between Van Gorkom and this case at first appear striking, a more careful consideration will reveal several important distinctions between the two.


First and foremost, the nature of the transaction in Van Gorkom is fundamentally different, and orders of magnitude more important, than the transaction at issue here. In Van Gorkom, the Trans Union board was called into a special meeting on less than a day's notice, without notice of the reason for the meeting, to consider a merger agreement that would result in the sale of the entire company. * * * Delaware law, as a matter of statute, requires directors to take certain actions in connection with a merger of the corporation, as was being contemplated by Trans Union. No statute required the Company's board to take action in connection with Ovitz's hiring. The Company's governing documents provide that the officers of the corporation will be selected by the board of directors, and the charter of the compensation committee states that the committee is responsible for establishing and approving the salary of the Company's President. That is exactly what happened. The board meeting was not called on short notice, and the directors were well aware that Ovitz's hiring would be discussed at the meeting as a result of the August 14 press release more than a month before. Furthermore, analyzing the transactions in terms of monetary value, and even accepting plaintiffs' experts' bloated valuations for comparison purposes, it is beyond question that the $734 million sale  of Trans Union was material and significantly larger than the financial ramifications to the Company of Ovitz's hiring.533

Second, the Trans Union board met for about two hours to discuss and deliberate on this monumental transaction in the life of Trans Union. * * * 

I am persuaded by Russell and Lozano's recollection that the OEA was discussed for a not insignificant length of time. Is that length of time markedly less than the attention given by the Trans Union board to the merger agreement they were statutorily charged with approving or rejecting? Yes. Is that difference probative on the issue of whether the compensation committee adequately discussed the OEA? Not in the least. When the Trans Union board met for those two hours, it was the very first time any of those directors had discussed a sale of the company. Here, all the members of the committee were aware in advance that Ovitz's hiring would be discussed, and the members of the committee had also previously had more than minimal informal discussions amongst themselves as to the bona fides of the OEA before the meeting ever occurred. Furthermore, as mentioned above, the nature and scope of the transactions are fundamentally different.


Third, the Trans Union board had absolutely no documentation before it when it considered the merger agreement. The board was completely reliant on the misleading and uninformed presentations given by Trans Union's officers (Van Gorkom and Romans). In contrast, the compensation committee was provided with a term sheet of the key terms of the OEA and a presentation was made by Russell (assisted by Watson), who had personal knowledge of the relevant information by virtue of his negotiations with Ovitz and discussions with Crystal. Additionally, the testimony and documentary evidence support this conclusion. It is true that the compensation committee did not review and discuss the then-existing draft of the full text of the OEA. This, however, is not required. Nor is it necessary for an expert to make a formal presentation at the committee meeting in order for the board to rely on that expert's analysis, although that certainly would have been the better course of action. Furthermore, the Company's compensation committee reasonably and wisely left the task of negotiating and drafting the actual text of the OEA in the hands of the Company's counsel.


Fourth, Trans Union's senior management completely opposed the merger. In contrast, the Company's senior management generally saw Ovitz's hiring as a boon for the Company, notwithstanding Litvack and Bollenbach's initial personal feelings. In sum, although Poitier and Lozano did very little in connection with Ovitz's hiring and the compensation committee's approval of the OEA, they did not breach their fiduciary duties. I conclude that they were informed by Russell and Watson of all material information reasonably available, even though they were not privy to every conversation or document exchanged amongst Russell, Watson, Crystal and Ovitz's representatives.

* * * 


The compensation committee reasonably believed that the analysis of the terms of the OEA was within Crystal's professional or expert competence, and together with Russell and Watson's professional competence in those same areas, the committee relied on the information, opinions, reports and statements made by Crystal, even if Crystal did not relay the information, opinions, reports and statements in person to the committee as a whole. Crystal's analysis was not so deficient that the compensation committee would have reason to question it.550 Furthermore, Crystal appears to have been selected with reasonable care, especially in light of his previous engagements with the Company in connection with past executive compensation contracts that were structurally, at least, similar to the OEA. For all these reasons, the compensation committee also is entitled to the protections of 8 
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 § 141(e) in relying upon Crystal.


Viewed objectively, the compensation committee was asked to make a decision knowing that: 1) Ovitz was a third party with whom Russell negotiated at arms' length; 2) regardless of whether Ovitz truly was “the most powerful man in Hollywood,” he was a highly-regarded industry figure; 3) Ovitz was widely believed to possess skills and experience that would be very valuable to the Company, especially in light of the CapCities/ABC acquisition, Wells' death, and Eisner's medical problems; 4) in order to accept the Company's presidency, Ovitz was leaving and giving up his very successful business, which would lead a reasonable person to believe that he would likely be highly successful in similar pursuits elsewhere in the industry; 5) the CEO and others in senior management were supporting the hiring; and 6) the potential compensation was not economically material to the Company.


Poitier and Lozano did not intentionally disregard a duty to act, nor did they bury their heads in the sand knowing a decision had to be made. They acted in a manner that they believed was in the best interests of the corporation. Delaware law does not require (nor does it prohibit) directors to take as active a role as Russell and Watson took in connection with Ovitz's hiring. There is no question that in comparison to those two, the actions of Poitier and Lozano may appear casual or uninformed, but I conclude that they did not breach their fiduciary duties and that they acted in good faith in connection with Ovitz's hiring.559
Finally, the court held that the remaining members of the old board did not have the responsibility to approve Ovitz’s compensation arrangements – only to elect him as President. The court held that in performing this task they were adequately informed. The court concluded as to the board’s duty in connection with Ovitz’s hiring:
Are there many aspects of Ovitz's hiring that reflect the absence of ideal corporate governance? Certainly, and I hope that this case will serve to inform stockholders, directors and officers of how the Company's fiduciaries underperformed. As I stated earlier, however, the standards used to measure the conduct of fiduciaries under Delaware law are not the same standards used in determining good corporate governance. For all the foregoing reasons, I conclude that none of the defendants breached their fiduciary duties or acted in anything other than good faith in connection with Ovitz's hiring, the approval of the OEA, or his election to the Company's presidency.
___

The Delaware Supreme Court then affirmed the Chancellor's decision.  The following are excerpts from the decision. 

Brehm v. Eisner

Delaware Supreme Court 
2006 WL 1562466 (June 8, 2006)
JACOBS, Justice.

* * * 
The Court of Chancery determined that Ovitz did not breach any fiduciary duty that he owed to Disney when negotiating for, or when receiving severance payments under, the non-fault termination clause of the OEA. The Court made no error in arriving at that determination and we uphold it.58
* * * 
A. Claims Arising From The Approval Of The OEA And Ovitz's Election As President
* * * 

1. The Due Care Determinations
* * * 

(a) Treating due care and bad faith as separate grounds for denying business judgment rule review.

The appellants' first claim is that the Chancellor erroneously (i) failed to make a “threshold determination” of gross negligence, and (ii) “conflated” the appellants' burden to rebut the business judgment presumptions, with an analysis of whether the directors' conduct fell within the 8 
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 §  102(b)(7) provision that precludes exculpation of directors from monetary liability “for acts or omissions not in good faith.” The argument runs as follows: Emerald Partners v. Berlin required the Chancellor first to determine whether the business judgment rule presumptions were rebutted based upon a showing that the board violated its duty of care, i.e., acted with gross negligence. If gross negligence were established, the burden would shift to the directors to establish that the OEA was entirely fair. Only if the directors failed to meet that burden could the trial court then address the directors' Section 102(b)(7) exculpation defense, including the statutory exception for acts not in good faith.

This argument lacks merit. To make the argument the appellants must ignore the distinction between (i) a determination of bad faith for the threshold purpose of rebutting the business judgment rule presumptions, and (ii) a bad faith determination for purposes of evaluating the availability of charter-authorized exculpation from monetary damage liability after liability has been established. Our law clearly permits a judicial assessment of director good faith for that former purpose. Nothing in Emerald Partners requires the Court of Chancery to consider only evidence of lack of due care (i.e. gross negligence) in determining whether the business judgment rule presumptions have been rebutted.

Even if the trial court's analytical approach were improper, the appellants have failed to demonstrate any prejudice. The Chancellor's determinations of due care and good faith were analytically distinct and were separately conducted, even though both were done for the purpose of deciding whether to apply the business judgment standard of review. Nowhere have the appellants shown that the result would have been any different had the Chancellor proceeded in the manner that they now advocate.

(b) Ruling that the full Disney board was not required to consider and approve the OEA.
* * * 

The Delaware General Corporation Law (DGCL) expressly empowers a board of directors to appoint committees and to delegate to them a broad range of responsibilities, which may include setting executive compensation. Nothing in the DGCL mandates that the entire board must make those decisions. At Disney, the responsibility to consider and approve executive compensation was allocated to the compensation committee, as distinguished from the full board. The Chancellor's ruling-that executive compensation was to be fixed by the compensation committee-is legally correct.
* * * 
 (c) Whether the board members' observance of their duty of care should have been determined on a director-by-director basis or collectively
In the Court of Chancery the appellants argued that the board had failed to exercise due care, using a director-by-director, rather than a collective analysis. * * * The appellants' “individual vs. collective” argument goes beyond being not fairly presented. It borders on being unfairly presented, since the appellants are taking the trial court to task for adopting the very analytical approach that they themselves used in presenting their position.

The argument also fails because nowhere do appellants identify how this supposed error caused them any prejudice. The Chancellor viewed the conduct of each director individually, and found that no director had breached his or her fiduciary duty of care (as members of the full board) in electing Ovitz as President or (as members of the compensation committee) in determining Ovitz's compensation. If, as appellants now argue, a due care analysis of the board's conduct must be made collectively, it is incumbent upon them to show how such a collective analysis would yield a different result. The appellants' failure to do that dooms their argument on this basis as well.

(d) Holding that the compensation committee members did not fail to exercise due care in approving the OEA
The appellants next challenge the Chancellor's determination that although the compensation committee's decision-making process fell far short of corporate governance “best practices,” the committee members breached no duty of care in considering and approving the NFT terms of the OEA. That conclusion is reversible error, the appellants claim, because the record establishes that the compensation committee members did not properly inform themselves of the material facts and, hence, were grossly negligent in approving the NFT provisions of the OEA.

* * * 

Although the appellants have balkanized their due care claim into several fragmented parts, the overall thrust of that claim is that the compensation committee approved the OEA with NFT provisions that could potentially result in an enormous payout, without informing themselves of what the full magnitude of that payout could be. Rejecting that claim, the Court of Chancery found that the compensation committee members were adequately informed. The issue thus becomes whether that finding is supported by the evidence of record. We conclude that it is.

In our view, a helpful approach is to compare what actually happened here to what would have occurred had the committee followed a “best practices” (or “best case”) scenario, from a process standpoint. In a “best case” scenario, all committee members would have received, before or at the committee's first meeting on September 26, 1995, a spreadsheet or similar document prepared by (or with the assistance of) a compensation expert (in this case, Graef Crystal). Making different, alternative assumptions, the spreadsheet would disclose the amounts that Ovitz could receive under the OEA in each circumstance that might foreseeably arise. One variable in that matrix of possibilities would be the cost to Disney of a non-fault termination for each of the five years of the initial term of the OEA. The contents of the spreadsheet would be explained to the committee members, either by the expert who prepared it or by a fellow committee member similarly knowledgeable about the subject. That spreadsheet, which ultimately would become an exhibit to the minutes of the compensation committee meeting, would form the basis of the committee's deliberations and decision.

Had that scenario been followed, there would be no dispute (and no basis for litigation) over what information was furnished to the committee members or when it was furnished. Regrettably, the committee's informational and decisionmaking process used here was not so tidy. That is one reason why the Chancellor found that although the committee's process did not fall below the level required for a proper exercise of due care, it did fall short of what best practices would have counseled.

The Disney compensation committee met twice: on September 26 and October 16, 1995. The minutes of the September 26 meeting reflect that the committee approved the terms of the OEA (at that time embodied in the form of a letter agreement), except for the option grants, which were not approved until October 16-after the Disney stock incentive plan had been amended to provide for those options. At the September 26 meeting, the compensation committee considered a “term sheet” which, in summarizing the material terms of the OEA, relevantly disclosed that in the event of a non-fault termination, Ovitz would receive: (i) the present value of his salary ($1 million per year) for the balance of the contract term, (ii) the present value of his annual bonus payments (computed at $7.5 million) for the balance of the contract term, (iii) a $10 million termination fee, and (iv) the acceleration of his options for 3 million shares, which would become immediately exercisable at market price.

Thus, the compensation committee knew that in the event of an NFT, Ovitz's severance payment alone could be in the range of $40 million cash,77 plus the value of the accelerated options. Because the actual payout to Ovitz was approximately $130 million, of which roughly $38.5 million was cash, the value of the options at the time of the NFT payout would have been about $91.5 million.78 Thus, the issue may be framed as whether the compensation committee members knew, at the time they approved the OEA, that the value of the option component of the severance package could reach the $92 million order of magnitude if they terminated Ovitz without cause after one year. The evidentiary record shows that the committee members were so informed.

On this question the documentation is far less than what best practices would have dictated. There is no exhibit to the minutes that discloses, in a single document, the estimated value of the accelerated options in the event of an NFT termination after one year. The information imparted to the committee members on that subject is, however, supported by other evidence, most notably the trial testimony of various witnesses about spreadsheets that were prepared for the compensation committee meetings.

The compensation committee members derived their information about the potential magnitude of an NFT payout from two sources. The first was the value of the “benchmark” options previously granted to Eisner and Wells and the valuations by Watson of the proposed Ovitz options. Ovitz's options were set at 75% of parity with the options previously granted to Eisner and to Frank Wells. Because the compensation committee had established those earlier benchmark option grants to Eisner and Wells and were aware of their value, a simple mathematical calculation would have informed them of the potential value range of Ovitz's options. Also, in August and September 1995, Watson and Russell met with Graef Crystal to determine (among other things) the value of the potential Ovitz options, assuming different scenarios. Crystal valued the options under the Black-Scholes method, while Watson used a different valuation metric. Watson recorded his calculations and the resulting values on a set of spreadsheets that reflected what option profits Ovitz might receive, based upon a range of different assumptions about stock market price increases. Those spreadsheets were shared with, and explained to, the committee members at the September meeting.

The committee's second source of information was the amount of “downside protection” that Ovitz was demanding. Ovitz required financial protection from the risk of leaving a very lucrative and secure position at CAA, of which he was a controlling partner, to join a publicly held corporation to which Ovitz was a stranger, and that had a very different culture and an environment which prevented him from completely controlling his destiny. The committee members knew that by leaving CAA and coming to Disney, Ovitz would be sacrificing “booked” CAA commissions of $150 to $200 million-an amount that Ovitz demanded as protection against the risk that his employment relationship with Disney might not work out. Ovitz wanted at least $50 million of that compensation to take the form of an “up-front” signing bonus. Had the $50 million bonus been paid, the size of the option grant would have been lower. Because it was contrary to Disney policy, the compensation committee rejected the up-front signing bonus demand, and elected instead to compensate Ovitz at the “back end,” by awarding him options that would be phased in over the five-year term of the OEA.

It is on this record that the Chancellor found that the compensation committee was informed of the material facts relating to an NFT payout. If measured in terms of the documentation that would have been generated if “best practices” had been followed, that record leaves much to be desired. The Chancellor acknowledged that, and so do we. But, the Chancellor also found that despite its imperfections, the evidentiary record was sufficient to support the conclusion that the compensation committee had adequately informed itself of the potential magnitude of the entire severance package, including the options, that Ovitz would receive in the event of an early NFT.

The OEA was specifically structured to compensate Ovitz for walking away from $150 million to $200 million of anticipated commissions from CAA over the five-year OEA contract term. This meant that if Ovitz was terminated without cause, the earlier in the contract term the termination occurred the larger the severance amount would be to replace the lost commissions. Indeed, because Ovitz was terminated after only one year, the total amount of his severance payment (about $130 million) closely approximated the lower end of the range of Ovitz's forfeited commissions ($150 million), less the compensation Ovitz received during his first and only year as Disney's President. Accordingly, the Court of Chancery had a sufficient evidentiary basis in the record from which to find that, at the time they approved the OEA, the compensation committee members were adequately informed of the potential magnitude of an early NFT severance payout.

* * * 

The compensation committee reasonably believed that the analysis of the terms of the OEA was within Crystal's professional or expert competence, and together with Russell and Watson's professional competence in those same areas, the committee relied on the information, opinions, reports and statements made by Crystal, even if Crystal did not relay the information, opinions, reports and statements in person to the committee as a whole. Crystal's analysis was not so deficient that the compensation committee would have reason to question it. Furthermore, Crystal appears to have been selected with reasonable care, especially in light of his previous engagements with the Company in connection with past executive compensation contracts that were structurally, at least, similar to the OEA. For all these reasons, the compensation committee also is entitled to the protections of 8 
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 §  141(e) in relying upon Crystal. 

The Chancellor correctly applied Section 141(e) in upholding the reliance of Lozano and Poitier upon the information that Crystal, Russell and Watson furnished to them. To accept the appellants' narrow reading of that statute would eviscerate its purpose, which is to protect directors who rely in good faith upon information presented to them from various sources, including “any other person as to matters the member reasonably believes are within such person's professional or expert competence and who has been selected with reasonable care by and on behalf of the corporation.” 

* * *

(e) Holding that the remaining disney directors did not fail to exercise due care in approving the hiring of Ovitz as the president of Disney
The appellants' final claim in this category is that the Court of Chancery erroneously held that the remaining members of the old Disney board had not breached their duty of care in electing Ovitz as President of Disney. This claim lacks merit, because the arguments appellants advance in this context relate to a different subject-the approval of the OEA, which was the responsibility delegated to the compensation committee, not the full board.

* * * The only properly reviewable action of the entire board was its decision to elect Ovitz as Disney's President. In that context the sole issue, as the Chancellor properly held, is “whether [the remaining members of the old board] properly exercised their business judgment and acted in accordance with their fiduciary duties when they elected Ovitz to the Company's presidency.” The Chancellor determined that in electing Ovitz, the directors were informed of all information reasonably available and, thus, were not grossly negligent. We agree.

The Chancellor found and the record shows the following: well in advance of the September 26, 1995 board meeting the directors were fully aware that the Company needed-especially in light of Wells' death and Eisner's medical problems-to hire a “number two” executive and potential successor to Eisner. There had been many discussions about that need and about potential candidates who could fill that role even before Eisner decided to try to recruit Ovitz. Before the September 26 board meeting Eisner had individually discussed with each director the possibility of hiring Ovitz, and Ovitz's background and qualifications. The directors thus knew of Ovitz's skills, reputation and experience, all of which they believed would be highly valuable to the Company. The directors also knew that to accept a position at Disney, Ovitz would have to walk away from a very successful business-a reality that would lead a reasonable person to believe that Ovitz would likely succeed in similar pursuits elsewhere in the industry. The directors also knew of the public's highly positive reaction to the Ovitz announcement, and that Eisner and senior management had supported the Ovitz hiring . Indeed, Eisner, who had long desired to bring Ovitz within the Disney fold, consistently vouched for Ovitz's qualifications and told the directors that he could work well with Ovitz.

The board was also informed of the key terms of the OEA (including Ovitz's salary, bonus and options). Russell reported this information to them at the September 26, 1995 executive session, which was attended by Eisner and all non-executive directors. Russell also reported on the compensation committee meeting that had immediately preceded the executive session. And, both Russell and Watson responded to questions from the board. Relying upon the compensation committee's approval of the OEA and the other information furnished to them, the Disney directors, after further deliberating, unanimously elected Ovitz as President.

Based upon this record, we uphold the Chancellor's conclusion that, when electing Ovitz to the Disney presidency the remaining Disney directors were fully informed of all material facts, and that the appellants failed to establish any lack of due care on the directors' part.

2. The Good Faith Determinations
* * *

The appellants essentially concede that their proof of bad faith is insufficient to satisfy the standard articulated by the Court of Chancery. That is why they ask this Court to treat a failure to exercise due care as a failure to act in good faith. Unfortunately for appellants, that “rule,” even if it were accepted, would not help their case. If we were to conflate these two duties and declare that a breach of the duty to be properly informed violates the duty to act in good faith, the outcome would be no different, because, as the Chancellor and we now have held, the appellants failed to establish any breach of the duty of care. To say it differently, even if the Chancellor's definition of bad faith were erroneous, the error would not be reversible because the appellants cannot satisfy the very test they urge us to adopt.

For that reason, our analysis of the appellants' bad faith claim could end at this point. In other circumstances it would. This case, however, is one in which the duty to act in good faith has played a prominent role, yet to date is not a well-developed area of our corporate fiduciary law.98 Although the good faith concept has recently been the subject of considerable scholarly writing,99 which includes articles focused on this specific case,100 the duty to act in good faith is, up to this point relatively uncharted. Because of the increased recognition of the importance of good faith, some conceptual guidance to the corporate community may be helpful. For that reason we proceed to address the merits of the appellants' second argument.

The precise question is whether the Chancellor's articulated standard for bad faith corporate fiduciary conduct-intentional dereliction of duty, a conscious disregard for one's responsibilities-is legally correct. In approaching that question, we note that the Chancellor characterized that definition as “an appropriate (although not the only) standard for determining whether fiduciaries have acted in good faith.” That observation is accurate and helpful, because as a matter of simple logic, at least three different categories of fiduciary behavior are candidates for the “bad faith” pejorative label.

The first category involves so-called “subjective bad faith,” that is, fiduciary conduct motivated by an actual intent to do harm. That such conduct constitutes classic, quintessential bad faith is a proposition so well accepted in the liturgy of fiduciary law that it borders on axiomatic. We need not dwell further on this category, because no such conduct is claimed to have occurred, or did occur, in this case.

The second category of conduct, which is at the opposite end of the spectrum, involves lack of due care-that is, fiduciary action taken solely by reason of gross negligence and without any malevolent intent. In this case, appellants assert claims of gross negligence to establish breaches not only of director due care but also of the directors' duty to act in good faith. Although the Chancellor found, and we agree, that the appellants failed to establish gross negligence, to afford guidance we address the issue of whether gross negligence (including a failure to inform one's self of available material facts), without more, can also constitute bad faith. The answer is clearly no.

From a broad philosophical standpoint, that question is more complex than would appear, if only because (as the Chancellor and others have observed) “issues of good faith are (to a certain degree) inseparably and necessarily intertwined with the duties of care and loyalty....” But, in the pragmatic, conduct-regulating legal realm which calls for more precise conceptual line drawing, the answer is that grossly negligent conduct, without more, does not and cannot constitute a breach of the fiduciary duty to act in good faith. The conduct that is the subject of due care may overlap with the conduct that comes within the rubric of good faith in a psychological sense,104 but from a legal standpoint those duties are and must remain quite distinct. Both our legislative history and our common law jurisprudence distinguish sharply between the duties to exercise due care and to act in good faith, and highly significant consequences flow from that distinction.

The Delaware General Assembly has addressed the distinction between bad faith and a failure to exercise due care (i.e., gross negligence) in two separate contexts. The first is Section 102(b)(7) of the DGCL, which authorizes Delaware corporations, by a provision in the certificate of incorporation, to exculpate their directors from monetary damage liability for a breach of the duty of care. That exculpatory provision affords significant protection to directors of Delaware corporations. The statute carves out several exceptions, however, including most relevantly, “for acts or omissions not in good faith....” Thus, a corporation can exculpate its directors from monetary liability for a breach of the duty of care, but not for conduct that is not in good faith. To adopt a definition of bad faith that would cause a violation of the duty of care automatically to become an act or omission “not in good faith,” would eviscerate the protections accorded to directors by the General Assembly's adoption of Section 102(b)(7).
A second legislative recognition of the distinction between fiduciary conduct that is grossly negligent and conduct that is not in good faith, is Delaware's indemnification statute, found at 8 
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 §  145. To oversimplify, subsections (a) and (b) of that statute permit a corporation to indemnify (inter alia) any person who is or was a director, officer, employee or agent of the corporation against expenses (including attorneys' fees), judgments, fines and amounts paid in settlement of specified actions, suits or proceedings, where (among other things): (i) that person is, was, or is threatened to be made a party to that action, suit or proceeding, and (ii) that person “acted in good faith and in a manner the person reasonably believed to be in or not opposed to the best interests of the corporation....” Thus, under Delaware statutory law a director or officer of a corporation can be indemnified for liability (and litigation expenses) incurred by reason of a violation of the duty of care, but not for a violation of the duty to act in good faith.

Section 145, like Section 102(b)(7), evidences the intent of the Delaware General Assembly to afford significant protections to directors (and, in the case of Section 145, other fiduciaries) of Delaware corporations. To adopt a definition that conflates the duty of care with the duty to act in good faith by making a violation of the former an automatic violation of the latter, would nullify those legislative protections and defeat the General Assembly's intent. There is no basis in policy, precedent or common sense that would justify dismantling the distinction between gross negligence and bad faith. 

That leaves the third category of fiduciary conduct, which falls in between the first two categories of (1) conduct motivated by subjective bad intent and (2) conduct resulting from gross negligence. This third category is what the Chancellor's definition of bad faith-intentional dereliction of duty, a conscious disregard for one's responsibilities-is intended to capture. The question is whether such misconduct is properly treated as a non-exculpable, nonindemnifiable violation of the fiduciary duty to act in good faith. In our view it must be, for at least two reasons.

First, the universe of fiduciary misconduct is not limited to either disloyalty in the classic sense (i.e., preferring the adverse self-interest of the fiduciary or of a related person to the interest of the corporation) or gross negligence. Cases have arisen where corporate directors have no conflicting self-interest in a decision, yet engage in misconduct that is more culpable than simple inattention or failure to be informed of all facts material to the decision. To protect the interests of the corporation and its shareholders, fiduciary conduct of this kind, which does not involve disloyalty (as traditionally defined) but is qualitatively more culpable than gross negligence, should be proscribed. A vehicle is needed to address such violations doctrinally, and that doctrinal vehicle is the duty to act in good faith. The Chancellor implicitly so recognized in his Opinion, where he identified different examples of bad faith as follows:

The good faith required of a corporate fiduciary includes not simply the duties of care and loyalty, in the narrow sense that I have discussed them above, but all actions required by a true faithfulness and devotion to the interests of the corporation and its shareholders. A failure to act in good faith may be shown, for instance, where the fiduciary intentionally acts with a purpose other than that of advancing the best interests of the corporation, where the fiduciary acts with the intent to violate applicable positive law, or where the fiduciary intentionally fails to act in the face of a known duty to act, demonstrating a conscious disregard for his duties. There may be other examples of bad faith yet to be proven or alleged, but these three are the most salient. 

Those articulated examples of bad faith are not new to our jurisprudence. Indeed, they echo pronouncements our courts have made throughout the decades. 

Second, the legislature has also recognized this intermediate category of fiduciary misconduct, which ranks between conduct involving subjective bad faith and gross negligence. Section 102(b)(7)(ii) of the DGCL expressly denies money damage exculpation for “acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law.” By its very terms that provision distinguishes between “intentional misconduct” and a “knowing violation of law” (both examples of subjective bad faith) on the one hand, and “acts ... not in good faith,” on the other. Because the statute exculpates directors only for conduct amounting to gross negligence, the statutory denial of exculpation for “acts ... not in good faith” must encompass the intermediate category of misconduct captured by the Chancellor's definition of bad faith.

For these reasons, we uphold the Court of Chancery's definition as a legally appropriate, although not the exclusive, definition of fiduciary bad faith. We need go no further. To engage in an effort to craft (in the Court's words) “a definitive and categorical definition of the universe of acts that would constitute bad faith” would be unwise and is unnecessary to dispose of the issues presented on this appeal.

Having sustained the Chancellor's finding that the Disney directors acted in good faith when approving the OEA and electing Ovitz as President, we next address the claims arising out of the decision to pay Ovitz the amount called for by the NFT provisions of the OEA.
B. Claims Arising From The Payment Of The NFT Severance Payout To Ovitz
* * * 

1. Was Action By The New Board Required To Terminate Ovitz As The President of Disney?
The Chancellor determined that although the board as constituted upon Ovitz's termination (the “new board”) had the authority to terminate Ovitz, neither that board nor the compensation committee was required to act, because Eisner also had, and properly exercised, that authority. The new board, the Chancellor found, was not required to terminate Ovitz under the company's internal documents. Without such a duty to act, the new board's failure to vote on the termination could not give rise to a breach of the duty of care or the duty to act in good faith. Because those are conclusions of law that rest upon the Chancellor's legal construction of Disney's governing instruments, our review of them is plenary. 

* * * 
The issue is whether the Chancellor's interpretation of these instruments, as giving the board and the Chairman/CEO concurrent power to terminate a lesser officer, is legally permissible. In two hypothetical cases there would be a clear answer. If the certificate of incorporation vested the power of removal exclusively in the board, then absent an express delegation of authority from the board, the presiding officer would have not have a concurrent removal power. If, on the other hand, the governing instruments expressly placed the power of removal in both the board and specified officers, then there would be concurrent removal power. This case does not fall within either hypothetical fact pattern, because Disney's governing instruments do not vest the removal power exclusively in the board, nor do they expressly give the Board Chairman/CEO a concurrent power to remove officers. Read together, the governing instruments do not yield a single, indisputably clear answer, and could reasonably be interpreted either way. For that reason, with respect to this specific issue, the governing instruments are ambiguous. * * * 
Here, the extrinsic evidence clearly supports the conclusion that the board and Eisner understood that Eisner, as Board Chairman/CEO had concurrent power with the board to terminate Ovitz as President. In that regard, the Chancellor credited the testimony of new board members that Eisner, as Chairman and CEO, was empowered to terminate Ovitz without board approval or intervention; and also Litvack's testimony that during his tenure as general counsel, many Company officers were terminated and the board never once took action in connection with their terminations. Because Eisner possessed, and exercised, the power to terminate Ovitz unilaterally, we find that the Chancellor correctly concluded that the new board was not required to act in connection with that termination, and, therefore, the board did not violate any fiduciary duty to act with due care or in good faith.

As the Chancellor correctly held, the same conclusion is equally applicable to the compensation committee. The only role delegated to the compensation committee was “to establish and approve compensation for Eisner, Ovitz and other applicable Company executives and high paid employees.” The committee's September 26, 1995 approval of Ovitz's compensation arrangements “included approval for the termination provisions of the OEA, obviating any need to meet and approve the payment of the NFT upon Ovitz's termination.”  

Because neither the new board nor the compensation committee was required to take any action that was subject to fiduciary standards, that leaves only the actions of Eisner and Litvack for our consideration. The appellants claim that in concluding that Ovitz could not be terminated “for cause,” these defendants did not act with due care or in good faith. We next address that claim.

2. In Concluding That Ovitz Could Not Be Terminated For Cause, Did Litvack or Eisner Breach Any Fiduciary Duty?
It is undisputed that Litvack and Eisner (based on Litvack's advice) both concluded that if Ovitz was to be terminated, it could only be without cause, because no basis existed to terminate Ovitz for cause. The appellants argued in the Court of Chancery that the business judgment presumptions do not protect that conclusion, because by permitting Ovitz to be terminated without cause, Litvack and Eisner acted in bad faith and without exercising due care. Rejecting that claim, the Chancellor determined independently, as a matter of fact and law, that (1) Ovitz had not engaged in any conduct as President that constituted gross negligence or malfeasance-the standard for an NFT under the OEA; and (2) in arriving at that same conclusion in 1996, Litvack and Eisner did not breach their fiduciary duty of care or their duty to act in good faith.

* * * [T]he appellants have failed to establish error of any kind.* * * 
3. Were The Remaining Directors Entitled To Rely Upon Eisner's And Litvack's Advice That Ovitz Could Not Be Fired For Cause?
The appellants' third claim of error challenges the Chancellor's conclusion that the remaining new board members could rely upon Litvack's and Eisner's advice that Ovitz could be terminated only without cause. The short answer to that challenge is that, for the reasons previously discussed, the advice the remaining directors received and relied upon was accurate. Moreover, the directors' reliance on that advice was found to be in good faith. Although formal board action was not necessary, the remaining directors all supported the decision to terminate Ovitz based on the information given by Eisner and Litvack. The Chancellor found credible the directors' testimony that they believed that Disney would be better off without Ovitz, and the appellants offer no basis to overturn that finding.

* * * *

To summarize, the Court of Chancery correctly determined that the decisions of the Disney defendants to approve the OEA, to hire Ovitz as President, and then to terminate him on an NFT basis, were protected business judgments, made without any violations of fiduciary duty. Having so concluded, it is unnecessary for the Court to reach the appellants' contention that the Disney defendants were required to prove that the payment of the NFT severance to Ovitz was entirely fair.

V. THE WASTE CLAIM
* * * 
The claim that the payment of the NFT amount to Ovitz, without more, constituted waste is meritless on its face, because at the time the NFT amounts were paid, Disney was contractually obligated to pay them. The payment of a contractually obligated amount cannot constitute waste, unless the contractual obligation is itself wasteful. Accordingly, the proper focus of a waste analysis must be whether the amounts required to be paid in the event of an NFT were wasteful ex ante.
Appellants claim that the NFT provisions of the OEA were wasteful because they incentivized Ovitz to perform poorly in order to obtain payment of the NFT provisions. The Chancellor found that the record did not support that contention:

[T]erminating Ovitz and paying the NFT did not constitute waste because he could not be terminated for cause and because many of the defendants gave credible testimony that the Company would be better off without Ovitz, meaning that would be impossible for me to conclude that the termination and receipt of NFT benefits result in “an exchange that is so one sided that no business person of ordinary, sound judgment could conclude that the corporation has received adequate consideration,” or a situation where the defendants have “irrationally squandered or given away corporate assets.” In other words, defendants did not commit waste. 

That ruling is erroneous, the appellants argue, because the NFT provisions of the OEA were wasteful in their very design. Specifically, the OEA gave Ovitz every incentive to leave the Company before serving out the full term of his contract. The appellants urge that although the OEA may have induced Ovitz to join Disney as President, no contractual safeguards were in place to retain him in that position. In essence, appellants claim that the NFT provisions of the OEA created an irrational incentive for Ovitz to get himself fired. 

That claim does not come close to satisfying the high hurdle required to establish waste. The approval of the NFT provisions in the OEA had a rational business purpose: to induce Ovitz to leave CAA, at what would otherwise be a considerable cost to him, in order to join Disney. The Chancellor found that the evidence does not support any notion that the OEA irrationally incentivized Ovitz to get himself fired. Ovitz had no control over whether or not he would be fired, either with or without cause. To suggest that at the time he entered into the OEA Ovitz would engineer an early departure at the cost of his extraordinary reputation in the entertainment industry and his historical friendship with Eisner, is not only fanciful but also without proof in the record. Indeed, the Chancellor found that it was “patently unreasonable to assume that Ovitz intended to perform just poorly enough to be fired quickly, but not so poorly that he could be terminated for cause.” 

We agree. Because the appellants have failed to show that the approval of the NFT terms of the OEA was not a rational business decision, their waste claim must fail.

VI. CONCLUSION
For the reasons stated above, the judgment of the Court of Chancery is affirmed.

Notes and Questions
(1)  Van Gorkom. Do you agree with the Chancellor’s distinction of the Van Gorkom case?  Do you think the Van Gorkom court would have entered judgment for defendants under the facts of this case?  Does the nature of the case matter? In other words, does it matter that this case involves hiring, firing and compensation of executives?  Might the case have come out differently if it involved a transaction like that in Van Gorkom? What is the role of Van Gorkom in light of the Supreme Court’s decision?
(2)  The good faith duty.  Most Delaware corporations, like Disney, now have a charter provision authorized by Delaware G.C.L. §102(b)(7), discussed in the next subsection.  In light of this fact and the court's interpretation of the good faith duty under that section, under what circumstances might a “supine” board be deemed to violate its duty of good faith, given that it was found not to have done so under the facts of this case? What might constitute the sort of “deliberate indifference” the court was looking for? What kinds of conflicting motives short of a duty-of-loyalty-type conflict of interest might raise a problem with bad faith?
In Eisner, the Delaware Supreme Court declined to “address the issue of whether the fiduciary duty to act in good faith is a duty that, like the duties of care and loyalty, can serve as an independent basis for imposing liability upon corporate officers and directors.”  The court resolved this issue in Stone v. Ritter, excerpted above in the Supplement to page 372 (911 A.2d  at 369-70):  
The phraseology . . .  that we employ here-describing the lack of good faith as a “necessary condition to liability”-is deliberate.   The purpose of that formulation is to communicate that a failure to act in good faith is not conduct that results, ipso facto, in the direct imposition of fiduciary liability.  The failure to act in good faith may result in liability because the requirement to act in good faith “is a subsidiary element[,]” i.e., a condition, “of the fundamental duty of loyalty.”  It follows that because a showing of bad faith conduct, in the sense described in Disney and Caremark, is essential to establish director oversight liability, the fiduciary duty violated by that conduct is the duty of loyalty.

This view of a failure to act in good faith results in two additional doctrinal consequences.   First, although good faith may be described colloquially as part of a “triad” of fiduciary duties that includes the duties of care and loyalty, the obligation to act in good faith does not establish an independent fiduciary duty that stands on the same footing as the duties of care and loyalty.   Only the latter two duties, where violated, may directly result in liability, whereas a failure to act in good faith may do so, but indirectly.   The second doctrinal consequence is that the fiduciary duty of loyalty is not limited to cases involving a financial or other cognizable fiduciary conflict of interest.  It also encompasses cases where the fiduciary fails to act in good faith.  As the Court of Chancery aptly put it in Guttman, “[a] director cannot act loyally towards the corporation unless she acts in the good faith belief that her actions are in the corporation's best interest.
By placing the duty of good faith squarely within the duty of loyalty (discussed in Section 9.04 below), Stone v. Ritter obviates the need to develop an entirely new set of rules and  doctrines to deal with the emerging duty of good faith.  (3)  The chief executive officer’s agency power and the board’s duty.  The court holds (n. 570) that Eisner had the power to act alone to terminate Ovitz.  Does, or should, it follow that the board necessarily did not breach its duty by not intervening in the decision to require for-cause termination?  If not, what facts justified the board’s non-intervention – in other words, what will constitute a duty to act? 
(4) The policy basis of the case.  Can the exoneration of the defendants be justified in light of the policy basis of the business judgment rule discussed in the opinion and in the Text at Note 2 on pages 387-88?  In other words, would liability under these facts unduly insert managers into corporate decision-making or deter risk-taking by boards?
Page 426, add at the end of Note 4:

For a colorful case involving the directors’ duty of honesty, see Shamrock Holdings of California, Inc. v. Iger, 2005 WL 1377490 (Del. Ch. June 6, 2005), involving allegations that dissident shareholders were dissuaded from nominating a competing slate of directors for Disney’s 2005 annual meeting by director promises that Disney would conduct a fair and open process to find a replacement for CEO, Michael Eisner.  Chancellor Chandler refused to grant the defendants’ motion to dismiss the complaint, but the parties settled their dispute prior to the scheduled trial.
Page 426, add after the reference to footnote 63:

In re J.P. Morgan Chase & Co. Shareholder Litigation, 2006 585606 (Del. Supr. Mar. 8, 2006), makes clear that disclosure violations that result only in the impairment of the economic rights of the corporation (as opposed to the stockholders) are not sufficient to state a claim for damages under Tri-Star.  Accordingly, the court dismissed a claim that disclosure violations caused shareholders to approve an acquisition at an excessively high price, concluding that the injury (i.e., overpayment), if any, was to the corporation.
Page 436, add at the end of Note 3:
For excerpts from Beam v. Martha Stewart, 845 A.2d 1040 (Del. 2004) and In re Oracle Corp. Derivative Litigation, 824 A.2d 917 (Del. Ch. 2003), both considering influences that are sufficient to disqualify otherwise independent directors, see the Supplement to pages 538, 554 and 555.  Beam rejects claims that the independence of certain members of the board of directors of Martha Stewart Living Omnimedia (MSO) was impaired by their personal friendships with Martha Stewart, the owner of 94 % of MSO’s voting stock.  Oracle, on the other hand, holds that two Stanford University professors were not sufficiently independent to assess whether the corporation should sue defendants that included: a fellow Standard professor; a Stanford alumnus who made or directed substantial contributions to Stanford; and the corporation’s CEO, chairman and largest shareholder, who had contributed millions to Stanford and was publicly contemplating contributing hundreds of millions more.   
Page 449. add at end of Note 3:

For a case involving the individual liability of interested directors who participated in a compensation decision, see Valeant Pharmaceuticals Intern. v. Jerney, 921 A.2d 732 (Del.Ch.,2007), discussed in the Supplement to p. 466.
Page 456, add at the end of Note 2:

For a recent holding that the effect of shareholder ratification was to maintain the business judgment rule's presumptions, even for claims based on alleged duty of loyalty violations, thereby justifying dismissal of the plaintiffs’ complaint, see In re General Motors (Hughes) Shareholder Litigation, 897 A.2d 162 (Del. 2006).  General Motors arose in connection with a series of transactions whereby General Motors sold its economic interest in Hughes to The News Corporation Ltd.  The transactions involved, among other things, Hughes’ payment of a $275 million special dividend to General Motors (the owner of 100% of Hughes common stock) and the redemption of General Motors’ Class H Common Stock ("GMH"), which was a "tracking stock" representing the financial performance of Hughes while Hughes was wholly-owned by General Motors.  The plaintiffs, including holders of the GMH tracking stock, challenged the transactions, including the special dividend. The Delaware Supreme Court affirmed dismissal of the complaint based largely on the overwhelming ratification of the transactions by the holders of more than 77% the GMH shares.  Owners of approximately 2% of the shares voted against the special dividend, with the remainder not voting.
Page 463, add at the end of subsection [5]: 

On June 30, 2003, the Securities and Exchange Commission approved new rules proposed by the New York Stock Exchange and Nasdaq requiring public companies listed on those markets to obtain shareholder approval of stock options or other equity compensation plans for their employees.  See Securities and Exchange Commission, Release No. 34-48108 (June 30, 2003).
The most recent concerns about stock options are centered on evidence that firms have been "backdating" options – that is, awarding them as of a date in the past on which the stock reached a particularly low price.  This allows for a low exercise price, and therefore potentially higher stock profits, yet without the executive having to pay tax on the difference between the exercise price and the higher stock price when the options were actually awarded, and without the company having to account for this difference as an expense. This practice was first demonstrated by Forelle & Bandler, The Perfect Payday: Some CEOs reap millions by landing stock options when they are most valuable. Luck -- or something else?, Wall St. J., March 18, 2006, at A1, available at http://online.wsj.com/article/SB114265075068802118.html, following up on an academic study by Heron & Lie, Does Backdating Explain the Stock Price Pattern Around Executive Stock Option Grants?, available at http://ssrn.com/abstract=877889.  Since the initial story, many investigations have been begun and lawsuits filed.  Also, there have been reports of other suspect options practices, including so-called “spring-loading,” the issuance of options prior to the disclosure of good news (Scannell, Forelle & Bandler, Can Companies Issue
Options, Then Good News?, Wall St. J., July 8, 2006 at A1, available at http://online.wsj.com/article/SB115232609884501496.html?mod=todays_us_page_one). The concerns with these practices focus on whether the options were properly disclosed and accounted for, including for tax purposes.
Several recent cases have analyzed backdating and related claims in the context of breach of fiduciary duty actions against directors who allegedly approved the transactions.  The courts analyzed whether demand on the board should be excused in order to allow a derivative action to proceed.  Although we will be covering this issue below in §10.05, the cases are discussed here because of their importance in indicating the courts’ views of whether backdating and related executive compensation decisions breach directors’ fiduciary duties under state law. 

In Ryan v. Gifford, 918 A. 2d 341 (Del. Ch. 2007), Chancellor Chandler refused to dismiss a complaint based on option backdating for failure to make a demand or for failure to state a claim.  Because half of the board served on the compensation committee and therefore would be determining their own potential liability, plaintiff is excused from demanding that these directors bring suit if the plaintiff can show demand would be futile under the Aronson test (see Note 2, page 539, below). Under this test, plaintiff must show “a reason to doubt whether the challenged transactions were a valid exercise of business judgment.” On this issue the court said (918 A. 2d 954-55, footnotes omitted): 

Plaintiff supports his claim that backdating occurred by pointing to nine option grants over a six-year period where each option was granted during a low point.   That is, every challenged option grant occurred during the lowest market price of the month or year in which it was granted.   In addition to pointing specifically to highly suspicious timing, plaintiff further supports his allegations with empirical evidence suggesting that backdating occurred.   The Merrill Lynch analysis measured the extent to which stock price performance subsequent to options pricing events diverged from stock price performance over a longer period of time to measure the aggressiveness of the timing of option grants and found that Maxim's average annualized return of 243% on option grants to management was almost ten times higher than the 29% annualized market returns in the same period.   This timing, by my judgment and by support of empirical data, seems too fortuitous to be mere coincidence.   The appearance of impropriety grows even more when one considers the fact that the board granted options, not at set or designated times, but by a sporadic method.
Defendants argue repeatedly that plaintiff's allegations ultimately rest upon nothing more than statistical abstractions.   Nevertheless, this Court is required to draw reasonable inferences and need not be blind to probability.   True, the Merrill Lynch report does not state conclusively that Gifford's options were actually backdated.   Rather, it emphatically suggests that either defendant directors knowingly manipulated the dates on which options were granted, or their timing was extraordinarily lucky.   Given the choice between improbable good fortune and knowing manipulation of option grants, the Court may reasonably infer the latter, even when applying the heightened pleading standards of Rule 23.1.
Plaintiff supports his breach of fiduciary duty claim and his assertion that demand is futile by pointing to the board's decision to ignore limitations set out in the company's stock options plans.   The plans do not grant the board discretion to alter the exercise price by falsifying the date on which options were granted.   Thus, the alleged facts suggest that the director defendants violated an express provision of two option plans and exceeded the shareholders' grant of express authority.
Plaintiff here points to specific grants, specific language in option plans, specific public disclosures, and supporting empirical analysis to allege knowing and purposeful violations of shareholder plans and intentionally fraudulent public disclosures.   Such facts, in my opinion, provide sufficient particularity in the pleading to survive a motion to dismiss for failure to make demand pursuant to Rule 23. 1. 

The court also considered whether demand should be excused under the Rales test (see Note 3, p. 539), which applies if the board is deemed to be different from the one that approved the backdating.  Under this test, demand is excused if “the complaint contains particularized facts creating a reason to doubt that a majority of the directors would have been independent and disinterested when considering the demand.”  In applying this test, Chancellor Chandler held (918 A. 2d 255-56, footnotes omitted): 

A director who approves the backdating of options faces at the very least a substantial likelihood of liability, if only because it is difficult to conceive of a context in which a director may simultaneously lie to his shareholders (regarding his violations of a shareholder-approved plan, no less) and yet satisfy his duty of loyalty.   Backdating options qualifies as one of those “rare cases [in which] 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.” Plaintiff alleges that three members of a board approved backdated options, and another board member accepted them.   These are sufficient allegations to raise a reason to doubt the disinterestedness of the current board and to suggest that they are incapable of impartially considering demand. 

As to the failure to state a claim, the court reasoned (918 A.2d 357-58, footnotes omitted): 
In Stone v. Ritter, the Supreme Court of Delaware held that acts taken in bad faith breach the duty of loyalty. Bad faith, the Court stated, may be shown where “the fiduciary intentionally acts with a purpose other than that of advancing the best interests of the corporation, where the fiduciary acts with the intent to violate applicable positive law, or where the fiduciary intentionally fails to act in the face of known duty to act, demonstrating a conscious disregard for his duties.” Additionally, other examples of bad faith might exist. These examples include any action that demonstrates a faithlessness or lack of true devotion to the interests of the corporation and its shareholders.
Based on the allegations of the complaint, and all reasonable inferences drawn therefrom, I am convinced that the intentional violation of a shareholder approved stock option plan, coupled with fraudulent disclosures regarding the directors' purported compliance with that plan, constitute conduct that is disloyal to the corporation and is therefore an act in bad faith.   Plaintiffs allege the following conduct:  Maxim's directors affirmatively represented to Maxim's shareholders that the exercise price of any option grant would be no less than 100% of the fair value of the shares, measured by the market price of the shares on the date the option is granted.   Maxim shareholders, possessing an absolute right to rely on those assurances when determining whether to approve the plans, in fact relied upon those representations and approved the plans.   Thereafter, Maxim's directors are alleged to have deliberately attempted to circumvent their duty to price the shares at no less than market value on the option grant dates by surreptitiously changing the dates on which the options were granted.   To make matters worse, the directors allegedly failed to disclose this conduct to their shareholders, instead making false representations regarding the option dates in many of their public disclosures.
I am unable to fathom a situation where the deliberate violation of a shareholder approved stock option plan and false disclosures, obviously intended to mislead shareholders into thinking that the directors complied honestly with the shareholder-approved option plan, is anything but an act of bad faith.   It certainly cannot be said to amount to faithful and devoted conduct of a loyal fiduciary.   Well-pleaded allegations of such conduct are sufficient, in my opinion, to rebut the business judgment rule and to survive a motion to dismiss. 
The procedural posture of this case was also interesting, particularly in view of the prospect of widespread litigation of backdating cases.  There was a derivative suit pending in California federal court arising out of the same facts but naming additional director defendants and making other claims, including securities law violations, as well as a similar California state court derivative action that has been stayed.  Chancellor Chandler refused to stay the Delaware action in favor of the California federal action, noting the substantial interest of Delaware courts in overseeing fiduciary duties in Delaware corporations. The Chancellor said (918 A. 2d at 350): 

This question is one of great import to the law of corporations. It encompasses numerous issues, including the propriety of this type of executive compensation, requisite disclosures that must accompany such compensation, and the legal implications of intentional non-compliance with shareholder-approved plans (if such practices are deemed noncompliant), to name only a few. Investors are challenging this very practice in many courts throughout the United States, including this Court. Delaware courts have not as yet addressed these fundamental issues. Nevertheless, Delaware law directly controls and affects many of the option backdating cases. An answer regarding the legality of these practices pursuant to Delaware law plainly will affect not only the parties to this action, but also parties in other civil and criminal proceedings where Delaware law controls or applies. By directly stating the fiduciary principles applicable in this context, Delaware courts may remove doubt regarding Delaware law and avoid inconsistencies that might arise in the event other state or federal courts, in applying Delaware law, reach differing conclusions. 

For a discussion of this case, see Ribstein, More on Chandler on backdating, http://busmovie.typepad.com/ideoblog/2007/02/more_on_chandle.html (Feb 8, 2007).
In re Tyson Foods, Inc., 919 A. 2d 563 (Del. Ch. 2007), Chancellor Chandler also had some interesting remarks on “spring-loaded options” granted prior to the public disclosure of material inside information. The court again excused demand and held that directors’ alleged grant of stock options to key executives and directors prior to release of information was bad faith and therefore not protected by the business judgment rule. In articulating what plaintiff must prove to show a breach of duty for options awarded pursuant to a shareholder-approved plan, Chancellor Chandler said (919 A2d 593): 

A plaintiff must allege that the directors that approved spring-loaded (or bullet-dodging) options (a) possessed material non-public information soon to be released that would impact the company’s share price, and (b) issued those options with the intent to circumvent otherwise valid shareholder-approved restrictions upon the exercise price of the options. Such allegations would satisfy a plaintiff’s requirement to show adequately at the pleading stage that a director acted disloyally and in bad faith and is therefore unable to claim the protection of the business judgment rule. Of course, it is conceivable that a director might show that shareholders have expressly empowered the board of directors (or relevant committee) to use backdating, spring-loading, or bullet-dodging as part of employee compensation, and that such actions would not otherwise violate applicable law. But defendants make no such assertion here. 

For a discussion of this case, see Ribstein, More on Chandler on spring-loading, http://busmovie.typepad.com/ideoblog/2007/02/more_on_chandle_1.html (Feb 8, 2007).
In Desimone v. Barrows, 2007 WL 1670255 (June 8 2007), Vice Chancellor Strine dismissed a complaint including both backdating and springloading allegations at Sycamore Networks.  The court compared the complaint unfavorably to those discussed by Chancellor Chandler in Ryan and Tyson. The complaint was based largely on a Sycamore internal report concerning grants beginning in 2000. Allegations relating to grants to rank-and-file employees and officers were dismissed for lack of demand under Rule 23.1 because the board members neither received grants (other than grants awarded pursuant to a disclosed and approved schedule) nor faced a substantial likelihood of personal liability for knowing misfeasance or defective controls. Although plaintiff alleged that the grants were backdated and their backdated nature was concealed, there were no allegations that the misbehavior was known by anybody other than a single executive, who hid facts from the board and Sycamore’s auditors. 
The Vice Chancellor emphasized that directors may avoid liability by disclosing the backdating, though he added that directors “have no authority knowingly to cause the corporation to become a rogue, exposing the corporation to penalties from criminal and civil regulators" (Slip at 42). The court stressed the need to make fine distinctions between cases, noting that “[l]umping context-specific behavior involving varying motivations into generic categories such as backdating, spring loading, and bullet dodging, and driving results by such labeling, seems unlikely to do justice” (slip at 20).

For a discussion of this case, see Ribstein, Strine on backdating and springloading, http://busmovie.typepad.com/ideoblog/2007/06/strine_on_backd.html (June 8, 2007).
Finally, In re Openwave Systems Inc. Shareholder Derivative Litigation, 2007 WL 1456039 (N.D.Cal., 2007) refused to excuse demand and therefore dismissed. Making a detailed comparison of the complaint’s allegations with those in the Ryan case, the court held that “[p]laintiffs' allegations and statistical analyses are simply insufficient, at this point, to allow a reasonable inference of backdating and thus of demand futility” (slip at 8).  

Question

Based on the above cases, to what extent does liability under state corporate law for backdating and springloading depend on whether the conduct was properly disclosed to the shareholders? 
Page 466, add before first full paragraph: 

Valeant Pharmaceuticals Intern. v. Jerney, 921 A.2d 732 (Del.Ch.,2007) was a significant opinion on the standards for approving executive compensation and the remedy for excessive compensation. The court held that a $3 million bonus received by a former director and president of ICN Pharmaceuticals, Adam Jerney, was not entirely fair. The court accordingly voided the transaction under Del. G.C.L.§144 and ordered Jerney to disgorge the entire bonus (defendant could not obtain common law or statutory contribution theories to share the burden with co-defendants who had settled with the company). The court also awarded damages for breach of fiduciary duty against Jerney, who was one of twelve directors: one twelfth the cost of the special litigation committee investigation that led to the litigation; one twelfth the bonuses paid by the board to non-director employees; and half of the $3.75 million in advancements that INC paid to fund the defense of Jerney and ICN CEO Milan Panic.  

It is important to emphasize that the court analyzed this case as an interested director transaction, so that defendant bore the entire fairness burden. The court reasoned that the outside members of the compensation committee (two of whom were friends of Panic) were interested in the bonuses paid because they received substantial compensation. The court criticized the compensation committee’s process. It also held that the defendant could not use the expert reliance defense under Del. G.C.L. §141(e) with respect to a compensation report produced by a consulting firm that management had hired to justify the management’s bonus plan.  The court reasoned that a defendant cannot use an expert report to substitute for proof under Del. G.C.L. §144(a)(3) that the transaction was fair to the corporation.  
Contrast this result with the one in the Disney litigation, excerpted beginning at p. 416 and Supplement, involving a disinterested board of directors and compensation consultants.
It would seem that Jerney suffered by both serving on the board and refusing to participate in the settlement. However, Jerney may have gotten the last laugh, and the corporation may have to settle for a Pyrrhic victory: Jerney lives in Bulgaria and is resisting collection of the judgment. For an analysis of the decision, see Pileggi, Delaware Chancery Court Orders Return of Excessive Bonus (March 12, 2007), available at http://www.delawarelitigation.com/2007/03/articles/chancery-court-updates/delaware-chancery-court-orders-return-of-excessive-bonus/.
An interesting procedural note:  this is a rare case that began as a shareholder derivative suit but that was taken over by the corporation, which became the plaintiff. 
466, add before last paragraph of [C]:
Spurred by concerns triggered by the fallout from Enron and the Disney case (see the Supplement to page 419), the SEC has adopted extensive new rules for proxy disclosures relating to executive compensation.  See Securities and Exchange Commission, Release Nos. 33-8732A, 34-54302A, Executive Compensation And Related Party Disclosure (August 29, 2006), available at  http://www.sec.gov/rules/final/2006/33-8732a.pdf.  Among many other effects of this proposal is the potential for significant new liability for misleading disclosure of executive compensation and the potential that shareholder activists might use the disclosures as the basis for campaigns to defeat director candidates (see Supplement to page 303). 
Page 467, add to References: 

Bebchuk and Fried, Pay without Performance: The Unfulfilled Promise of Executive Compensation (2004); Studies on Executive Pay (Symposium), 30 J. Corp. L. 807-855 (2005); Symposium on Bebchuk & Fried's Pay without Performance, 30 J. Corp. L. 647-806 (2005). 

Page 506, footnote 148:

Substitute (d)-(f) for (c)-(d) and add:  For analogous LLC provisions see id. §18-1101(c)-(e). 
Page 521:

Replace In re Paxson Communications Corporation Shareholders Litigation and the related Notes and Questions with the following:
TOOLEY v. DONALDSON, LUFKIN, & JENRETTE, INC.

Delaware Supreme Court

845 A.2d 1031 (2004)
VEASEY, Chief Justice:

Plaintiff-stockholders brought a purported class action in the Court of Chancery, alleging that the members of the board of directors of their corporation breached their fiduciary duties by agreeing to a 22-day delay in closing a proposed merger.  Plaintiffs contend that the delay harmed them due to the lost time-value of the cash paid for their shares.  The Court of Chancery granted the defendants' motion to dismiss on the sole ground that the claims were, "at most," claims of the corporation being asserted derivatively. They were, thus, held not to be direct claims of the stockholders, individually.  Thereupon, the Court held that the plaintiffs lost their standing to bring this action when they tendered their shares in connection with the merger.*
. . .

Facts
Patrick Tooley and Kevin Lewis are former minority stockholders of Donaldson, Lufkin & Jenrette, Inc. (DLJ), a Delaware corporation engaged in investment banking.  [Control of] DLJ was acquired by Credit Suisse Group (Credit Suisse) in the Fall of 2000.  . . .  Credit Suisse intended to acquire the remaining minority interests of publicly-held DLJ stock through a cash tender offer, followed by a merger of DLJ into a Credit Suisse subsidiary.
The tender offer price was set at $90 per share in cash.  The tender offer was to expire 20 days after its commencement.  The merger agreement, however, authorized two types of extensions.  First, Credit Suisse could unilaterally extend the tender offer if certain conditions were not met, such as SEC regulatory approvals or certain payment obligations.  Alternatively, DLJ and Credit Suisse could agree to postpone acceptance by Credit Suisse of DLJ stock tendered by the minority stockholders.

Credit Suisse availed itself of both types of extensions to postpone the closing of the tender offer.  The tender offer was initially set to expire on October 5, 2000, but Credit Suisse invoked the five-day unilateral extension provided in the agreement.  Later, by agreement between DLJ and Credit Suisse, it postponed the merger a second time so that it was then set to close on November 2, 2000.

Plaintiffs challenge the second extension that resulted in a 22-day delay.  They contend that this delay was not properly authorized and harmed minority stockholders . . . . They claim damages representing the time-value of money lost through the delay.

The Decision of the Court of Chancery
. . .  The ruling before us on appeal is that the plaintiffs' claim is derivative, purportedly brought on behalf of DLJ. The Court of Chancery, relying upon our confusing jurisprudence on the direct/derivative dichotomy, based its dismissal on the following ground:  "Because this delay affected all DLJ shareholders equally, plaintiffs' injury was not a special injury, and this action is, thus, a derivative action, at most." 

. . . 

The Court of Chancery correctly noted that "[t]he Court will independently examine the nature of the wrong alleged and any potential relief to make its own determination of the suit's classification.... Plaintiffs' classification of the suit is not binding." The trial court's analysis was hindered, however, because it focused on the confusing concept of "special injury" as the test for determining whether a claim is derivative or direct. The trial court's premise was as follows:

In order to bring a direct claim, a plaintiff must have experienced some "special injury." [citing Lipton v. News Int'l, 514 A.2d 1075, 1079 (Del.1986)].  A special injury is a wrong that "is separate and distinct from that suffered by other shareholders, ... or a wrong involving a contractual right of a shareholder, such as the right to vote, or to assert majority control, which exists independently of any right of the corporation." [citing Moran v. Household Int'l. Inc., 490 A.2d 1059, 1070 (Del.Ch.1985), aff'd 500 A.2d 1346 (Del.1986 [1985])]. 

In our view, the concept of "special injury" that appears in some Supreme Court and Court of Chancery cases is not helpful to a proper analytical distinction between direct and derivative actions.  We now disapprove the use of the concept of "special injury" as a tool in that analysis.

The Proper Analysis to Distinguish Between Direct and Derivative Actions
The analysis must be based solely on the following questions:  Who suffered the alleged harm--the corporation or the suing stockholder individually--and who would receive the benefit of the recovery or other remedy?  This simple analysis is well imbedded in our jurisprudence, but some cases have complicated it by injection of the amorphous and confusing concept of "special injury."

. . .

A Brief History of Our Jurisprudence
. . .

In Elster v. American Airlines, Inc.,13 the stockholder sought to enjoin the grant and exercise of stock options because they would result in a dilution of her stock personally.  In Elster, the alleged injury was found to be derivative, not direct, because it was essentially a claim of mismanagement of corporate assets.  Then came the complication in the analysis:  The Court held that where the alleged injury is to both the corporation and to the stockholder, the stockholder must allege a "special injury" to maintain a direct action.  The Court did not define "special injury," however.  By implication, decisions in later cases have interpreted Elster to mean that a "special injury" is alleged where the wrong is inflicted upon the stockholder alone or where the stockholder complains of a wrong affecting a particular right.  Examples would be a preemptive right as a stockholder, rights involving control of the corporation or a wrong affecting the stockholder, qua individual holder, and not the corporation. 

In Bokat v. Getty Oil Co.,15 a stockholder of a subsidiary brought suit against the director of the parent corporation for causing the subsidiary to invest its resources wastefully, resulting in a loss to the subsidiary.  The claim in Bokat was essentially for mismanagement of corporate assets.  Therefore, the Court held that any recovery must be sought on behalf of the corporation, and the claim was, thus, found to be derivative.

In describing how a court may distinguish direct and derivative actions, the Bokat Court stated that a suit must be maintained derivatively if the injury falls equally upon all stockholders.  Experience has shown this concept to be confusing and inaccurate.  It is confusing because it appears to have been intended to address the fact that an injury to the corporation tends to diminish each share of stock equally because corporate assets or their value are diminished.  In that sense, the indirect injury to the stockholders arising out of the harm to the corporation comes about solely by virtue of their stockholdings.  It does not arise out of any independent or direct harm to the stockholders, individually.  That concept is also inaccurate because a direct, individual claim of stockholders that does not depend on harm to the corporation can also fall on all stockholders equally, without the claim thereby becoming a derivative claim.

In Lipton v. News International, Plc., 17 this Court applied the  "special injury" test.  There, a stockholder began acquiring shares in the defendant corporation presumably to gain control of the corporation.  In response, the defendant corporation agreed to an exchange of its shares with a friendly buyer.  Due to the exchange and a supermajority voting requirement on certain stockholder actions, the management of the defendant corporation acquired a veto power over any change in management.

The Lipton Court concluded that the critical analytical issue in distinguishing direct and derivative actions is whether a "special injury" has been alleged.  There, the Court found a "special injury" because the board's manipulation worked an injury upon the plaintiff-stockholder unlike the injury suffered by other stockholders.  That was because the plaintiff-stockholder was actively seeking to gain control of the defendant corporation.  Therefore, the Court found that the claim was direct.  Ironically, the Court could have reached the same correct result by simply concluding that the manipulation directly and individually harmed the stockholders, without injuring the corporation.

In Kramer v. Western Pacific Industries, Inc., 19 this Court found to be derivative a stockholder's challenge to corporate transactions that occurred six months immediately preceding a buy-out merger.  The stockholders challenged the decision by the board of directors to grant stock options and golden parachutes to management.  The stockholders argued that the claim was direct because their share of the proceeds from the buy-out sale was reduced by the resources used to pay for the options and golden parachutes.  Once again, our analysis was that to bring a direct action, the stockholder must allege something other than an injury resulting from a wrong to the corporation.  We interpreted Elster to require the court to determine the nature of the action based on the "nature of the wrong alleged" and the relief that could result. That was, and is, the correct test.  The claim in Kramer was essentially for mismanagement of corporate assets.  Therefore, we found the claims to be derivative.  That was the correct outcome. 

In Grimes v. Donald,22 we sought to distinguish between direct and derivative actions in the context of employment agreements granted to certain officers that allegedly caused the board to abdicate its authority. Relying on the Elster and Kramer precedents that the court must look to the nature of the wrong and to whom the relief will go, we concluded that the plaintiff was not seeking to recover any damages for injury to the corporation.  Rather, the plaintiff was seeking a declaration of the invalidity of the agreements on the ground that the board had abdicated its responsibility to the stockholders. Thus, based on the relief requested, we affirmed the judgment of the Court of Chancery that the plaintiff was entitled to pursue a direct action.

Grimes was followed by Parnes v. Bally Entertainment Corp., which held, among other things, that the injury to the stockholders must be "independent of any injury to the corporation."25  As the Chancellor correctly noted in Agostino, neither Grimes nor Parnes applies the purported "special injury" test.26
Thus, two confusing propositions have encumbered our caselaw governing the direct/derivative distinction.  The "special injury" concept, applied in cases such as Lipton, can be confusing in identifying the nature of the action.  The same is true of the proposition that stems from Bokat--that an action cannot be direct if all stockholders are equally affected or unless the stockholder's injury is separate and distinct from that suffered by other stockholders.  The proper analysis has been and should remain that stated in Grimes; Kramer and Parnes.  That is, a court should look to the nature of the wrong and to whom the relief should go.  The stockholder's claimed direct injury must be independent of any alleged injury to the corporation.  The stockholder must demonstrate that the duty breached was owed to the stockholder and that he or she can prevail without showing an injury to the corporation.

Standard to Be Applied in This Case
In this case it cannot be concluded that the complaint alleges a derivative claim.  There is no derivative claim asserting injury to the corporate entity.  There is no relief that would go the corporation. Accordingly, there is no basis to hold that the complaint states a derivative claim.

But, it does not necessarily follow that the complaint states a direct, individual claim.  While the complaint purports to set forth a direct claim, in reality, it states no claim at all.  The trial court analyzed the complaint and correctly concluded that it does not claim that the plaintiffs have any rights that have been injured.*  . . .  Therefore, there is no direct claim stated in the complaint before us.

Accordingly, the complaint was properly dismissed.  But, due to the reliance on the concept of "special injury" by the Court of Chancery, the ground set forth for the dismissal is erroneous, there being no derivative claim.  That error is harmless, however, because, in our view, there is no direct claim either.

. . .

Notes and Questions
(1) In re Tri-Star Pictures.  The “special injury” test rejected in Tooley was employed in perhaps its most controversial fashion in In re Tri-Star Pictures, Inc. Litigation, 634 A.2d 319 (Del. 1993).  Tri-Star permitted shareholders to bring direct actions when they suffered “separate and distinct” injuries from other shareholders, even when the principal injury was to the corporation (as was arguably the case in Tri-Star where the corporation allegedly issued excessive amounts of stock in exchange for assets contributed by its controlling shareholder).  Following Tri-Star, the Delaware courts offered differing interpretations of the decision, with some permitting direct actions whenever the injury suffered affected some shareholders but not others, see, e.g., Odyssey Partners v. Fleming Co., 1998 Del. Ch. LEXIS 40 (direct action permitted where controlling shareholder allegedly engaged in course of dealing that culminated with its purchase of all the corporation’s assets at a foreclosure sale for inadequate value), while others limited Tri-Star to its facts (i.e., to cases where a significant shareholders sold its assets to the corporation in exchange for stock), see, e.g., Turner v. Bernstein, 1999 Del. Ch. LEXIS 18.  
In re J.P. Morgan Chase & Co. Shareholder Litigation, 2006 WL 585606 (Del. Mar. 8, 2006), holds that Tri-Star-like damages claims based solely on the dilution of voting or economic rights of shareholders can be brought directly even after Tooley but only “where [as in Tri-Star] a significant stockholder's interest [as opposed to a third party’s interest] is increased at the sole expense of the minority.”  Id. at *7.   Accordingly, no direct claim for compensatory damages arose where shareholders of an acquirer based their claim on the dilutive effect of a merger with a third party “[b]ecause the entity allegedly benefiting from the dilution [the third-party target] was not a significant or controlling stockholder of [the acquirer].” Id.
Similarly, Gentile v. Rossette, 906 A.2d 91 (Del. 2006), holds that a direct action under Tri-Star (as well as a derivative action under Tooley) remains permissible “where: (1) a stockholder having majority or effective control causes the corporation to issue ‘excessive’ shares of its stock in exchange for assets of the controlling stockholder that have a lesser value; and (2) the exchange causes an increase in the percentage of the outstanding shares owned by the controlling stockholder, and a corresponding decrease in the share percentage owned by the public (minority) shareholders.” 906 A.2d at 100.  Gentile holds that, while such circumstances result in harm to the corporation and therefore a derivative claim, they also result in a separate direct claim for the minority stockholders because “the end result of this type of transaction is an improper transfer-or expropriation-of economic value and voting power from the public shareholders to the majority or controlling stockholder.”  Id.  The court reconciled its holding with Tooley as follows (906 A.2d 102-03): 

Although the corporation suffered harm (in the form of a diminution of its net worth), the minority shareholders also suffered a harm that was unique to them and independent of any injury to the corporation. The harm to the minority shareholder plaintiffs resulted from a breach of a fiduciary duty owed to them by the controlling shareholder, namely, not to cause the corporation to effect a transaction that would benefit the fiduciary at the expense of the minority stockholders.
Finally Gatz v. Ponsoldt, 2007 WL 1120338 (April 16, 2007), permits a direct action under Tri-Star/Rossette in a case where the expropriation of economic and voting power from the public shareholders did not redound directly to the benefit of the controlling shareholder.  Rather, the direct beneficiary of the alleged expropriation was a third party (with whom the controlling shareholder dealt) who owned no stock in the corporation before the challenged recapitalization.  The court looked through the form of the transaction to its substance and found two transactions rolled into one: (1) a Tri-Star/Rossette expropriation of voting power and economic value from the pubic shareholders by and to the controlling shareholder; and (2) a transfer of the benefits of that expropriation by the controlling shareholder to the third party.   The court reasoned that the public shareholders should not lose their entitlement under Tri-Star/Rossette to seek redress in a direct action just because the two component transactions were timed to occur simultaneously rather than sequentially.

(2) Direct actions based on alleged harms to voting rights.  Shareholders of Delaware corporations have long been permitted to bring direct actions based on alleged violations of their voting rights as stockholders.  See, e.g., Lipton v. News International, PLC, 514 A.2d 1075 (1986).  In re J.P. Morgan Chase & Co. Shareholder Litigation, 2006 WL 585606 (Del. Mar. 8, 2006), confirms that this rule survives Tooley, but limits the circumstances under which such claims can give rise to an award of compensatory damages as opposed to injunctive or other equitable relief.  In J.P. Morgan Chase, the plaintiffs contended that proxy violations caused them to mistakenly approve J.P. Morgan Chase’s acquisition of Bank One at an excessive price and sought compensatory damages of $7 billion (the amount of the alleged overpayment).  The court endorsed the proposition that, “where it is claimed that a duty of disclosure violation impaired the stockholders' right to cast an informed vote, that claim is direct,” id. at *5, but declined to award the compensatory damages:
[W]hat the plaintiffs are claiming--implicitly but not straightforwardly--is that where a disclosure violation arises from a corporate transaction in which the shareholders suffer a dilution of the economic and voting power of their shares, the shareholders automatically become entitled to recover the identical damages on their disclosure claim, that the corporation would be entitled to recover on its underlying (derivative) claim.
That argument is flawed for two reasons. First, it ignores the fundamental principle governing entitlement to compensatory damages, which is that the damages must be logically and reasonably related to the harm or injury for which compensation is being awarded. Plaintiffs have pled no facts from which $7 billion--or for that matter any quantifiable amount--can be inferred from the claimed infringement of their right to be told the material facts relating to the merger on which they were asked to vote. Although the $7 billion damage figure would be a logical and reasonable consequence (and measure) of the harm caused to JPMC for being caused to overpay for Bank One, that $7 billion figure has no logical or reasonable relationship to the harm caused to the shareholders individually for being deprived of their right to cast an informed vote. Indeed, as the Vice Chancellor observed, if the plaintiffs' damages theory is valid, the directors of an acquiring corporation would be liable to pay both the corporation and its shareholders the same compensatory damages for the same injury. That simply cannot be.
Second, the plaintiffs cite no authority that validates conflating their individual direct claim of liability for a duty of disclosure violation with the compensatory damages flowing from the corporation's separate and distinct underlying derivative claim for waste.  . . .

Id. (foonotes omitted).  The court went on to distinguish Tri-Star as discussed in Note 1 above, limiting awards of damages under that decision to cases where the party benefiting from the dilution of the plaintiffs’ voting rights is a significant or controlling shareholder, rather than a third party, as in J.P. Morgan Chase.
(3) Comparing the Delaware standard. How, if at all, does the new test in Tooley differ from that of Rose v. Schantz and the ALI Principles?

Page 530, add at the end of the first paragraph:

For cases applying the requirement that plaintiffs continuously own their shares throughout the litigation, see Strategic Asset Management Inc. v. Nicholson, 2004 WL 2847875 (Del. Ch. Nov. 30, 2004), holding that the plaintiff lost standing even though the plaintiff only sold its shares during settlement negotiations after the litigation had “practically” ended, and Timko v. Triarsi, 898 So.2d 89 (Fla. App. 2005), holding that the continuous ownership requirement applied even though Florida’s statute, like Del. G.C.L. § 327, speaks only of ownership at the time of the action complained of.
Page 530, add to footnote 22:
Lewis v. Ward, 2004 WL 1535638 (Del. June 13, 2004), reaffirms Lewis v. Anderson, 477 A.2d 1040 (Del. 1984), holding that a merged-out plaintiff only retains standing to maintain a derivative suit if the merger was fraudulently engineered for the sole purpose of depriving the plaintiff of standing; or the merger was really a reorganization of the existing company, with no outside business entity involved.
Page 532, add at the end of the page:

As discussed below (see Text at page 574), the named plaintiff in shareholder litigation is not permitted to receive any special financial or other benefits from the litigation, unless those benefits are motivated by a valid corporate purpose or are justified by the unique position the named plaintiff occupies as a shareholder.  Thus, the named plaintiff cannot be specially compensated by the plaintiff’s attorney, or receive enhanced benefits in any settlement of the litigation.  For a discussion of the indictment of the nation’s leading plaintiff’s firm for secretly compensating shareholders over a twenty-year period to serve as named plaintiffs in corporate litigation, see John R. Wilke, Milberg Indicated on Charges Firm Paid Kickbacks, Wall St. J., May 19, 2006, at A1.
Page 538, add after Starrels: 

Beam v. Martha Stewart
Delaware Supreme Court

845 A.2d 1040 (2004)
[The court affirmed dismissal of a derivative suit on the ground that plaintiff failed to make a demand or demonstrate futility. In the claim before the court, plaintiff alleged that Martha Stewart breached her fiduciary duties of loyalty and care by illegally selling ImClone stock in December of 2001 and mishandling the ensuing media attention, thereby jeopardizing the company, Martha Stewart Living Omnimedia (MSO). The board had six members: Stewart, Sharon L. Patrick, Arthur C. Martinez, Darla D. Moore, Naomi O. Seligman, and Jeffrey W. Ubben. The Chancellor held that the complaint alleged sufficient facts to support the conclusion that two of the directors, Stewart and Patrick, were not disinterested or independent based on Stewart’s potential civil and criminal liability and Patrick’s position as an officer and inside director and substantial compensation from the company.]
. . .
We now address the plaintiff's allegations concerning the independence of the other board members. We must determine if the following allegations of the complaint, and the reasonable inferences that may flow from them, create a reasonable doubt of the independence of either Martinez, Moore or Seligman: 

4. Defendant Arthur C. Martinez ("Martinez") is a director of the Company, a position that he has held since January 2001. Until December 2000, Martinez served as Chairman of the board of directors of Sears Roebuck and Co., and was its Chief Executive Officer from August 1995 until October 2000. Martinez joined Sears, Roebuck and Co. in September 1992 as the Chairman and Chief Executive Officer of Sears Merchandise Group, Sears's former retail arm. From 1990 to 1992, he was Vice Chairman of Saks Fifth Avenue and was a member of Saks Fifth Avenue's board of directors. Martinez is currently a member of the board of directors of PepsiCo, Inc., Liz Claiborne, Inc. and International Flavors & Fragrances, Inc., and is the Chairman of the Federal Reserve Bank of Chicago. Martinez is a longstanding personal friend of defendants Stewart and Patrick. While at Sears, Martinez established a relationship with the Company, which marketed a substantial volume of products through Sears. Martinez was recruited for the board by Stewart's longtime personal friend, Charlotte Beers. Defendant Patrick was quoted in an article dated March 22, 2001 appearing in Directors & Board as follows: "Arthur is an old friend to both me and Martha." 

5. Defendant Darla D. Moore ("Moore") is a director of the Company, a position she has held since September 2001. Moore has been a partner of Rainwater, Inc., a private investment firm, since 1994. Before that, Moore was a Managing Director of Chase Bank. Moore is also a trustee of Magellan Health Services, Inc. Moore is a longstanding friend of defendant Stewart. In November 1995, she attended a wedding reception hosted by Stewart's personal lawyer, Allen Grubman, for his daughter. Also in attendance were Stewart and Stewart's friend, Samuel Waksal. In August 1996, Fortune carried an article highlighting Moore's close personal relationship with Charlotte Beers and defendant Stewart. When Beers, a longtime friend and confidante to Stewart, resigned from the Company's board in September 2001, Moore was nominated to replace her. 

6. Defendant Naomi O. Seligman ("Seligman") is a director of the Company, a position that she has held since September 1999. Seligman was a co-founder of Cassius Advisers, an e-commerce consultancy, where she has served as a senior partner since 1999, and is a co-founder of the Research Board, Inc., an information technology research group, where she served as a senior partner from 1975 until 1999. Seligman currently serves as a director of Akamai Technologies, Inc., The Dun & Bradstreet Corporation, John Wiley & Sons and Sun Microsystems, Inc. According to a story appearing on July 2, 2002 in The Wall Street Journal, Seligman contacted the Chief Executive Officer of John Wiley & Sons (a publishing house) at defendant Stewart's behest last year to express concern over its planned publication of a biography that was critical of Stewart.
* * *

8. Martinez, Moore, Seligson [sic], and Ubben are hereinafter referred to collectively as the Director Defendants. By reason of Stewart's overwhelming voting control over the Company, each of the Director Defendants serves at her sufferance. Each of the Director Defendants receive [sic] valuable perquisites and benefits by reason of their service on the Company's Board....

* * *

DEMAND ALLEGATIONS
73..... No demand on the Board of Directors was made prior to institution of this action, as a majority of the Board of Directors is not independent or disinterested with respect to the claims asserted herein.

* * *

77. Defendant Martinez is not disinterested in view of his longstanding personal friendship with both Patrick and Stewart. 

78. Defendant Moore is not disinterested in view of her longstanding personal relationship with defendant Stewart. 

79. Defendant Seligman is not disinterested; she has already shown that she will use her position as a director at another corporation to act at the behest of defendant Stewart when she contacted the Chief Executive Officer of John Wiley & Sons in an effort to dissuade the publishing house from publishing a biography that was critical of Stewart. 

80. The Director Defendants are not disinterested as they are jointly and severally liable with Stewart in view of their failure to monitor Stewart's actions. Moreover, pursuit of these claims would imperil the substantial benefits that accrue to them by reason of their service on the Board, given Stewart's voting control. 
. . . Because Patrick and Stewart herself are not independent for demand purposes, all the plaintiff need show is that one of the remaining directors is not independent, there being only six board members.8  . . . 
[The court applied the Aronson test stated in Starrels]

. . .
In order to show lack of independence, the complaint of a stockholder-plaintiff must create a reasonable doubt that a director is not so "beholden" to an interested director (in this case Stewart) that his or her "discretion would be sterilized."  . . .  The "reasonable doubt" standard "is sufficiently flexible and workable to provide the stockholder with 'the keys to the courthouse' in an appropriate case where the claim is not based on mere suspicions or stated solely in conclusory terms." 
A variety of motivations, including friendship, may influence the demand futility inquiry. But, to render a director unable to consider demand, a relationship must be of a bias-producing nature. Allegations of mere personal friendship or a mere outside business relationship, standing alone, are insufficient to raise a reasonable doubt about a director's independence. In this connection, we adopt as our own the Chancellor's analysis in this case: 
[S]ome professional or personal friendships, which may border on or even exceed familial loyalty and closeness, may raise a reasonable doubt whether a director can appropriately consider demand. This is particularly true when the allegations raise serious questions of either civil or criminal liability of such a close friend. Not all friendships, or even most of them, rise to this level and the Court cannot make a reasonable inference that a particular friendship does so without specific factual allegations to support such a conclusion. 
The facts alleged by Beam regarding the relationships between Stewart and these other members of MSO's board of directors largely boil down to a "structural bias" argument, which presupposes that the professional and social relationships that naturally develop among members of a board impede independent decisionmaking. This Court addressed the structural bias argument in Aronson v. Lewis: 
Critics will charge that [by requiring the independence of only a majority of the board] we are ignoring the structural bias common to corporate boards throughout America, as well as the other unseen socialization processes cutting against independent discussion and decisionmaking in the boardroom. The difficulty with structural bias in a demand futile case is simply one of establishing it in the complaint for purposes of Rule 23.1. We are satisfied that discretionary review by the Court of Chancery of complaints alleging specific facts pointing to bias on a particular board will be sufficient for determining demand futility. 

In the present case, the plaintiff attempted to plead affinity beyond mere friendship between Stewart and the other directors, but her attempt is not sufficient to demonstrate demand futility. Even if the alleged friendships may have preceded the directors' membership on MSO's board and did not necessarily arise out of that membership, these relationships are of the same nature as those giving rise to the structural bias argument.

Allegations that Stewart and the other directors moved in the same social circles, attended the same weddings, developed business relationships before joining the board, and described each other as "friends," even when coupled with Stewart's 94% voting power, are insufficient, without more, to rebut the presumption of independence. They do not provide a sufficient basis from which reasonably to infer that Martinez, Moore and Seligman may have been beholden to Stewart. Whether they arise before board membership or later as a result of collegial relationships among the board of directors, such affinities--standing alone--will not render presuit demand futile.
The Court of Chancery in the first instance, and this Court on appeal, must review the complaint on a case-by-case basis to determine whether it states with particularity facts indicating that a relationship--whether it preceded or followed board membership--is so close that the director's independence may reasonably be doubted. This doubt might arise either because of financial ties, familial affinity, a particularly close or intimate personal or business affinity or because of evidence that in the past the relationship caused the director to act non-independently vis à vis an interested director. No such allegations are made here. Mere allegations that they move in the same business and social circles, or a characterization that they are close friends, is not enough to negate independence for demand excusal purposes.
That is not to say that personal friendship is always irrelevant to the independence calculus. But, for presuit demand purposes, friendship must be accompanied by substantially more in the nature of serious allegations that would lead to a reasonable doubt as to a director's independence. That a much stronger relationship is necessary to overcome the presumption of independence at the demand futility stage becomes especially compelling when one considers the risks that directors would take by protecting their social acquaintances in the face of allegations that those friends engaged in misconduct.  To create a reasonable doubt about an outside director's independence, a plaintiff must plead facts that would support the inference that because of the nature of a relationship or additional circumstances other than the interested director's stock ownership or voting power, the non-interested director would be more willing to risk his or her reputation than risk the relationship with the interested director. 

Specific Allegations Concerning Seligman and Moore
1. Seligman

Beam's allegations concerning Seligman's lack of independence raise an additional issue not present in the Moore and Martinez relationships. Those allegations are not necessarily based on a purported friendship between Seligman and Stewart. Rather, they are based on a specific past act by Seligman that, Beam claims, indicates Seligman's lack of independence from Stewart. Beam alleges that Seligman called John Wiley & Sons (Wiley) at Stewart's request in order to prevent an unfavorable publication reference to Stewart. The Chancellor concluded, properly in our view, that this allegation does not provide particularized facts from which one may reasonably infer improper influence.

The bare fact that Seligman contacted Wiley, on whose board Seligman also served, to dissuade Wiley from publishing unfavorable references to Stewart, even if done at Stewart's request, is insufficient to create a reasonable doubt that Seligman is capable of considering presuit demand free of Stewart's influence. Although the court should draw all reasonable inferences in Beam's favor, neither improper influence by Stewart over Seligman nor that Seligman was beholden to Stewart is a reasonable inference from these allegations.

Indeed, the reasonable inference is that Seligman's purported intervention on Stewart's behalf was of benefit to MSO and its reputation, which is allegedly tied to Stewart's reputation, as the Chancellor noted. A motivation by Seligman to benefit the company every bit as much as Stewart herself is the only reasonable inference supported by the complaint, when all of its allegations are read in context. 

2. Moore
The Court of Chancery concluded that the plaintiff's allegations with respect to Moore's social relationship with Stewart presented "quite a close call" and suggested ways that the "balance could have been tipped." Although we agree that there are ways that the balance could be tipped so that mere allegations of social relationships would become allegations casting reasonable doubt on independence, we do not agree that the facts as alleged present a "close call" with respect to Moore's independence. These allegations center on: (a) Moore's attendance at a wedding reception for the daughter of Stewart's lawyer where Stewart and Waksal were also present; (b) a Fortune magazine article focusing on the close personal relationships among Moore, Stewart and Beers; and (c) the fact that Moore replaced Beers on the MSO board. In our view, these bare social relationships clearly do not create a reasonable doubt of independence.

3. Stewart's 94% Stock Ownership
Beam attempts to bolster her allegations regarding the relationships between Stewart and Seligman and Moore by emphasizing Stewart's overwhelming voting control of MSO. That attempt also fails to create a reasonable doubt of independence. A stockholder's control of a corporation does not excuse presuit demand on the board without particularized allegations of relationships between the directors and the controlling stockholder demonstrating that the directors are beholden to the stockholder. As noted earlier, the relationships alleged by Beam do not lead to the inference that the directors were beholden to Stewart and, thus, unable independently to consider demand. Coupling those relationships with Stewart's overwhelming voting control of MSO does not close that gap . 

. . . 
[The court’s discussion of the Oracle case is excerpted in the updating material to page 555 below.]
Section 220
 Beam's failure to plead sufficient facts to support her claim of demand futility may be due in part to her failure to exhaust all reasonably available means of gathering facts. As the Chancellor noted, had Beam first brought a Section 220 action seeking inspection of MSO's books and records, she might have uncovered facts that would have created a reasonable doubt. For example, irregularities or "cronyism" in MSO's process of nominating board members might possibly strengthen her claim concerning Stewart's control over MSO's directors. A books and records inspection might have revealed whether the board used a nominating committee to select directors and maintained a separation between the director-selection process and management. A books and records inspection might also have revealed whether Stewart unduly controlled the nominating process or whether the process incorporated procedural safeguards to ensure directors' independence. Beam might also have reviewed the minutes of the board's meetings to determine how the directors handled Stewart's proposals or conduct in various contexts. Whether or not the result of this exploration might create a reasonable doubt would be sheer speculation at this stage. But the point is that it was within the plaintiff's power to explore these matters and she elected not to make the effort.
In general, derivative plaintiffs are not entitled to discovery in order to demonstrate demand futility. The general unavailability of discovery to assist plaintiffs with pleading demand futility does not leave plaintiffs without means of gathering information to support their allegations of demand futility, however. Both this Court and the Court of Chancery have continually advised plaintiffs who seek to plead facts establishing demand futility that the plaintiffs might successfully have used a Section 220 books and records inspection to uncover such facts. 
Because Beam did not even attempt to use the fact-gathering tools available to her by seeking to review MSO's books and records in support of her demand futility claim, we cannot know if such an effort would have been fruitless, as Beam claimed on appeal. Beam's failure to seek a books and records inspection that may have uncovered the facts necessary to support a reasonable doubt of independence has resulted in substantial cost to the parties and the judiciary.52 
Conclusion
 Because Beam did not plead facts sufficient to support a reasonable inference that at least one MSO director in addition to Stewart and Patrick was incapable of considering demand, Beam was required to make demand on the board before pursuing a derivative suit. Hence, presuit demand was not excused. The Court of Chancery did not err by dismissing Count 1 under Rule 23.1. The judgment of the Court of Chancery is AFFIRMED.
Page 539, add at the end of Note 1:

Highland Legacy Ltd. v. Singer, 2006 WL 741939 (Del. Ch. Mar. 17, 2006), refused to excuse demand under the first prong of Aronson simply because the directors had expressed their belief in an SEC filing that the planitiff’s claims had no merit.   The court determined that, despite such public statements, the otherwise independent directors could still be objective.

Page 541, add after note 6:

(7)  For the application of the Aronson and Rales demand excuse standards in the interesting context of backdating and springloading allegations, see the cases discussed above in the Supplement to p. 463.
Page 554, add to Note 3:

A leading recent case sheds some light on the nature of the independence review. In In re Oracle Corp. Derivative Litigation 824 A.2d 917 (Del. Ch. 2003), the court denied a motion by a special litigation committee of Oracle Corporation to terminate an action against its directors and officers who had allegedly engaged in insider trading because there was a fact issue regarding the committee’s independence.  Two SLC members were Stanford professors (one of whom was a prominent law professor, Joseph Grundfest, who had served with the Securities and Exchange Commission), while the defendants included: a Stanford professor who taught one of the SLC members as a Ph.D. candidate and served with him on a Stanford policy institute; a Stanford alumnus who made or directed substantial contributions to Stanford, including its law school where an SLC member was a faculty member; and Oracle's CEO, chairman and largest shareholder, Lawrence Ellison, who had contributed millions to Stanford directly and indirectly and was publicly contemplating hundreds of millions more. Both of the Stanford SLC members were distinguished and had tenure, and therefore no reason to fear for their jobs, and neither had fundraising responsibility. And Stanford had rejected one of Ellison’s children. The SLC had reviewed significant documents and interviewed 70 witnesses, met with its counsel 35 times for a total of 80 hours, and produced an 1110 page report concluding that Oracle should not pursue the plaintiffs' claims because the insiders did not have material, non-public information and lacked strong motives to engage in insider trading.  

The court emphasized that the failure of the SLC report to fully disclose the suspect connections (they came out in discovery) and establish its independence was “a fundamental flaw,” adding:  “In forming the SLC, the Oracle board should have undertaken a thorough consideration of the facts bearing on the independence of the proposed SLC members from the key objects of the investigation.”  The court held that the test is whether “a director is, for any substantial reason, incapable of making a decision with only the best interests of the corporation in mind.” [citation omitted, emphasis in original].  

The court held that it was not enough that the SLC members were not under the defendants’ "domination and control." Such a rule would be 

based on a reductionist view of human nature that simplifies human motivations on the lines of the least sophisticated notions of the law and economics movement. Homo sapiens is not merely homo economicus.  We may be thankful that an array of other motivations exist that influence human behavior;  not all are any better than greed or avarice, think of envy, to name just one.  But also think of motives like love, friendship, and collegiality, think of those among us who direct their behavior as best they can on a guiding creed or set of moral values. Nor should our law ignore the social nature of humans.  To be direct, corporate directors are generally the sort of people deeply enmeshed in social institutions.  Such institutions have norms, expectations that, explicitly and implicitly, influence and channel the behavior of those who participate in their operation.  Some things are "just not done," or only at a cost, which might not be so severe as a loss of position, but may involve a loss of standing in the institution.  In being appropriately sensitive to this factor, our law also cannot assume--absent some proof of the point--that corporate directors are, as a general matter, persons of unusual social bravery, who operate heedless to the inhibitions that social norms generate for ordinary folk. [footnotes omitted]

The court also analyzed the context of the SLC determination:

In evaluating the independence of a special litigation committee, this court must take into account the extraordinary importance and difficulty of such a committee's responsibility.  It is, I daresay, easier to say no to a friend, relative, colleague, or boss who seeks assent for an act (e.g., a transaction) that has not yet occurred than it would be to cause a corporation to sue that person.  This is admittedly a determination of so-called "legislative fact," but one that can be rather safely made. Denying a fellow director the ability to proceed on a matter important to him may not be easy, but it must, as a general matter, be less difficult than finding that there is reason to believe that the fellow director has committed serious wrongdoing and that a derivative suit should proceed against him. 

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

For all these reasons, the independence inquiry is critically important if the special litigation committee process is to retain its integrity, a quality that is, in turn, essential to the utility of that process. *  *  *  

Thus, in assessing the independence of the Oracle SLC, I necessarily examine the question of whether the SLC can independently make the difficult decision entrusted to it:  to determine whether the Trading Defendants should face suit for insider trading-based allegations of breach of fiduciary duty. An affirmative answer by the SLC to that question would have potentially huge negative consequences for the Trading Defendants, not only by exposing them to the possibility of a large damage award but also by subjecting them to great reputational harm. *  *  *  

The importance and special sensitivity of the SLC's task is also relevant for another obvious reason:  investigations do not follow a scientific process like an old-fashioned assembly line.  The investigators' mindset and talent influence, for good or ill, the course of an investigation.  Just as there are obvious dangers from investigators suffering from too much zeal, so too are dangers posed by investigators who harbor reasons not to pursue the investigation's targets with full vigor.

The nature of the investigation is important, too.  Here, for example, the SLC was required to undertake an investigation that could not avoid a consideration of the subjective state of mind of the Trading Defendants.  Their credibility was important, and the SLC could not escape making judgments about that, no matter how objective the criteria the SLC attempted to use.

Therefore, I necessarily measure the SLC's independence contextually, and my ruling confronts the SLC's ability to decide impartially whether the Trading Defendants should be pursued for insider trading.  This contextual approach is a strength of our law, as even the best minds have yet to devise across-the-board definitions that capture all the circumstances in which the independence of directors might reasonably be questioned.  By taking into account all circumstances, the Delaware approach undoubtedly results in some level of indeterminacy, but with the compensating benefit that independence determinations are tailored to the precise situation at issue. 

Likewise, Delaware law requires courts to consider the independence of directors based on the facts known to the court about them specifically, the so-called "subjective 'actual person' standard." That said, it is inescapable that a court must often apply to the known facts about a specific director a consideration of how a reasonable person similarly situated to that director would behave, given the limited ability of a judge to look into a particular director's heart and mind.  This is especially so when a special litigation committee chooses, as was the case here, to eschew any live witness testimony, a decision that is, of course, sensible lest special litigation committee termination motions turn into trials nearly as burdensome as the derivative suit the committee seeks to end.  But with that sensible choice came an acceptance of the court's need to infer that the special litigation committee members are persons of typical professional sensibilities.

The court found that “the ties among the SLC, the Trading Defendants, and Stanford are so substantial that they cause reasonable doubt about the SLC's ability to impartially consider whether the Trading Defendants should face suit.” The court noted, among other things, the special ties of collegiality, friendship and obligation between SLC members and their Stanford colleagues and the sense of obligation to large donors felt by professors loyal to their institution, even if that institution has many large donors.  As for Ellison, “[t]he notion that anyone in Palo Alto can accuse Ellison of insider trading without harboring some fear of social awkwardness seems a stretch.” The significance of Stanford’s rejection of his child was unclear, since it might lead to “a desire on the part of the Stanford community never to offend Ellison again. . . .”  

The SLC claimed it did not know at the time of its report of all the facts the court cited, including Ellison’s contemplated generosity. But the court noted that independence is judged in light of all the objective facts, and that “by any measure this was a social atmosphere painted in too much vivid Stanford Cardinal red for the SLC members to have reasonably ignored it.”  

Finally, the court rejected the argument that the court’s ruling would “chill the ability of corporations to locate qualified independent directors in the academy,” noting that “[u]ndoubtedly, a corporation of Oracle's market capitalization could have found prominent academics willing to serve as SLC members, about whom no reasonable question of independence could have been asserted.”

Although the defendants in Oracle failed to secure dismissal of the claims against them based on the SLC’s report, they ultimately prevailed on summary judgment.   See In re Oracle Corp., 867 A.2d 904 (Del. Ch. 2004), aff’d, 872 A.2d 960 (Del. 2005).
Page 555, add at end of Note 4:

In Beam v. Martha Stewart, excerpted in the Supplement to page 538 above, the court added the following discussion of Oracle:
In his opinion, the Chancellor referred several times to the Delaware Court of Chancery decision in In re Oracle Corp. Derivative Litigation.40 Indeed, the plaintiff relies on the Oracle case in this appeal. Oracle involved the issue of the independence of the Special Litigation Committee (SLC) appointed by the Oracle board to determine whether or not the corporation should cause the dismissal of a corporate claim by stockholder-plaintiffs against directors. The Court of Chancery undertook a searching inquiry of the relationships between the members of the SLC and Stanford University in the context of the financial support of Stanford by the corporation and its management. The Vice Chancellor concluded, after considering the SLC Report and the discovery record, that those relationships were too close for purposes of the SLC analysis of independence. 
An SLC is a unique creature that was introduced into Delaware law by Zapata v. Maldonado in 1981. The SLC procedure is a method sometimes employed where presuit demand has already been excused and the SLC is vested with the full power of the board to conduct an extensive investigation into the merits of the corporate claim with a view toward determining whether--in the SLC's business judgment--the corporate claim should be pursued. Unlike the demand-excusal context, where the board is presumed to be independent, the SLC has the burden of establishing its own independence by a yardstick that must be "like Caesar's wife"--"above reproach." Moreover, unlike the presuit demand context, the SLC analysis contemplates not only a shift in the burden of persuasion but also the availability of discovery into various issues, including independence.
We need not decide whether the substantive standard of independence in an SLC case differs from that in a presuit demand case. As a practical matter, the procedural distinction relating to the diametrically-opposed burdens and the availability of discovery into independence may be outcome-determinative on the issue of independence.44 Moreover, because the members of an SLC are vested with enormous power to seek dismissal of a derivative suit brought against their director-colleagues in a setting where presuit demand is already excused, the Court of Chancery must exercise careful oversight of the bona fides of the SLC and its process. Aside from the procedural distinctions, the Stanford connections in Oracle are factually distinct from the relationships present here.45 
Do you agree that Beam and Oracle can be reconciled in this way?
Page 568, add after the reference to footnote 112:

The Delaware Supreme Court reaffirmed the internal affairs rule by applying Delaware law to a Delaware corporation doing business in California, despite a California corporate statute that purports to qualify the rule for so-called “pseudo-foreign” corporations based in California but incorporated elsewhere, relying on both “Delaware’s well-established choice of law rules and the federal constitution.”112a  

Page 569, add after first full paragraph:

For a recent case in which the court approved the release of derivative claims arising from Royal Dutch Shell’s inflation of proven oil reserves in exchange for the company’s promise to adopt, implement and maintain a series of corporate governance principles for the benefit of Shell and its shareholders, see Unite Nat. Retirement Fund v. Watts, 2005 WL 2877899 (D.N.J. Oct. 28, 2005).  The corporate governance principles required by the settlement agreement included “policies and standards related to board composition and qualifications; board independence; the nomination process; membership and functions of board committees; compensation of directors and senior management; establishment of an Annual General meeting; financial reporting and control, including proved hydrocarbon reserve estimates; Audit Committee composition, qualifications and role; insider trading controls; and corporate ethics and legal compliance.” (Id. at *1.)  The plaintiff’s expert opined that the added value to Shell resulting from the non-pecuniary benefits of the settlement agreement was not less than $2.3 billion. (Id. at *2.)
Page 578, add after reference to footnote 143:

But another court refused to permit the corporation to pay the plaintiff’s attorney, who sought a $22 million fee, where the settlement of the derivative suit required one defendant to donate $100 million to charity in the corporation’s name, but provided no financial benefit to the corporation.143a  
Page 579, add at end of Section [A]:

In In re Cox Communications Inc. Shareholders Litigation,151a Vice Chancellor ruled on a fee request in a case arising out of a proposal by the Cox Family to take Cox Communications private. The Family proposed a merger on fully negotiable terms with an opening bid of $32. The proposal was immediately followed by the filing of class action lawsuits, as is typical in these types of transactions, The Family tentatively agreed with a special committee of independent directors to a price of $34.75 per share subject to approval by a majority of the minority stockholders and conditioned on settlement of the outstanding lawsuits, a final fairness opinion, and agreement on the terms of a final merger agreement. The Family then gave plaintiffs the $34.75 price as its "best and absolutely final offer," and plaintiffs settled with the Family. The Family agreed to pay the fee and to a stipulation that the litigation had contributed to their decision to increase the bid from the original offer price.  The court applied the “lodestar” factors in Sugarland and awarded a fee of $1.275 million, as against a request of $4.95 million.

The court’s reasoning is particularly interesting.  In a lengthy and detailed analysis, the court showed why it was skeptical in cases like this that the filing of a lawsuit contemporaneous with the announcement of the proposal affected the final price separate from the work of the special committee.151b The problem is that the lawsuit comes right after an initial proposal that the controlling shareholder inevitably will increase as a normal part of the bargaining process. Because the proposal is subject to further negotiation, the lawsuit almost certainly lacks real merit at the time it is filed.  Yet the defendant cannot get a dismissal because it is always possible at the pleading stage that there is some fairness issue with the merger price, and in controlling shareholder transactions the business judgment rule is never applied under Kahn v. Lynch Communications Systems, Inc., p. 973 below. Moreover, the plaintiff in these cases always settles at the price agreed on by the controlling shareholders and special litigation committee, suggesting that the lawsuit itself may not have contributed to the negotiations. 
The court was not persuaded that the litigation was beneficial by an analysis by the plaintiff’s expert, Harvard Professor Guhan Subramanian, to the effect that litigation ending in monetary settlements produced bigger merger premia than cases where this was not happening. The court suspected that the premium was attributable simply to the lawsuit’s being filed at an earlier stage, and there seemed to be nothing that the attorneys were doing differently in the two types of cases.151c
More generally, the opinion is sprinkled with language that disparages the wastefulness of the whole class action process and plaintiffs’ lawyers contribution to it. For example, the Chancellor describes the initiation of the litigation as follows:

Beginning at 8:36 a.m. on August 2 [four and a half hours after the proposal was announced publicly], and continuing throughout the day, a flurry of hastily drafted complaints were filed with this court. The first of the complaints consisted of paragraphs cobbled together from public documents, and rested on the core premises that Cox was poised for growth, that the Family's Proposal undervalued the company, that the offer was timed to allow the Family to reap for itself Cox's expected profits from heavy capital investments made in recent years, and that the directors of Cox were acquiescing to the Family's wishes. At 9:28 a.m., the Abbey Gardy firm, which is lead counsel in this action, filed its initial complaint, the second complaint filed that morning. That complaint was even less meaty than the first filed complaint. It is exemplary of hastily-filed, first-day complaints that serve no purpose other than for a particular law firm and its client to get into the medal round of the filing speed (also formerly known as the lead counsel selection) Olympics. The complaint's allegations were entirely boilerplate, with no particular relevance to the situation facing Cox. Most notably, the complaint's strained accusations of wrongdoing reflected, but did not maturely and thoughtfully confront, the reality that the Family's Proposal was just that, a proposal, subject to the expected evaluation of a Special Committee of independent directors, which would soon be formed and have the chance to hire advisors.151d 

Despite its skepticism that the plaintiffs’ lawyers were producing any benefit, the court declined to apply the rule of Chrysler v. Dann151e under which no fee would be awarded in a suit that could not survive a motion to dismiss when filed or where plaintiff has no factual basis for its claims.  The court did not want to essentially replicate a formal motion-to-dismiss type hearing where neither the objector nor any shareholders had been injured (since the Family was paying the fee and there was no contention that the suit resulted in less consideration paid to the shareholders).  The court significantly reduced the fee request because of doubt concerning the benefit achieved and the risk and difficulty of the case.  But the court was willing to award some fee because of the sheer amount of money the additional negotiations produced and because the Family itself had negotiated the size of the fee.

The Chancellor concluded by addressing the substantive legal standards that had given rise to the litigation posture that itself led to the fee issue.  This is discussed further in the Supplement to p. 981, below.
Page 588, add before the Problems:
In addition to providing for indemnification of corporate managers for costs incurred in connection with litigation commenced against them, statutory provisions typically give the corporation the ability to pay, in advance of the final disposition of litigation (and without limitation), all expenses incurred by a manager in defending any civil, criminal, administrative or investigative action.  See, e.g., Del. G.C.L. § 145(e).  The manager, however, is generally required to agree to repay the amounts provided if it is ultimately determined that he is not entitled to indemnification. 
Recent cases have considered the circumstances in which a corporation can refuse to advance expenses to a corporate manager charged with wrongdoing, notwithstanding the corporation’s promise to advance litigation expenses to the fullest extent permitted by law.   In Rite Aid Corp. v. Bergonzi, 2003 WL 22766125 (Del. Nov. 20, 2003) (unpublished opinion), the Delaware Supreme Court refused to review a Chancery Court decision holding that the right to advancement of litigation expenses under Del. G.C.L. § 145(e) continues even after a director pleads guilty to conspiracy to commit securities fraud.  The court concluded that a corporation can only obtain reimbursement of advanced expenses under Del. G.C.L. § 145(e) upon “final disposition” of the action against director, which means the handing down of a sentence by the criminal court, which could be months or even years after the guilty plea.  See Bergonzi v. Rite Aid Corp., 2003 WL 22407303 (Del.Ch. Oct 20, 2003).  Homestore, Inc. v. Tafeen, 888 A.2d 204 (Del. 2005), held that the corporation had to pay an advance despite its belief that the officer was hiding assets in order to avoid the obligation to repay, and that the actions with which the officer was charged were not done in his "official capacity" because he was allegedly enriching himself.  The court reasoned that "[a]dvancement is an especially important corollary to indemnification as an inducement for attracting capable individuals into corporate service. Advancement provides corporate officials with immediate interim relief from the personal out-of-pocket financial burden of paying the significant on-going expenses inevitably involved with investigations and legal proceedings."  888 A. 2d at 211.  The court also stated that "[t]he limited and narrow focus of an advancement proceeding precludes litigation of the merits of entitlement to indemnification for defending one self in the underlying proceedings."  Id. at 214. For other recent cases strictly construing advancement rights of executives, see Brady v. i2 Technologies Inc., 2005 WL 3691286 (Del.Ch. Dec 14, 2005); Radiancy, Inc. v. Azar, 2006 WL 224059 (Del.Ch. Jan 23, 2006).

An important recent case also emphasized the importance of advancement rights in holding that government prosecutors had violated defendants' constitutional rights to counsel and a fair trial in a mammoth tax shelter prosecution by causing their employer to deny these rights.  See U.S. v. Stein, 2006 WL 1735260 (S.D.N.Y. June 26, 2006); Ribstein, The Primacy of Contract, TCS Daily, July 6, 2006, available at http://www.tcsdaily.com/article.aspx?id=070606E (discussing the opinion). The court noted that the defendants had an expectation of advancement based on KPMG’s past practices, which “arguably” gave rise to an “implied contract” (Stein at 16, n. 119), and said that “both the expectation and any benefits that would have flowed from that expectation – the legal fees at issue now – were, in every material sense, their property, not that of a third party” (id. at 23). The court accordingly used its ancillary jurisdiction to order KPMG to advance defendants’ fees. The court held that, because KPMG was not a party to the case, the defendants would have to sue KPMG for the fees, and would get an expedited hearing.  The defendants have done so.  See Stein v. KPMG LLP, Complaint for Advancement, C.A. No. 1:06-cv-5006-LAK (S.D.N.Y.).  
Page 620, add at end of the page:

In North American Catholic Educational Programming Foundation, Inc. v. Gheewalla, 2007 WL 1453705 (Del. May 18, 2007), the Delaware Supreme Court helped settle the question raised in Credit Lyonnais concerning the duties of corporations and their directors and shareholders to creditors.  The court held, in a case of first impression, that the creditors of a Delaware corporation that is either insolvent or in the zone of insolvency have no direct claims for breach of fiduciary duty against the corporation's directors. The court reasoned (slip at 6-7, footnotes omitted) that 

directors owe their fiduciary obligations to the corporation and its shareholders. While shareholders rely on directors acting as fiduciaries to protect their interests, creditors are afforded protection through contractual agreements, fraud and fraudulent conveyance law, implied covenants of good faith and fair dealing, bankruptcy law, general commercial law and other sources of creditor rights. Delaware courts have traditionally been reluctant to expand existing fiduciary duties. Accordingly, “the general rule is that directors do not owe creditors duties beyond the relevant contractual terms.”  * * *

[T]he need for providing directors with definitive guidance compels us to hold that no direct claim for breach of fiduciary duties may be asserted by the creditors of a solvent corporation that is operating in the zone of insolvency. When a solvent corporation is navigating in the zone of insolvency, the focus for Delaware directors does not change: directors must continue to discharge their fiduciary duties to the corporation and its shareholders by exercising their business judgment in the best interests of the corporation for the benefit of its shareholder owners.  

The court added that the creditors of an insolvent corporation can sue derivatively on the corporation’s behalf for breach of fiduciary duty because the creditors in this situation “take the place of the shareholders as the residual beneficiaries of any increase in value.” However, imposing fiduciary duties to creditors on directors in this situation “would create a conflict between those directors' duty to maximize the value of the insolvent corporation for the benefit of all those having an interest in it, and the newly recognized direct fiduciary duty to individual creditors. Directors of insolvent corporations must retain the freedom to engage in vigorous, good faith negotiations with individual creditors for the benefit of the corporation.”
Was Chancellor Allen saying anything different from this in Credit Lyonnais? 
A recent conference covers the issues regarding fiduciary and other duties to creditors when a firm nears insolvency.  See Twilight in the Zone of Insolvency:
Fiduciary Duty and Creditors of Troubled Companies, http://www.law.umaryland.edu/conference_detail.asp?conf=15.  For papers focusing on fiduciary duties, all forthcoming in the Journal of Business and Technology Law, see Bainbridge, Much Ado About Little? Directors' Fiduciary Duties in the Vicinity of Insolvency, available at http://ssrn.com/abstract=832504; Barondes, Fiduciary Duties in Distressed Corporations: Second Generation Issues (November 17, 2005), University of Missouri-Columbia School of Law Legal Studies Research Paper No. 2006-05, available at http://ssrn.com/abstract=846964; Ribstein and Alces, Directors' Duties in Failing Firms, available at http://ssrn.com/abstract=880074; and Tung, Gap Filling in the Zone of Insolvency (April 19, 2006), Emory Law and Economics Research Paper No. 06-09, available at http://ssrn.com/abstract=897792. For an additional article on this topic, see Hu & Westbrook, Abolition of the Corporate Duty to Creditors, 107 Columbia Law Review (2007).
Page 622, add at the end of the page:

Shinton Co., Ltd. v. Audiovox Corp., 888 A.2d 225 (Del. 2005), considered whether Delaware corporations could create classes of preferred stock which, by their express terms, had no right to receive dividends, preferred or otherwise, under any circumstances.  Relying on Del. G.C.L. § 151(c), which provides that the “holders of preferred . . . stock shall be entitled to receive dividends at such rates, on such conditions and at such times as shall be stated in the certificate of incorporation or in the resolution . . . providing for the issue of such stock” (emphasis added), the plaintiff argued that non-dividend preferred stock should be deemed illegal as a matter of law and that the $2.5 million purchase price for the stock should be refunded.  The Delaware Supreme Court rejected the argument, holding that, consistent with “enabling scheme of the Delaware General Corporation Law statute” (id. at 229), “[t]he unambiguous language of section 151(c) makes the mandatory ‘shall’ nature of a preferred stockholder's entitlement to receive dividends expressly contingent upon those rights, ‘if any,’ being set forth in the certificate of incorporation or applicable resolution(s),” (id. at 230 (emphasis in original)).  Accordingly, the court concluded that non-dividend preferred stock was valid if it had “some bona fide preference over other stock,” such as a liquidation preference.
Page 628, add at the end of subsection [1]:

Through new and amended rules adopted in 2005, the SEC dramatically limited the reach of the 1933 Act’s “gun jumping” restrictions.  Among other things, these rules: (1) largely eliminate gun jumping restrictions for “well-known seasoned issuers” (generally defined as issuers who file reports under the 1934 Act and have a worldwide market capitalization of at least $700 million) (Rule 163); (2) permit any communication more than 30 days prior to the filing of the registration statement, provided the communication does not reference the contemplated securities offering (Rule 163A); and (3) provide safe harbors for communications that convey regularly released factual business information or (in the case of companies that have been filing reports under the 1934 Act) forward-looking information, such as financial projections, even when those communications occur within the 30-day window not covered by Rule 163A (Rules 168 and 169).  The new rules also expand the ability of securities firms to disseminate information about an issuer’s securities under Rules 137, 138 and 139. See Securities Act Release No. 8591 (July 19, 2005).  

Page 629, add at the end of subsection [2]:

The new and amended SEC rules mentioned immediately above eliminate the prior ban on “free writing” during the waiting period.  Under Rules 164 and 433, most issuers are permitted to use “free writing prospectuses” (i.e., a prospectuses not meeting the requirements of § 10 of the 1933 Act) immediately upon the filing of the registration statement.   For issuers who either do not file reports under the 1934 Act (“non-reporting issuers”) or have filed reports under the 1934 Act for less than one year (“unseasoned issuers”), a free writing prospectus must be accompanied or preceded by the most recent statutory prospectus that satisfies the requirements of § 10.  In general, all issuers using free writing prospectuses must file those prospectuses with the SEC.

The SEC’s new and amended rules also expand the information that can be included in “tombstone advertisements” under Rule 134 and, more significantly, permit “well-known seasoned issuers” to entirely eliminate the waiting period by filing “automatic shelf registration statements” under Rule 415.  Such automatic shelf registration statements become effective immediately upon filing under Rule 462.

Page 629, add at the end of subsection [3]:

The new and amended SEC rules discussed above no longer require physical delivery to investors of the final prospectus.  Under Rules 172, 173 and 174, the final prospectus delivery requirements under §§ 5(b)(1) and 5(b)(2), including those of dealers under Rule 174, are deemed satisfied if the issuer files, in a timely manner, the final prospectus with the SEC.  This is one example of the “access equals delivery” approach embodied in the SEC’s new rules.

Page 631, add at the end of the carryover paragraph at the top of the page:

[As noted above, new and amended rules adopted in 2005 permit “well-known seasoned issuers” (generally defined as issuers who file reports under the 1934 Act and have a worldwide market capitalization of at least $700 million) to circumvent the SEC review process applied to other issuers by filing “automatic shelf registration statements” under Rule 415.  These automatic shelf registration statements become effective immediately upon filing under Rule 462.]

Page 632, add at the end of subsection [C]:

The new and amended SEC rules discussed above modify Form S-1 and eliminate Form S-2.  New Form S-1 now permits issuers to incorporate information by reference from their filings under the 1934 Act, rather than requiring such previously-filed information to be reproduced in full in the registration statement.  This change is another example of the “access equals delivery” philosophy embodied in the SEC’s new and amended rules.  The amendments to Form S-1, permitting incorporation by reference, made Form S-2 superfluous.
Page 639, add the following to footnote 32:
The 11th Circuit’s decision in SEC v. ETS Payphones, Inc. was reversed by the U.S. Supreme Court in SEC v. Edwards, 124 S. Ct. 892 (2004), where the Court held that fixed returns earned by an investor could constitute “profits” for purposes of the Howey test.

Page 646, add at end of Section [G]:

Litigation under state securities laws was significantly restricted after plaintiffs started migrating to state courts after passage of the PSLRA, discussed in the Text at page 630 and at various other places below in this Chapter. Congress passed the Securities Litigation Uniform Standards Act (“SLUSA”), which explicitly prohibited a private party from maintaining under state law class actions alleging "(1) an untrue statement or omission of a material fact in connection with the purchase or sale of a covered security; or (2) that the defendant used or employed any manipulative or deceptive device or contrivance in connection with the purchase or sale of a covered security." 15 U.S.C. §77p(b); id. §78bb(f)(1) (emphasis added).  Then plaintiffs who held, but did not purchase or sell, securities during an alleged fraud started bringing actions under state securities laws arguing that such actions were not preempted by SLUSA because such actions were not “in connection with the purchase or sale of a covered security” under the Blue Chip Stamps case, discussed in the Text on page 653.  However, the Supreme Court held in Merrill Lynch, Pierce, Fenner & Smith, Inc. v. Dabit, 126 S.Ct. 1503 (2006), that SLUSA preempted actions not only by those who purchased or sold securities during an alleged fraud, but also by those who merely held securities.  For an analysis of Dabit, see Ribstein, Dabit, Preemption and Choice of Law, forthcoming Cato Supreme Court Review, available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=920004 .
Page 650, add following the first paragraph:

In Tellabs, Inc. v. Makor Issues & Rights, Ltd., 127 S. Ct. 2499 (2007), the Court resolved whether courts should consider competing inferences in determining whether an inference of scienter is “strong.”  Tellabs held that, in determining whether a complaint satisfies the standards of § 21D(b)(2), a court must consider plausible nonculpable explanations for a defendant’s conduct, as well as inferences favoring the plaintiff.  Only if a reasonable person would deem the inference of scienter at least as compelling as any plausible nonculpable inference should the complaint be held to establish the “strong inference” that  § 21D(b)(2) requires.
Page 653, add the following after the citation to the Restatement (Second) Torts on the third line:

; see also Small v. Fritz Companies Inc., 132 Cal. Rptr. 2d 490
(Cal. 2003) (permitting investors to sue for fraud under California law, even though investors did not purchase or sell securities).  
Page 656, add at end of [3]:

Dura Pharmaceuticals Inc. v. Broudo,80a alleviated some concern about the breadth of the fraud-on-the market rule. The Court held that a mere allegation that plaintiff was damaged by relying on the integrity of the market in paying “artificially inflated prices for Dura securities” was not a sufficient allegation that defendant’s misrepresentation had caused plaintiff’s economic loss. The Court reasoned (125 S.Ct. at 1631-32): 
[A]s a matter of pure logic, at the moment the transaction takes place, the plaintiff has suffered no loss;  the inflated purchase payment is offset by ownership of a share that at that instant possesses equivalent value.  Moreover, the logical link between the inflated share purchase price and any later economic loss is not invariably strong.  Shares are normally purchased with an eye toward a later sale.  But if, say, the purchaser sells the shares quickly before the relevant truth begins to leak out, the misrepresentation will not have led to any loss.  If the purchaser sells later after the truth makes its way into the market place, an initially inflated purchase price might mean a later loss.  But that is far from inevitably so.  When the purchaser subsequently resells such shares, even at a lower price, that lower price may reflect, not the earlier misrepresentation, but changed economic circumstances, changed investor expectations, new industry-specific or firm-specific facts, conditions, or other events, which taken separately or together account for some or all of that lower price.  (The same is true in respect to a claim that a share's higher price is lower than it would otherwise have been--a claim we do not consider here.)  Other things being equal, the longer the time between purchase and sale, the more likely that this is so, i.e., the more likely that other factors caused the loss.

Given the tangle of factors affecting price, the most logic alone permits us to say is that the higher purchase price will sometimes play a role in bringing about a future loss.  It may prove to be a necessary condition of any such loss, and in that sense one might say that the inflated purchase price suggests that the misrepresentation (using language the Ninth Circuit used) "touches upon" a later economic loss.  But, even if that is so, it is insufficient.  To "touch upon" a loss is not to cause a loss, and it is the latter that the law requires.  
The Court also relied on the Private Securities Litigation Reform Act, pointing out (125 S.Ct. at 1633) that the Act “makes clear Congress’ intent to permit private securities fraud actions for recovery where, but only where, plaintiffs adequately allege and prove the traditional elements of causation and loss.”

Note that the complaint also alleged that Dura had falsely claimed that it expected profitable drug sales, that when it announced lower than expected earnings, its shares lost almost half their value the next day. However, the Supreme Court’s opinion focused on plaintiff’s allegation that Dura falsely claimed that the FDA would soon approve its asthmatic spray device. On that issue, the complaint alleged that Dura shares fell temporarily after Dura announced that the FDA would not approve its device, but that it recovered with a week.  Should these allegations have been sufficient, or are you persuaded by the Court’s reasoning?  
Page 660, add after the carryover paragraph at the top of the page: 
The corporate scandals of 2001 and 2002 may have a lasting impact in the interpretation of the breadth of primary liability under Central Bank.  In re Enron Corp. Securities, Derivative & ERISA Litigation, 235 F.Supp.2d 549 (S.D.Tex. 2002), held that claims for primary liability were sufficiently pleaded against a number of secondary actors in the Enron saga, including Enron's outside law firm, its auditor, and a number of commercial and investment banks. In so ruling, the court adopted the SEC's proposed "creator" test for primary liability. This test permits persons who "create" misrepresentations on which investors rely, whether or not the misrepresentations are attributed to them at the time of public dissemination, to be held liable as primary violators. But even after the corporate scandals of 2001 and 2002, not all cases have accepted the SEC’s more expansive test for primary liability.  For example,  SEC. v. Lucent Technologies, Inc., 363 F.Supp.2d 708 (D.N.J. 2005), rejected the SEC’s “creator” theory and substituted the “bright line” test adopted by the Second Circuit in Wright v. Ernst & Young, LLP, 152 F.3d 169 (2d Cir. 1998).   Under the “bright line” test, a person must actually make the material misstatement or omission and the misrepresentation must be attributed to the specific actor at the time of public dissemination for primary liability to attach.  Cf. Simpson v. AOL Time Warner Inc., 452 F.3d 1040 (9th Cir. 2006) (“to be liable as a primary violator of § 10(b) for participation in a ‘scheme to defraud,’ the defendant must have engaged in conduct that had the principal purpose and effect of creating a false appearance of fact in furtherance of the scheme;” “[i]t is not enough that a transaction in which a defendant was involved had a deceptive purpose and effect; the defendant's own conduct contributing to the transaction or overall scheme must have had a deceptive purpose and effect;” “[p]articipation in a legitimate transaction, which does not have a deceptive purpose or effect, would not allow for a primary violation even if the defendant knew or intended that another party would manipulate the transaction to effectuate a fraud”) (emphasis in original).
In Stoneridge Investment Partners, LLC v. Scientific-Atlanta, the U.S. Supreme Court granted certiorari to consider the circumstances, if any, under which parties who themselves make no public statements can be held liable as primary violators of § 10(b) under Central Bank.
Page 705, add at the end of the carryover paragraph:

The SEC lost its first contested case under Regulation FD in SEC v. Siebel Systems, Inc., 384 F. Supp. 2d 694 (S.D.N.Y. 2005), where the court found the privately-conveyed information immaterial as a matter of law.
Page 706, add at end of Note 8 on the top of the page:  
However, SEC v. Yun, 327 F.3d 1263 (11th Cir. 2003), holds that the tipper must intend to benefit personally from disclosing confidential information to be held liable under either the classical or the misappropriation theory of insider trading.  
Page 755, add at the end of footnote 6:

See also Hollinger Inc. v. Hollinger International, Inc., 858 A.2d 342 (Del. Ch. 2004) (declining to find a sale of “substantially all” of a corporation’s assets where the corporation sold its most profitable and prestigious asset – the Telegraph Group which owned one of the leading newspapers in the United Kingdom -- but retained approximately one-half of its assets, including the Jerusalem Post and the Chicago Sun Times).

Page 755, add at the end of subsection [1]:

In 2005, Del. G.C.L. § 271 was amended to add a new subsection (c).  That new subsection clarifies that the assets of a corporation, for purposes of § 271, include the assets of “any entity wholly-owned and controlled, directly or indirectly, by the corporation,” and that no shareholder vote is required for a transfer of assets to any such wholly owned entity.  Could such a power be used to subject the corporation’s assets to restrictions not found in the corporation’s charter without shareholder consent?  Compare the considerably more detailed rules which apply to the creation of holding company structures without shareholder approval under Del. G.C.L. § 251(g). 
Page 794, add at end of Note 2: 
Liquid Audio may signal a somewhat greater willingness to apply Blasius where the matter to be voted on involves elections of directors.
Newcastle Partners, L.P. v. Vesta Insurance Group, Inc., 887 A.2d 975 (Del. Ch. 2005), aff'd 2005 WL 3092847 (Del. S. Ct. November 16, 2006), refused to grant the company relief from an order to hold its meeting within 90 days.  The company had not been able to comply with SEC rules requiring audited financial statements for its proxy statement.  It had already gotten a 90 day extension and wanted another one, arguing that it was in the position of either having to violate Delaware law by not holding the meeting, or federal law by not including audited financials in the proxy statement required for the meeting. The court reasoned that the important state policy requiring stockholder meetings should not be "lightly overturned" by federal law. In this case the aims of Delaware law were consistent with those of federal law to protect the shareholder vote. The court also observed that the SEC had not clearly said that “compliance with this court’s Order could violate any SEC rules.” It is not clear what would happen if the SEC refused to exempt the company from SEC disclosure rules regarding audited financials in the face of the court's ruling.  For an analysis of the decision, see Ribstein, Ideoblog, A Chicken Game in Delaware, (November 19, 2006), available at http://busmovie.typepad.com/ideoblog/2005/11/a_chicken_game_.html. 
Page 861, add the following citation to footnote 78:

In re Toys ‘R’ Us, Inc. Shareholder Litigation, 877 A.2d 975 (Del. Ch. 2005) (termination fee equal to 3.75% of transaction value).
Page 864, add after Note 9:

Note on Private equity buyouts
In a series of recent decisions, Vice Chancellor Strine has considered whether Revlon might impose special heightened duties when public corporations are taken private through sales to private equity firms (i.e., private investment funds that specialize in acquiring public companies).  Private equity buyouts of public companies have become particularly popular in recent years, perhaps because of the heightened costs of public ownership caused by post-Enron reforms to the federal securities laws.  For an overview of these reforms, see Section 12.03.

Like the management buyouts discussed in Note 7 on page 834, private equity buyouts arguably involve special problems of insider conflict of interest because private equity firms often permit the corporation’s senior management to continue their employment with the firm and acquire a share of the post-buyout firm’s equity.  Although Vice Chancellor Strine has not explicitly subjected private equity buyouts to the same stringent rules that apply to management buyouts, he has: (1) suggested that special committees of independent directors closely oversee negotiations with private equity firms to ensure that management complies with its Revlon duty to secure the highest price reasonably attainable for the shareholders; (2) closely scrutinized the entire sales process to ensure both that private equity buyers have not been beneficiaries of undue favoritism and that the sale price has been validated by an appropriate market test; and (3) imposed demanding disclosure obligations in connection with shareholder approval of private equity transactions, requiring, among other things, clear disclosure to shareholders of the conflicts faced by incumbent managers. 
Summaries of Vice Chancellor Strine’s three recent private-equity opinions follow.  In reviewing the summaries, consider whether Vice Chancellor Strine is going beyond the scrutiny required under Revlon by subjecting private equity buyouts to a form of heightened scrutiny similar to the “entire fairness” test applied to management buyouts (see Note 7, page 834, above) in cases where the board or a special committee fails to actively oversee the sales process.  Consider, in this regard, the following statement from the Delaware Supreme Court’s decision in Paramount Communications, Inc. v. QVC Network, Inc. (637 A.2d at 45 (emphasis added) (footnote omitted)) :
Although an enhanced scrutiny test [under Revlon] involves a review of the reasonableness of the substantive merits of a board's actions, a court should not ignore the complexity of the directors' task in a sale of control. There are many business and financial considerations implicated in investigating and selecting the best value reasonably available. The board of directors is the corporate decisionmaking body best equipped to make these judgments. Accordingly, a court applying enhanced judicial scrutiny should be deciding whether the directors made a reasonable decision, not a perfect decision. If a board selected one of several reasonable alternatives, a court should not second-guess that choice even though it might have decided otherwise or subsequent events may have cast doubt on the board's determination. Thus, courts will not substitute their business judgment for that of the directors, but will determine if the directors' decision was, on balance, within a range of reasonableness. 
Is Vice Chancellor Strine substituting his business judgment for that of the board or is he simply determining whether the directors’ decision was within a range of reasonableness? If the former, are Vice Chancellor Strine’s holdings nonetheless justified by the special conflicts of interest posed by private equity buyouts?

(a) In re Netsmart Technologies Inc. Shareholders Litigation, 924 A.2d 171 (2007).  Netsmart, a small public company, entered into a merger agreement with two private equity firms, Insight Venture Partners (“Insight”) and Bessemer Venture Partners (“Bessemer”).  Pursuant to the merger agreement, Netsmart shareholders would receive $16.50 per share (or a total of $115 million) and the company would be taken private.   The events leading up to the merger agreement are summarized in the court’s opinion (924 A.2d at 175):
. . . In October 2005, Netsmart completed a multi-year course of acquisitions by purchasing its largest direct competitor, CMHC Systems, Inc. (“CMHC”).  After that acquisition was announced, private equity buyers made overtures to Netsmart management.  These overtures were favorably received and management soon recommended, in May 2006, that the Netsmart board consider a sale to a private equity firm.   Relying on the failure of sporadic, isolated contacts with strategic buyers stretched out over the course of more than a half-decade to yield interest from a strategic buyer, management, with help from its long-standing financial advisor, William Blair & Co., L.L.C., steered the board away from any active search for a strategic buyer.   Instead, they encouraged the board to focus on a rapid auction process involving a discrete set of possible private equity buyers.   Only after this basic strategy was already adopted was a “Special Committee” of independent directors formed in July 2006 to protect the interests of the company's non-management stockholders.   After the Committee's formation, it continued to collaborate closely with Netsmart's management, allowing the company's Chief Executive Officer to participate in its meetings and retaining William Blair as its own financial advisor.
After a process during which the Special Committee and William Blair sought to stimulate interest on the part of seven private equity buyers, and generated competitive bids from only four, the Special Committee ultimately recommended, and the entire Netsmart board approved, the Merger Agreement with Insight.   As in most private equity deals, Netsmart's current executive team will continue to manage the company and will share in an option pool designed to encourage them to increase the value placed on the company in the Merger.

The Merger Agreement prohibits the Netsmart board from shopping the company but does permit the board to consider a superior proposal.   A topping bidder would only have to suffer the consequence of paying Insight a 3% termination fee.   No topping bidder has emerged to date and a stockholder vote is scheduled to be held next month, on April 5, 2007.

A group of shareholders sought a preliminary injunction against the consummation of the merger.  The plaintiffs argued, among other things, that the merger agreement resulted from a flawed sales process during which the Netsmart board made no attempt to generate interest from “strategic” buyers – i.e., other companies operating in Netsmart’s line of business or related fields.  The motive for this narrow search, the plaintiffs argued, was that Netsmart's management only wanted to do a deal that provided for their continuation as corporate officers and their retention of an equity stake in the company, not one in which a strategic buyer would acquire Netsmart and possibly oust the incumbent management team.  

In ruling on the plaintiffs’ Revlon claim, the court considered two arguments: first, that the Special Committee did not do a reasonable job extracting the highest value reasonably attainable from the limited universe of private equity bidders actually solicited; and, second, that the Netsmart board acted unreasonably by failing to take any reasonable steps to explore whether strategic buyers might be interested in Netsmart.  The court rejected the first argument, but found merit in the second.  

With respect to the first argument, the court found fault with (1) the special committee’s late formation, (2) the access that the special committee provided to Netsmart’s senior management, including Conway, Netsmart’s CEO, and (3) the control the special committee delegated to senior management to oversee the due diligence process by which potential bidders acquired information about Netsmart.  But Vice Chancellor Strine nonetheless concluded that, “[a]lthough some of its procedural choices were questionable, those choices [did] not seem to have had any negative effect on the result” (924 A.2d at 195) and therefore did not constitute Revlon violations.  An excerpt from the court’s analysis follows (924 A.2d at 193-94): 
There are admittedly questions that can be raised about how the Special Committee did its work with private equity buyers.   By the time the Special Committee was formed, William Blair was well along in its work with management.  Even when it was formed, the Special Committee largely deliberated with Conway right at the table, along with the company's general counsel, and other of Conway's subordinates.   Although the Special Committee had executive sessions, it included in those sessions the same bank that had been working with management all along.   As a result, one rationally doubts how confidential these sessions really were.

Yet, despite these doubts, the plaintiffs' allegations that Conway dominated the Special Committee and drove it toward an inferior offer are not convincing.   Admittedly, the Special Committee conducted itself in a manner that invites stockholder suspicion.70  Even recognizing that Conway, although CEO, did not have anything approaching the clout of a controlling stockholder, the Special Committee gave him virtually unlimited access to their deliberations, and let him direct the due diligence process without close oversight.   But the fact that these practices predictably raise the suspicions of the plaintiffs does not mean that they actually caused harm to Netsmart's stockholders.  Upon close examination, the process used seems to have had no adverse consequences.
All told, the Special Committee formally met eleven times, with five of those meetings containing “Executive Sessions” in which management was asked to leave and only the committee members participated.  It was during those sessions that the Committee considered and approved the Merger terms, and, aside from Conway's participation in the important strategic buyer debate, resolved virtually every other issue not involving the due diligence process, which was discussed with Conway because he was facilitating it.

The Special Committee's and its advisors' involvement in the due diligence process was less vigorous.  They let this process be driven by management.  In easily imagined circumstances, this approach to due diligence could be highly problematic.  If management had an incentive to favor a particular bidder (or type of bidder), it could use the due diligence process to its advantage, by using different body language and verbal emphasis with different bidders.   “She's fine” can mean different things depending on how it is said.

One obvious reason for concern is the possibility that some bidders might desire to retain existing management or to provide them with future incentives while others might not.   In this respect, the Netsmart Special Committee was also less than ideally engaged.  Conway was left unattended to bandy such issues around with the invited bidders.

That said, I have no basis to conclude that these issues actually had any negative effect on the bidding process.  . . .
. . .

In sum, within the constraints of the limited process it undertook with the seven private equity firms, the Special Committee appears to have pursued the best deal it could get.  . . .
The court, however, found “more force” in the plaintiffs’ second Revlon argument -- that the Netsmart board acted unreasonably by failing to take any reasonable steps to explore whether strategic buyers might be interested in Netsmart.  Excerpts from the portions of the opinion dealing with this second Revlon argument follow (924 A.2d at 183-86):
The Proxy says that during [the May 19 board] meeting an important strategic decision and a related tactical choice of similar import were both made.   The strategic decision was to authorize William Blair to try to sell the company.   The tactical choice was to focus on a sale to a private equity buyer and to eschew an active canvass of any strategic buyers. The Proxy describes these decisions and their rationale as follows:
On May 19, 2006, representatives of William Blair attended an informal meeting of the board of directors and made a general presentation regarding various strategic and financial alternatives for the Company.... It was concluded that William Blair should continue the exploration of a potential going-private transaction, given the Company's size and operating characteristics, as well as the relative advantages and disadvantages of continuing to operate as a public company.... In examining the potential for a transaction with strategic acquirers, it was determined that the potential strategic acquirers in similar segments would either believe that the Company's specific market segment was too narrow or have insufficient scale and resources to enable them to acquire a company of Netsmart's size.   Furthermore, the board of directors and management considered the fact that Netsmart directly competes with these companies and ultimately made the determination that the risks involved in such an approach (including the risk of confidentiality leaks that would be detrimental to the Company in its sales efforts with customers and prospects) outweighed the benefits, especially given its previous preliminary discussions which did not result in material interest from potential strategic acquirers. 
Frankly, there is no credible evidence in the record that buttresses this recollection of events.   Due to the importance of this disclosure and its doubtful accuracy in light of the entire record, I address it in parts.

First, entirely absent from the record is any serious “examin[ation of] the potential for a transaction with strategic acquirers.”  Netsmart's board never seriously considered whether the company, as it existed in May 2006, might potentially fit under the corporate umbrella of a larger healthcare enterprise software provider.   The William Blair slides are replete with examples of firms in related industries that could have been approached, and Palasz admitted that William Blair believed, going into that meeting, that a transaction strategic  buyers should at least be explored.  But, there is no indication that management, William Blair, or the board considered how Netsmart's acquisition of its largest competitor, CMHC, and its concomitant attainment of dominance in its market niche might influence the ardor that any of these strategic buyers might feel.   The supposed important decision-not reflected in any minutes or resolution-to forsake approaching these buyers appears to have only been justified by reference to the sporadic pitches to strategic players Conway and William Blair made over the prior decade.   The relevance of these contacts will be discussed again shortly.   For now, what is critical is that they do not reliably indicate that material interest from potential strategic acquirers did not exist because no contemporary search was conducted and these prior search attempts occurred when Netsmart was a very different (smaller and less consistently profitable) entity then it was in 2006.

Second, there is little, if anything, to support the assertion in the Proxy that Netsmart's ability to sell its products would be hindered by discreet and professional overtures to select strategic players.   Given Netsmart's size, any rational customer would recognize that it and other of its competitors could be subject to acquisition.   Unlike another situation with which the court is familiar, the record contains no information from which one could conclude that the potential acquisition of Netsmart by a larger healthcare IT company posed any colorable threat to prospective customers of Netsmart. Further, given the lack of any record of the use of confidentiality agreements during the scattershot approaches made by Conway and Blair over the years, Netsmart's claim that overtures to much larger strategic buyers in 2006 would scare off customers creates cognitive dissonance.   Those prior contacts were made when Netsmart was smaller and less secure in its market niche-that is, when it would seem to have had more to fear in terms of sales erosion from sending a signal that it was up for sale.   Yet, despite those alleged contacts, Netsmart continued to make sales and gain new customers, which now face high switching costs should they consider abandoning Netsmart.
Put bluntly, the informal and haphazard market canvass Netsmart's board relied on was insufficient, and it is hard to glean from the record any convincing reason why a discreet, targeted, and controlled marketing effort directed towards select strategic buyers posed a threat to Netsmart's ongoing operations.   The Proxy implies that the absence of evidence of this kind is irrelevant because there was no rational reason to believe that a search for a strategic buyer had any hope of success.   But the foundation upon which that conclusion rests cannot bear that weight.

. . .
From the record, one gleans that the board, at best, quickly determined that strategic buyers were unlikely to be interested and eschewed any real look at them.   In that thinking, they appear to have been influenced by management's and William Blair's favorable attitudes towards the private equity option. Both believed that a private equity buyer could be found and seem to have touted the prevailing trend in the M & A markets, which involved private equity players pricing strategic buyers out of deals. Additionally, the board also seems to have been influenced by William Blair into perceiving that all M & A situations were the same in the sense that the signing up of a publicly-announced deal for a micro-cap company like Netsmart would generate a reliable post-signing market check in the same way that similar announcements for large-cap companies like Paramount, Warner-Lambert, MCI, and more recently, Caremark, drew other interested strategic bidders into the process.

In any event, given the un-minuted nature of the May 19 meeting and the lack of good recollection by the defendants involved, it is difficult to determine what exactly motivated the board's decision, or if decision is really even the right word.   What is certain is this:  despite William Blair's presentation including a litany of potential strategic buyers Netsmart might pursue, no effort was taken from that point forward to explore whether any of these buyers were interested in Netsmart.   None.
Later in its opinion, the court considered whether the board’s ill-justified decision to forego a search for strategic buyers was consistent with its duties under Revlon (924 A.2d at 195-200):

Having embarked on the pursuit of a cash sale, it was incumbent upon the board to make a reasonable effort to maximize the return to Netsmart's investors.   On the existing record, I cannot conclude that their approach to this issue is indicative of such an effort.   As described previously, the downside to having ultimately approached strategic buyers early in the process seems quite limited, if extant.   . . .  Moreover, the ultimate results obtained by pursuing the directors' strategy of excluding strategic buyers were less than exciting, as measured by William Blair's final analyses.   
. . .
In a targeted canvass, confidentiality issues could have been responsibly addressed, and there is no record basis to believe that strategic acquirers (which have their own confidentiality concerns) were more likely to leak than private equity firms.   And, of course, Conway and William Blair claim to have tossed out Netsmart's name to strategic players through the years, when Netsmart was more, not less vulnerable, in terms of retaining and acquiring customers.   And, like the canvass of private equity buyers, there was no need to fish with a seine net for strategic buyers.   The Special Committee could have used a fly rod in that market, too.

Of course, one must confront the defendants' argument that they used a technique accepted in prior cases.   The Special Committee used a limited, active auction among a discrete set of private equity buyers to get an attractive “bird in hand.”   But they gave Netsmart stockholders the chance for fatter fowl by including a fiduciary out and a modest break-up fee in the Merger Agreement.   By that means, the board enabled a post-signing, implicit market check.   Having announced the Insight Merger in November 2006 without any bigger birds emerging thereafter, the board argues that the results buttress their initial conclusion, which is that strategic buyers simply are not interested in Netsmart.
The problem with this argument is that it depends on the rote application of an approach typical of large-cap deals in a micro-cap environment.   . . .  The mere fact that a technique was used in different market circumstances by another board and approved by the court does not mean that it is reasonable in other circumstances that involve very different market dynamics. 
Precisely because of the various problems Netsmart's management identified as making it difficult for it to attract market attention as a micro-cap public company, an inert, implicit post-signing market check does not, on this record, suffice as a reliable way to survey interest by strategic players.   Rather, to test the market for strategic buyers in a reliable fashion, one would expect a material effort at salesmanship to occur.  To conclude that sales efforts are always unnecessary or meaningless would be almost un-American, given the sales-oriented nature of our culture.  In the case of a niche company like Netsmart, the potential utility of a sophisticated and targeted sales effort seems especially high.
. . ..
In the absence of such an outreach, Netsmart stockholders are only left with the possibility that a strategic buyer will:  (i) notice that Netsmart is being sold, and, assuming that happens, (ii) invest the resources to make a hostile (because Netsmart can't solicit) topping bid to acquire a company worth less than a quarter of a billion dollars.   In going down that road, the strategic buyer could not avoid the high potential costs, both monetary (e.g., for expedited work by legal and financial advisors) and strategic (e.g., having its interest become a public story and dealing with the consequences of not prevailing) of that route, simply because the sought-after-prey was more a side dish than a main course.   It seems doubtful that a strategic buyer would put much energy behind trying a deal jump in circumstances where the cost-benefit calculus going in seems so unfavorable.   Analogizing this situation to the active deal jumping market at the turn of the century, involving deal jumps by large strategic players of deals involving their direct competitors in consolidating industries is a long stretch.

Similarly, the current market trend in which private equity buyers seem to be outbidding strategic buyers is equally unsatisfying as an excuse for the lack of any attempt at canvassing the strategic market.  Given Netsmart's size, the synergies available to strategic players might well have given them flexibility to outbid even cash-flush private equity investors.   Simply because many deals in the large-cap arena seem to be going the private equity buyers' way these days does not mean that a board can lightly forsake any exploration of interest by strategic bidders.
. . .
Here, while there is no basis to perceive that Conway or his managerial subordinates tilted the competition among the private equity bidders, there is a basis to perceive that management favored the private equity route over the strategic route.  Members of management desired to continue as executives and they desired more equity.  A larger strategic buyer would likely have had less interest in retaining all of them and would not have presented them with the potential for the same kind of second bite.   The private equity route was therefore a clearly attractive one for management, all things considered.
William Blair had its own incentive to favor that route, too.   Although William Blair had a right to 1.7% of any deal, its aging contract undoubtedly gave it a strong incentive to bring about conditions that would facilitate a deal that would close.   The path of dealing with a discrete set of private equity players was attractive to its primary client contact-management-and the quickest (and lowest cost) route to a definitive sales agreement.
By acknowledging these incentives, I do not mean to imply in any way that Netsmart management or William Blair consciously pursued objectives at odds with getting the best price.   Rather, I simply point out the reality that the Netsmart board rapidly narrowed its options to a channel consistent with those incentives.   By the time the Special Committee began its work, the inertial energy of the sales process was already clearly directed at a private equity deal.   The record evidence regarding the consideration of an active search for a strategic buyer is more indicative of an after-the-fact justification for a decision already made, than of a genuine and reasonably-informed evaluation of whether a targeted search might bear fruit.   For all these reasons, I believe the plaintiffs have demonstrated a reasonable probability that they will later prove that the board's failure to engage in any logical efforts to examine the universe of possible strategic buyers and to identify a select group for targeted sales overtures was unreasonable and a breach of their Revlon duties.
Despite its finding that the plaintiffs demonstrated a reasonable probability of success on their Revlon claim, Vice Chancellor Strine declined to issue an order enjoining the merger until Netsmart’s board conducted a search for strategic buyers.  The court reasoned that granting such an injunction would be imprudent where there was no rival offer on the table, because such an injunction would “pose a risk that Insight might walk or materially lower its bid.”   Accordingly, Vice Chancellor Strine granted more limited relief, preliminarily enjoining the shareholder vote on the merger until Netsmart’s directors provided additional financial disclosures to the shareholders.
In determining that the Netsmart board likely violated its Revlon duty by foregoing a search for strategic bidders, did Vice Chancellor Strine “ignore the complexity of the directors’ task in a sale of control” and “substitute [his own] business judgment for that of the directors,” contrary to the teaching of Paramount Communications, Inc. v. QVC Network Inc.?  Or did Vice Chancellor Strine demonstrate that the decision of Netsmart’s board of directors not to conduct a search for strategic bidders was outside “a range of reasonableness”?
(b) In re The Topps Company Shareholder Litigation, 2007 WL 1732586 (Del. Ch., June 14, 2007).  Like Netsmart, Topps involved the proposed sale of a small public company to a private equity firm.  Also, as in Netsmart, Vice Chancellor Strine found that the plaintiffs successfully established a reasonable probability of success on their Revlon claims.  In Topps, however, Vice Chancellor Strine went one step beyond Netsmart by enjoining the proposed merger pending cure of the Revlon violations.  An extended excerpt from Vice Chancellor Strine’s decision follows: 
I. Introduction
The Topps Company, Inc. is familiar to all sports-loving Americans. Topps makes baseball and other cards (think Pokemon), this is Topps's so-called “Entertainment Business.” It also distributes Bazooka bubble gum and other old-style confections, this is Topps's “Confectionary Business.” Arthur Shorin, the son of Joseph Shorin, one of the founders of Topps and the inspiration for “Bazooka Joe,” is Topps's current Chairman and Chief Executive Officer. Shorin has served in those positions since 1980 and has worked for Topps for more than half a century, though he owns only about 7% of Topps's equity. Shorin's son-in-law, Scott Silverstein, is his second-in-command, serving as Topps's President and Chief Operating Officer.
Despite its household name, Topps is not a large public company. Its market capitalization is less than a half billion dollars and its financial performance has, as a general matter, flagged over the past five years.

In 2005, Topps was threatened with a proxy contest. It settled that dispute by a promise to explore strategic options, including a sale of its Confectionary Business. Topps tried to auction off its Confectionary Business, but a serious buyer never came forward. Insurgents reemerged the next year, in a year when Shorin was among the three directors up for re-election to Topps's classified board. With the ballots about to be counted, and defeat a near certainty for the management nominees, Shorin cut a face-saving deal, which expanded the board to ten and involved his re-election along with the election of all of the insurgent nominees.

Before that happened, former Disney CEO and current private equity investor Michael Eisner had called Shorin and offered to be “helpful.” Shorin understood Eisner to be proposing a going private transaction.

Once the insurgents were seated, an “Ad Hoc Committee” was formed of two insurgent directors and two “Incumbent Directors” to evaluate Topps's strategic direction. Almost immediately, the insurgent directors and the incumbent directors began to split on substantive and, it is fair to say, stylistic grounds. The insurgents then became “Dissident Directors.”

In particular, the Ad Hoc Committee divided on the issue of whether and how Topps should be sold. The Dissident Directors waxed and waned on the advisability of a sale, but insisted that if a sale was to occur, it should involve a public auction process. The Incumbent Directors were also ambivalent about a sale, but were resistant to the idea that Topps should again begin an auction process, having already failed once in trying to auction its Confectionary Business.

From the time the insurgents were seated, Eisner was on the scene, expressing an interest in making a bid. Two other financial buyers also made a pass. But Topps's public message was that it was not for sale.

Eventually, the other bidders dropped out after making disappointingly low value expressions of interest. Eisner was told by a key Incumbent Director that the Incumbent Directors might embrace a bid of $10 per share. Eisner later bid $9.24 in a proposal that envisioned his retention of existing management, including Shorin's son-in-law. Eisner was willing to tolerate a post-signing Go Shop process, but not a pre-signing auction.

The Ad Hoc Committee split 2-2 over whether to negotiate with Eisner. Although offered the opportunity to participate in the negotiation process, the apparent leader of the Dissidents refused, favoring a public auction. One of the Incumbent Directors who was an independent director took up the negotiating oar, and reached agreement with Eisner on a merger at $9.75 per share. The “Merger Agreement” gave Topps the chance to shop the bid for 40 days after signing, and the right to accept a “Superior Proposal” after that, subject only to Eisner's receipt of a termination fee and his match right.

The Topps board approved the Merger Agreement in a divided vote, with the Incumbent Directors all favoring the Merger, and the Dissidents all dissenting. Because of the dysfunctional relations on the Ad Hoc Committee, that Committee was displaced from dealing with the Go Shop process by an Executive Committee comprised entirely of Incumbent Directors.

Shortly before the Merger Agreement was approved, Topps's chief competitor in the sports cards business, plaintiff The Upper Deck Company, expressed a willingness to make a bid. That likely came as no surprise to Topps since Upper Deck had indicated its interest in Topps nearly a year and half earlier. In fact, Upper Deck had expressed an unrequited ardor for a friendly deal with Topps since 1999, and Shorin knew that. But Topps signed the Merger Agreement with Eisner without responding to Upper Deck's overture. Shortly after the Merger was approved, Topps's investment banker began the Go Shop process, contacting more than 100 potential strategic and financial bidders, including Upper Deck, who was the only serious bidder to emerge.
Suffice it to say that Upper Deck did not move with the clarity and assiduousness one would ideally expect from a competitive rival seeking to make a topping bid. Suffice it also to say that Topps's own reaction to Upper Deck's interest was less than welcoming. Instead of an aggressive bidder and a hungry seller tangling in a diligent, expedited way over key due diligence and deal term issues, the story that emerges from the record is of a slow-moving bidder unwilling to acknowledge Topps's legitimate proprietary concerns about turning over sensitive information to its main competitor and a seller happy to have a bid from an industry rival go away, even if that bid promised the Topps's stockholders better value.
By the end of the Go Shop period, Upper Deck had expressed a willingness to pay $10.75 per share in a friendly merger, subject to its receipt of additional due diligence and other conditions. Although having the option freely to continue negotiations to induce an even more favorable topping bid by finding that Upper Deck's interest was likely to result in a Superior Proposal, the Topps board, with one Dissident Director dissenting, one abstaining, and one absent, voted not to make such a finding.
After the end of the Go Shop period, Upper Deck made another unsolicited overture, expressing a willingness to buy Topps for $10.75 without a financing contingency and with a strong come hell or high water promise to deal with manageable (indeed, mostly cosmetic) antitrust issues. The bid, however, limited Topps to a remedy for failing to close limited to a reverse break-up fee in the same amount ($12 million) Eisner secured as the only recourse against him. Without ever seriously articulating why Upper Deck's proposal for addressing the antitrust issue was inadequate and without proposing a specific higher reverse break-up fee, the Topps Incumbent Directors have thus far refused to treat Upper Deck as having presented a Superior Proposal, a prerequisite to putting the onus on Eisner to match that price or step aside.
In fact, Topps went public with a disclosure about Upper Deck's bid, but in a form that did not accurately represent that expression of interest and disparaged Upper Deck's seriousness. Topps did that knowing that it had required Upper Deck to agree to a contractual standstill (the “Standstill Agreement”) prohibiting Upper Deck from making public any information about its discussions with Topps or proceeding with a tender offer for Topps shares without permission from the Topps board.
The Topps board has refused Upper Deck's request for relief from the Standstill Agreement in order to allow Upper Deck to make a tender offer and to tell its side of events. A vote on the Eisner Merger is scheduled to occur within a couple of weeks.
A group of “Stockholder Plaintiffs” and Upper Deck (collectively, the “moving parties”) have moved for a preliminary injunction. They contend that the upcoming Merger vote will be tainted by Topps's failure to disclose material facts about the process that led to the Merger Agreement and about Topps's subsequent dealings with Upper Deck. Even more, they argue that Topps is denying its stockholders the chance to decide for themselves whether to forsake the lower-priced Eisner Merger in favor of the chance to accept a tender offer from Upper Deck at a higher price. Regardless of whether the Topps board prefers the Eisner Merger as lower risk, the moving parties contend that the principles animating Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc. prevent the board from denying the stockholders the chance to make a mature, uncoerced decision for themselves.
. . .
V. Resolution Of The Revlon Claims And Decision On The Scope Of The Injunction
. . .
The legal standard governing the resolution of that question is well settled. In order to warrant injunctive relief, the moving parties must prove that (1) they are likely to succeed on the merits of their Revlon claims; (2) they will suffer imminent irreparable harm if an injunction is not granted; and (3) the balance of the equities weighs in favor of issuing the injunction. I turn to those issues now, dividing the analysis in two parts. First, I address the decisions of the Topps board leading up to the signing of the Merger Agreement with Eisner. I then turn to the Topps board's dealings with Upper Deck after the Merger Agreement was executed.
The Stockholder Plaintiffs have largely taken the lead on the first time period. They argue that the Incumbent Directors unreasonably resisted the desire of the Dissident Directors to conduct a full auction before signing the Merger Agreement . . .  and that the Incumbent Directors foreclosed a reasonable possibility of obtaining a better bid during the Go Shop Period by restricting that time period and granting Eisner excessive deal protections. For its part, Upper Deck echoes these arguments, and supplements them with a contention that Upper Deck had made its desire to make a bid known in 2005, before Eisner ever made a formal bid, and was turned away.
Although these arguments are not without color, they are not vibrant enough to convince me that they would sustain a finding of breach of fiduciary duty after trial. A close reading of the record reveals that a spirited debate occurred between the two members of the Ad Hoc Committee who were Incumbent Directors, Greenberg and Feder, and the two who were Dissident Directors, Ajdler and Brog. After examining the record, I am not at all convinced that Greenberg and Feder were wrong to resist the Dissidents' demand for a full auction. Topps had run an auction for its Confectionary Business in 2005, without success.
The market knew that Topps, which had no poison pill in place, had compromised a proxy fight in 2006, with the insurgents clearly prevailing. Thus, although Shorin had put out a letter before the settlement of the proxy fight indicating that a “quick fix” sale was not in the interests of stockholders, the pot was stirred and ravenous capitalists should have been able to smell the possibility of a deal. Certainly that was true of Upper Deck, which is Topps's primary competitor. Now, of course, Upper Deck says that its overtures were rebuffed by Lehman, Topps's banker, a year earlier. But one must assume that Upper Deck is run by adults. As Topps's leading competitor, it knew the stress the Dissident Directors would be exerting on Shorin to increase shareholder value. If Upper Deck wanted to make a strong move at that time, it could have contacted Shorin directly (e.g., the trite lunch at the Four Seasons), written a bear hug letter, or made some other serious expression of interest, as it had several years earlier. The fact that it did not, inclines me toward the view that the defendants are likely correct in arguing that Upper Deck was focused on acquiring and then digesting another company, Fleer, during 2005 and 2006, and therefore did not make an aggressive run at (a clearly reluctant) Topps in those years.
Given these circumstances, the belief of the Incumbent Directors on the Ad Hoc Committee, and the full board, that another failed auction could damage Topps, strikes me, on this record, as a reasonable one.
. . . 
In the end, I perceive no unreasonable flaw in the approach that the Topps board took to negotiating the Merger Agreement with Eisner. I see no evidence that another bidder who expressed a serious interest to get in the game during 2006 was fended off. There is no suggestion by even the Stockholder Plaintiffs that the two other private equity firms who discussed making a bid with Topps were inappropriately treated.
Most important, I do not believe that the substantive terms of the Merger Agreement suggest an unreasonable approach to value maximization. The Topps board did not accept Eisner's $9.24 bid. They got him up to $9.75 per share-not their desired goal but a respectable price, especially given Topps's actual earnings history and the precarious nature of its business.
Critical, of course, to my determination is that the Topps board recognized that they had not done a pre-signing market check. Therefore, they secured a 40-day Go Shop Period and the right to continue discussions with any bidder arising during that time who was deemed by the board likely to make a Superior Proposal. Furthermore, the advantage given to Eisner over later arriving bidders is difficult to see as unreasonable. He was given a match right, a useful deal protection for him, but one that has frequently been overcome in other real-world situations. Likewise, the termination fee and expense reimbursement he was to receive if Topps terminated and accepted another deal-an eventuality more likely to occur after the Go Shop Period expired than during it-was around 4.3% of the total deal value. Although this is a bit high in percentage terms, it includes Eisner's expenses, and therefore can be explained by the relatively small size of the deal. At 42 cents a share, the termination fee (including expenses) is not of the magnitude that I believe was likely to have deterred a bidder with an interest in materially outbidding Eisner. In fact, Upper Deck's expression of interest seems to prove that point-the termination fee is not even one of the factors it stresses.
 Although a target might desire a longer Go Shop Period or a lower break fee, the deal protections the Topps board agreed to in the Merger Agreement seem to have left reasonable room for an effective post-signing market check. For 40 days, the Topps board could shop like Paris Hilton. Even after the Go Shop Period expired, the Topps board could entertain an unsolicited bid, and, subject to Eisner's match right, accept a Superior Proposal. The 40-day Go Shop Period and this later right work together, as they allowed interested bidders to talk to Topps and obtain information during the Go Shop Period with the knowledge that if they needed more time to decide whether to make a bid, they could lob in an unsolicited Superior Proposal after the Period expired and resume the process.
. . . 
For all these reasons, I cannot buttress the issuance of an injunction on the alleged unreasonableness of the Topps's board decision to sign up the Merger Agreement. I now turn to the more troubling claims raised, which are about the board's conduct after the Merger Agreement was consummated.
The parties have presented competing versions of the events surrounding Topps's discussions with Upper Deck during the Go Shop Period, beginning with a fight over who was the first to contact the other and when the parties began discussing the Standstill Agreement, which was not executed until the start of the third week of the Go Shop Period. Neither party emerges from these arguments in an entirely positive light. Regardless of whose version of events is correct, the Topps board was hardly as receptive as one would expect in a situation where it received an unsolicited overture from a competitor who had long expressed interest in buying Topps in a friendly deal and who, given the likely synergies involved in a combination of the two businesses, might, if serious about doing a deal, be able to pay a materially higher price than a financial buyer like Eisner.  . . .
At the same time, Upper Deck hardly moved with the speed expected of an interested buyer that has a limited time in which to secure a deal. Rather, Upper Deck initially acted in a manner that created rational questions about its seriousness and whether it was simply looking to poke around in Topps's files.  . . .
In any event, I need not obsess over the behavior of the parties during the Go Shop Period. Upper Deck did finally make a formal bid for Topps at $10.75 per share two days before the close of the Go Shop. The Topps board had a fiduciary obligation to consider that bid in good faith and to determine whether it was a Superior Proposal or reasonably likely to lead to one. That is especially the case because the Topps board was duty bound to pursue the highest price reasonably attainable, given that they were recommending that the stockholders sell their shares to Eisner for cash. 
Because of the final-hour nature of the bid, the Topps board had to determine whether to treat Upper Deck as an Excluded Party under the Merger Agreement so that it could continue negotiations with it after the close of the Go Shop Period. The Topps board's decision not to do so strikes me as highly questionable. In reaching that conclusion, I recognize that Topps had legitimate concerns about Upper Deck's bid. Although there was no financing contingency in the proposal, Topps had reason for concern because Upper Deck has proposed to limit its liability under its proposed deal to $12 million in the event it was not able to close the transaction. Underlying Topps's skepticism of the seriousness of Upper Deck's proposal was perhaps the suspicion that Upper Deck was willing to pay $12 million simply to blow up Topps's deal with Eisner.  . . .
Moreover, Upper Deck's initial proposal arguably did not address Topps's concerns that Upper Deck's proposal raised antitrust concerns. In its initial unsolicited overture to Topps before the Eisner deal was signed, Upper Deck acknowledged that there might be some antitrust issues associated with a merger of the two firms. Yet, in its initial bid, Upper Deck proposed placing virtually all of the antitrust risk on Topps.  . . .
That said, Upper Deck was offering a substantially higher price, and rather than responding to Upper Deck's proposal by raising these legitimate concerns, the Topps board chose to tie its hands by failing to declare Upper Deck an Excluded Party in a situation where it would have cost Topps nothing to do so. Eisner would have had no contractual basis to complain about a Topps board decision to treat Upper Deck as an Excluded Party in light of Upper Deck's 10% higher bid price.

Upper Deck's first bid may not have been a Superior Proposal. But Topps had no reason to believe that the terms of Upper Deck's bid were non-negotiable, and it would have been reasonable for the Topps directors to have believed that their financing and antitrust concerns were manageable ones that could and, indeed, should have been capable of reasonable resolution in subsequent negotiating rounds. Topps could have gone back to Upper Deck with a proposal to increase the reverse termination fee and could have proposed a reasonable provision to deal with the antitrust concerns. By declaring Upper Deck an Excluded Party, the Topps board would have preserved maximum flexibility to negotiate freely with Upper Deck. The downside of such a declaration is hard to perceive.

The only advantage I can perceive from the decision not to continue talking with Upper Deck was if that decision was intended to signal Topps's insistence on a better bid that satisfied its concerns. But the behavior of the Topps's Incumbent Directors and their advisors, as revealed in this record, does not suggest such a motivation.  . . . 
Upper Deck came back a month later with an improved unsolicited bid. That bid again offered a price materially higher than Eisner's: $10.75 per share. That bid also was, again, not any more financially contingent than Eisner's bid; there was no financial contingency, but Topps's remedy was limited to a $12 million reverse break-up fee. This time, to address Topps's antitrust concerns, Upper Deck offered a strong “come hell or high water” provision offering to divest key licenses if required by antitrust regulators, as well as an opinion by a respected antitrust expert addressing Topps's still unspecified antitrust concerns.

Although the Topps Incumbent Directors did obtain a waiver from Eisner to enter discussions with Upper Deck about this bid, they did not pursue the potential for higher value with the diligence and genuineness expected of directors seeking to get the best value for stockholders. Topps made no reasonable counter-offer on the antitrust issue and failed to identify why the transaction proposed a genuine antitrust concern. Instead, Topps insisted that Upper Deck agree to accept any condition, however extreme, proposed by antitrust regulators, and Topps never acknowledged its own past antitrust victories. Although Topps felt free to negotiate price with Eisner when he was promising to pay a materially lower price, cap his liability at $12 million, and condition his deal on approval by Topps licensors (which Upper Deck did not), it never made reasonable suggestions to Upper Deck about a higher reverse break-up fee, antitrust issues, or price. Furthermore, although it did a deal with Eisner with only very limited remedial recourse if he breached, largely one senses, because of the reputational damage Eisner would suffer if he failed to close, the Topps board never seems to have taken into account the reputational damage Upper Deck would suffer if it did the same, despite its knowledge that Upper Deck has acquired other businesses in the past (remember Fleer?) and may therefore wish to continue to do so.
. . . 
The record before me clearly evidences Shorin's diffidence toward Upper Deck and his comparatively much greater enthusiasm for doing a deal with Eisner. Eisner's deal is premised on continuity of management and involvement of the Shorin family in the firm's business going forward. Upper Deck is in the same business line and does not need Shorin or his top managers.
Although Shorin and the other defendants claim that they truly desire to get the highest value and want nothing more than to get a topping bid from Upper Deck that they can accept, their behavior belies those protestations. In reaching that conclusion, I rely not only on the defendants' apparent failure to undertake diligent good faith efforts at bargaining with Upper Deck, I also rely on the misrepresentations of fact about Upper Deck's offer that are contained in Topps's public statements.
This raises the related issue of how the defendants have used the Standstill. Standstills serve legitimate purposes. When a corporation is running a sale process, it is responsible, if not mandated, for the board to ensure that confidential information is not misused by bidders and advisors whose interests are not aligned with the corporation, to establish rules of the game that promote an orderly auction, and to give the corporation leverage to extract concessions from the parties who seek to make a bid.
But standstills are also subject to abuse. Parties like Eisner often, as was done here, insist on a standstill as a deal protection. Furthermore, a standstill can be used by a target improperly to favor one bidder over another, not for reasons consistent with stockholder interest, but because managers prefer one bidder for their own motives.
In this case, the Topps board reserved the right to waive the Standstill if its fiduciary duties required. That was an important thing to do, given that there was no shopping process before signing with Eisner.
The fiduciary out here also highlights a reality. Although the Standstill is a contract, the Topps board is bound to use its contractual power under that contract only for proper purposes. On this record, I am convinced that Upper Deck has shown a reasonable probability of success on its claim that the Topps board is misusing the Standstill. As I have indicated, I cannot read the record as indicating that the Topps board is using the Standstill to extract reasonable concessions from Upper Deck in order to unlock higher value. The Topps board's negotiating posture and factual misrepresentations are more redolent of pretext, than of a sincere desire to comply with their Revlon duties.
Frustrated with its attempt to negotiate with Topps, Upper Deck asked for a release from the Standstill to make a tender offer on the terms it offered to Topps and to communicate with Topps's stockholders. The Topps board refused. That refusal not only keeps the stockholders from having the chance to accept a potentially more attractive higher priced deal, it keeps them in the dark about Upper Deck's version of important events, and it keeps Upper Deck from obtaining antitrust clearance, because it cannot begin the process without either a signed merger agreement or a formal tender offer.
Because the Topps board is recommending that the stockholders cash out, its decision to foreclose its stockholders from receiving an offer from Upper Deck seems likely, after trial, to be found a breach of fiduciary duty. If Upper Deck makes a tender at $10.75 per share on the conditions it has outlined, the Topps stockholders will still be free to reject that offer if the Topps board convinces them it is too conditional. Indeed, Upper Deck is not even asking for some sort of prior restraint preventing the Topps board from implementing a rights plan in the event of a tender offer (although Upper Deck has indicated that will begin round two of this litigation if Topps does). What Upper Deck is asking for is release from the prior restraint on it, a prior restraint that prevents Topps's stockholders from choosing another higher-priced deal. Given that the Topps board has decided to sell the company, and is not using the Standstill Agreement for any apparent legitimate purpose, its refusal to release Upper Deck justifies an injunction. Otherwise, the Topps stockholders may be foreclosed from ever considering Upper Deck's offer, a result that, under our precedent, threatens irreparable injury.
Similarly, Topps went public with statements disparaging Upper Deck's bid and its seriousness but continues to use the Standstill to prevent Upper Deck from telling its own side of the story. The Topps board seeks to have the Topps stockholders accept Eisner's bid without hearing the full story. That is not a proper use of a standstill by a fiduciary given the circumstances presented here. Rather, it threatens the Topps stockholders with making an important decision on an uninformed basis, a threat that justifies injunctive relief. 

As this reasoning recognizes, one danger of an injunction based on the Topps board's refusal to waive the Standstill is that it will reduce the board's leverage to bargain with Upper Deck. Because this record suggests no genuine desire by the board to use the Standstill for that purpose, that danger is minimal. To address it, however, the injunction I will issue will not allow Upper Deck to go backwards as it were. The Merger vote will be enjoined until after Topps has granted Upper Deck a waiver of the Standstill to: (1) make an all shares, non-coercive tender offer of $10.75 cash or more per share, on conditions as to financing and antitrust no less favorable to Topps than contained in Upper Deck's most recent offer; and (2) communicate with Topps stockholders about its version of relevant events. The parties shall settle the order in good faith so as to avoid any timing inequities to either Eisner or Upper Deck, and therefore to the Topps stockholders. The injunction will not permit Upper Deck any relief from its obligations not to misuse Topps's confidential information.
. . .
 The other danger of an injunction of this kind is premised on a fear that stockholders will make an erroneous decision. In this regard, it is notable that nothing in this decision purports to compel the Topps board to enter a merger agreement with Upper Deck that it believes to be unduly conditional. What this decision does conclude is that, on this record, there is no reasonable basis for permitting the Topps board to deny its stockholders the chance to consider for themselves whether to prefer Upper Deck's higher-priced deal, taking into account its unique risks, over Eisner's lower-priced deal, which has its own risks. If the Topps board sees the Upper Deck tender offer and believes it should not be accepted, it can tell the stockholders why. It can even consider the use of a rights plan to prevent the tender offer's procession, if it can square use of such a plan with its obligations under Revlon and Unocal. But it cannot at this point avoid an injunction on the unsubstantiated premise that the Topps stockholders will be unable, after the provision of full information, rationally to decide for themselves between two competing, non-coercive offers.
* * * 
Questions

As in Netsmart, is Vice Chancellor Strine “substitut[ing] [his own] business judgment for that of the directors,” contrary to the teaching of Paramount Communications, Inc. v. QVC Network Inc.?  Or is Topps’ decision not to waive the Standstill with Upper Deck outside QVC’s “range of reasonableness”?  Finally, do you agree with Vice Chancellor Strine’s conclusion (in the final paragraph of the excerpt) that the risk of shareholder error in responding to an Upper Deck tender offer is insufficient to justify Topps’ refusal to waive the Standstill?  Is that conclusion consistent with Time v. Paramount (page 836), where the Delaware Supreme Court permitted Time to create obstacles to Paramount’s hostile bid because of the concern “that Time shareholders might elect to tender into Paramount’s cash offer in ignorance or a mistaken belief of the strategic benefic which a business combination with Warner might produce.” (See page 846.)
(c) In re Lear Corporation Shareholder Litigation, 2007 WL 1732588 (Del. Ch., June 15, 2007).  In Lear, decided only one day after Topps, Vice Chancellor Strine declined to find any Revlon violations in connection with a proposed merger between Lear, a public company, and an entity controlled by Carl Icahn, American Real Estate Partners.  In Lear, as in Netsmart and Topps, Vice Chancellor Strine once again found a less than perfect sales process.   Among other things, the court criticized the decision of the Special Committee of Lear’s directors to permit Lear’s CEO, Robert Rossiter, to negotiate the key terms of the merger with Icahn outside the presence of independent directors or the Special Committee’s investment banker and without any specific pricing guidance from the Special Committee.  The court found this delegation problematic because “Rossiter had powerful interests to agree to a price and terms suboptimal for public investors so long as the resulting deal (1) allowed him to promptly liquidate his equity holdings; (2) secured his ability to accelerate and cash-out his retirement benefits; and (3) gave him the chance to continue in his managerial positions for a reasonable time, with a continued equity stake in Lear that would allow him to profit from its future performance.”  Accordingly, the court concluded that “it would have been preferable for the Special Committee to have had its chairman or, at the very least, its lead banker participate with Rossiter in the negotiations with Icahn.”  

But the court declined to find a Revlon violation because “[r]easonableness, not perfection . . . is the metric.”  Applying this metric, the court determined that, despite its reliance on Rossiter, the Special Committee’s “overall approach” to obtaining the best price for the shareholders was “reasonable.”  The court based its determination, in large part, on the apparent effectiveness of the market test to which Icahn’s offer would be subject.  In this connection, the court noted, among other things, the elimination of Lear’s poison pill in 2004, the fact that Lear had been perceived as “having been on sale” since April 2006, the reasonableness of Icahn’s deal protection devices (including a 3.5% termination fee and limited matching rights), and Icahn’s agreement to vote his substantial Lear holdings in favor of a superior proposal embraced by Lear’s board.  Despite its refusal to find a Revlon violation, however, the court did issue a limited preliminary injunction requiring supplemental disclosures of Rossiter’s conflicts of interest before a shareholder vote on the Icahn merger.
Can Lear be reconciled with Netsmart and Topps?  Do you agree that the market check in Lear was reasonable, while the market checks in Netsmart and Topps were not?  How would you advise a public company in connection with a private equity merger?   Must control of the negotiations and the sales process always be delegated to a special committee of independent directors (as in the case of management buyouts) when senior managers face conflicts like those in Netsmart, Topps and Lear?  Or can even conflicted senior managers continue to play some role in the sales process?  Finally, do you agree that reducing the role of conflicted senior managers is the best way to obtain the highest possible price for the shareholders?
Page 874, add after Note 4:

(5) Omnicare distinguished.  In Orman v. Cullen, 2004 WL 2348395 (Del. Ch. 2004), the majority shareholders of General Cigar Holdings, Inc. agreed not sell their shares, and to vote their shares against any alternative acquisition proposal, for 18 months following any termination of the merger agreement.  The minority shareholders contended, among other things, that this agreement constituted a violation of Omnicare’s per se rule against absolute lock-ups.  The Chancery Court disagreed, noting, among other things, that the General Cigar board retained a fiduciary out, allowing it to consider superior proposals and recommend against the original transaction, and also that the merger was conditioned on approval of a majority of the minority shareholders. The court therefore concluded that, “[u]nlike Omnicare, nothing in the merger or stockholder agreements made it ‘mathematically certain’ that the transaction would be approved,” even if the agreements assured that any alternative transaction would be delayed by at least 18 months.  Do you agree with the court’s conclusion that an 18-month delay on alternative transactions should not be deemed disproportionate under Unocal? Contrast Quickturn, excerpted in the next subsection, where the Delaware Supreme Court invalidated a no-hand poison pill under Del. G.C.L. § 141(a), because it restricted the power of a newly elected board of directors to negotiate the sale of the corporation for the six-month period following the board’s election.

Page 887, add at end of first paragraph of Note 7:

These issues regarding shareholder bylaws were raised in a lawsuit by Professor Lucian Bebchuk of Harvard seeking, as the owner of 140 shares, to amend CA, Inc. bylaws to require that a shareholder rights plan be adopted or amended by unanimous director vote and expire no later than a year after amendment or adoption, unless the stockholders have ratified the plan. Bebchuk sued in the Delaware Chancery Court for a declaratory judgment as to the validity of the proposed bylaw. The SEC declined to say it would take no action if CA’s omitted a shareholder proposal under SEC Rule 14a-8 (see Text §7.04) to adopt the bylaw pending the Delaware decision.  Although the shareholders probably can amend the bylaws to require a unanimous director vote under Del. G.C.L. § 141(b), it is not clear under the law discussed in the Text whether they can restrict the board’s power to enter into plans that last more than a year.  Bebchuk v. CA, Inc., 2006 WL 1805545 (Del.Ch. June 22, 2006), at 6, denied declaratory relief "because the relevant events requiring the court's review may never occur, and the facts on which the court's resolution of this highly important, and unsettled, matter may change. In that context, the court runs a high risk of ruling improvidently. Absent some compelling reason to take that risk, the well established doctrine of ripeness requires this court to refuse jurisdiction over the case at hand, and to refrain from issuing a purely advisory opinion on an ill developed record."  For discussion of the case, see Ribstein, Ideoblog, Lucian Bebchuk, Shareholder Activist, (June 16, 2006), available at http://busmovie.typepad.com/ideoblog/2006/06/lucian_bebchuk_.html. For discussion of other Bebchuk corporate governance initiatives, see Lucian Bebchuk Policy & Advocacy,  http://www.law.harvard.edu/faculty/bebchuk/policy.htm.
Page 888, add before the Problem:
Even if Quickturn prevents boards of directors from limiting their power to remove poison pills, can boards of directors nonetheless limit their power to adopt (or extend) poison pills? Consider the following case.  

UniSuper Ltd. v. News Corp.

Delaware Chancery Court

2005 WL 3529317 (Del.Ch. Dec. 20, 2005)
[UniSuper arose from a promise by the News Corp.’s board of directors to limit any poison pill adopted following the company’s reincorporation in Delaware to a one-year term, unless shareholders approved.  The policy was allegedly adopted to induce certain institutional shareholders to vote in favor of the reincorporation. Further facts from the court’s opinion follow:]
. . .[O]n October 7, 2004, News Corp. sent a letter to all of its shareholders and option-holders stating:

[T]he board ... has established a policy [(the “Board Policy”)] that if any stockholder rights plan (known as a 'poison pill') is adopted without stockholder approval, it will expire after one year unless it is ratified by stockholders. This policy will not permit the plan to be rolled over for successive one-year terms on substantially the same terms and conditions or to the same effect without stockholder ratification.

On October 26, 2004, the shareholders and options-holders of News Corp. voted to approve the reorganization. The plaintiffs voted in favor of the reorganization and did not appear in court to object to the reorganization.
On November 8, 2004, Liberty Media Corporation ("Liberty Media") suddenly appeared as a potential hostile acquiror for News Corp. Liberty Media announced it had entered into an arrangement with a third party allowing it to acquire an additional 8% of News Corp.'s voting stock, thereby increasing its ownership to more than 17% of the voting stock. In response to this threat, News Corp.'s board adopted a poison pill, which it announced in a November 8, 2004 press release. In this press release, the board also announced that, going forward, it might or might not implement the Board Policy depending on whether it deemed the policy "appropriate in light of the facts and circumstances existing at such time." One year later, on November 8, 2005, the board extended the poison pill without a shareholder vote, in contravention of the Board Policy.

Plaintiffs, a group of Australian institutional investors, filed their complaint on October 7, 2005 [, claiming among other things, that the Board Policy constituted a contract with the shareholders that was breached when the board extended its poison pill in November 2005.] . . .  As relief for [this claim], plaintiffs seek a judgment declaring the Company's poison pill invalid and enjoining defendants from extending the pill without first obtaining approval from the Company's shareholders.

. . .

iii. Unenforceability
Defendants assert that, even if plaintiffs are right about the existence, substance and interpretation of the alleged contract, the contract is unenforceable as a matter of law.  Defendants offer two arguments in support of this proposition.
a. Section 141(a)
Defendants first argue the alleged agreement is inconsistent with the general grant of managerial authority to the board in Section 141(a) of the Delaware General Corporation Law. According to defendants, Section 141(a) vests power to manage the corporation in the board of directors and requires that any limitation on this power be in the certificate of incorporation. Defendants contend that an agreement to hold a shareholder vote on poison pills (or any other issue affecting the business and affairs of the corporation) is unenforceable unless memorialized in the certificate of incorporation.
By definition, any contract a board could enter into binds the board and thereby limits its power. Section 141(a) does not say the board cannot enter into contracts. It simply describes who will manage the affairs of the corporation and it precludes a board of directors from ceding that power to outside groups or individuals.
The fact that the alleged contract in this case gives power to the shareholders saves it from invalidation under Section 141(a). The alleged contract . . . did not cede power over poison pills to an outside group; rather, it ceded that power to shareholders. In effect, defendants' argument is that the board impermissibly ceded power to the shareholders. Defendants' argument is that the contract impermissibly restricted the board's power by granting shareholders an irrevocable veto right over a question of corporate control.

Delaware's corporation law vests managerial power in the board of directors because it is not feasible for shareholders, the owners of the corporation, to exercise day-to-day power over the company's business and affairs. Nonetheless, when shareholders exercise their right to vote in order to assert control over the business and affairs of the corporation the board must give way. This is because the board's power--which is that of an agent's with regard to its principal--derives from the shareholders, who are the ultimate holders of power under Delaware law.49 
b. Paramount, QVC, and Omnicare
Defendants cite three Supreme Court of Delaware cases50 in support of their second argument that the agreement in this case should be unenforceable as a matter of law. Generally speaking, these cases stand for the proposition that a contract is unenforceable if it would require the board to refrain from acting when the board's fiduciary duties require action. 

Stripped of its verbiage, defendants' argument is that the News Corp. board impermissibly disabled its fiduciary duty to shareholders by putting into shareholders' hands the decision whether to keep a poison pill.53 The three cases cited by defendants do not operate to invalidate contracts of this sort. Each of the three cases cited by defendants invalidated contracts the board used in order to take power out of shareholders' hands.
In Paramount the board agreed with an acquiror--Viacom--to adopt deal protective measures, including a no-shop provision, a termination fee, and a grant of stock options to the acquiror. When a competing bidder-- QVC--offered shareholders more for their shares, the target board refused to negotiate on the grounds that they were precluded from doing so by the contractual agreements with Viacom. The Supreme Court held that these contractual provisions were invalid and unenforceable to the extent they limited the directors' fiduciary duties under Delaware law or prevented the directors from carrying out their fiduciary duties under Delaware law. 

In Quickturn the board amended the company's poison pill so that no newly elected board could redeem the pill for six months after taking office. This "delayed redemption provision" was adopted as a defensive measure in response to a tender offer by a would-be acquiror. The Supreme Court held that the provision was invalid and unenforceable because it would prevent a future board from rescinding the poison pill, even in circumstances where the future board concluded that redeeming the pill was in the best interests of shareholders.
The contracts in Paramount and Quickturn were defensive measures that took power out of the hands of shareholders.59 The contracts raised the "omnipresent specter" that the board was using the contract provisions to entrench itself, i.e., to prevent shareholders from entering into a value-enhancing transaction with a competing acquiror. In this case, the challenged contract put the power to block or permit a transaction directly into the hands of shareholders. Unlike in Paramount and Quickturn, there is no risk of entrenchment in this case because shareholders will make the decision for themselves whether to adopt a defensive measure or leave the corporation susceptible to takeover.
In Omnicare the board entered into a merger agreement with an acquiror. As part of the merger agreement, the board agreed to submit the merger agreement to stockholders even if the board later determined the merger was not in the best interests of shareholders. Also as part of the merger agreement, two directors who were shareholders irrevocably committed to vote in favor of the merger. These two directors owned a majority of the company's voting power. The result of these deal protective measures was that the deal was completely locked-up. The Supreme Court of Delaware held that the agreement to submit the deal to a shareholder vote was unenforceable because it resulted in the board disabling its ability to exercise its fiduciary duties to the minority shareholders. 

Omnicare does not invalidate the contract in this case. Unlike the board in Omnicare, the News Corp. board entered into a contract that empowered shareholders; it gave shareholders a voice in a particular corporate governance matter, viz., the poison pill. It makes no sense to argue that the News Corp. board somehow disabled its fiduciary duties to shareholders by agreeing to let the shareholders vote on whether to keep a poison pill in place. This argument is an attempt to use fiduciary duties in a way that misconceives the purpose of fiduciary duties. Fiduciary duties exist in order to fill the gaps in the contractual relationship between the shareholders and directors of the corporation. Fiduciary duties cannot be used to silence shareholders and prevent them from specifying what the corporate contract is to say. Shareholders should be permitted to fill a particular gap in the corporate contract if they wish to fill it. This point can be made by reference to principles of agency law: Agents frequently have to act in situations where they do not know exactly how their principal would like them to act. In such situations, the law says the agent must act in the best interests of the principal. Where the principal wishes to make known to the agent exactly which actions the principal wishes to be taken, the agent cannot refuse to listen on the grounds that this is not in the best interests of the principal.
To the extent defendants argue that the board's fiduciary duties would be disabled after a hypothetical shareholder vote, this argument also misconceives the nature and purpose of fiduciary duties. Once the corporate contract is made explicit on a particular issue, the directors must act in accordance with the amended corporate contract. There is no more need for the gap-filling role performed by fiduciary duty analysis.  Again, the same point can be made by reference to principles of agency law: Where the principal makes known to the agent exactly which actions the principal wishes to be taken, the agent must act in accordance with those instructions.

. . .
Notes and Questions

(1) Consistency of UniSuper with the Delaware statute and precedents.  Do you agree with the court that boards of Delaware corporations can cede power to the corporation’s shareholders without violating Del. G.C.L. § 141(a)?  Is this conclusion consistent with Quickturn, which invalidated a slow-hand poison pill under § 141(a) at least in part because the slow-hand provision interfered with the board’s fundamental power to negotiate a sale of the corporation?  The court draws a line, for purposes of § 141(a), between ceding powers to outside groups and individuals and ceding powers to the shareholders.  Is that line consistent with the language or policy of § 141(a)?  Apart from the basic theoretical issue concerning the allocation of power between shareholders and directors, can the board’s power be restricted other than through a provision in the certificate? See Ribstein, Ideoblog, The UniSuper case: the board as shareholders’ agents (December 29, 2005), http://busmovie.typepad.com/ideoblog/2005/12/the_unisuper_ca.html; Ribstein, Ideoblog, More on UniSuper and the scope of board power (December 31, 2005), http://busmovie.typepad.com/ideoblog/2005/12/more_on_unisupe.html.  
(2) UniSuper and fiduciary duties.  The court also rejects the defendants’ argument that limiting the board’s power to extend or adopt a poison pill impermissibly limits the board’s fiduciary duties to the shareholders.  Do you agree with the court’s distinction of Paramount, Quickturn, and Omnicare?  Are fiduciary duties even relevant in light of Section 141(a)? 
 (3) Shareholder bylaws revisited.  Reconsider shareholders’ power to adopt bylaws mandating board action in light of UniSuper.  (See Note 7 on page 887 of the Text.)  Does UniSuper mean that shareholders can use their power to amend the corporation’s bylaws to effectively control all corporate decisionmaking? Should the shareholders’ power to enter into agreements like the one in this case be more, or less, extensive than their power to enter into bylaws under Section 109?
(4) The UniSuper aftermath.  The Chancery Court initially granted the UniSuper defendants permission to file an interlocutory appeal of the court’s refusal to dismiss the plaintiffs’ breach of contract claim, but the Delaware Supreme Court declined to hear the appeal and the parties subsequently settled the case before trial.
Page 912, add at the end of Note 4:

The Pennsylvania Legislature returned to the fray in 2006, when it adopted legislation amending the corporation statute to prevent removal of directors without cause and to permit a party to acquire more than 20% of a corporation’s stock without triggering the power of other shareholders to demand “fair value” for their shares, all apparently to help Sovereign Bancorp, a Pennsylvania banking corporation, fend off a challenge by its largest shareholder.  The portion of the statute dealing with removal of directors without cause was denied retroactive application in Relational Investors LLC v. Sovereign Bancorp, Inc., 417 F. Supp. 2d 438 (S.D.N.Y. 2006).

Page 981, add at end of Note 1:
In re Cox Communications Inc. Shareholders Litigation,65a provided a significant analysis by Vice Chancellor Strine of the standards applied in both Lynch and the Unocal Exploration line of cases. The Chancellor criticized the lack of a role in the Lynch analysis for majority of minority shareholder approval, as well as the inapplicability of the business judgment rule to any of these transactions – a situation that contributed to the attorneys’ fee issue discussed in the Supplement to page 579.  The court proposed the following standard:

if a controller proposed a merger, subject from inception to negotiation and approval of the merger by an independent special committee and a Minority Approval Condition, the business judgment rule should presumptively apply. In that situation, the controller and the directors of the affected company should be able to obtain dismissal of a complaint unless: 1) the plaintiffs plead particularized facts that the special committee was not independent or was not effective because of its own breach of fiduciary duty or wrongdoing by the controller (e.g., fraud on the committee); or 2) the approval of the minority stockholders was tainted by misdisclosure, or actual or structural coercion.65b
The court also proposed to reconcile the seeming discrepancy between Lynch and the tender offer plus merger situation governed by Unocal Exploration by applying the following standard in this situation:

In the case of a tender offer by a controlling stockholder, the controlling stockholder could be relieved of the burden of proving entire fairness if: 1) the tender offer was recommended by an independent special committee; 2) the tender offer was structurally non-coercive in the manner articulated by Pure Resources; and 3) there was a disclosure of all material facts. In that case, the transaction should be immune from challenge in a breach of fiduciary duty action unless the plaintiffs pled particularized facts from which it could be inferred that the special committee's recommendation was tainted by a breach of fiduciary duty or that there was a failure in disclosure.65c
The court reasoned that this would afford the shareholders the same combination of a special committee and “non-coerced, fully informed approval by the minority stockholders” that was available in Lynch transactions.  
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114a See Paragraph 406 of the complaint brought by the New York State Comptroller in the WorldCom case, available at � HYPERLINK "http://www.worldcomlitigation.com/courtdox/WorldCom8.03cplt.pdf" ��http://www.worldcomlitigation.com/courtdox/WorldCom8.03cplt.pdf�.  For more discussion of this complaint see the Supplement to page 372.


11a See p. 11 of the complaint brought by Alan G. Havesi, New York State Comptroller on behalf of New York state retirement funds. The complaint is available at � HYPERLINK "http://www.worldcomlitigation.com/courtdox/WorldCom8.03cplt.pdf" ��http://www.worldcomlitigation.com/courtdox/WorldCom8.03cplt.pdf�. The WorldCom audit committee’s failings are laid out at pages 151-72. 


11b The WorldCom settlements are detailed at � HYPERLINK "http://www.worldcomlitigation.com/" ��http://www.worldcomlitigation.com/�.


11c See Ben White, Former Directors Agree To Settle Class Actions Enron, WorldCom Officials to Pay Out of Pocket, WASH. POST, January 8, 2005 at E1, available at � HYPERLINK "http://www.washingtonpost.com/wp-dyn/articles/A57696-2005Jan7.html" ��http://www.washingtonpost.com/wp-dyn/articles/A57696-2005Jan7.html�. 
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52a E. Norman Veasey & Christine T. Di Guglielmo, What Happened in Delaware Corporate Law and Governance From 1992–2004? A Retrospective on Some Key Developments, 153 U. PA. L. REV. 1399, 1445-47 (2005).


31 In the earlier proceedings in this case, defendants represented that Graef Crystal served as the expert with regard to Ovitz's employment, arguably providing the board with the statutory safe harbor under �HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=++++1.0&vr=2.0&DB=1000005&DocName=DESTT8S141&FindType=L" ��8 ��HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=++++1.0&vr=2.0&DB=1000005&DocName=DESTT8S141&FindType=L" ��Del. C.� §  141(e).  The new complaint, however, alleges that Graef Crystal was hired as the expert with regard to Eisner's new employment agreement, not Ovitz's agreement.  Accepting this change in facts as true for purposes of this motion, Disney's board is not entitled to invoke §  141(e)'s protection based on a board's reliance upon a qualified expert selected with reasonable care.


* [The complaint alleged that draft agreement only provided for a non-fault termination if Disney wrongfully terminated Ovitz, or  Ovitz died or become disabled, while the final version offered Ovitz a non-fault termination as long as Ovitz did not act with gross negligence or malfeasance.  Ed.]


32 Plaintiffs allege that the present value of the cash and the value of the stock options totaled over $140 million to Ovitz as severance.  At this time I need not determine whether plaintiffs' allegations as to the value of the payout are correct or incorrect.


497 Eisner's stellar track record as the Company's Chairman and CEO over the preceding eleven years (from 1984 to 1995) bolsters his belief that his decisions generally benefit the Company and its shareholders.


522 Because I have rejected plaintiffs' argument that Ovitz's hiring was legally a “done deal” as of August 14, 1995 because the OLA was expressly subject to the approval of the board and compensation committee, the amount of contact that Poitier and Lozano did or did not have with Russell and Watson before September 26, 1995, is immaterial. But see �HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=162&FindType=Y&ReferencePositionType=S&SerialNum=1985114193&ReferencePosition=884" ��Van Gorkom,��HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=162&FindType=Y&ReferencePositionType=S&SerialNum=1985114193&ReferencePosition=884" �� 488 A.2d at 884� (concluding that Trans Union's press release of October 9, together with the amendments to the merger agreement executed October 10, “had the clear effect of locking Trans Union's Board into the Pritzker Agreement”). Poitier and Lozano made a decision on September 26, 1995 when they voted to approve the terms of his contract. As a result, their level of knowledge or involvement before that date is only relevant insofar as it informs the Court as to their accumulated knowledge on September 26, 1995, when the business judgment was made. For this reason, it is also irrelevant that Poitier and Lozano did not attend the meeting between Russell, Watson and Crystal on August 10; nor is their failure to attend the meeting (or even be invited) evidence that Russell or Watson were shirking their duties by working by themselves without the other two members of the committee. Certainly the more ideal scenario would have been for Poitier and Lozano to have been both better qualified and more involved, but again, defendants' conduct is not measured against the best practices of corporate governance.


533 Eisner's decision to enter into the OLA with Ovitz, and the compensation committee's later decision to approve the economic terms of the OEA on September 26, 1995, have to be understood in context. In fiscal 1996, the Company had almost $19 billion in revenues, and more than $3 billion in operating income. Roth, below both Eisner and Ovitz in the chain of command, had authority to budget the development and marketing of feature films, apparently without prior authorization from Eisner, Ovitz or the board. . . . According to a contemporary memorandum written by Eisner, an average live-action feature film cost $33 million to develop and another $19 million to market and distribute, for a total cost of $52 million per film. Disney had budgeted thirty such live-action feature films for fiscal 1996, though Eisner expected that number to decline by one-third in the coming years. Eisner also believed that Roth was responsible for losses of $60 million attributable only to three films, and that his expenditures were $90 million “more than what was prudent.” (two box office failures alone resulted in a $45 million negative variance to profit forecasts). The big-budget summer blockbuster, The Rock, was expected to cost $122.9 million ($67 million in development, and another $55.9 million in distribution and marketing), and Ransom, to be released just two weeks after The Rock, was expected to cost $126 million ($68.6 million in production, and $57.4 in distribution and marketing). Between these two motion pictures alone, Roth had the authority to spend almost $250 million, with an expected profit of ten percent. If Roth had this much authority, the proposition that Eisner, the Company's chief executive officer, entered into the OLA without prior board authorization, or that the compensation committee approved Ovitz's contract based upon a term sheet and upon less than an hour of discussion, seems eminently reasonable given the OEA's (relatively small) economic size.


550 Although Crystal testified that he viewed his role as nothing more than a “high-priced calculator,” nothing in the record suggests the compensation committee placed such a restriction on Crystal's work or analysis of the OEA. In the parts of the record just cited, Crystal laments that the compensation committee did not follow his recommendations. I believe it is important to understand that the compensation committee relied in good faith on Crystal's report and analysis even though they chose not to follow Crystal's recommendations to the letter. The role of experts under �HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000005&DocName=DESTT8S141&FindType=L" ��§  141(e)� is to assist the board's decisionmaking-not supplant it. An interpretation of �HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000005&DocName=DESTT8S141&FindType=L" ��§  141(e)�  that would require boards to follow the advice of experts (substantially? completely? in part?) before being able to claim reliance on those experts would be in conflict with the mandate in �HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1000005&DocName=DESTT8S141&FindType=L" ��§  141(a)� that the corporation is to be managed “by or under the direction of a board of directors.”


559 Furthermore, the compensation committee did not commit a later breach of fiduciary duty nor act in bad faith (or fail to act in good faith) when the final version of the OEA was executed without their approval. The resolution passed on September 26, 1995 clearly contemplated that some details had yet to be decided, and as I concluded on Ovitz's motion for summary judgment, no material changes to the OEA were made during Ovitz's tenure as President. . . . .


58 That determination stands independent of, and without regard to, whether the OEA and the NFT payout were properly approved, constituted a waste of assets or were otherwise the product of a breach of fiduciary duty by the Disney defendants. The appellants claim that the approval of the OEA and the NFT payout to Ovitz were legally improper on all these grounds. Those claims are addressed in Parts IV and V of this Opinion.


77 The cash portion of the NFT payout after one year would be the sum of: (i) the present value of Ovitz's remaining salary over the life of the contract (4 years x $1 million/yr = $4 million, reduced to present value), plus (ii) the present value of his unpaid annual bonus payments ($7.5 million/yr x 4 years = $30 million, discounted to present value), plus (iii) $10 million cash for the second tranche of options. These amounts total $44 million before discounting the $34 million of annual salaries and bonuses to present value. The actual cash payment to Ovitz was $38.5 million, which, it would appear, reflects the then-present value of the $34 million of salaries and bonuses.


78 Or, if it is assumed that the compensation committee would have estimated the cash portion of an NFT payout after one year at $40 million, then the value of the option portion would have been $90 million.


The appellants also contend, in this connection, that Poitier and Lozano were not properly informed because they were not furnished with Crystal's August 26 letter. That letter, however, was based upon Crystal's misunderstanding about the guarantee originally proposed as a feature of the stock options. Once Russell cleared up that misunderstanding, Crystal revised his original letter to comport with the facts and sent the revised letter to Russell and Watson, who then described the revised letter's contents to Poitier and Lozano at the September 26, 1995 meeting.


98 The Chancellor observed, after surveying the sparse case law on the subject, that both the meaning and the contours of the duty to act in good faith were “[s]hrouded in the fog of ... hazy jurisprudence.” Post-Trial Op. at *35.


99 See, e.g., Hillary A. Sale, �HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1111&FindType=Y&SerialNum=0296947202" ��Delaware's Good Faith,��HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1111&FindType=Y&SerialNum=0296947202" �� 89 Cornell L.Rev. 456 (2004)�; Matthew R. Berry, �HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1281&FindType=Y&SerialNum=0302975210" ��Does Delaware's Section 102(b)(7) Protect Reckless Directors From Personal Liability? Only if Delaware Courts Act in Good Faith,��HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1281&FindType=Y&SerialNum=0302975210" �� 79 Wash. L.Rev.. 1125 (2004)�; John L. Reed and Matt Neiderman, �HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1127&FindType=Y&SerialNum=0300948474" ��Good Faith and the Ability of Directors to Assert §  102(b)(7) of the Delaware Corporation Law as a Defense to Claims Alleging Abdication, Lack of Oversight, and Similar Breaches of Fiduciary Duty,��HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1127&FindType=Y&SerialNum=0300948474" �� 29 Del. J. Corp. L. 111 (2004)�; David Rosenberg, �HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1127&FindType=Y&SerialNum=0303154656" ��Making Sense of Good Faith in Delaware Corporate Fiduciary Law: A Contractarian Approach,��HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1127&FindType=Y&SerialNum=0303154656" �� 29 Del. J. Corp. L. 491 (2004)�; Sean J. Griffith, �HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1133&FindType=Y&SerialNum=0307661252" ��Good Faith Business Judgment: A Theory of Rhetoric in Corporate Law Jurisprudence,��HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1133&FindType=Y&SerialNum=0307661252" �� 55 Duke L.J. 1 (2005)� (“Griffith”); Melvin A. Eisenberg, The Duty of Good Faith in Corporate Law, 31 Del. J. Corp. L. 1 (2005); Filippo Rossi, Making Sense of the Delaware Supreme Court's Triad of Fiduciary Duties (June 22, 2005), available at http://ssrn.com/abstract=755784; Christopher M. Bruner, “Good Faith,” State of Mind, and the Outer Boundaries of Director Liability in Corporate Law (Boston Univ. Sch. of Law Working Paper No. 05-19), available at http://ssrn.com/abstract=832944; Sean J. Griffith & Myron T. Steele, On �HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1105&FindType=Y&SerialNum=0322945141" ��Corporate Law Federalism Threatening the Thaumatrope,��HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1105&FindType=Y&SerialNum=0322945141" �� 61 Bus. Law. 1 (2005)�


100 See, e.g., Robert Baker, �HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=186521&FindType=Y&SerialNum=0306146665" ��In Re Walt Disney: What It Means To The Definition Of Good Faith, Exculpatory Clauses, and the Nature of Executive Compensation,��HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=186521&FindType=Y&SerialNum=0306146665" �� 4 Fla. St. U. Bus. Rev. 261 (2004-2005)�; Tara L. Dunn, The �HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=100171&FindType=Y&SerialNum=0307418426" ��Developing Theory of Good Faith In Director Conduct: Are Delaware Courts Ready To Force Corporate Directors To Go Out-Of-Pocket After Disney IV?,��HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=100171&FindType=Y&SerialNum=0307418426" �� 83 Denv. U.L.Rev.. 531 (2005)�.


104 An example of such overlap might be the hypothetical case where a director, because of subjective hostility to the corporation on whose board he serves, fails to inform himself of, or to devote sufficient attention to, the matters on which he is making decisions as a fiduciary. In such a case, two states of mind coexist in the same person: subjective bad intent (which would lead to a finding of bad faith) and gross negligence (which would lead to a finding of a breach of the duty of care). Although the coexistence of both states of mind may make them indistinguishable from a psychological standpoint, the fiduciary duties that they cause the director to violate-care and good faith-are legally separate and distinct.
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