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INTRODUCTION

In March of 1984 the Delaware Supreme Court decided Aronson
v. Lewis,' another important case related to stockholder derivative suits
and the authority of boards of directors or board committees to secure
the dismissal of such suits. Aronson has several important holdings.
First, it answers the crucial question not resolved in Zapata Corp. v.
Maldonado:2 when is the requirement of a stockholder's demand upon
a board of directors to redress an alleged wrong excused as futile?
Absent any direction from the supreme court, the court of chancery
-had developed its own rule that demand was excused if the plaintiff's
allegations raised a "reasonable inference" that the action of the directors was not protected by the business judgment rule.3 The Delaware
Supreme Court rejected the court of chancery's "reasonable inference"
test and adopted a standard of "reasonable doubt" for the guidance
of trial judges.
Second, Aronson contains an important discussion of the business
judgment rule as it affects the power of a board or committee over
derivative litigation. Indeed, the opinion restates Delaware's business
judgment rule and its limitations. For this reason alone, Aronson should
be considered one of Delaware's leading corporation law cases.'
Finally, Aronson confirms Zapata with regard to the two-step procedure in demand-excused cases and the power of a board or a com* Member of the Delaware and District of Columbia Bars. Retired Corporate
Secretary, E.I. du Pont de Nemours & Co. Georgetown University, B.S., 1942;
Georgetown University, LL.B., 1947. Visiting Professor, Delaware Law School.
I gratefully acknowledge the valuable assistance of Linda J. Hahs of the law
review staff and Paul Young, a second year student, in the preparation of this article.
I also thank William E. Wiggin, Esquire, of the Delaware Bar for his helpful editing
suggestions.
1. 473 A.2d 805 (Del. 1984).
2. 430 A.2d 779 (Del. 1981).
3. Lewis v. Aronson, 466 A.2d 375, 381 (Del. Ch. 1983); Haber v. Bell, 465
A.2d 353 (Del. Ch. 1983); Pogostin v. Rice, No. 6235, slip op. at 8, 12 (Aug. 12,
1983), aff'd, No. 255 (Del. June 21, 1984).
4. See Welch, Dela-are Supreme Court Limits Reach of BusirssJudgment Rule, 6

L.J. 16 (Apr. 30, 1984) [hereinafter cited as Welch]. The author states that
"the discussion of the business judgment rule overshadows the narrow subject of the
stockholder demands." Id. at 16, col. 2. Mr. Welch is a partner of the New York
NAT'L
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mittee to cause the dismissal of derivative suits in both demand-refused
and demand-excused cases. 5
The purpose of this article is to analyze Aronson in the context
of the above matters. It would be useful, however, if the analysis is
preceded by a review of recent Delaware cases concerning the matters
covered in this discussion.
II.

BACKGROUND

Before Zapata Corp. v. Maldonado,6 the clear direction of the state
and federal courts was to approve, as an exercise of business judgment, the decision of disinterested boards or special litigation committees, to terminate derivative litigation. For example, the New York
Court of Appeals in Auerbach v. Bennett7 held that the decision of the
special committee to cause the termination of derivative litigation was
a matter for the business judgment of the board and therefore not
subject to review by the courts. The court so held even though some
of the directors were defendants. 8 The court said:

City firm of Skadden, Arps, Slate, Meagher & Flom practicing in its Wilmington,
Delaware office. Another commentator wrote that the opinion "contains a thoughtful
analysis of the business judgment rule." Veasey, New Insights Into Judicial Deference
to Directors Business Decisions: Should We Trust the Courts?, 39 Bus. LAW. 1461, 1469
(Aug. 1984) [hereinafter cited as Veasey]. Mr. Veasey is a partner of the Wilmington, Delaware firm of Richards Layton & Finger. He is a former president of
the Delaware Bar Association and a former chairman of its Corporation Law
Committee.
5. Chancery Rule 23.1, similar to FED. R. Civ. P. 23.1, states the demand
procedure: "The complaint shall also allege with particularity the efforts, if any, made
by the plaintiff to obtain the action he desires from the directors or comparable authority
and the reasonsfor his failure to obtain the action orfor not making the effort." Id. (emphasis
added).
A recent article states:
Aronson puts Zapata in an entirely new light, since it makes clear that
the business judgment rule will still apply to motions to terminate many
derivative actions, and the two-step test will apply only in those cases (such
as self-dealing by a majority of the board) where the business judgment rule
will not apply. In those instances where demand is futile and the two-step
test applies moreover, Aronson should be of significant guidance with respect
to the major unresolved issues of disinterestedness and the standards and
scope of review.
Block & Prussin, Termination of Derivative Suits Against Directors on Business judgment
Grounds: From Zapata to Aronson, 39 Bus. LAW. 1503, 1523 (1984) [hereinafter cited
as Block & Prussin, Termination of Derivative Suits]. Messrs. Block and Prussin are
members of the New York bar and practice law with Weil, Gotshal & Manges of
New York City.
6. 473 A.2d 805 (Del. 1984).
7. 47 N.Y.2d 619, 393 N.E.2d 994, 419 N.Y.S. 920 (1979).
8. The decision in Auerbach, id., has been criticized. In a recent article, the
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As all parties and both courts below recognize, the
disposition of this case on the merits turns on the proper
application of the business judgment doctrine, in particular
to the decision of a specially appointed committee of
disinterested directors acting on behalf of the board to terminate a shareholder's derivative action. 9
Around the time of the Auerbach decision, federal district courts
and courts of appeal held in several cases that directors who were not
defendants in derivative litigation had the authority either as a board
or a committee to cause the dismissal of shareholder suits under the
business judgment rule. 10
These decisions received a good deal of criticism in law reviews
and other publications." Some of the critics claimed that the trend
signaled the death of the derivative suit. One commentator even argued
that the business judgment rule had no application in a derivative suit
12
against a majority of board members.
It was in this controversial setting that in 1980 the Delaware Court
3
of Chancery decided Zapata under the name of Maldonado v. Fynn.1
III.
A.

THE ZAPATA CASES

The Court of Chancery Decision

Without making demand, a stockholder of Zapata Corporation
author stated: "Remarkably, the Auerbach decision did not once mention the New
York statute granting stockholders the right to bring a derivative action." The author
asserts that in certain states the stockholder's right to file a derivative suit is created
by statute, thus the board of directors should have no right to dismiss the suit under

the business judgment rule. Carter, The Statutory Basisfor Dismissalof Stockholder Driratire
Action by Directors, 9 J. CORP. L. 199 (1984) [hereinafter cited as Carter].
9. Auerbach, 47 N. Y.2d at 629, 393 N.E.2d at 999-1000, 419 N. Y.S.2d at 920.
10. Abbey v. Control Data Corp., 460 F. Supp. 1242 (D. Minn. 1978), aff 'd, 603
F.2d 724 (8th Cir. 1979), cert. denied, 444 U.S. 1017 (1980); Lewis v. Anderson, 615
F.2d 778 (9th Cir. 1979); Gall v. Exxon Corp., 418 F. Supp. 508 (S.D.N.Y. 1976);
Burks v. Lasker, 441 U.S. 471 (1979). In Burks v. Lasker, the majority of the U.S.
Supreme Court court held that federal courts should apply state law governing the
authority of independent directors to discontinue derivative suits to the extent such
law is consistent with the Investment Company Act of 1940 and the Investment Advisers
Act 441 U.S. at 486.
11. Articles critical of these cases include: Dent, The Power of Directors to Terminate Shareholder Litigation: The Death of the Derivatire Suit, 75 Nw. U. L. Ruv. 96
(1980) [hereinafter cited as Dent]; Coffee & Schwartz, The Surriral of the Dericatire
Suit: An Evaluation and a Proposalfor Legislative Reform, 81 COLUM. L. REv. 261 (1981);

Brown, ShareholderDerivative Litigation and the Special Litigation Committee, 43 U. Ptrr.
L. Ray. 601 (1982); Carter, supra note 8.
12. Dent, supra note 11, at 122.
13. 413 A.2d 1251 (Del. Ch. 1980).
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(Zapata) filed a derivative suit to recover from directors and officers
of Zapata for breaches of their fiduciary duties in authorizing the
acceleration of the exercise date of management's stock options. Before
the exercise date, Zapata decided to tender for its own shares. Because
it was predicted that the tender offer would increase the market price
of Zapata's stock, the directors approved the acceleration of the exercise date before public announcement of the offer to permit the optionees
14
to avoid higher federal taxes.
The plaintiff claimed that the acceleration deprived Zapata of a
federal tax deduction equal to the taxes saved by the optionees 5 and
that the optionee-directors and officers had consequently breached a
duty owed to the corporation and its stockholders.
Four years after the suit was brought, Zapata formed a special
investigation committee of two newly elected directors to look into the
allegations in this case and companion cases pending in the federal
courts. 16 Presumably, Zapata appointed this committee to take
advantage of the favorable decisions in the federal and state courts
with respect to the power of a litigation committee over stockholder

14. Id. at 1254.
15. For an explanation of the tax benefits to the directors and officers in this
case, see Note, Zapata Corp. v. Maldonado, A Limitation on the Use of Delaware'sBusiness
Judgment Rule in Stockholder Derivative Suits, 6 DEL. J. CoRP. L. 80, 88 n.62 (1981).
16. Maldonado, 413 A.2d at 1255. One of the companion cases was Maldonado
v. Flynn, 448 F. Supp. 1032 (S.D.N.Y. 1978), aff'd in part, rev'd in part, 597 F.2d
789 (2d Cir. 1979). In this case Maldonado alleged violations of § lOb and rule lOb-5
of the Securities Exchange Act of 1934. He claimed that the directors' action in
accelerating the option exercise date when they knew of the plan for the tender offer
constituted a fraudulent or manipulative device to benefit the defendants. Maldonado
also claimed that Zapata's proxy statement violated proxy rule 14a-9. The court of
appeals agreed with the district court's dismissal of the case except as to the 14a-9
claim. The court said that Zapata should have disclosed that the directors who would
benefit had voted for the modifications of the option plan.
In the district court, Maldonado amended his complaint seeking: (1) to nullify
the election of directors from 1975 to 1979, (2) to enjoin further misleading proxy
statements, and (3) to recover from defendants damages allegedly arising from the
issuance of the claimed deceptive proxy materials. The district court, in dismissing
this case, concluded that "if a committee of independent, personally disinterested
directors of Zapata determined in good faith that in its business judgment the continuation of the suit is not in the best interest of the corporation, the action must
be dismissed." Maldonado v. Flynn, 485 F. Supp. 274, 282 (S.D.N.Y.), appeal docketed,
No. 80-7221 (2d Cir. Dec. 31, 1980).
In a companion federal case, Mahler v. Zapata Corp., 490 F. Supp. 348 (S.D.
Tex. 1980), the federal court in Texas held that on the basis of the chancery court's
opinion in Maldonado v. Flynn, 413 A.2d 1251 (Del. Ch. 1980), the suit brought
by another Zapata shareholder could not be dismissed by action of the special litigation committee.
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litigation. 17 After completing its investigation, the committee deter-

mined that the suit and the companion cases in the federal courts were
contrary to Zapata's best interest and requested counsel to file a motion
8
to dismiss all the cases.1

Vice-Chancellor Hartnett refused to follow the trend of the federal

and state cases that permitted committees of disinterested directors
to cause the dismissal of derivative litigation. This line of cases was
typified by Abbey v. Control Data Corp., where the federal district court

held that Delaware law permitted such committee action.'

9

The vice-chancellor ruled that the "well settled" Delaware law

was to the contrary and "under our system of law, courts and not
litigants should decide the merits of litigation. "20 He concluded that
if the corporation refuses to assert a cause of action it has against
its directors and officers, it no longer has control over the litigation;
therefore, the business judgment rule is irrelevant to the issue because
the stockholders have an individual right to bring an action on behalf
of the corporation to redress a breach of a fiduciary duty. 21 Thus,

the court denied the defendants' motion for dismissal of the lawsuit
and the defendants appealed.
B.

22
The Supreme Court Decision in Zapata

The Delaware Supreme Court held that the court of chancery
erred in holding that a stockholder has an individual right to bring

17. Burks v. Lasker, 441 U.S. 471 (1979). See Stegemoefler, DeriratireActions

and the BusinessJudgment Rule: DirectorialPower to Compel Dismissal, 69 ILL. BJ. 338,

345 (1981).
18. The committee retained special counsel to direct the investigation. It is
reported that tens of thousands of pages of documents were reviewed, including all
the depositions and documents produced in the litigation. Special compensation
consultants were retained and dozens of personal interviews were conducted by the
special counsel, including interviews with plaintiffs' counsel. Payson, Dismissal of

Derivative Actions: The Debate, 6 DEL. J. CORP. L. 522, 523, 524 (1981). This article
also has a good discussion of guidelines related to the appointment of special litigation committees and recommended investigative procedures. Id. at 525-28. Mr. Payson
represented Zapata and argued the case in the Delaware Supreme Court. See also
Payson, Goldman & Inskip, After Maldonado-77ke Role of the SpecialLitigation Committee in the Investigation and Dismissal of Derivative Suits, 37 Bus. LAw. 1199 (1981-82).
These authors are members of the Wilmington, Delaware firm of Potter Anderson
& Corroon.
19. 460 F. Supp. 1242 (D. Minn. 1978), aff'd, 603 F.2d 724 (8th Cir. 1979).
20. Maldonado, 413 A.2d at 1263.
21. Id.
22. Zapata Corp. v. Maldonado, 430 A.2d 779 (Del. 1981).
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the derivative suit if demand is refused. The court said that the board's
decision to request the dismissal of a derivative suit "will be respected
23

unless it is wrongful."1
Further, under section 141(c) 24 of the Delaware Corporation Law,

a board can delegate authority to a committee even if a majority of
the board of directors is "tainted by self interest" and that "[a]fter
an objective and thorough investigation of a derivative suit, an
independent committee may cause its corporation to file a pretrial
' 25
motion to dismiss in the Court of Chancery."

The court held that if demand is made the board's refusal to file
suit will fall under the business judgment rule. In a much quoted footnote of the opinion, the court noted that "where demand was not
made, the power of the board to seek a dismissal, due to disqualification presents a threshold issue." ' 26 In cases where demand is not
made, the court adopted a two-step procedure for the guidance of trial
judges. In establishing this procedure it stated that it is desirable to
"find a balancing point where a bona fide stockholder power to bring
corporate causes of action cannot be unfairly trampled on by the board
27
of directors, but the corporation can rid itself of detrimental litigation."
In step one, a trial court must inquire into the independence and
good faith of the litigation committee and the bases supporting its conclusions. There may be limited discovery to facilitate such inquiries.
In what has been described as a startling development, it was held
that the burden is on the corporation to prove the committee's
independence, good faith, and reasonable investigation. 2 8 If the court
is not satisfied that the committee meets these and other tests, the
29
motion to dismiss should be denied.
In step two, if the court finds that the corporation has met its
burden, the court, in its discretion, should apply its own business judgment in determining whether to grant the motion to dismiss.3 0 This
step, according to the supreme court, is the key in striking the balance
23. Id. at 784.

24.

DEL. CODE ANN. tit. 8, § 141 (1983).
25. Zapata, 430 A.2d at 786, 788.
26. Id. at 784 n.10.
27. Zapata, 430 A.2d at 787.
28. Id. at 788. Block & Prussin, infra note 34, at 61.
29. Zapata, 430 A.2d at 789. It has been said that a careful reading of Zapata
"shows that the court did not hold that it would substitute its own judgment (whether
it is business judgment or judicial judgment) for that of the members of the committee, at least insofar as the committee's decision is based inherently upon business
considerations." Veasey, supra note 4, at 1468. Mr. Veasey's conclusion is based
on the Zapata court's references to settlement cases.

1984]

ARONSON r LEWIS

between legitimate corporate claims as expressed in a derivative suit
and the decision of a special litigating committee. It noted that this
means the trial judge, in the exercise of his judgment, may deny the
motion to dismiss even if the committee establishes its independence
3
and good faith. 1
Scholars have expressed doubt that the authority given to the trial
court by Zapata will produce the balancing point between the
stockholder's power to bring suits and the corporation's ability to rid
itself of detrimental litigation. One comment concluded that "courts
despite the new authority given them by Zapata will continue to defer
to the business judgment justification that the board offers. Engrained
traditions do not disappear overnight; rather, they persist in ways that
have low visibility. "32 It is submitted that this conclusion is premature.
The authors of the article proposed a legislative solution to assure that
derivative suits will not be improperly terminated. The elaborate
regulatory provisions would make it difficult for boards or special committees to terminate derivative litigation.
The Zapata court stated that in the second step a trial court "should,
when appropriate, give special consideration to matters of law and
public policy in addition to the corporations' best interest." 33 The
supreme court did not explain this aspect of its opinion, an omission
34
that has been criticized.
30. Zapata, 430 A.2d at 788, 789.
31. Id. at 789. Chancellor Brown recently stated his understanding of Zapata's
steps in Kaplan v. Wyatt, No. 6361 (Del. Ch. Nov. 5, 1984).
32. Coffee & Schwartz, The Survival of the Deivatire Suit An Eraluationand a Froposalfor Legislative Reform, 81 COLUM. L. REv. 261, 328, 329 (1981).
33. Zapata, 430 A.2d at 789.
34. FormerJustice Quillen, who wrote the Zapata opinion for the supreme court,
acknowledged the comments about this omission:
Similarly, also arising out of Zapata, there were a whole lot of imagined
fears concerning the public policy reservation to the dismissal of derivative
suits. Obviously, no court can anticipate every conceivable situation that
may arise or every conceivable argument that might be raised with regard
to public policy. As far as I know, no one has argued on the basis of that
reservation in Zapata yet. I can also tell you that if there was an extreme
case pending which dealt with bribery of Delaware state officials, an example
not inconceivable in the history of corporate behavior, a court of Delaware
might be hard-pressed to dismiss that case without considering the implications beyond the corporate enterprise.
W. Quillen, J., Remarks at The Ray Garrett, Jr. Corporate and Securities Law
Institute, Northwestern University School of Law (May 26, 1982) [hereinafter cited

as Q.uillen Remarks].
The ALI's proposed Principles of Corporate Governance would also give
authority to the reviewing court to ignore the corporation's substantial business justifica-
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POsT-ZAPATA DECISIONS IN THE COURT OF CHANCERY

After Zapata the court of chancery decided several cases bearing
on matters discussed in this article. The first, Bergslein v. Texas International Co. ,5 decided in 1982, furnished a rationale for excusing demand.
All of the directors in that case were charged with various breaches
of fiduciary duties in granting stock appreciation rights to five of the
nine directors. These alleged infractions included nondisclosure of
tion for recommending dismissal if dismissal would frustrate established public policy.

See ALI Draft No. 1, infra note 177, at §§ 7.03(a)(ii), 7.03(c)(ii).
The two-step approach of Zapata has been both criticized and applauded. One
criticism is that it will invite endless open-ended pretrial proceedings into such elusive
issues as to whether the board's action satisfies the "spirit" of step one. Block &
Prussin, The BusinessJudgment Rule Revisited and ShareholderDerivative Actions: Viva Zapata?,

37 Bus.

LAW.

27, 62 (1981) [hereinafter cited as Block & Prussin, Business Judgment

Rule]; see infra note 47.

About this criticism, former Justice Quillen stated:
There seems to be a fear . . . that if the court can decide anything in its
own business judgment, the court is going to start its own grand jury and
reinvestigate what the litigants in a settlement or the litigants in the dismissal
of a derivative suit have already investigated. I suppose the court may have
the power to do that. I also know of no case in Delaware where the court
has ever done that.
Quillen Remarks, supra, at 16-17.
Block and Prussin further expressed their disapproval as follows: "There can
be no escaping the conclusion that step 2 of the Zapata rule implicates everything
the business judgment rule was created to avoid. The very concept that the courts
have independent business judgment is, in fact, a contradiction of over 250 years
of legal development." Block & Prussin, supra, at 63.
On the other hand, it has been said: "The fundamental premise of Zapata is
clearly sound: that the defensive business judgment rule is irrelevant to the special
rule on termination of derivative suits. Thus, the business judgment rule is unaffected
by the opinion." Veasey, Seeking a Safe HarborFrom JudicialScrutiny of Directors' Business
Decision-An Analytical Frameworkfor Litigation Strategy and Counselling Directors, 37 Bus.

1247, 1271 (1982).
One commentator speculated that the Delaware Supreme Court in Zapata followed
the approach of George W. Dent in the article he published in the Northwestern
LAW.

Law School review. Dent, supra note 11.

Note, Dismissing Derivative Suits Under the

Business Judgment Rule: Zapata Corp. v. Maldonado, 1982 B.Y.U. L. REv. 799, 803
(1982).
Dent's art'cle was noted in the court's opinion. Dent divided derivative suits
into three types: those (1) brought by third parties, (2) in which a majority of directors are defendants, and (3) where a minority are defendants. He concluded that
the business judgment rule should apply as to (1), that a suit in type (2) should never
be dismissed under the business judgment rule and that a type (3) suit should be
dismissed only after a careful review of the independence of the committee members,
the adequacy of the investigation and the explanation for the decision not to sue.
Another commentator said that the two-step test "is in no sense an application
of the traditional business judgment rule." Instead, the test effectively denies the
application of the rule to the derivative situation by providing for substantive judicial
review of the decision of directors to dismiss the action. Carter, supra note 8, at 208.
35. 453 A.2d 467 (Del. Ch. 1982).
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material information about the stock appreciation rights plan in Texas
International's proxy material. 36 The plaintiffs did not make demand
on the directors before filing suit. The defendants moved to dismiss,
arguing that the assertions in the complaint for excusing demand were
37
insufficient under Chancery Rule 23.1.
According to the plaintiffs, demand would have been futile because
all of the members of the board of Texas International were defendants in the action and each defendant participated in the challenged
conduct. Vice-Chancellor Hartnett stated that since the Delaware
Supreme Court in Zapata did not set forth criteria for excusing demand the court would rely upon Dann v. Chrysler Corp.33 In Dann, the
chancery court held that since the plaintiffs charged that all of the
directors were active or passive parties to the alleged fraud, it could
not be expected that they would honor a request to take action against
themselves. 39
Agreeing with the plaintiffs, the Bergstein court held that they had
alleged with sufficient particularity and specificity the futility of demand
required by Rule 23.1.40 Because the court found that a majority of
the directors were not "truly" disinterested, it held that demand was
not required. Accordingly, the defendant's motion to dismiss was
denied.

41

In January of 1983 the chancery court decided Abbey v. Computer
& Communications Technology Corp. ,42 a case where the plaintiff demanded
that the defendant Computer & Communications Technology Corporation (CCTC) sue three officers, two of whom were directors, for
profits allegedly made while trading on inside information. 43 CCTC's
board appointed a special committee with exclusive authority to
investigate the demand and the litigation to determine whether the
corporation should bring action against the individual defendants.
Several days after the appointment of the committee, CCTC moved
to dismiss the action for plaintiff's failure to comply with the demand
36.
37.
38.
39.
40.
41.

Id. at 468.
Id. at 469.
174 A.2d 696 (Del. Ch. 1961).
Id. at 700.
Bergstein, 453 A.2d at 473-74.
Id. at 474. The court agreed with defendants that plaintiffs had not alleged

dominion and control with sufficient particularity. Id. at 473. Also an assertion that
directors were desirous of perpetuating themselves in office was not considered by

the court because it was not in the complaint. Id.
42. 457 A.2d 368 (Del. Ch. 1983). See Comment, Abbey's Modificaton oq
Zapata-A FurtherRestriction on the Power of Special Litigation Committees: Abbey v. Computer & Communications Technology Corp., 9 DEL,. J. CORP. L. 103 (1984).
43. 457 A.2d at 370.
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requirements or, in the alternative, to stay all proceedings."
Chancellor Brown held that the board, having followed the Zapataapproved procedure of designating a special litigation committee with
final decision-making authority, could not thereafter file a motion to
dismiss the case. 45 The chancellor explained his holding in rather graphic
language.
I feel that the board should be required to either fish or
cut bait. To do what it is attempting to do here is to avail
itself of the Zapata decision so as to provide the corporation
with two different sets of decision makers and two different
sets of attorneys to represent the interest of the corporation
in the same case. The Zapata decision portends of any number
of new procedural complications at the trial level as it is.
Whenever the opportunity presents itself, I feel that the trend
should be to attempt to minimize rather than to expand
them.46
Accordingly, he held that the directors could not move to dismiss
the case until after the committee had made its recommendation.
In granting the motion to stay all proceedings, Chancellor Brown
noted the troublesome issue of what length of stay should be given
to permit the litigation committee to complete its investigation. He
concluded that this would be a discretionary matter for the court, but
expressed concern that the delay might cause additional contested
7
proceedings .
In February of 1983 the court of chancery again considered whether
demand is excused under Rule 23.1 in Kaufman v. Beal.48 The plaintiff alleged that in approving large payments to five individuals
the board actively participated or acquiesced in wasteful, gratuitous,
44. Id. at 371.
45. Id. at 373.
46. Id. at 373-74. Block and Prussin said that Abbey was wrongly decided because
it discourages corporations from delegating decisions concerning the response to a
shareholder's demand to those directors who are most clearly disinterested, the members
of the special litigation committee. Block & Prussin, Tennination of Derivative Suits,
supra note 5, at 1513.
47. Abbey, 457 A.2d at 376. In Kaplan v. Wyatt, No. 6363 (Del. Ch. Nov.
5, 1984), Chancellor Brown discused the delay, burden and expense caused by the
Zapata two-step procedure. He said: "Experience since Zapata . . . indicates that
procedurally the Special Litigation Committee approach has added at least three new
hearings to a derivative suit brought by a shareholder in the absence of demand on
the board of directors." Id. at 17. He stated further: "In short, the new Zapata procedure, while perhaps laudatory in legal concept, has the pragmatic effect of setting
up a form of litigation within litigation." Id. at 22.
48. No. 6485 (Del. Ch. Feb. 25, 1983).
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and illegal expenditures of corporate funds. 49 The payments to the
individual defendants were for both compensation and the lost opportunity to participate in the future success of the businesses with which
they were formerly associated.
The defendant moved to dismiss because the plaintiff had failed
to make a demand. The vice-chancellor first noted that Rule 23.1
is not a technical rule of pleading but one of substantive rights, "and
that the burden is upon the plaintiff to show that the requirements
' 50
of the rule have been satisfied."
The court also said that Zapata had encouraged plaintiffs in
derivative actions to file suits before demand because complainants
perceived that a different standard of judicial review applied to a refusal
of a board to initiate a suit after demand than to a decision of a board
to move to terminate an action filed without demand. 5 ' The court discouraged this notion stating that the demand-before-suit requirement
may not be "lightly disregarded" because the plaintiff has the burden
of showing "with particularity" the effort made to obtain redress before
filing suit and that failure to make a demand was excusable. 52
The court observed that a plaintiff can satisfy this burden by alleging facts demonstrating either that (1) a majority of the board was
personally interested in the transaction when it was approved or that
(2) a majority of the board failed properly
to fulfill their fiduciary duties
when they approved the transaction5 3 If either of these conditions exists, a pre-suit demand would obviously be futile because the directors
could not be expected to sue themselves. 54
The court refused to dismiss that part of the case which challenged
payments for lost opportunity because the plaintiffs had successfully
demonstrated that the payments were completely unrelated to a corporate purpose. Thus, they had carried their burden-at least by
inference-that the payments may not be protected by the business
judgment rule. 55 Nonetheless, the court dismissed the claims related
to compensation since they were based on mere conclusory allegations
that the board was coerced into approving the increases by the
5
director-beneficiaries . 6
49. Id. at 3.
50. Id. at 4.

51. Id. at 6.
52.
53.
54.
55.

Id.
Id. at 7.
Id. at 7-8.
Id. at 22.

56. Id. at 17. This case had an interesting conclusion. The court noted that
after the decision the plaintiffs undertook discovery which indicated that plaintiffs'
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There were several other chancery decisions related to the demand
question after the supreme court decision in Zapata and before Aron.
son. In Richardson v. Graves,57 the complaint alleged that the directors
violated their fiduciary duty and were guilty of waste in failing
to seek redress for damages caused by criminal acts of certain directors and officers. The court dismissed the complaint because the plaintiff
had not alleged facts with such particularity as to permit the court
to rule that demand was futile.
In Haber v. Bell, 58 the plaintiffs contended that for various reasons
the modification of a stock option plan was improper and that the
directors violated their fiduciary duties in affirming the change. The
court granted the defendant's motion to dismiss the suit because the
plaintiffs could not support their argument that demand was excused.
The court found that plaintiff failed to allege facts necessary for the
court to draw a reasonable inference that the modifications were of
the type unprotected by the business judgment rule.
chances of prevailing were "meager." It was agreed, therefore, that it was in the
best interests of all if the litigation were settled. The settlement approved by the court
provided that: (1) the suit would be dismissed with prejudice, (2) a new bylaw would
be adopted with respect to the Compensation and Employee Benefits Committee,
and (3) the defendants would pay attorneys' fees of $200,000. Kaufman v. Beal, No.
6485 (Del. Ch. Dec. 15, 1983) (Unreported Settlement Approval).
57. No. 6617 (Del. Ch. June 17, 1983) (unreported decision).
58. 465 A.2d 353 (Del. Ch. 1983). In Pogostin v. Rice, No. 6235 (Del. Ch.
Aug. 12, 1983) (unreported decision), the plaintiffs claimed violations of a fiduciary
duty by directors in rejecting an offer for their stock by another corporation. The
court granted defendant's motion to dismiss because plaintiffs did not allege
facts that would permit the court to draw a reasonable inference that such decision
was not protected by the business judgment rule. This decision was affirmed by the
Delaware Supreme Court, 480 A.2d 619 (Del. 1984). Federal courts have followed
Zapata. E.g., Abella v. Universal Leaf Tobacco Co., 495 F. Supp. 713 (E.D. Va.
1980), where the court followed the procedure established in Zapata by applying its
own business judgment to the merits of the motion to dismiss. The court granted
the motion. In Watts v. Des Moines Register & Tribune Co., 525 F. Supp. 1311
(S.D. Iowa 1981), the court followed the Zapata holding.
In Joy v. North, 692 F.2d 880 (2d Cir. 1982), cert. denied sub nom. Cititrust
v. Joy, 103 S. Ct. 1498 (1983), the issue was whether directors had violated their
fiduciary duties by authorizing improvident loans. The court followed the structural
bias theory and held that Connecticut law required following the Zapata holding in
"demand-not-required" cases. The court said there should be judicial scrutiny of
the special litigation committee's recommendations limited to a comparison of the
direct costs imposed upon the corporation by the litigation with the potential benefits.
Joy, 692 F.2d at 892. In the case of Lewis v. Anderson, 692 F.2d 1267 (9th Cir.
1982), the court gave more independence to the litigation committee. The case concerned the validity of stock option grants for key employees. The court approved
the motion of the committee to dismiss the suit. See also Lewis v. Anderson, 615 F.2d
778 (9th Cir. 1979), cert. denied, 449 U.S. 869 (1982) where the court held that a
good faith exercise of business judgment by a special litigation committee of disinterested
directors is immune from judicial attack. See Block & Prussin, Tennination of Derivative
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In Stotland v. GAF Corp.5 9 the plaintiffs claimed that the directors
of GAF Corporation wasted corporate assets and breached their
fiduciary duties in connection with compensation paid to GAF management. Following dismissal for failure to make demand and the court's
denial of a motion to amend the complaint, plaintiff Stodand sent a
demand letter to GAF. After receipt of the demand, GAF's board
appointed a committee to review the plaintiff's claims. The plaintiffs
then appealed to the Delaware Supreme Court alleging error in the
trial court's finding that the plaintiffs did not comply with Rule 23.1.
The supreme court, referring to its holding in Zapata, held that once
demand is made, absent a wrongful refusal, the stockholder's right
to initiate a derivative suit is terminated. The case was remanded to
the court of chancery with instructions to retain jurisdiction pending
action by GAF's directors on plaintiff Stotland's demand.
Thus, Chancery's posture on demand before the supreme court's
decision in Aronson v. Lewis60 may be summarized as follows:
l.a. To excuse demand before suit is filed, the plaintiff has the
burden of showing, with particularity, his effort to obtain redress from
the corporation before filing suit or that failure to make demand is
excusable.
b. The complaint must set forth facts from which a reasonable
inference may be drawn that the business judgment rule would not
apply. Mere conclusory allegations will not suffice.
c. The plaintiff can meet his burden by alleging facts that,
if true, show that a majority of the board was personally interested
or that a majority of the board failed properly to fulfill their fiduciary
6
duty when they approved the transaction. '
2. When the court considers a motion to dismiss for failure to
make demand before suit, only those matters referred to in the pleadings
62
will be considered.
Suits, supra note 5, for a good discussion of federal cases related to special litigation
committees.
59. 469 A.2d 421 (Del. 1983). Block and Prussin believe that &oflardvras wrongly
decided: "[I]t will discourage demand because such demand will be construed as
a concession that demand was required and that any subsequent motion to terminate
should be governed by the business judgment rule. Sounder policy would preserve
the futility argument, thus encouraging demand." Block & Prussin, Termination of
Derivative Suits, supra note 5, at 1513.
60. Aronson, 473 A.2d 805 (Del. 1984).
61. Kaufman v. Beal, Nos. 6485 & 6526 (Del. Ch. Feb. 25, 1933); Bergstein
v. Texas Int'l Co., 453 A.2d 467 (Del. Ch. 1982); Haber v. Bell, 465 A.2d 353
(Del. Ch. 1983).

62. Bergstein v. Texas Int'l Co., 453 A.2d 467 (Del. Ch. 1982).
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3.
If the board appoints an independent litigation committee
with full and final authority to investigate and decide whether to initiate
a stockholder derivative suit, the board cannot thereafter move to
dismiss the suit on the ground that plaintiff failed to comply with rule
23.1.6-1
4. A plaintiff who files a demand for redress with the board
64
cannot successfully argue that demand is futile.

V.

THE

DELAWARE
IN

SUPREME COURT OPINION

5

6
Aronson v. Lewis

This suit concerned alleged wasteful compensation payments to
one of the directors of Meyers Parking System, Inc. (Meyers). Meyers'
board approved a generous employment agreement with one of the
defendant-directors, Fink, who was then seventy-five years old and
owned forty-seven percent of Myers' outstanding stock. The agreement provided for payment of compensation for a period of time with
automatic annual renewals, a contingent bonus, consulting fees at termination of the employment agreement, and death benefits. The agreement was not to be affected by Fink's inability to perform services
and he could terminate the agreement at any time, although Meyers
had to give at least six months notice. In addition, Fink was granted
66
interest-free loans.
The complaint charged, among other things, that these compensation arrangements with Fink had no valid business purpose and were
grossly excessive. Moreover, at the age of seventy-five, he could not
be expected to perform any of the services called for by the agreement. 67
Plaintiff also claimed that because Fink owned forty-seven percent of
Meyers' stock and selected each of the other directors, the Meyers

63. Abbey v. Computer & Communications Technology Corp., 457 A.2d 368

(Del. Ch. 1983).

64. Stotland v. GAF Corp., 469 A.2d 421 (Del. 1983). In Kaufman v. Belmont,
No. 5655 (Del. Ch. May 8, 1984), the first case decided by chancery after Aronson,
the court noted the Delaware Supreme Court's rejection of the reasonable inference
test. The court found that plaintiff had shown a reasonable doubt as to the application of the business judgment rule as to two directors who profited from an action
of the board with respect to stock options held by them. However, since the plaintiff
failed to allege facts sufficient for the reasonable doubt test as to the majority of directors, the court granted defendant's motion to dismiss the suit for failure to make
a demand as required by rule 23.1. Id.
65. Aronson, 473 A.2d 805 (Del. 1984).
66. Id. at 808, 809.
67. Id. at 809.
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board was under his domination and control. 6 8
The court of chancery, citing Bergstein v. Texas International Co. 9
and other chancery cases, held that these allegations raised a "reasonable
inference" that the directors' action was not protected by the business
judgment rule. 70 The court, reasoning that the Meyers board could
not have impartially considered and acted upon the demand, denied
7 1
defendants' motion to dismiss.
A.

When Demand isExcused

Disagreeing with the vice-chancellor's "reasonable inference" rule,
the supreme court articulated a more stringent test for plaintiffs who
do not want to make demands upon directors of companies on whose
behalf they bring suit. The court held that demand can only be excused
where facts are alleged "with particularity which, taken as true, support a reasonable doubt that the directors action was the product of
a valid exercise of business judgment .... "72 The court observed
that under the reasonable inference rule " 'demand futility' becomes
virtually automatic."173 The court further stated that the court of
chancery, in the proper exercise of its discretion, must determine if
under the particularized facts alleged a reasonable doubt is created
that (1) the directors were disinterested and independent and (2) the
challenged transaction was otherwise the product of a valid exercise
of business judgment. 74 Although the court did not define "reasonable
doubt," 75 it is clear that mere conclusory allegations will not satisfy
this standard of proof.
The court observed that merely claiming a director was nominated

68. Id.

69.
70.
v. Texas
71.

453 A.2d 467 (Del. Ch. 1982).
Lewis v. Aronson, 466 A.2d 375, 381 (Del. Ch. 1983) (citing Bergstein
Int'l Co., 453 A.2d 567 (Del. Ch. 1982)).
-Id.

72. Aronson, 473 A.2d at 815.
73. Id. at 814.

74. Id.
75. Reasonable doubt, of course, is defined in criminal law cases. In State v.
Mutushefske, 215 A.2d 443 (Del. Super. Ct. 1965), the court held that reasonable
doubt is not a vague, whimsical, or merely possible doubt, but such a doubt as
intelligent, reasonable, and impartial men may honestly entertain after a careful

examination and conscientious consideration of all evidence. It has also been noted

that "[w]hile the line between the 'reasonable inference test' applied by the Court
of Chancery and the 'reasonable doubt' test ultimately approved... appears somewhat
vague, the Supreme Court clearly intends a more stringent test to apply." Welch,
supra note 4, at 20.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 9

by or elected through the influence of those controlling the corporation is insufficient to show his lack of independence. 7 6 There was, said
the court, no allegation of facts showing a causal link between the
alleged controlling director and approval of the employment

agreement. 17
In addition, the plaintiff asserted that the employment agreement
was a waste of corporate assets and that if he prevailed all the directors would be liable; therefore, their interest in avoiding liability disqualified them from passing on a shareholder demand. Again the court
held that the claim fails in its initial premise because the "complaint
does not allege particularized facts indicating the agreement is a waste
78
of corporate assets."
Finally, the court rejected as a "bootstrap argument" the contention that demand was excused because the directors would otherwise have to sue themselves. 79 As to this, the court said that futility
must be determined by the circumstances existing at the commencement of a derivative suit, a prescription that negates the argument
that a motion to dismiss establishes board hostility and futility of
demand.8 0 The supreme court reversed and remanded with instructions that the plaintiff be granted leave to amend his complaint to
bring it into compliance with Rule 23.1 in accordance with principles
laid down in the appellate opinion. 81
The court's failure to give more of a hint as to the measure of
"reasonable doubt" will make preparing derivative suit complaints
76. The complaint also alleged the combination of Fink who owned 47% of
Meyers stock with four other directors resulted in a control group holding 57.5%
of that company's stock. The chancellor stated there was factual support in the complaint to show that those four were aligned with Fink. Lewis, 466 A.2d at 382; Aronson, 473 A.2d at 815.
77. Aronson, 473 A.2d at 816. Critics of this aspect of the opinion will contend
that ownership of 47% of the stock is per se domination and control.
78. Id. at 817.
79. Id. at 818.

80. Id.
81. Aronson, 473 A.2d at 818.
In an attempt to comply with the holding in Aronson, plaintiff filed an amended
complaint on April 17, 1984 (amended complaint). In it plaintiff included allegations
that:
(a) ISS-Intemational Seryice Systems (ISS), a Danish corporation had acquired
Meyers shares through a tender offer to shareholders of Prudential Building
Maintenance corp. (Prudential), which owned Meyers, and a subsequent spin-off of
those shares by Prudential to Meyers shareholders. The director-defendant (Fink)
who owned 47% of Meyers acquired his shares of Meyers through the spin-off of
Meyers stock to Prudential's stockholders. Amended complaint at 2-3.
(b) ISS, Fink, and certain other shareholders of Meyers entered into agreements
as the result of which the individual director-defendants were placed on Meyers board
by Fink and ISS. Id. at 3-4.
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most challenging in those cases where it is alleged that demand is excused. It is dear that to establish lack of independence the complaint
will have to show, for example, a specified "causal link ' 0' 2 between
the control of an alleged dominating person and approval of disputed
transactions. A plaintiff must allege facts sufficient to support a claim
(c) Thereafter, Fink and Prudential bought out each other's interests in Meyers
and Prudential. Id. at 4.
(d) When Fink retired as chief executive officer of Prudential, he insisted upon
receiving substantial consideration (compensation, fees, and retirement benefits) over
and above the amount he would have received through his employment agreement
with Prudential.
Rather than force Fink's wishes for additional consideration upon
Prudential, in which ISS had a substantial interest, the defendants, all of
whom were designated by Fink and ISS to the Meyers board under the
agreements described . . . above, in violation of their fiduciary duties to
Myers and its public stockholders, agreed to cause Meyers to meet Fink's
demands.
Id. at 6.
(e) As a result, Fink's compensation was "dramatically" increased in comparison to his income from Prudential. Id. at 8.
(f) The authorization of the various agreements by the defendant-directors
was for the sole purpose of personally benefitting Fink upon his retirement from Prudential and turning over control of Prudential to ISS. It was never intended that he
would perform services to Meyers commensurate with the payments from Meyers.
In fact, Fink resides in Florida, while Meyers' principal business office is located
in New York, and it conducts business in states other than Florida." Id. at 8-9.
(g) The entire board of Meyers cannot use independent judgment in the decision whether to bring this action "since they have abdicated their interests and fiduciary
obligations in favor of Fink and ISS." All of the directors with one exception were
placed on Meyers board pursuant to arrangements and agreements between Fink
and ISS to look out for and support the interests of Fink and ISS. Id. at 10.
(h) Each director-defendant had an interest in the FInk payment agreements
or were beholden to Fink. (Each director's interest was summarized.) Id. at 10-12.
(i) Since Fink controls more than 505o' of Meyers stock, either directly or
through his family and a relative, he has the power to select "each and every director
of Meyers." Id. at 12.
(j) Therefore, institution of the suit by the present director-defendants would
require them to sue themselves, thereby placing the conduct of the suit in hostile
hands and preventing its effective prosecution. Id. at 12.
Defendants filed a motion to dismiss the amended complaint because plaintiff
failed to make a demand upon the board of directors and the complaint did not alleged
circumstances excusing such failure as required by rule 23.1. Brief for Defendant
at i, Lewis v. Aronson, No. 6919 (Del. Ch. June 6, 1984).
The memorandum states:
[T]he Amended Complaint fails to cure the deficiencies in plaintiff's alleged
excuses for failing to make demand on Meyers' board. In fact, although
the amended complaint contains many additional allegations, they are essentially irrelevant to the demand issue, and the relevant allegations of the
Amended Complaint are not significantly different from the original
complaint.
Id. at 3.
82. Aronson, 473 A.2d at 816.
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of control. Mere approval by the "controlled" directors or statements
that they were elected, dominated, and controlled by the defendantdirector will fall short of the required proof. 83 In addition, allegations
of interestedness must be supported by particularized facts. Mere conclusory statements will not be enough.
In their recent article, Block and Prussin made the following observation of the Aronson "reasonable doubt" test:
Aronson makes it clear that demand will almost always be
required, unless a majority of the Board is so directly selfinterested in the challenged transaction that there is serious
doubt that the business judgment rule would protect that
transaction. . . .After Aronson there should be relatively
few demand-excused cases, and therefore relatively few cases
where the Zapata two-step test will be applied. Thus, in
run-of-the-mill cases the test actually applied will be the same
under Delaware and New York law-the business judgment
rule. 84
Although the Delaware Supreme Court was concerned that the trial
court's "reasonable inference" standard would make demand futility
''virtually automatic,'' 85 it was not its intent to require demand in
almost all cases. Rather, the objective was to find a "more balanced"
system than that established by the trial court.8 6
The court reiterated the Zapata holding that the board retains its
Rule 141(a) managerial authority in both demand-refused and demandexcused cases 87 and that where demand has been refused the business
judgment rule applies in reviewing the board's refusal. 88 In a demandexcused case, however, the court of chancery should apply a two-step
test. "First, the court must inquire into the independence and good
faith of the committee's investigation. . . . Second, the court must
apply its own business judgment to decide whether the motion to dismiss
should be granted.' '89
83. Id.
84. Block & Prussin, Termination of Derivative Suits, supra note 5, at 1505-06.

85. Aronson, 473 A.2d at 814.
86. Id. See Good v. Texaco, No. 7501 (Del. Ch. May 4, 1984) (unreported
opinion), where the court denied defendant's motion to dismiss for failure to make
demand because the allegations of interestedness in the complaint created a reasonable
doubt as to the application of the business judgment rule. See also Lewis v. Hett,
No. 6752 (Del. Ch. Sept. 4, 1984); see infra note 102.
87. Id. at 813.
88. Id.
89. Id.
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B.

Aronson's Restatement of the Business Judgment Rule

Before the Delaware Supreme Court's opinion in Aronson, the
courts had discussed only bits and pieces of the business judgment
rule. The rule's elements, including its limitations, have not been stated
as fully as in Aronson. The Zapata court briefly referred to the rule
as "a judicial creation that presumes the propriety, under certain circumstances, of a board's decision." 90
Warshaw v. Calhoun9' furnishes an example of a previous Delaware
Supreme Court statement regarding the rule:
In the absence of a showing of bad faith on the part of the
directors or a gross abuse of discretion the business judgment of directors will not be interfered with by the courts.
The burden of showing the existence of bad faith or abuse
of discretion rests upon the plaintiff who charges that the
corporate action was taken to benefit the majority at the
expense of the minority. The acts of the directors are
presumptively acts taken in good faith and inspired for the
best interests of the corporation, and a minority stockholder
who challenges their bona fides of purpose has the burden
92
of proof.
90. Zapata, 430 A.2d at 782 (citing Arsht, The BusinessJudgment Rule Rerisited,
8 HOFSTRA L. REV. 93 (1979) [hereinafter cited as Arsht, Business Judgment Rule
Revisited]). Mr. Arsht stated the rule as follows:
A corporate transaction that involves no self-dealing by, or other personal

interest of, the directors who authorized the transaction will not be enjoined
or set aside for the directors' failure to satisfy the standards that govern
a director's performance of his or her duties, and directors who authorized

the transaction will not be held personally liable for resultant damages, unless:
(1) the directors did not exercise due care to ascertain the relevant and
available facts before voting to authorize the transaction; or
(2) the directors voted to authorize the transaction even though they did
not reasonably believe or could not have reasonably believed the transaction
to be for the best interest of the corporation; or

(3)

in some other way the directors' authorization of the transaction vas

not in good faith.

Id. at 111-12.

Mr. Arsht, now retired, served as chairman of the Drafting Committee of the

Delaware Corporation Law Revision Committee for the Delaware General Corporation Law enacted in 1967. He was a member of the American Bar Association Committee on Corporate Laws from 1967 to 1977 and after 1977 was a consultant to
that committee and for many years was a member of the Delaware Corporation Law
Committee.
91. 221 A.2d 487 (Del. 1966).
92. Id. at 492-93. As far back as 1927, the Delaware Supreme Court referred
to the presumption of the rule: "There is nothing in the evidence which indicates
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According to Aronson, the business judgment rule "is a presumption that in making a business decision the directors of a corporation
acted on an informed basis, in good faith and in the honest belief
that the action taken was in the best interests of the company."93 Unless
the directors abuse their discretion, their judgment will be respected
by a court. 94 It is the plaintiff's burden to rebut this presumption.9"
The function of the rule in a derivative suit, according to the
court, comes into play in several ways: (a) in addressing the demand;
(b) in the determination of the demand futility; (c) in efforts by independent disinterested directors to dismiss the action as inimical to
the corporation's best interests; and (d) as a defense to the merits of
96
the suit.
With respect to demand futility, the court's test requires a bifurcated factual analysis based on a reasonable doubt standard. The facts
alleged by the plaintiff are examined to determine whether they create
a reasonable doubt that "(1) the directors are disinterested and
independent and (2) the challenged transaction otherwise was a product
of a valid exercise of business judgment. ' ' 9 This test was repeated
by the Delaware Supreme Court in Pogostin v. Rice, 98 the first demandfutility case decided by that court after Aronson.
With respect to the first test-whether directors are disinterested
and independent-the Pogostin court, in repeating the Aronson test, said
that directorial interest exists: (1) if there are divided loyalties, or (2)
if a director has or is entitled to receive a personal financial benefit
from the challenged transaction not equally shared by stockholders. 99
As to the business judgment inquiry, the challenged transaction
is examined against the factual background of the complaint to determine "whether a reasonable doubt exists at the threshold that the
that the directors did not believe the policy they proposed to pursue would be for
the best interest of the corporation and all of its stockholders." Bodell v. General
Gas & Elec. Corp., 140 A. 258, 267 (Del. 1927). The court also held: "[W]e think
...that the acts of the directors objected to were performed in good faith, in the
exercise of their best judgment, and for what they believed to be the advantage of
the corporation and all stockholders." Id. at 268.
93. Aronson, 473 A.2d at 812.
94. See infra text accompanying notes 116-19.
95. Aronson, 473 A.2d at 812. See Puma v. Marriott, 283 A.2d 693, 695-96
(Del. Ch. 1971). This burden is to show by the preponderance of the evidence that
the business judgment rule does not apply. Weinberger v. UOP, Inc., 457 A.2d 701,
703 (Del. 1983).
96. Aronson, 473 A.2d at 812.
97. Id. at 814.
98. 480 A.2d 619, 624 (Del. 1984).
99. Id. at 8.
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challenged transaction was a valid exercise of business judgment." 10
Both the Aronson and Pogostin decisions noted that this test addresses
the substantive nature of the challenged transaction. 0 1 For example,
there would be at the threshold a reasonable doubt as to such professed "business judgment" if the directors had unreasonably undervalued assets being sold, if the directors had amended the bylaws to
change a meeting date to obstruct stockholders seeking to elect new
directors, or if payments authorized by the directors were a waste or
10 2
an improper gift of corporate assets.
The first presumption is that the directors act in an informed way.
Their duty to inform themselves prior to making a business decision
10 3
is discussed later in this article.
There is a good deal of decisional law establishing the type of
directorial conduct that does not meet the standard of good faith, the
second part of the presumption. For example, directors who improperly
attempt to keep themselves in office do not meet the test.' Directors
do not exercise good faith where they knowingly violate laws, even
05
if they believe they are acting in the corporation's best interest.1
The third part of the presumption embodied in the rule is that
the directors act in the "honest belief the action taken was in the best
interests of the company." 10 6 The court cited the 1926 case of Robinson v. Pittsburgh Oil Refining Corp.,107 where the plaintiff claimed the

defendant-directors improperly rejected his bid for the assets of the
100. Id.; see Aronson, 473 A.2d at 814.
101. Pogostin, 48 A.2d at 624; Aronson, 473 A.2d at 814.

102. Gimble v. Signal Gos., 316 A.2d 599 (Del. Oh.), af'd, 316 A.2d 619 (Del.
1974); Schnell v. Chris-Craft Indus., 285 A.2d 437, 439 (Del. 1971). Lewis v. Heu,

No. 6752 (Del. Ch. Sept. 4, 1984), is an example of a case where the court held
there was a reasonable doubt that the challenged transaction was otherwise the product of a valid exercise of business judgment. There Vice-Chancellor Berger denied
defendant's motion to dismiss because of plaintiff's failure to make demand. Plaintiff
claimed demand was excused because approval of a severance agreement with an
executive lacked consideration. The court denied defendant's motion because the allegations of the complaint created a reasonable doubt that the severance payments constituted a gift or waste of corporate assets and, therefore, "that the challenged act
was . . . the product of a valid exercise of business judgment." Id. at 10.
103. See infra text accompanying notes 138-45.
104. Panter v. Marshall Field & Co., 646 F.2d 271 (7th Cir. 1981), cert. denied,
454 U.S. 1092 (1981); Kaplan v. Goldsamt, 380 A.2d 556 (Del. Oh. 1977); Baron
v. Allied Pictures Corp., 337 A.2d 653 (Del. Oh. 1975); Cheff v. Mathes, 41 Del.
Ch. 14, 187 A.2d 405 (1962); Schnell, 285 A.2d at 439; Pogostin, 480 A.2d at 627.
105. Graham v. Allis Chalmers Manufacturing Co., 188 A.2d 125, 130 (Del.

1963).
106. Aronson, 473 A.2d at 812.

107. 126 A. 46 (Del. 1924).
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defendant corporation. In deciding for the defendants, the court said
that the law presumes the directors were "actuated in their conduct
by a bona fide regard for the interests of the corporation" and that
they "honestly believed they were securing terms and conditions which
were expedient and for the corporation's best interests."1 08 Several
cases decided after Robinson also based the best interest presumption
on such a bona fide regard or an honest belief. 10 9

The Aronson court did not choose to follow the Arsht formulation
of the rule even though his article was cited in Zapata as authority
for the court's definition of the rule. Mr. Arsht used "reasonable"
as an element of the presumption, so that the rule applies unless the
directors did not reasonably believe that the transaction was in the
best interest of the company. "1 0 He wrote that his statement of the
rule "embodies both the substance of the rule itself and the principle
limitations on its availability as a defense."''
Moreover, the statement of the business judgment rule in the current draft of the American Law Institute's (ALI) project also does not
include the words "honest belief." It states in part: "(d) A director

or officer does not violate his duty under this Section with respect
to the consequences of a business judgment if he: . .. (3) had a ra-

tional basis for believing that the business judgment was in the best
interests of the corporation."

2

Surprisingly, the ALI commented that the use of the term
"rational" gives directors and officers more protection than the
'reasonableness" test:
Sound public policy dictates that directors and officers be
given greater protection than courts and commentators using
108. Id. at 48 (emphasis added).
109. Baron v. Pressed Metals of Am., 35 Del. Ch. 325, 117 A.2d 357 (1955);
Karasik v. Pacific E. Corp., 21 Del. Ch. 81, 180 A. 604 (1935); Mitchell v. HighlandWestern Glass Co., 19 Del. Ch. 326, 167 A. 831 (1933).
110. Arsht, supra note 90, at 111-12. See supra note 90 for Mr. Arsht's formulation of the rule. See also Arsht and Hinsey, who advocated the use of reasonable
in the duty of care standard, i.e., a director shall perform his duties as a director
• . .in good faith, in a manner he reasonably believes to be in the best interests of
the corporation. Arsht & Hinsey, Codified Standard-SameHarbor But Chartered Channel:
A Response, 35 Bus. LAW. 947, 962 (1980). Veasey and Manning found the word
"reasonable" "alarming" as used in § 35 of the Model Business Corporation Act.
MBCA § 35, quoted in 30 Bus. LAW. 501, 502-03 (1975) [hereinafter cited as MBCA].
Veasey & Manning, Codified Standard-Safe Harbor or Unchartered Reef, 37 Bus. LAW
919, 946 (1980).
111. Arsht, supra note 90, at 112.
112. ALl

PRINCIPLES OF CORPORATE GOVERNANCE: ANALYSIS AND RECOMMENDA-
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a "reasonableness" test would afford. Indeed, some courts
and commentators even when using a "reasonableness" test
have expressly indicated that they do not intend that business
judgment be given the rigorous review that the word
"reasonable" may be read to imply ...
The "rational basis" standard set forth in Sec.
4.01(d)(3) is intended to afford directors and officers wide
latitude when making business decisions that meet the other
13
prerequisites of Subsection (d).1
The Business Roundtable takes issue with the ALI rational basis
test. It states: "By making 'rational' basis an issue in every case, the
protection of the business judgment rule is substantially narrowed and,
perhaps more important, shareholder plaintiffs will always have a basis
'' 4
to demand discovery on the merits of the decision.
This author believes that the words "good faith" could be
substituted for "honest" in the Aronson formulation of this presumption. In other words, directors are presumed to make their decisions
in the good faith (or honest) belief that their judgment is in the corporation's best interests. If the Delaware Supreme Court has articulated
a "good faith" test in using the modifier "honest," it has parted company with the ALI whose reporters state:
On the other hand, courts that have articulated only a 'good
faith' test provide too much legal insulation for directors
and officers. There is no reason to insulate an objectively
irrational business decision-one so removed from the realm
of reason that it should not be sustained-solely on the basis
that it was made in subjective good faith. The weight of
authority and wise public policy favor barring from 4.01(d)'s
TIONS 6-7 (Tent. Draft No. 3, 1984) [hereinafter cited as ALI Draft No. 31. See infra

note 177 for the full text of the ALI's recommended rule.
113. ALI Draft No. 3, supra note 112, at 63-64 (citations omitted). Mr. William
Wiggin, a former partner of the Wilmington firm of Richards Layton & Finger, now
executive director of the Delaware State Bar Association and who as editor of the
Delaware Lawyer has learned to wield a rather sharp pen, stated:
Since "rational" is nothing but a fancy pants latin-derived synonym for
good old English "reasonable," I'm beginning to think that the ALl has
provoked an orgy of pseudo-theological hair splitting, the likes of which
has not been seen since the heyday of the medieval monasteries. The ALl
has agonized too long over the elusive. It may be constructive to remind
ourselves that those "definitive" restatements have been engraved on very
soft stone. They have changed as we have changed.
Letter from William Wiggin to Donald E. Pease (July 29, 1984).
114. See infra note 177 for Roundtable Statement at 48.
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safe harbor directors and officers who do not have a rational
basis for believing that their business judgments are in the
best interests of the corporation.",5
C.

Limitations on Protection of the Business Judgment Rule
1.

Abuse of Discretion

The protection of the business judgment rule, according to the
court, is not available if the directors abuse their discretion. Mr. Arsht
explained that this may not be a limitation at all, "but simply an
application of the fundamental principle behind the rule. An honest
error in judgment is allowed. But a judgment that cannot be sustained
on some rational basis falls outside the protection of the business judgment rule. .. ''116
An area where the judgment of the directors may be considered
irrational is in the valuation of assets in a merger or sale of assets.
If the valuation approved by the directors is so far removed from any
fair valuation-a range of values recommended by financial advisers11 7
the safe harbor of the rule should not be available to them.
Another example of an abuse of discretion is in the Delaware
Supreme Court case of Schnell v. Chris-Craft Industries, Inc."18 where
the court did not permit the directors of Chris-Craft to change the
date of its annual meeting to obstruct the legitimate efforts of dissident stockholders to undertake a proxy contest. Even though the directors of Chris-Craft had the discretion under a bylaw to fix the date
of the annual meeting, the court held they could not establish an earlier
date in an attempt to utilize the corporate machinery and the Delaware
law for the purpose of keeping themselves in office. 19
2.

The Common Principles Governing the Application
and Operation of the Business Judgment Rule

In addition to the abuse of discretion exception, the Aronson court
stated two other limitations on the business judgment rule. The first
is the duty of loyalty or the duty not to have a conflict of interest;
115. ALI Draft No. 3, supra note 112, at 64.
116. Arsht, supra note 90, at 122.
117. Gimbel v. Signal Cos., 316 A.2d 599 (Del. Ch. 1974); Cottrell v. Pawcatuck
Co., 36 Del. Ch. 169, 128 A.2d 225 (Del. 1956); Allied Chem. & Dye Corp. v.
Steel & Tube Co., 14 Del. Ch. 1, 120 A. 486 (1923).
118. 285 A.2d 437 (Del. 1971).
119. Id. at 439. See also Petty v. Penntech Papers, Inc., 347 A.2d 140 (Del,
Ch. 1975), where the court held that an officer used corporate funds for the sole
purpose of keeping management in office.
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the second is the duty to be informed and to act with requisite care. 20
The court expressed these as common principles that govern the
application and operation of the rule. They apply generally to all actions
12
of the board of directors. '
a.

First Common Principle: The Duty of Loyalty
or the Duty Not to Have a Conflict of Interest

There are two conditions under this principle: the director should
not (1) stand on both sides of the transaction, 122 or (2) have a personal
financial interest in the matter "as opposed to a benefit which devolves
upon the corporation or all stockholders generally."' 25 If a majority
of the board who approved the disputed transaction are interested in
that they personally benefit, demand will be excused in a suit challenging
their action.' 24 The Aronson court gave the example of Bergstein v. Texas
International Co. 125 where the board was found interested because five

of nine directors had approved a stock appreciation rights plan likely
1 26
to benefit them.
The court acknowledged "that drawing the line at a majority of
the board may be an arguably arbitrary dividing point."1 27 However,
120. Aronson, 473 A.2d at 812.
121. Id.
122. Id. (citing Sinclair Oil Corp. v. Levien, 280 A.2d 717 (Del. 1971)), in which
the court stated: "When the situation involves a parent and a subsidiary, with the
parent controlling the transaction and fixing the terms, the test of intrinsic fairness,
with its resulting shifting of the burden of proof is applied." Id. at 720. In Sinclair,
the issue was whether the parent acted improperly in causing its subsidiary to transfer
large sums of money to the parent in the form of dividends. The court held for the
defendant because a proportionate share of this distribution was received by the minority
shareholders. Therefore, the intrinsic fairness test was not applicable. A much cited
case on this point is Sterling v. Mayflower Hotel Corp., 93 A.2d 107 (Del. 1952).
See Annot., 38 A.L.R.2d 425 (1954). The court said:
[The plaintiffs] invoke the settled rule of law that Hilton as majority
stockholder of Mayflower and the Hilton directors as its nominees occupy,
in relation to the minority, a fiduciary position in dealing with the Mayflower
property. Since they stand on both sides of the transaction, they bear the
burden of establishing its entire fairness, and it must pass the test of careful
scrutiny by the courts.
Sterling, 93 A.2d at 109-10.
123. Aronson, 473 A.2d at 812. This is illustrated by the landmark case of Guth
v. Loft, 5 A.2d 503 (Del. 1939). There the president of the company revived the
Pepsi Cola Co. from bankruptcy and acquired the stock of Pepsi Cola for his own
personal account. The Delaware Supreme Court held that the opportunity to acquire
these shares belonged to the company and that corporate directors are not permitted
to use their positions of trust and confidence to further their private interests.
124. See DEL. CODE ANN. tit. 8, § 144(a)(1) (1983).
125. 453 A.2d 467, 471 (Del. Ch. 1982).
126. Aronson, 473 A.2d at 815.
127. Id. at 815 n.8.
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it is certainly fair to ask whether a majority of disinterested directors
will have the independence and objectivity to act upon a demand to
sue their colleagues. This was described by the court as "structural
bias,''128 a predisposition toward defendant-directors with whom the
majority of disinterested directors serve and on whom they are passing
judgment.12 9
In rejecting the structural bias theory, the court said that chancery's
discretionary review of complaints alleging specific facts pointing to
bias on any board will be sufficient for determining demand futility. 30
Furthermore, should the trial court agree that demand is excused, the
majority of disinterested directors, or the special committee, in filing
a motion to dismiss has the burden of establishing the independence
and good faith of the board or committee as well as the soundness
of its conclusions. 131 Surely, such review by the court and the burden
imposed on the directors are fair and proper ways to deal with "structural bias."
The independence of the directors is related to the question of
disinterestedness. 132 The directors' loyalty must be to the corporation
and its shareholders and not to a dominant shareholder or chief
128. Id.
129. Cox & Schwartz, The Business Judgment Rule in the Context of Termination of
Derivative Suits by Independent Committees, 61 N.C. L. REv. 541, 542-43 (1983). Pro-

fessor Cox states: "There is also a feeling of collegiality among the directors, so that
passing judgment on one's colleague is at best distasteful. An adverse judgment is
unlikely, except under the most exceptional circumstances." Id. at 543. With respect
to structural bias the Zapata opinion stated: "[W]e must be mindful that directors
are passing judgment on fellow directors .. .who designated them to serve both
as directors and committee members. The question naturally arises whether 'there
but for the grace of God go I' empathy might not play a role." Zapata, 430 A.2d at 787.
130. Aronson, 473 A.2d at 814, 815 n.8.
131. Zapata, 430 A.2d at 788. "The corporation should have the burden of proving
independence, good faith and a reasonable investigation, rather than presuming
independence, good faith and reasonableness." Id.
132. Aronson, 473 A.2d at-814-17; Pogostin, 480 A.2d at 624. It is not clear
from Aronson that the court meant to include the independence of directors in the
first common principle of disinterestedness. Aronson, 473 A.2d at 812. The court later
in the opinion joins disinterestedness with independence. It observed that one of the
inquiries that must be made in demand futility is as to directorial independence and
disinterestedness. Id. at 815. That directorial independence-freedom from
domination-is intended by the court to relate to interestedness is made clear by
the supreme court's opinion in Pogostin. There the court said:
Those questions [disinterestedness and independence] are measured in relation to certain basic or fundamental principles. Directorial interest exists
whenever divided loyalties are present, or a director either has received, or is
entitled to receive, a personal financial benefit from the challenged transaction which is not equally shared by the stockholders.
Pogostin, 480 A.2d at 624 (emphasis added).
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executive officer. Such control or domination "sterilizes their
133
discretion."
The plaintiff argued in Aronson that Fink controlled the other directors of Meyers through his ownership of forty-seven percent of Meyers
stock and his personal selection of the board. But the court stated
that stock ownership alone is not sufficient proof of domination and
control and that, in the demand context, "even proof of a majority
ownership of a company does not strip the directors of the presumption of independence, and that their acts have been taken in good
faith and in the best interests of the corporation. 13 4 Such facts must
be alleged that demonstrate, through personal or other relationships,
the directors are beholden to the controlling person.
The court made some important observations on independence:
(1) The directors decision should be "based on the
corporate merits of the subject before the board rather than
on any extraneous considerations or influences.",[135]
(2) Each director should bring "his or her own
informed business judgment to bear with specificity upon
the corporate merits of the issue without regard for or succumbing to influences which convert an otherwise valid
13 6
business decision into a faithless act. '
The court thus concluded that in a demand-futile context, a plaintiff
must plead particularized facts which demonstrate that the affairs of
the corporation are being conducted according to the wishes of the
137
controlling person.
b. Second Common Principle-Duty to
be Informed and to Act With Requisite Care
According to Aronson, directors have a duty to inform themselves
of all material information reasonably available to them before making
a business decision. 138 Then after arming themselves with such information, they must act with "requisite care in the discharge of their
duties.' 1 39 Regarding the information aspect, there are two questions:
133. Aronson, 473 A.2d at 814. (The court concluded that directors and officers
under the influence of a dominant shareholder or chief executive officer "cannot be
considered proper persons to conduct litigation on behalf of the corporation." Id.)
134. Id. at 815. See supra note 77.
135. Aronson, 473 A.2d at 816.
136. Id.
137. Id. See also Kaplan v. Centrex Corp., 284 A.2d 119, 123 (1971).
138. Id. at 812.
139. Id.
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What is material information, and under what circumstances is it
reasonably available?
Some business decisions of boards are made under extreme time
pressures. 140 If an opportunity is presented to a company to purchase
the stock, assets, or a product line of another company where
there are competing offers and prompt action is required, there may
not be sufficient time for the directors to review all relevant "material"
information before the meeting. Such information simply will not be
reasonably available. Accordingly, the directors will have to rely on
the presentation and recommendation made at the board meeting by
the chief executive officer, his staff, and outside experts. A director
in performing his duties is entitled to rely on information, statements,
or reports prepared or presented by officers, employees, counsel, public
accountants, or other persons who are experts as to the matter in
question. 14 1 But directors who approve a transaction without enough
time to consider all related material information take the risk that their
action will not be shielded by the business judgment rule.
It is my view that directors should be protected by the rule in
those situations where prompt action is required if they rely primarily,
if not completely, upon presentations and recommendations of management, other directors, employees, and experts in whom they have confidence. In addition, their decision should be made in the good faith
belief that it is in the best interests of the company.
140. For example, the comment accompanying the bill which led to the enactment of Del. Code Ann. tit. 8, § 203 (1983) (Delaware tender offer statute) noted the
large number of public offerings and the short notice accompanying them and that
even "management in some instances has not had time to evaluate the fairness of
the offer and to determine whether to recommend it to shareholders, to oppose it,
or to take no position." Recent Developments in Delaware CorporateLaw, 3 DEL. J. CORp.
L. 19, 45 (1977).
141. The CorporateDirectors Guidebook, 33 Bus. LAW. 1599, 1602 (1978) [hereinafter
cited as Guidebook]. Under Del. Code Ann. tit. 8, § 141(e), directors of a Delaware
corporation are protected if they rely "in good faith upon the books of account or
reports made to the corporation by any of its officers, or by independent certified
public accountants; or by an appraiser. . .

."

In Smith v. Van Gorkum, No. 255

(Del. Jan. 25, 1985) the Delaware Supreme Court said that at a minimum the report
must be pertinent to the subject matter upon which the board is acting, and otherwise be entitled to good faith, not blind, reliance. Id. at 31.
The Guidebook has a rather strict standard on the duty of directors to be informed:
The director should be furnished with appropriate information regarding
every important matter requiring board action; in every case there should
be available to the corporate director sufficient information furnished in time
so as to permit an informed decision. If for any reason sufficient information is not made appropriately available, the corporate director should requires
that action be delayed until the information is made available. If action is
nonetheless taken, the director should at a minimum request that his absention, and reason, therefor, be recorded in the minutes of the meeting. Under
these circumstances, he should consider the need for his resignation.
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Presentations and recommendations of management and others
made at board meetings, however, should include information that
is material to the matter under consideration. Although the sort of
information that is material to any given proposal must be judged
in each case, such information should be of the kind that a prudent
director would deem important in making his decision. As stated in
the Corporate Director's Guidebook, "The corporate director should feel

that he is sufficiently informed about a proposal so that he can explain
a vote for or against.'

' 142

Guidebook, supra at 1602.
142. Guidebook, supra note 141, at 22. Where, for example, a company is one
of the competitors in the takeover of another company, the suggested information
supplied at the board meeting would include the following. As to the target company:
(1) historical and current financial information; (2) projections of earnings and cash
flow for the next several years; (3) future business plans and research capability; (4)
current and resale value of assets; (5) assessment of present and future management;
(6) management compensation, including bonus plans, stock options, and any special
takeover agreements; (7) historical and current stock prices, price-earnings ratio, relation
of market price of stock to stock prices of similar companies; (8) products and product lines; (9) comparison of premiums in similar offers; (10) employee compensation
and benefits plans; (11) unions and assessment of future labor problems,; (12) effect
upon employees, customers, and suppliers; (13) tax considerations; and (14) legal
and regulatory problems, including any pending or possible claims or cases where
damages could be substantial.
As to bidding company: (1) plan for financing takeover and effect of plan upon
future earnings; (2) effect of takeover on future earnings; (3) accounting, tax, and
legal problems; (4) effect upon employees, suppliers, customers, and stockholders;
(5) management plans for the target company after acquisition; (6) recommendations
of investment advisers; and (7) any other matters significant to the proposal in question.
For the information that should be presented to the board of the target company, see Lipton, Takeorer Bids in the Target's Boardroom, 35 Bus. L4%w. 101 (1979).
In Escott v. Barchris Constr. Corp., 268 F. Supp. 632 (S.D.N.Y. 1968), a new
director signed amendments to a registration statement on the representation of management "that everything was in order and that the prospectus was correct." Id. at 688.
The issue was whether this director exercised due diligence as to the nonexpertised
portions of the prospectus as required by section II of the Securities Act of 1933.
The court said that a director
can escape liability only by using that reasonable care to investigate the
facts which a prudent man would employ in the management of his property.
In my opinion, a prudent man would not act in an important matter without
any knowledge of the relevant facts, in sole reliance upon representations
of persons who are comparative strangers and upon general information v.hich
does not purport to cover the particular case.
Id.
In the fast-moving world of tender offers and takeovers, directors will be required
to review SEC filings (registration statements and proxy statements) on an accelerated
basis. It is sometimes possible to send at least a draft of the material to the directors
before the board meeting at which it is reviewed. If the material is not available before
the meeting, however, it is submitted that a board procedure such as outlined above,
where the chief executive officer or financial officer reviews the document and answers
any questions, would meet the due diligence test of Barhris as well as qualify for
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The ALI in its corporate governance project recognized that the
shortage of time for some business decisions may not permit the orderly
marshalling of material information and this situation may require
risk taking. 143 In this regard, the ALI commented: "A decision to accept
the risk of incomplete information, so long as the director reasonably
believes such informational risk taking to be appropriate in the circumstances, will be fully consistent with the application of the business
judgment rule to decisions made with respect to the principal
144
transaction."
Comments to the proposed ALI business judgment rule suggest
the following factors in determining whether the belief of the directors
is reasonable as to how much information is appropriate under the
circumstances of the case.
1. The importance of the business judgment to be
made;
2.
The time available for obtaining information;
3. The cost of obtaining information;
4. The directors' confidence in those who explored a
matter and those making presentations; and
5. The state of the corporation's business at the time
45
and competing demands for the board's attention.
It can be expected that the question of what is material information and when it is reasonably available will be analyzed in future
cases and academic discussions.
With respect to the court's second common principle, directors
should not only be informed, but also act with "requisite care" in
the protection of the business judgment rule.
There are some who perhaps will disagree. One lawyer and former professor
has written:
Increasingly, outside directors find themselves on the horns of a dilemma.
On the one hand, federal securities laws have significantly expanded their
liabilities-their responsibility has been enlarged and the standard of care
applied to their conduct raised. Further, the less stringent standards of state

law "prudent man" or "business judgment" rules can give them little solace.

What is clear is they cannot count on being protected if they merely attend
board meetings and accept data supplied by management. The federal
securities laws demand a standard of "due diligence" that calls for a significant degree of individual inquiry.
Caplin, How to Protect Outside DirectorsAgainst Liability Under the Securities Laws, I CORP.
GUIDE (P-H) para. 26028 (1980), quoted in W. CARY & M. EISENBERO, CASES AND
MATERIALS ON CORPORATIONS 553-54 (5th ed. 1980).
143. ALI Draft No. 3, supra note 112, at 60.

144. Id.
145. Id. at 60-61.
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performing their duties."46 Further, the court was satisfied that a long
line of Delaware cases established that under the Delaware business
judgment rule, director liability is predicated upon "gross negligence.' ' 4 7 The use of the words "gross negligence" as the standard
that governs the exercise of due care under Delaware law will attract
a good deal of comment. Such labels used by the Delaware courts
in describing the standards for the exercise of business judgment as
"fraud," "gross overreaching," "bad faith," "gross abuse of discretion," "grossly negligent," or "a reckless indifference to or a deliberate
disregard of the stockholder,' '4 8 have been decried by critics of
Delaware corporation law. 149 Mr. Arsht in two different articles
admonished the Delaware courts not to use such excessive language
in relation to the rule.15 0 His thesis was that from the Delaware cases,
the "business judgment rule" and
the presumption which often identifies it means no more
than that a stockholder who challenges a nonself-dealing
transaction, must persuade the court that the corporation's
directors, officers or controlling stockholders in authorizing
such transactions either did not act in good faith, or did
not act in a manner they reasonably believed to be in the
best interest of the corporation, or did not exercise the care
an ordinarily prudent person in a like position would use
under similar circumstances.' 5 '
He then concluded by saying that phrases such as "gross abuse of
discretion," "reckless indifference," and "gross negligence" contributed
5 2
nothing whatsoever to the court's determination in these cases.'

146. Aronson, 473 A.2d at 812.
147. Id. at 812 n.6.
148. Id.
149. E.g., R. NADER, M. GREEN &J. SELIGMAN, CONSTITuTiOAuzING THE CORPORATION (1976); Cary, A Proposed Federal Corporate Mfinimum Standards Act, 29 Bus.

LAW. 1101 (1974); Cary, Federalism and Corporate Law: Refletions Upon Delaware, 83
YALE L.J. 663 (1974); Schwartz, Federal Chartering of Corporation:An Introduction, 61
GEo. L.J. 71 (1972).
150. Arsht, The Business Judgment Rule Revisited, supra note 90; Arsht, Fiduciar
Responsibility of Directors, Officers and Key Employes, 4 DEL. J. CORP. L. 662 (1979)
[hereinafter cited as Arsht, FiduciaY Responsibility].
151. Arsht, Fiduciary Responsibility, supra note 150, at 662-63.
152. Id. at 664. In the Hofstra Law Review, Mr. Arsht wrote that Delaware courts
have said that to establish a breach of a director's duty, a plaintiff is required to
show "fraud," "palpable overreaching," "reckless indifference," or "deliberate
disregard of the interests of the whole body of stockholders."
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The statement by the supreme court that under the duty of care
standard, "liability is predicated upon concepts of gross negligence," 15 3
was unnecessary for the court's conclusion on the issue of when demand
is properly excused. One can only speculate why the court included
this qualification in its opinion. Perhaps this language was considered
advisable because in at least two cases chancery had expressed some
uncertainty about the standard applicable to the directors' duty of care.
In Maldonado v. Flynn154 the vice-chancellor, citing Arsht, 15 5 wrote that
the business judgment "rule [and standard applicable thereto] has been
variously stated by the Delaware Courts, at times perhaps
overbroadly. ' ' 15 6 In Kauffman v. Beall57 the court, qualifying the duty
of care, said: "[A]lthough directors are ordinarily not subject to personal liability, if they perform their duties properly, they are personally
liable if they allow corporate assets to be wasted through gross negligence
(or perhaps even ordinary negligence)." 158 The supreme court may
have believed it should clarify the applicable standard for the trial
judges.

However, a careful reading of the opinions suggests that the term "business
judgment rule" and the presumption that often identifies it means simply
that a stockholder who challenges a nonself-dealing transaction must persuade the court that the corporations directors, officers, or controlling
stockholders in authorizing the transaction did not act in good faith, did
not act in a manner they reasonably believed to be in the corporation's best
interest, or did not exercise the care an ordinary prudent man would use
under similar circumstances.
Arsht, BusinessJudgment Rule Revisited, supra note 90, at 134. Mr. Veasey wrote that

"gross negligence" as used in Aronson standing alone "may not be an entirely satisfactory term." Veasey, supra note 4, at 1471.
153. Aronson, 473 A.2d at 812.
154. 413 A.2d 1251 (Del. Ch. 1980).
155. Arsht, Business Judgment Rule Revisited, supra note 90, at 134.

156. Malonado, 413 A.2d at 1256.
157. Kaufman, slip op. at 13.
158. Id. Welch in his NationalLaw Journal article suggested the "gross negligence
test" was included in the opinion because at least one case suggested that a simple
negligence test applied (citing Graham v. Allis Chalmers, 188 A.2d 125, 130 (Del.
1963)). The court there said that directors are bound to use that degree of care which
ordinarily careful and prudent men would use in similar circumstances. Welch, supra
note 4, at 22 n.37. However, that decision also states that a director will be liable
if "he has recklessly reposed confidence in an obviously untrustworthy employee,
has refused or neglected cavalierly to perform his duty as a director, or has ignored
either willfully or through inattention obvious danger signs of employee wrongdoing.
. . ."

Graham, 188 A.2d at 130. At least one commentator has said this language

indicates a "gross negligence" test. Veasey & Manning, Codified Standard-Safe Harbor or Unchartered Ree? An Analysis of the Model Act Standardof Care Compared With Delaware

Law, 35 Bus.

LAW.

919, 928 (1980) [hereinafter cited as Veasey & Manning].
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This is a good point to summarize the Aronson court's formulation of the Delaware business judgment rule and those situations where
the rule is inapplicable. In this author's view, the rule and the principles governing the application and operation of the rule, according
to Aronson, may be stated as follows:
Absent an abuse of discretion, 159 the business decisions of directors, including conscious decisions to refrain from acting, 60 are presumed to have been made (1) on an informed basis; (2) in good faith;
and (3) in the honest belief that the action taken was in the best interests
1 61
of the corporation.
The rule will not apply if the plaintiff can show that: (1) the directors (a) stood on both sides of the transaction,' 62 (b) had a personal financial
interest not shared by the corporation and shareholders,' 63 or (c) lacked
independence because of domination and control by a person or
group, 164 or (2) the directors (a) did not inform themselves, prior to
making a business decision, of all material information reasonably
available to them and (b) did not act with requisite care in the discharge
of their duties. Requisite care is predicated on the standard of "gross
'1 65
negligence.
VI.

A.

OTHER ARONSON CONSIDERATIONS

Is Negligence a Proper Standard Under the Business Judgient Rule?

Is it necessary or desirable to measure a director's duty of care
against "gross negligence" or "ordinary negligence"? It is submitted
that these labels are of no aid in darifying the standard of care applicable
to directors.
In a case where the issue is the director's attention to the business
of the company, the court's task is to determine whether in the circumstances of the case he breached that obligation. The crucial inquiry
is whether he exercised the requisite care, not whether he was negligent.
If the record shows, for example, that directors (1) for a prolonged
period have not given attention to the affairs of the corporation, or
(2) have ignored facts sufficient to put them on notice that inquiry
159.
160.
161.
162.
163.
164.
165.

Aronson, 473 A.2d at 812.
Id. at 813.
Id. at 812.
Id.
Id.
Id. at 814-17. Pogostin, 48 A.2d at 624.
Aronson, 473 A.2d at 812, 813.
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or action is necessary, 66 the court should find that they have not acted
with requisite care and they should be responsible for any resulting
damages. It is not necessary for the court's holding, however, to label
such directorial failure as "gross negligence."
In discussing section 35 of the MBCA, Messrs. Arsht and Hinsey
said: "The liability associated with the standard of care thus mandated by section 35, a duty similar to that stated in Graham, is neither
'ordinary negligence' nor 'gross negligence,' but, rather, the failure
''
to exercise the degree of care called for in section 35. 167
A good statement of the difference between negligence and a director's duty of care was recently given at a National Institute on the
Dynamics of Corporate Control sponsored by the American Bar

166. Joy v. North, 692 F.2d 880, 886 (2d Cir. 1982), cert. denied, 103 S. Ct.
1498 (1983); Graham, 188 A.2d at 129; Lutz v. Boas, 171 A. 2d 381, 395 (Del, Ch.
1961). In Joy v. North, the court of appeals reversed the district court's dismissal of
the suit against defendant directors. The court said that the directors' lack of knowledge
about a challenged transaction is not necessarily a defense, if it is the result of an
abdication of directorial responsibility. "Directors who willingly allow others to make
major decisions affecting the future of the corporation wholly without supervision
or oversight may not defend on the lack of their knowledge, for that ignorance itself
is a breach of fiduciary duty."Joy, 692 F.2d at 896. In Lutz, the court held directors
of a mutual fund liable because the defendant-directors gave "automatic approval"
to transactions, did not discuss facts at board meetings pertinent to a reasonable
discharge of their duties and gave scant attention to the management of the business."
Lutz, 171 A.2d at 395, 396. Chancellor Seitz (formerly chief judge and now a judge
of the Court of Appeals for the Third Circuit) would not have agreed with my stand
on negligence, for he said that his findings in Lutz demonstrated that the directors
were "grossly negligent." Id. at 396.
167. Arsht & Hinsey, Codified Standard-Same HarborBut Chartered Channd, 35 Bus.
LAW. 947, 950 (1980) [hereinafter cited as Arsht & Hinsey]. Messrs. Veasey and
Manning in an article rejected § 35 of the MBCA, Veasey & Manning, supra note
155, and Messrs. Arsht and Hinsey responded to their article expressing the view
that "[slection 35 accurately charts the channel for directors in dealing with their
decision-making responsibilities." Id. at 962.
The second paragraph of § 35 states, in part:
A director shall perform his duties as a director, including his duties as a
member of any committee of the board upon which he may serve, in good
faith, in a manner he reasonably believes to be in the best interests of the
corporation, and with such care as an ordinarily prudent person in a like
position would use under similar circumstances.
33 Bus. LAW. 1631 (1978). Mr. Joseph Hinsey IV is a partner of White & Chase
of New York City and had a role in drafting the Corporate Director's Guidebook. With
respect to negligence, Veasey and Manning stated: "Furthermore, although we might
speculate that section 35 MBCA creates a standard of 'ordinary negligence' and that
Delaware will impose liability only for 'gross negligence,' that educated guess probably
does not advance the inquiry particularly in light of the disagreement about the nature
of those concepts." Veasey & Manning, supra note 158, at 929.
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Association. The author, Dean Bayless Manning, 168 observed that questions with respect to the liability of directors are different from those
inthe traditional negligence case. There is no agreed upon set of functions of a director such as applies, for example, to a person driving
an automobile.

169

He stated:

In the general field of negligence law we are all able to talk
of the "reasonable man" and of the prudent standard of
performance because we have from our daily experience a
clear conception of what the actor is doing and a fairly clear
conception of the way in which people normally do it. We
know what an automobile driver is doing: he is driving a
car. We all know from general experience how one would
normally do that in the circumstances-and therefore how
he should do

it.170

He further said:
Abandoning all efforts to state what directors do, the present law simply announces that they must do it "carefully",
like a prudent person. But, once again we have no external
measuring rod for assessing how the directors should do "it"
(whatever "it" is). There is no common experience among
courts or juries as to how "it" is normally done, and
171
therefore should be done.
Dean Manning concluded that negligence presupposes a "clear
168. Bayless Manning, former dean of Stanford University School of Law, is
a partner of Paul, Weiss, Rifkind, Wharton & Garrison of New York City.
169. Manning, The Business Judgment Rule, Rcality and the Directors Duly of Attention:
Time for Reconstruction, Seminar, The Dynamics of Corporate Control, ABA (Dec.
8-9, 1983), Tab 2, 2-28-29. Dean Manning's outline for this seminar was incorporated
inan article, The Business Judgment Rule and the Director's Duty of Attention: Time for
Reality, 39 Bus. LAW. 1477 (1984) [hereinafter cited as Manning, Duty of Attention].
See Joy v. North, 692 F.2d 880 (2d Cir. 1982), cert. denied, 103 S.Ct. 1498 (1983).
While it is often stated that directors . . .will be liable for negligence in
carrying out their corporate duties, all seem agreed that such a statement
is misleading. Whereas an automobile driver who makes a mistake in judgment as to speed or distance injuring a pedestrian will likely be called upon
to respond in damages, a corporate officer who makes a mistake in judgment as to economic conditions, consumer tastes or production line efficiency
will rarely, if ever, be found liable for damages suffered by the corporation.
Id. at 885 (citations omitted).
170. Manning, Duty of Attention, supra note 169, at 1493.
171. Id. at 1494.
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perception" of an act and a standard of how the actor should behave.
2
"Both of these pieces are missing in the case of a corporate directors."
That negligence has no application to the business judgment rule
will undoubtedly be disputed. The problem arises from the efforts of
courts, lawyers, and professors over many years to achieve a satisfac-

tory statement of the business judgment rule and particularly a standard of care. It is reported that the Corporation Law Committee of
the American Bar Association has tried for years to agree upon a
satisfactory formulation of the rule.' 7 3 The committee agreed in 1975
to the duty of care standard in section 35 of the Model Business Corporation Act.1 74 Later, however, this was abandoned and a revised
version was set forth in section 8.30175 of the Revised Model Business
Corporation Act, and now the committee has returned to section 35 .76
In addition, the ALI has proposed a standard of care that is described

as relatively close to the wording of section 35 of the Model Act and
is believed to be consistent with the duty of care standard in most
states. 171

The Delaware Supreme Court, however, has not adopted either
of the standards. Moreover, it has ruled that under Delaware law, as
172. Id. See Kennedy, The Standard of Responsibilityfor Directors, Seminar, The
Dynamics of Corporate Control, ABA (Dec. 8-9, 1983), Tab 13, at 13-5. Kennedy
stated: "Discussion of standards of directorial responsibility begins with a recognition
that labels like 'negligence' or 'gross negligence' do very little either to advance
understanding of the decided cases or assist in analysis of what, as a matter of policy,
the legal accountability of directors ought to be." Id. at 13-4, -5.
173. Manning, Duty of Attention, supra note 169, at 1495.
174. MCBA § 35, supra note 110; Report of the Committee on CorporateLaws: Change
in the Model Business CorporationAct, 30 Bus. Law. 501, 502 (1975). Twenty-two states
have standard of care statutes. These include New York, N.Y. Bus. CORP. LAW
§ 717 (McKinney Supp. 1977); New Jersey, N.J. STAT. ANN. § 14A:6-14 (West
1969), and Pennsylvania, PA. STAT. ANN. tit. 15, § 1408 (Purdon Supp. 1980). ALI
Draft No. 3, supra note 112, at 28-40. No state has enacted a business judgment
rule. Id. at 54.
175. Revised MBCA, § 8.30.
176. Manning, Duty of Care, supra note 169, at 1495. Dean Manning's thesis
is that there should be a new start on the duty of care (or as he described it, the
duty of attention). The task is to "construct a legal standard for the director's duty
of attention that is congruent with the realities of life and good public policy." Id.
at 1498. He suggests various propositions for a reconstruction of the director duty
of attention. Id. at 1499-500.
177. The American Law Institute (ALL), for the past four years, has worked
on proposed rules for the structure and governance of the business corporation. The
ALI proposals include rules on duty of care (pt. IV) and duty of loyalty (pt. V) ALI
PRINCIPLES OF CORPORATE GOVERNANCE: ANALYSIS AND RECOMMENDATIONS (Tent. Draft
No. 3, 1984) [hereinafter cited as ALI Draft No. 3]. Draft No. I was published as
a "Restatement and Recommendations." However, critics argued that the project
created new law and was not a restatement in the traditional sense, thus prompting
the ALI to remove the word "Restatement" from its current drafts. ALI Draft No.
2, at vii, viii. The changes from draft 1 were described as too numerous for detailed
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summary. Id. at viii. The Business Roundtable, an organization composed of the
chief executive officers of some 200 of the largest U.S. corporations, voiced strong
objection to the ALI's first draft. It said: "The Reporters' approach will dearly lead
to confusion, if not mischief, when the courts are asked to untangle such an unfortunate melange." Statement of the Business Roundtable on the American Law
Institute's Proposed "Principles of Corporate Governance and Structure: Restatement and Recommendations," 3 (Feb. 1983).
The ALI Draft No. 3 recommendation for duty of care and the business judgment rule is as follows:
Sec. 4.01 Duty of Care of Directors and Officers; the Business Judgment Rule
(a) A director or officer has a duty to his corporation to perform his functions in good faith, in a manner that he reasonably believes to be in the
best interests of the corporation and otherwise consistent with the principles
of Sec. 201, [*] and with the care that an ordinarily prudent person would
reasonably be expected to exercise in a like position under similar
circumstances.
[*Sec. 2.01 sets forth: "The Objective and Conduct of the Business
Corporation."]
(b) The duty of care standard set forth in Subsection (a) includes the obligation of a director or officer to make reasonable inquiry in appropriate
circumstances.
(c)(1) In performing his duty and functions, a director or officer is entitled
to rely on other directors or officers, employees, experts, other persons, or
committees of the board in accordance with Sections 4.02-.03.["]
(2) The board may delegate to directors, officers, employees, experts, other
persons, or committees of the board the function of identifying matters
requiring the attention of the board, and a director, when acting in accordance with the standards set forth in Sections 4.02-.03, is entitled to rely
on the decisions, judgments, or performance of such persons or committees.
[**Sees. 4.02-.03 state the recommendations on the right of directors to rely
on information from or opinions of other directors, officers, employees,
experts, and other persons, and to rely on committees of the board.]
(d) A director or officer does not violate his duty under this Section with
respect to the consequences of a business judgment if he:
(1) Was informed with respect to the subject of the business judgment to the extent he reasonably believed to be appropriate under the
circumstances;
(2) was not interested in the subject of the business judgment and
made the judgment in good faith;
(3) had a rational basis for believing that the business judgment was
in the best interests of the corporation.
(3)
A director of officer who is subject to liability because of the breach
of a duty under this Section will be held liable for damage suffered by his
corporation only if the breach of a duty was the proximate cause of the
damage suffered by the corporation.
Id. at 5-7.
The Business Roundtable, among other criticisms, stated that the ALI's recommended rule 4.01 "represents an overly narrow construction of the business judgment rule and interjects requirements of 'reasonable inquiry' and 'rational basis' which
vitiate the protection of the rule and is not uniformly accepted by current law." The
Roundtable further stated:
Our research into the case law analyzing and applying the business judgment rule indicates that the rule has many different interpretations, and
its utilization depends very much on the facts and circumstances of specific
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to the applicable standard of care, director liability is predicated on
"gross negligence. ' 17 8 In this author's opinion the Delaware cases support this conclusion.
B.

The Requirement of Action

The Aronson opinion includes the statement that "the business
judgment rule operates only in the context of director action. Technically
speaking, it has no role where directors have either abdicated their
function, or absent a conscious decision to refrain, failed to act." 17 9
The role of the board is not given primarily to taking actions.
Reginald H. Jones, former chairman and chief executive officer of

General Electric, wrote that a board will do its job well if it addresses
the essential issues bearing on how well the corporation is serving its
shareowners, employees, and others, and if the board has mechanics
in place to produce a timely flow of information relevant to the issues
it should address. 18 0 Generally, these board responsibilities do not
require any specific actions.
Most of a board meeting is given over to reports from the chief

executive officer, the chief operating officer (if these roles are separated),
and from other officers to determine how effectively the company is
serving its several constituencies. In larger companies the agenda will
also include reports from various board committees, including the
important audit committee. Directors will raise questions about various
subjects of the reports and may make recommendations. For the most
part, however, directors need not take any discrete action on these
matters.
Dean Manning observed that most of the board's business does
not consist of affirmative action on individual matters. According to
him, the minutes of a typical board meeting will reflect four kinds
of activity:
Fully three quarters of the board's time will be devoted to
reports by the management and board committees routine
housekeeping resolutions passed unanimously with little or
cases. Our conclusion is that it would probably not be productive, and it
surely is not necessary, to attempt to codify the rule at all.
Memorandum prepared by Counsel for the Roundtable 7-8 (Jan. 13, 1984). Dean
Manning also criticizes the ALI's section 4.01. "In any event, indications so far are
that the ALI's present work product [with respect to § 4.01] would make an already
precarious situation much worse." Manning, Duty of Care, supra note 169, at 1497.
178. Aronson, 473 A.2d at 812 n.6.
179. Id. at 813.
180. Jones, The Relations Between the Board of Directors and Operating Management
in RUNNING THE AMERICAN CORPORATION 96, 104 (W. Dill ed. 1978).

19841

ARONSON r" LEIVIs

no discussion, and information responding to specific questions that had earlier been put to the management by directors about a wide range of topics, sometimes accompanied
by suggestions from the board members. . .. Perhaps the
remaining one quarter of the meeting time will be addressed
to a decision, typically unanimous, on one or two specific
different business items, such as the sale of a subsidiary,
or the establishment of a compensation plan. t"
Most suits against directors, however, will be based on allegations that the directors failed to take requisite action to prevent harm
to the company. This was the charge in Graham v. Allis-Chalmers Man ufacturing Co. 182 where the plaintiffs claimed that the directors were liable
for failing to discover and prevent antitrust violations by employees
of Allis-Chalmers. The plaintiffs argued that the directors had a duty
to monitor the employees' law compliance because they were put on
notice some twenty-two years before this suit of antitrust violations
when Allis-Chalmers had entered into a consent decree. Although the
court in that case absolved the directors of liability under the business
judgment rule, the Aronson court said Graham was an example of a
case that should not have been adjudicated under that rule because
83
no action was taken by the directors.
A recent article by Mr. Veasey raised questions as to this aspect
of the decision and stated that in this respect the opinion highlights
an issue that is often blurred. 184
181. Manning, Duty of Care, supra note 169, at 1483.
182. 188 A.2d 125 (Del. 1963).
183. Aronson, 473 A.2d at 813 n.7. The court also cited the case of Kelly v,
Bell, 254 A.2d 62 (Del. Oh. 1969), aff'd, 266 A.2d 878 (Del. 1970), as another example
of a case where the business judgment rule did not apply. In that case Chancellor

Duffy (later a member of the Delaware Supreme Court) held that directors of U.S.
Steel were not liable for agreeing to continue payments to Pennsylvania counties in

consideration of the repeal of the law requiring such payments by the state legislature.
The chancellor ruled that although some directors did not know about or participate
in the arrangement, they were protected by the business judgment rule. In reaching

this decision, the chancellor was persuaded that the magnitude of Steel's operation
required substantial delegation. He further said: "I cannot say that the broad

managerial delegation adopted by Steel as a business judgment is wrong as a matter
of law because it permitted management to do what was done here." Id. at 72. Could
the delegation by the board over tax matters to Steel management be deemed a "conscious decision to refrain from acting with respect to tax matters within the meaning
of Aronson? Aronson, 473 A.2d at 813. The ALI Draft No. 3, supra note 112 at 58,
noted that delegation of authority to officers would be protected by the rule if made
in accordance with rule 401(d)1-3 set forth in note 177.
184. Veasey, supra note 4, at 1473.
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Specifically, he said:
Where there is no decision (to act or not to act), what standard of care applies to the process by which directors
(individually or collectively) elect to carry out their responsibilities, for example, agenda-selection, deciding what to
delegate to officers and how to monitor their performance,
and determining the flow of the directors' work and information? Is this process determination, at least if it is a focused
decision, protected by the business judgment rule?18
Aronson states "that under applicable principles, a conscious decision to refrain from acting may nonetheless be a valid exercise of
business judgment and enjoy the protection of the rule." 186 This raises
the question of under what circumstances is the "conscious decision"
rule applicable. An illustration may be helpful:
In his regular report to the board meeting the chairman and
chief executive officer in response to a request from independent directors[ 87 ] outlines the company's established program for compliance with the antitrust laws. The program
includes distributing to employees manuals prepared by
counsel explaining the antitrust laws, the company's policy
that violations will result in termination and holding seminars
from time to time for all employees whose activities could
have antitrust connections. The independent directors ask
questions of the chairman, but they are satisfied that management is acting properly in this area. No formal action is
taken with respect to this matter. The minutes state that
the chairman's report to the board included a discussion
of the company's compliance program.
Sometime thereafter several employees are found guilty
of antitrust violations that result in substantial costs to the
company. A suit is filed against the directors claiming they
violated their duty to monitor the company's law compliance
program.
Can the directors rely on the business judgment rule or will they be
judged only under the requisite care standard?
185. Id.
186. Aronson, 473 A.2d at 813. See ALI Draft No. 3, supra note 112, at 57-58.
187. Independent directors in this context are those who are not employees of
the company.
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It is submitted that here the directors made a conscious decision
to refrain from any further action relative to management's antitrust
compliance program. The directors' decision in this matter was to permit management to continue with the compliance program outlined at
the meeting and under the Aronson test the business judgment rule
should apply to their unrecorded decision.
The ALI reporters assert that there is no reason to provide special
protection where no decision is made, giving the example of the director who fails to oversee the conduct of the corporation's business by
not even considering the need for an effective audit process, a dereliction that permits an executive to abscond with corporate funds. They
also offer the example where an executive received but did not read
basic financial information over a period of time thus allowing the
corporation to be looted. 183 The ALI states that in these situations,
the special protection of the rule should not be available. Instead, the
omission would be judged under reasonable care standards.'39
If the presumption of the business judgment rule is to apply only
to board actions, "the rule would not operate at all in respect of fully
90 percent of what directors are actually engaged in."1 90 Thus, in
shareholder derivative litigation where the charge is that the directors
failed to act, they will not have the protection of the presumption of
the rule announced in Aronson-that they acted on an informed basis,
in good faith and in the honest belief that the action taken was in
the best interests of the company. 19' In addition, in those cases where
the plaintiff claims that demand would be futile, the defendant directors would not have the benefit afforded by Aronson of putting the plaintiff to his proof that there is a reasonable doubt that the challenged
92
transaction was a valid exercise of business judgment.
VII.

CONCLUSION

The Aronson court expressed concern that under the court of
chancery's "reasonable inference" test futility of demand would become
virtually automatic.1 93 The court's "reasonable doubt" formulation
has the commendable effect of establishing a more stringent test for

188.
189.
190.
191.
192.
193.

Id. at 57.
Id.
Manning, Duty of Care, supra note 169, at 1494.
Aronson, 473 A.2d at 813.
Id.; Pogostin, 48 A.2d at 624.
Aronson, 473 A.2d at 814.
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excusing demand. This author agrees with the Second Circuit's state194
ment in Joy v. North:
There is danger in authorizing lawyers to bring actions on
behalf of unconsulted groups. Derivative suits may be
brought for their nuisance value, the threat of protracted
discovery and litigation forcing settlement and payment of
fees even where the underlying suit has modest merit. Such
suits may be harmful to shareholders because the costs offset the recovery. Thus, a continuing debate surrounding
derivative actions has been over restricting their use to situations where the corporation has a reasonable chance for
benefit. 195
Whether under the supreme court's "reasonable doubt" test the
trial court will require demand in virtually all cases, as asserted by
Block and Prussin, 196 must await further development in the trial court.
In view of the supreme court's objective that the matter be approached
in a more "balanced way,"' ' 9 it is submitted this was not the court's
intent and that the trial court will not require demand in almost all
cases except those where a majority of the directors are personally
interested in the disputed transaction.
The more significant aspect of the Aronson opinion is its comprehensive restatement of the business judgment rule and its limitations. The
Aronson statement of the rule does raise a number of questions. These
include the meaning of the words "honest belief" in the presumption
that the director's action was taken in the best interests of the
corporation. 198 The court in its statement of this presumption rejected
the modifier "reasonable," a word used by Mr. Arsht in his construction of the rule.' 99 In addition, the court did not use the modifier
"rational" in the best interest presumption as recommended by the
ALI even though it asserts that this element of its proposal is sup194. Joy v. North, 692 F.2d 880 (2d Cir. 1982), cert. denied sub nom. Cititrust
v. Joy, 103 S. Ct. 1498 (1983).
195. Id. at 887.
196. Block & Prussin, Termination of Derivative Suits, supra note 5, at 1505, 1506.
197. Aronson, 473 A.2d at 814. See supra notes 86 and 102.
198. Id. at 812.
199. Arsht, Business Judgment Rule Revisited, supra note 90, at 112. In setting forth
the rule, Arsht stated that directors could not be held personally liable for damages
which result from a transaction which they authorized unless "the directors voted
to authorize the transaction even though they did not reasonably believe or could not
have reasonably believed the transaction to be for the best interest of the corporation."
Id. (emphasis added).
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ported by substantial precedential authority. 20 0 The court's conclusion
that under the business judgment rule director's liability is predicated
on concepts of "gross negligence" 20' no doubt will attract law review
and other comment. And the statement that the rule is applicable to
a conscious decision to refrain from acting requires further court
20 2
explanation.
Although Aronson may have left unanswered questions, it will be
a basic reference for the Delaware business judgment rule. For that
reason, Aronson is a major Delaware corporation law decision.

200. ALI Draft No. 3, supra note 112, at 70. The ALI comment states that a
director or officer will be protected from "liability for a business judgment if he had
a rational basis for believing that the business judgment was in the best interests
of the corporation." Id. at 62.
201. Aronson, 473 A.2d at 812.
202. Id. at 813.
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ADDENDUM
On January 29, 1985, the Delaware Supreme Court decided Smith
v. Van Gorkom' where it held the directors of Trans Union Corporation were not protected by the business judgment rule because their
action in approving a cash-out merger "was not the product of an
informed business judgment."

2

The directors approved the merger at a meeting called on one
day's notice to meet a deadline arbitrarily fixed by the prospective
buyer.3 Except for two directors, they were not informed of the purpose of the meeting nor were they given any information about the
4
proposed merger before the meeting.
The court concluded that the directors (1) did not adequately inform themselves of the role of Trans Union's chairman and chief
executive officer in forcing "the sale of the company and establishing
the per share purchase price;" ' 5 that they

(2) were uninformed as to the intrinsic value of the Company; and (3) given these circumstances, at a minimum, were
grossly negligent 6 in approving the "sale" of the company
1. No. 255 (Del. Jan. 29, 1985).
2. Id. at 3. See also id. at 28, 37, 45, 63.
3. Id. at 10, 11.
4. Id. at 29, 30.

5. Id. at 29.
6. In Aronson, the court made it clear that, as to the applicable standard of
care, director liability is predicated upon the standard of "gross negligence." Aronson, 273 A.2d at 812.
The Smith court said that "[wie think the concept gross negligence is also the
proper standard for determining whether a business judgment reached by a board
of directors was an informed one." Smith, slip op. at 25. Critics will argue that the
court's reasoning does not establish that the Trans Union board was guilty of gross
negligence in agreeing to a sales price of $55, $18 a share, or some 46% above the
market price on the date of the first Trans Union board meeting. Id. at 16, 31.
Gross negligence connotes "willful," "wanton," or "reckless" conduct or an
action in complete disregard of the rights of others. See BLAcK's LAW DICTIONARY
933 (5th ed. 1979); Thieman v. Johnson, 257 F.2d 129 (8th Cir. 1958). A recent
comment stated that
it does not appear that the directors were grossly negligent in not picking
up the telephone and summoning an investment banker from Chicago. Indeed, since they thought about it, and on inquiry of their counsel were told
such an opinion was not required, their error, if any, was of judgment and
not of negligence.
Borden, First Thoughts on Decision In Delaware on Trans Union, N.Y.L.J. Feb. 25, 1985,
at 1, 4, col. 2.
Indeed, the majority's first critic was Justice McNeilly who, in dissenting, said:
At the September 20 meeting [the first meeting] Van Gorkom presented
the [buyer's] offer, and "the board then heard from . . . , the company's
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upon two hours' consideration without prior notice, and
without the exigency of a crisis or emergency. 7
The court pointed out that the directors were required to rely
entirely on a twenty-minute oral discussion by Trans Union's chairman about the proposed sale, and they had neither a written summary of the terms of the merger nor any documentation in support
of the adequacy of the price per share for the sale of the company.,
The Trans Union board attempted to cure the deficiencies of the
first meeting by various means at two subsequent meetings. Although
the court agreed with the principle that a business decision by an
originally uninformed board may be timely cured so as to become
informed and deliberate, the evidence did not support defendants' contention that the board remedied the deficiencies in its original action
in approving the sale.9
Smith raises the question whether its holding as to the failure of
Trans Union's board to make an informed decision conflicts with the
views expressed in the article about the duty-to-be-informed requirements
of Aronson. 1° I do not believe that it does.

The article notes that in those cases where directors must make
hurried decisions such as in a takeover, they should be protected by
the rule if they rely primarily upon recommendations and presentations of management and other directors and experts in whom they have
confidence. However, it is also stated that the presentations of management and others at such meetings should include information that is
material to the matter under consideration and of the kind that a prudent director would consider important in making his decision.
Moreover, the director should feel that he is sufficiently informed about
the proposal so that he could explain a vote for or against."
In contrast to the pressing needs of takeovers, particularly where
there are competing bidders, the court in Smith noted that the Trans

counsel in this matter, who discussed the legal documents. Following this,
the Board directed that certain changes be made in the merger documents.
These changes made it clear that the Board was free to accept a better offer
than [the buyer's] if one is made. The above facts reveal that the board
did not act in a grossly negligent manner in informing themselves of the
relevant and available facts before passing on the merger."
Id. at 85.
7. Smith, slip op. at 29.
8. Id. at 29.
9. Id. at 63.
10. See supra text accompanying notes 140-145.
11. See supra text accompanying note 142.
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Union board acted "without the exigency of a crisis or emergency."12
The deadline was arbitrarily imposed upon the board by Trans Union's
chairman because the prospective buyer demanded that Trans Union
give him a decision no later than the evening of the day following
the board meeting. 13 The court said that even in this situation, there
was no justification for the board "to be stampeded into a patently
unadvised act," ' 14 and indicated that the board was remiss in not requesting the prospective buyer for an extension of time so the board
could have more information to assess the sufficiency of the offer.' 5
Such additional time for more deliberate review, of course, is not
available in emergencies, such as contested takeovers.
It should be noted the article warns that directors "who approve
a transaction without enough time to consider all related material information take the risk that their action will not be protected by the
business judgment rule.' ' 6 In light of the Delaware Supreme Court's
application of the rule in Smith, the risk may be too great, except in
those crises when directors honestly believe that quick action is required. And even here the directors should have enough information
so they can explain their vote. Anything less is not worth the exposure
to liability. 17
12. Smith, slip op. at 29.
13. Id. at 10.
14. Id. at 45.
15. Id. at 37.
16. See supra text following note 141.
17. The court ruled that Trans Union also had breached its fiduciary duty of
complete candor to the stockholders by its "failure to disclose all material information such as a reasonable stockholder would consider important in deciding whether
to approve the [buyer's] offer." Smith, slip op. at 75.
Justice Horsey was joined by Chief Justice Hermann and Justice Moore. Justice
McNeilly wrote a strongly-worded dissent in which he said: "Throughout the opinion great emphasis is directed only to the negative, with nothing more than lip service granted the positive aspects of the case." Id. at 77.
Justice McNeilly said further: "The majority has spoken and has effectively said
that Trans Union Directors have been the victims of a 'fast shuffle' by Van Gorkom
and [the buyer]. That is the beginning of the majority's comedy of errors." Id.
Further: "Lest we forget, the corporate world of then and now operates on what
is so aptly referred to as 'the fast track.' These men were at the time an integral
part of that world, all professional business men, not intellectual figureheads." Id.
at 79.
Justice McNeilly states as to the court's application of the business judgment rule:
I have no quarrel with the majority's analysis of the business judgment rule.
It is the application of the rule to these facts which is wrong. An overview
of the entire record, rather than the limited view of bits and pieces which
the majority has exploded like popcorn, convinces me that the directors made
an informal [sic] business judgment which was buttressed by their test of
the market.

Id. at 84. Justice Christie joined in the dissent in a single paragraph opinion. Id. at 88.

