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ZAPATA CORP. v. MALDONADO
A LIMITATION ON THE USE OF DELAWARE'S BUSINESS
JUDGMENT RULE IN STOCKHOLDER
DERIVATIVE SUITS
INTRODUCTION

On March 18, 1980, the Court of Chancery of the State of Delaware,
in an opinion by Vice Chancellor Maurice Hartnett, denied a motion to
dismiss which had been made by the defendants in a stockholder's derivative suit brought against the directors and officers of a Delaware corporation.' The attempt to compel dismissal was based upon the conclusion of
an ostensibly independent committee of directors that it was not in the best
interests of the corporation to pursue litigation.2 Defendants maintained
that the independent committee's decision to advise termination of the
suit was protected by Delaware's business judgment rule.5 The court
of chancery described the business judgment rule as a defensive rule
which permits corporate directors to exercise discretion when managing
affairs in the best interests of the corporation. 4 This rule does not authorize the dismissal of a stockholder's derivative suit alleging breach of
the directors' fiduciary duty to the corporation.5
Since the plaintiff-stockholder alleged bad faith and breach of fiduciary
duty by the board of directors," and since the corporation itself did not
bring suit against the board, 7 the court concluded that the plaintiffstockholder had an incidental right to bring a derivative suit.$ This right
to maintain suit could not be frustrated by dismissal based upon a misapplication of the business judgment rule.
On May 13, 1981, the Delaware Supreme Court, per Justice William
Quillen, reversed and remanded the decision of the chancery court,0 holding that there was no absolute individual right to continue a derivative suit
for breach of fiduciary duty over the objection of the corporation."
Although the decision of the supreme court is not the clear cut victory for derivative stockholders that the chancery court's decision represented, it is equally clear that the supreme court has also rejected the
1. Maldonado v. Flynn, 413 A.2d 1251 (Del. Ch. 1980), refId and rcnainded sub
noin. Zapata Corp. v. Maldonado, 430 A.2d 779 (Del. 1981).
2. Id. at 1254. See also DEL. CoDE ANx. tit. 8, § 141(c) (1974), which permits
a majority of the board of directors of a Delaware corporation to appoint such a

committee.

3. 413 A.2d at 1256.

4. Id. See also Dzi. CODE ArN. tit. 8, § 141(a) (1974),
board of directors as the "managers" of the corporation.
5. 413 A.2d at 1257.
6. Id. at 1259.
7. Id. at 1262.
8. Id.
9. 430 A.2d at 789.
10. Id. at 782.

(80)

which designates the
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application of the business judgment rule in conjunction with the use of
independent investigative committees in an attempt to thwart derivative
suits at the dismissal stage."1 Rather, the supreme court has imposed on
the corporation seeking such a dismissal the heavy burden of a new twostep legal and equitable test that is in part analogous to the intrinsic
fairness test which is utilized when an interested director transaction is
directly in issue."First, the corporation has the burden of proving the independence,
good faith and reasonable investigation of the committee. There is no
presumption in favor of the corporation as is usual in the typical business
judgment case.' 3 Once the corporation has shown that these three factors exist, the court of chancery may, in its own discretion, proceed to
the second step of the new test. 14 At this stage, the court must determine
whether in its own business judgment the motion to dismiss should be
granted.' 5 The court is instructed not only to consider the corporation's
best interests, but also to "give special consideration to matters of lawv and
public policy." 18 The court is expressly not foreclosed from a trial of
factual issues, nor is the moving party foreclosed from seeking summary
judgment on the merits. 17
This decision conflicts with a recent federal interpretation of Delaware law in a companion case brought in the United States District Court
for the Southern District of New York.' 8 Judge Weinfeld, applying what
was believed to be Delaware law, accepted defendant's theory that because the investigative committee appointed by the defendants was independent and disinterested, 19 the committee's conclusion to compel dismissal
of this action was validly protected by the business judgment rule.20 Accordingly, the case was dismissed without reaching the merits of the
2
federal claim. '
The Delaware Supreme Court's decision veers from the apparent
trend in federal courts to allow dismissal of derivative suits initiated by a
variety of allegations against a corporation's board of directors. Specifically, these federal decisions are based upon a finding that the business
judgment rule protects the decision to compel dismissal made by an independent investigative committee appointed to review the sagacity of pursuing litigation.2 2- However, if the committee is comprised of directors who
11.
12.
13.
14.
15.

Id. at
Id. at
Id. at
Id.
Id. at

16. Id.

788.
788 & n.17.
788-89.
789.

17. Id. at 788 n.15.

18. Maldonado v. Flynn, 485 F. Supp. 274 (S.D.N.Y. 1980), appeal docketed,
No. 80-7221 (2d Cir. Dec. 31, 1980).
19. Id. at 278.
20. Id. at 286.
21. Id. at 287. Maldonado v. Flynn, 417 A.2d 378, 381 (Del. CI. 1930), reeld
:rem. sub itwm. Zapata Corp. v. Maldonado, 430 A.2d 779 (Del. 1931).
22. Lewis v. Anderson, 615 F.2d 778 (9th Cir. 1979) (applying California
law); Abbey v. Control Data Corp., 460 F. Supp. 1242 (D. Minn. 1978). af'd,
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are all named as defendants, the decision to dismiss the suit is held to be
out of the realm of the protection of the business judgment rule.2 3 Some
of these federal courts applied what was believed to be Delaware corporate law when reviewing the permissibility of dismissal based on a decision protected by the business judgment rule.24
The Delaware Supreme Court decision does not disregard the necessity and the applicability of the business judgment rule in Delaware.2 1
Rather, the opinion represents an interpretation of state law not specifically
outlined by statute and not previously addressed or clarified by a Delaware court. 26 The very nature of a stockholder's derivative suit would
be extinguished if those against whom the suit is brought were able to prevent litigation by an improper use of established Delaware law. The
Delaware Court is the obvious forum to establish its state law. Justice
Quillen's opinion is a result of the exercise of this judicial right.
The business judgment rule, although formulated upon sound principle and legitimate need, has been used, and possibly overused, with increasing frequency during the last decade in an attempt to limit stockholder
derivative actions. The Delaware Supreme Court herein limits the everbroadening application of this rule and effectively begins to place this
corporate doctrine in its proper perspective within Delaware corporate law.
I.

HISTORICAL BACKGROUND:

STOCKHOLDER DERIVATIVE

SUITS

AND THE BUSINESS JUDGMENT RULE IN DELAWARE

A. Stockholder Derivative Suits in Delaware
The Delaware Supreme Court stated, in 1927, that:
As a general rule, a cause of action belonging to a corporation
can be asserted only by such corporation by a suit in the corporate name. Conditions may, however, exist in a court of
equity whereby a stockholder may sue in his own name for the
purpose of enforcing corporate rights, though the corporation
in question is nominally a party defendant. This is true in a
proper case if the corporation on the demand of the stockholder
27
refuses to bring suit.
603 F.2d 724 (8th Cir. 1979), cert. denied, 444 U.S. 1017 (1980) (applying Delaware law); Siegel v. Merrick, 84 F.R.D. 106 (S.D.N.Y. 1979) (applying Delaware
law); Gall v. Exxon Corp., 418 F. Supp. 508 (S.D.N.Y. 1976) (applying New
York law). See also Cramer v. General Tel. & Elec. Corp., 582 F.2d 259 (3d Cir.
1978), cert. denied, 439 U.S. 1129 (1979).
23. Galef v. Alexander, 615 F.2d 51 (2d Cir. 1980); Nussbacher v. Chase
Manhattan Bank, 444 F. Supp. 973 (S.D.N.Y. 1978).
24. See cases generally cited in note 22 supra; see also Maldonado v. Flynn,
485 F. Supp. 274 (S.D.N.Y. 1980), appeal docketed, No. 80-7221 (2d Cir. Dec. 31,
1980) ; Lewis v. Adams, No. 77-2666 (N.D. Okla. Nov. 15, 1979).
25. 430 A.2d at 782.
26. Id. at 783.
27. Sohland v. Baker, 141 A. 277 at 281 (Del. 1927). See also DEL.. Cov. Ax.
tit. 8, § 327 (1974) (statutory authority for derivative suits in Delaware).
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The law of Delaware confers the right upon a stockholder to sue

derivatively as an individual, although any judgment rendered on behalf
of the plaintiff's cause of action is for the corporation's benefit alone.28
Such a derivative suit has a dual nature 29 inasmuch as the plaintiff-stockholder is directly compelling the corporation to sue and is indirectly suing
in place of the corporation those wrongdoers against whom the corporation has a valid cause of action. 30
As a prerequisite for filing a stockholder's derivative suit, the plaintiff must demand and receive a refusal from the corporation to pursue
litigation in its own behalf. 31 After the corporate refusal to meet plaintiff's demand, the stockholder acquires an individual right in conjunction
with the corporation's right to assert its claim,' The purpose of this
demand on the corporation to sue in its own behalf is to justify the departure from the norm which recognizes that the directors are the ones
who manage the corporation and would ordinarily initiate litigation in its
interests. 33 This demand requirement can be waived 34 in instances where
28. The Delaware Court of Chancery states that:
[a]ny recovery granted by the decree necessarily is in favor of the corporation. The complaining stockholders secure nothing to themselves as
individuals, beyond the mere right, which is inherent in the decree for relief
to the corporation, of compelling their recalcitrant corporation to accept the
relief which the decree affords.
Cantor v. Sachs, 162 A. 73 at 76 (Del. Ch. 1932). See also Hawes v. Oakland,
104 U.S. 450 (1881) and Zapata Corp. v. Maldonado, 430 A.2d at 784 (Del. 1931).
29. The court also states that:
[a] bill filed by stockholders in their derivative right therefore has two
phases--one is the equivalent of a suit to compel the corporation to sue,
and the other is the suit by the corporation, asserted by the stockholders in
its behalf, against those liable to it. The former belongs to the complaining
stockholders; the latter to the corporation. The complaining stockholders
are allowed in derivative bills to bring forward these two causes of action
in one suit.
162 A. at 76.
30. E.g., Dodge v. Woolsey, 59 U.S. 311 (1856); Harff v. Kerkorian, 324 A2d
251 (Del. Ch. 1974) ; Mayer v. Adams, 141 A.2d 458 (Del. Ch. 1958) ; Taormina v.
Taormina Corp., 78 A.2d 473 (Del. Cl. 1951).
31. The court states that: "a stockholder has no right to file a bill in the corporation's behalf unless he has first made demand on the corporation that it bring
the suit and the demand has been answered by a refusal .....

"

Ainscow v. Sanitary

Co. of America, 180 A. 614, 615 (Del. Ch. 1934).
32. 141 A. 277 (Del. 1927).
33. Dxi. CODE ANN. tit. 8, § 141(a) (Supp. 1980) which states:
The business and affairs of every corporation organized under this chapter
shall be managed by or under the direction of a board of directors, except
as may be otherwise provided in this chapter or in its certificate of incorporation. If any such provision is made in the certificate of incorporation,
the powers and duties conferred or imposed upon the board of directors by
this chapter shall be exercised or performed to such extent and by such
person or persons as shall be provided in the certificate of incorporation.
34. The chancery court states:
Of course a stockholder cannot be permitted as a general rule to invade
the discretionary field committed to the judgment of the directors . . . but
equally well settled is the exception to it (general rule) that a stockholder
may sue in equity in his derivative right to assert a cause of action in

84

DELAWARE JOURNAL OF CORPORATE LAW

[VOL 6

a "demand would be obviously futile or, if complied with, it is apparent
that the officers are not the proper persons to conduct the litigation." 85
B. The Business Judgment Rule in Delaware
Directors and officers of corporations are not infallible in their management of business affairs. Every corporate decision, if subjected to
judicial scrutiny upon demand by aggrieved shareholders, would otherwise be shrouded in unnecessary caution. Directors and officers are
elected and appointed on the belief that their judgment and discretion will
30
act as a positive factor on the corporation.
Accordingly, the business judgment rule evolved from the need to
assure those who govern corporations that they are not liable for honest
mistakes of judgment or unpopular business decisions.8 7 Since the middle
of the nineteenth century, courts have recognized a need to ease the burden of the corporate decision maker.3 8
Not only in the interests of efficient corporate management but also
in the interests of judicial expediency, Delaware courts have long recognized the need for such a rule.3 9 These early cases do not ignore the
responsibility and care with which corporate decisions are expected to be
made. The rule was not set down to preclude litigation on challenged
decisions, but to defend against discretionary attacks upon otherwise legitimate business judgments. In this way, the rule gives the courts a point
from which they may begin their inquiry into the severity of those claims
that do reach litigation.
Delaware law has been accused of being too lenient in the area of
corporate management, particularly in the area of the business judgment
behalf of the corporation, without prior demand upon the directors to sue,
when it is apparent that a demand would be futile, that the officers are
under an influence that sterilizes discretion and could not be proper persons
to conduct the litigation.
McKee v. Rogers, 156 A. 191, 193 (Del. Ch. 1931). See, e.g., Sohland v. Baker,
141 A. 277, 281 (Del. 1927) ; Galef v. Alexander, 615 F.2d 51 (2d Cir. 1980).
35. Ainscow v. Sanitary Co. of America, 180 A. 614, 615 (Del. Ch. 1935).
36. H. HENN, HANDBOOK OF THE LAW OF CORPORATIONS AND OTHER BUSINESS
ENTERPRISES § 242 (2d ed. 1970).
37. Id.
38. The Alabama Supreme Court originally noted:
They [corporate decision makers] do not in our judgment undertake, that
they possess such a perfect knowledge of the matters and subjects which
may come under their cognizance, that they cannot err, or be mistaken,
either in the wisdom or legality of the means employed by them. To exact
such extreme accuracy of knowledge from this or any class of agents, to
whom of necessity a large discretion in the choice of means must be entrusted, would be manifestly wrong, as it must frequently happen, that after
the utmost circumspection and caution, the best possible course would not
be pursued, and a loss be sustained, which as the event would show, might
have been avoided. The inevitable tendency of such a rule, would be hostile
to the end proposed by it, as no man of ordinary prudence would accept a
trust surrounded by such perils.
Godbold v. Brand Bank, 11 Ala. 191, 199 (1847).
39. Karsik v. Pacific E. Corp., 21 Del. Ch. 81, 180 A. 604 (1935); Davis v.
Louisville Gas & Elec. Co., 16 Del. Ch. 157, 142 A. 654 (1928).
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rule.40 The controversy over the interpretation of the Delaware business
judgment rule arises from the fact that there is no general codification of
a standard of care as to director reponsibilities under the provisions of
Delaware corporate law 41 In comparison, the Model Business Corporation Act codifies the standard of care as follows:
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 the position would use under similar
42
circumstances.
Ergo, in the absence of such a codified standard, the Delaware business
judgment rule has been developed through the state courts. Specific
accusations have stated that the Delaware business judgment rule serves
as an absolute bar against judicial scrutiny of fundamental business transactions unless the plaintiff can show "gross and palpable overreaching,"
fraud, or self-dealing on the part of the directors. 4
On the surface it
appears that Delaware courts have added fuel to these accusations by
their use of extreme language when setting down applicable standards below which the business judgment rule is ineffective as a defense." Critics
contend that the "gross and palpable overreaching" standard, above which
directors are shielded from liability, appears to be an excuse by some

45
Delaware courts for almost any corporate act.

40. See, e.g., IL NADER, 'l. GREEN & J. SELIG.AN, CoNsTITUTIoNAJZIXG, TuE
CoRpoRATioN: THE CASE FOR THE FEDERAL CHARTERING OF GANT CoRPOATIoNs
(1976) ; E. FoLaH, THE DE.AwARE GENERAL. CORPORATION LAw (1972).
41. See DEL. CODE ANN. tit. 8, § 141(a) (Supp. 1980) (which provides only
that the corporation shall be managed by or under the direction of the directors) ;
but see DEu. CODE ANN. tit. 8, § 174 (1974) (directors are liable for "wilful or
negligent" unlawful payments of dividends or unlawful stock purchases and redemptions) ; DEL. CODE ANN. tit. 8, § 219 (1974) (liability based on "wilful neglect or
refusal" to produce a stockholders list); DEL. CODE ANN. tit. 8, § 145 (1974)
(indemnification denied where there has been "negligence or misconduct in the
performance of his duty to the corporation").
42. MODEL Bus. CORP. Acr §35 (1976).
43. See R NADER, If. GREEN & J. SFLTGSIAN, CoNsTrrTriONALIZING THE
CoRPORATION: THE CASE rOR THE FEDERAL CHARTEING OF GrA.r CoaoRAr.TiOs

(1976).

44. See Sinclair Oil Corp. v. Levien, 280 A.2d 717 (Del. 1971) ("fraud or gross
overreaching") ; Getty Oil Co. v. Skelly Oil Co., 267 A.2d 883 (Del. 1970) ("gross
and palpable overreaching"); Warshaw v. Calhoun, 221 A.2d 487 (Del. 1966)
("gross abuse of discretion") ; Kors v. Curey, 158 A.2d 136 (Del. Ch. 1960) ("fraud,
misconduct or abuse of discretion"); Bodell v. General Gas & Elec. Corp., 140 A.
264 (Del. 1927).
45. See Sinclair Oil Corp. v. Levien, 280 A.2d 717 (Del. 1971); Getty Oil Co.
v. Skelly Oil Co., 267 A.2d 883 (Del. 1970); Meyerson v. El Paso Natural Gas
Co., 246 A2d 789 (Del. Ch. 1967)-these three cases, two of which are Delaware
Supreme Court cases, contain the most e.'treme language of "gross and palpable
overreaching" and "fraud or gross overreaching." However, neither the Delaware
Supreme Court, nor the chancery court, have immunized directors' misconduct.
See, e.g., Singer v. Magnavox, 380 A.2d 969 (Del 1977).
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These accusations of leniency towards corporate management and
concerns over the broad and loose language of the Delaware courts have
created pleas for the adoption of the Model Business Corporation Act's
47
standard 46 or the even more far-reaching remedy of a federal standard.
Others, however, claim that a closer comparison of Delaware case law and
the Model Act does not render them substantially different as to the degree
of scrutiny put upon a director's performance.4 8 Attention is further
directed to cases which do limit the rule's ability to shield directors
through the use of case law standards including bad faith, abuse of discretion, improper motive, personal gain, self-dealing, negligence or con49
scious disregard of the corporation's interest on the part of the directors.
To add to these attacks on the Delaware business judgment rule, recent federal court decisions, 0 two of which have interpreted Delaware
46. Arsht, The Business Judgment Rule in Delaware and Its Applicability to
the Fiduciary Responsibilities of Directors, Officers and Controlling Stockholders,
4 DE. J. CORP. L. 652 (1979). See also Arsht, The Business Judgment Rule
Revisited, 8 HOFSTRA L. REv. 93, 111 (1979), wherein the author states the business
judgment 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 was
not in good faith.
47. See Carey, Federalismn and Corporate Law: Reflections Upon Delaware,
83 YALE L.J. 663 (1974) ; Carey, A ProposedFederal Corporate Minimum Standards
Act, 29 Bus. LAW. 1101, 1114-15 (1974) ; Schwartz, A Case for Federal Chartering
of Corporations,31 Bus. LAW. 1125 (1976).
Professor Carey calls for a federal standard to remedy the "Delaware syndrome."
Particularly, he suggests provisions with respect to directors' fiduciary duties, "interested directors," more frequent shareholder ratification, abolition of nonvoting shares,
and adoption of a long-arm provision to apply to all transactions within the corporate
structure.

48. See Arsht, The Business Judgment Rule in Delaware and Its Applicability
to the Fiduciary Responsibilities of Directors, Officers and Controlling Stockholders,
4 DFt. J. CORP. L. 652 (1979).
49. See, e.g., Gimbel v. Signal Co., 316 A.2d 599 (Del. Ch.), aft'd, 516 A.2d
619 (Del. 1974); Thomas v. Kempner, No. 4138 (Del. Ch., Mar. 22, 1973); Chasin
v. Gluck, 282 A.2d 188 (Del. Ch. 1971). None of these cases indicate that the
business judgment rule requires that shareholders prove fraud, gross and palpable
overreaching or any similar invidious standard. See also Singer v. Magnavox Co.,
380 A.2d 969 (Del. 1977) (going private transaction utilizing the cash-out technique) ; Schnell v. Chris Craft Indus., Inc., 285 A.2d 430 (Del. Ch. 1971) (a landmark exposition on corporate democracy in which the court held obstruction of
legitimate efforts by dissident stockholders in the undertaking of a proxy contest
against management were not equitable and contrary to corporate democracy).
50. See, e.g., Burks v. Lasker, 411 U.S. 471 (1979); Lewis v. Anderson, 615
F.2d 778 (9th Cir. 1979); Abbey v. Control Data Corp., 603 F.2d 724 (8th Cir.
1979), cert. denied, 444 U.S. 1017 (1980) ; Cramer v. General Tel. & Elec. Corp.,
582 F.2d 259 (3d Cir. 1978), cert. denied, 439 U.S. 1129 (1979) ; Miller v. American
Tel. & Tel. Corp., 507 F.2d 759 (3d Cir. 1974); Gall v. Exxon Corp., 418 F. Supp.
508 (S.D.N.Y. 1976).
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law,51 have permitted dismissals of derivative suits on the ground that
an independent investigative committee had decided that the litigation was
not in the corporation's best interest and that the business judgment rule
placed this decision beyond judicial scrutiny.
The standard for determining whether a corporation can properly
dismiss a derivative suit in this manner was set down by the United
States Supreme Court in Burks v. Laskcr.52 The court enunciated a
two-pronged test requiring that:
1. The court must determine whether the law of the state of incorporation authorizes the board, within its business judgment, to terminate a derivative action.
2. The court must then determine whether dismissal is consistent with the federal policy underlying the particular
3
securities laws allegedly violated.5
Since federal courts, in applying the Burks two-pronged test, will
look to the law of the state of incorporation for guidance, the landmark
Delaware Supreme Court decision in Zapata Corp. v. Maldonado " has
far-reaching consequences in that it eliminates any further attempts to
dismiss derivative suits through utilization of the business judgment
rule. The supreme court has clearly outlined in Zapata the limitations on using the business judgment rule either to shield independent
committee decisions that circumvent breaches of fiduciary duties or to
casually dismiss stockholder derivative suits. 5 In response to the ongoing attacks on Delaware's standards which govern the corporate responsibilities of a director and perhaps in response to the threat of a federal
standard, the state of Delaware has begun to offer relief with Zapata.
II. ThE FACTS
In 1970 the board of directors of the Zapata Corporation, Inc. .0
(hereinafter Zapata) adopted a non-qualified stock option plan for certain directors and officers to buy Zapata's common stock in five install51. See 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 (1930) (federal
interpretation of Delaware law); Maldonado v. Flynn, 485 F. Supp. 274 (S.D.N.Y.

1980), appeal docketed, No. 80-7221 (2d Cir. Dec. 31, 1930).
52. Burks v. Lasker, 404 F. Supp. 1172 (S.D.N.Y.

(2d Cir. 1978), reVd, 441 U.S. 471 (1979).
53. 441 U.S. at 478.
54. 430 A.2d 779 (Del. 1981).
55. Id. at 782.

1975), rcv'd, 567 F.2d 120S

56. Zapata is a diversified corporation engaged in such businesses as contract
drilling, servicing off-shore petroleum products, copper and coal mining, construction
and dredging. Although organized under the laws of Delaware, Zapata's principal
place of business is in Houston, Texas. Complaint filed by plaintiff on June 3, 1975,

in Delaware Chancery Court, para. 3; admitted by defendant in answer on July 21,
1975.
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ments; 5 7 the last installment was to be exercised on July 14, 1974. This
original option plan was ratified by Zapata stockholders in 1971.58
On July 2, 1974, twelve days before the date of the final installment,
the board adopted certain resolutions resulting in the acceleration of the
final option date.59 The directors acted upon these resolutions that same
day but never submitted the amendment to a shareholders' vote.s0 After
requesting the New York Stock Exchange to suspend trading of Zapata's
shares pending an announcement, the directors exercised their options to
purchase additional stock according to the amended plan. Their action
anticipated that the announcement of Zapata's tender offer for 2,300,000
of its own shares would increase the market value of the stock from approximately eighteen dollars per share to twenty-five dollars per share.01
As a result of both the board's decision to accelerate the final option
date and the suspension of the tender offer announcement, the optionees
avoided substantial federal income tax liability. 2 Consequently, Zapata
was deprived of a federal tax deduction in an amount equal to that saved
by the defendants. 3
In June, 1975, William Maldonado, a minority shareholder of Zapata, instigated a shareholder's derivative suit in the Court of Chancery
of the State of Delaware against William H. Flynn and other directors
and officers of Zapata.64 The complaint alleged that the July 2d ac57. The plan granted these officers and directors the option to buy Zapata's conmon stock at $12.15 per share. Maldonado v. Flynn, 413 A.2d 1254 (Del. Ch. 1980).
58. Id.
59. Id.
60. Id.
61. Id. at 1254-55.
62. The tax savings would occur in this manner:
(1) For federal income tax purposes, the amount of capital gains tax paid
is dependent upon the difference between the option price and the market
value of the stock on the date the option is exercised;
(2) If the options were exercised as originally planned, the amount subject
to capital gains tax would have been equal to $12.85 per share (the
difference between the option price, $12.15, and the projected market
value of the stock after the announcement of the tender offer, $25.00);
(3) However, because of the board's action, the amount subject to capital
gains tax is approximately equal to $6.66 per share (the difference
between the option price, $12.15, and the market value of the stock at
the accelerated option date, approximately $18.81) ;
(4) Therefore, the advantage to the optionees, per share, from the amendment of the plan is measured by the amount of $6.19, or the difference
between the basis used to compute federal capital gains tax ($12.85 and

$6.66).

63. See generally note 62 supra. Plaintiff's complaint also alleged that the
original stock option plan ratified by the shareholders in 1971 called for a cash sale.
64. 413 A.2d at 1251. Maldonado became a stockholder of Zapata Corporation
prior to November, 1973, and was still a stockholder at the time the allegedly violative transaction took place. He was, therefore, qualified to bring a derivative action
under Delaware law which states that:
In a derivative action brought by one or more shareholders or members
to enforce a right of a corporation or of an unincorporated association, the
corporation or association having failed to enforce a right which may
properly be asserted by it, the complaint shall allege that the plaintiff was
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celeration of the option date by the board and the resultant exercise of
the options on this earlier date constituted a breach of fiduciary duty owed
to the corporation.6 Subsequently, in 1977, Maldonado filed a federal
claimes alleging violations of section 10(b) and rule lOb-5 6 and section 14(a) and rule 14a-9 0 r of the Securities and Exchange Act of
a shareholder or member at the time of the transaction of which he complains or that his share or membership thereafter devolved on him by operation of law. The complaint shall also allege with particularity the efforts,
if any, made by the plaintiff to obtain the action he desires from the directors or comparable authority and the reasons for his failure to obtain
the action or for not making the effort. The action shall not be dismissed
or compromised without the approval of the Court, and notice by mail, publication or otherwise of the proposed dismissal or compromise shall be given
to shareholders or members in such manner as the Court directs; except
that if the dismissal is to be without prejudice or with prejudice to the
plaintiff only, then such dismissal shall be ordered without notice thereof if
there is a showing that no compensation in any form has passed directly or
indirectly from any of the defendants to the plaintiff or plaintiff's attorney
and that no promise to give any such compensation has been made.
DEL. CH. CT. R. 23.1.
65. Plaintiff alleged that these modifications of the stock option plan were made
solely for the benefit of the senior officers of the corporation at the expense of and
detriment to Zapata. 413 A.2d at 1255.
66. 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).
67. Maldonado alleged that the board of directors of Zapata violated rule
10b-5 when, with knowledge that a tender offer would be made, they voted to
modify the terms of the option plan to give themselves the aforementioned tax
savings. This action, it was claimed, "constituted a fraudulent or manipulative
device or scheme to benefit the optionees to the detriment of the corporation." Id.
at 1035.
The defendants argued that no lOb-5 violation occurred. They theorized
that since the board acted with knowledge of all material facts, the corporation
also had knowledge and since "the corporation (could not] deceive itself," there
was disclosure of information and no deception played upon the corporation. Id.
at 1036.
The court stated that "the Exchange Act 'protects corporations as well as
individuals who are sellers of a security."' Id. (quoting Superintendent of Ins. v.
Bankers Life & Cas. Co., 404 U.S. 6, 10 (1971)). Where there is a duty to disclose
to the shareholder, mere director knowledge does not foreclose a rule lOb-5 claim.
One such situation is where the board members are so interested financially in the
transaction in question that "it cannot be assumed that they will safeguard the
corporation's interests." Id. at 1037. However, where disinterested directors are
involved in the amendment, and they have authority to consummate the transaction
and are fully informed of all relevant facts, disclosure to the board is disclosure to
the corporation. Id. at 1037, 1038.
In the case at bar, only the disinterested board members participated in the
vote; they had full knowledge of its effects, and therefore the corporation is precluded from alleging deception. Although the plaintiff alleged a breach of a fiduciary
duty and a waste of corporate assets, disclosure is sufficient for Exchange Act
purposes. Id. at 1038.
68. In addition to the lOb-5 claim, plaintiff also alleged that proxy statements
issued after the July 2 meeting violated rule 14a-9 of the Securities FxclMnge
Act of 1934. 448 F. Supp. at 1032. Although the proxies listed the cumulative
stock options purchased by various officers, plaintiff claimed that the statements were

defective because they failed to disclose that:
(1) the options were exercised when trading was suspended and when the
optionees had information not disclosed publicly concerning the tender
offer;
(2) Zapata would be deprived of benefits to the extent that the officers'
tax liability was minimized; and
(3) the resolution of July 2, 1974, needed shareholder approval
Id. at 1039. Moreover, plaintiff claimed that these items should have been disclosed
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1934. Pendent to these federal claims was the common law claim of
breach of fiduciary duty that had been previously charged in the Chancery Court in Delaware.6 9 Both of these federal claims initially failed
70
and were appealed.
In 1979, the board of directors of Zapata appointed an independent
investigative committee comprised of two newly appointed directors.
The committee's function was to review the circumstances alleged in the
plaintiff's complaint. Subsequently, it submitted a report recommending
particularly because the directors were up for reelection and the information was
needed by the shareholders in casting their votes. Id.
The district court dismissed the claims, reasoning that in order to state a rule
14a-9 violation, the plaintiff must show that "the proxy solicitation itself . . .
was an essential link to the accomplishment of the transaction." Id. at 1040. Plaintiff failed to show the "link" because the July 2, 1974 modifications were entirely
within the authority of the board and the shareholders could have no expectation
that the July 2 resolutions would be submitted to them for approval. Id.
With regard to the claim that the proxy statements omitted information material
to the shareholder vote for reelection, the district court held that the officers' benefits
under the plan and the rest of their remuneration were listed in detail in a 1975
prospectus and, therefore, available to the shareholders in casting their votes. Id.
at 1041.
On appeal, the United States Court of Appeals for the Second Circuit substantially agreed with the district court except with regard to the effect the failure to
disclose had on the manner in which the shareholders voted their proxies. The
court concluded that:
a reasonable shareholder of Zapata Corporation could have considered it
important, in deciding how to vote his proxy in 1976 and 1977, to know that
the candidates for directorships had voted for, and in some cases benefited
substantially from, the resolutions modifying the exercise date and removing
the requirement of payment in cash so as to enable certain senior officers to
avoid the adverse personal tax effect of the impending tender offer, known
to them through inside information, while depriving the Corporation of a
corresponding tax benefit.

Maldonado v. Flynn, 597 F.2d 789, 798 (2d Cir. 1979).
Finally, on remand, plaintiff amended his complaint seeking solely: (1) to nullify
the election of the directors from 1975 to 1979, (2) to enjoin further misleading proxy
statements, and (3) to recover from defendants damages allegedly flowing from the
issuance of the claimed deceptive proxy materials. Maldonado v. Flynn, 485 F. Supp.
274 (S.D.N.Y. 1980), appeal docketed, No. 80-7221 (2d Cir. Dec. 31, 1980). Zapata
moved for summary judgment based upon the business judgment determination of
the independent investigation committee to dismiss the action. Plaintiff, in opposing
the motion, urged that Delaware's "business judgment rule" was inconsistent with
§ 14(a) and could not be used to foreclose prosecution of his claim. Id. at 277-78.
The district court, however, disagreed and held that the "business judgment rule"
is consistent with § 14(a). Id. at 281. The court concluded that "if a committee of
independent, personally disinterested directors of Zapata has determined in good faith
that in its business judgment the continuation of this action is not in the best interest
of the corporation, the action must be dismissed." Id. at 282.
69. Maldonado v. Flynn, 413 A.2d 1251 (Del. Ch. 1980).
70. Maldonado appealed to the circuit court which upheld the dismissal of the
section 10(b) claim but reversed the dismissal of the section 14(a) claim regarding
the proxy statements which were allegedly false and misleading for failure to disclose
all of the facts surrounding the election of defendants to the board. Maldonado v.
Flynn, 597 F.2d 789 (2d Cir. 1979). See note 68 supra.
The section 14(a) claim was remanded to the district court. 597 F.2d at 791.
Before the court decided whether to accept the pendent state claim, Maldonado
amended this federal claim to exclude the common law claim. He informed the
district court that he would pursue the latter claim in Delaware. Maldonado v.
Flynn, 417 A.2d 378, 385 (Del. Ch. 1980), rev'd and remanded sub nora. Zapata
Corp. v. Maldonado, 430 A.2d 779 (Del. 1981).
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that the defendant not pursue a cause of action, claiming it was not in
the best interests of the corporation. 71
On January 24, 1980, Judge Weinfeld, applying what was believed
to be Delaware law, dismissed the federal case, accepting defendant's
theory that the directors of a nominal corporate defendant in a shareholder's derivative suit may compel dismissal when an independent and
disinterested committee of its directors, in the collective judgment of its
members, determines that litigation is not in the corporation's best
interests7 2
On March 18, 1980, the Delaware Chancery Court ruled on the state
claim of breach of fiduciary duty. In denying defendant's motion to dismiss and alternatively a motion for summary judgment, the court determined that an independent and disinterested committee of directors does
not have the legal power to compel dismissal of a derivative suit. 73 The
court, in fact, found the federal court's position to be an incorrect interpretation of Delaware law.7 4 However, in a separate opinion written on
May 29, 1980, the chancery court contingently granted defendant's motion
to dismiss based on the doctrine of res judicala.75 Since the district court
decision is on appeal to the circuit court, the chancery court stayed
further Delaware proceedings pending the outcome of same. If it is
affirmed, res judicata will bar subsequent action in Delaware; if it is
reversed, the Delaware court will proceed with the order of denial on
no adverse final judgment exists
defendant's motion to dismiss 7 since
6
whereby res judicata will apply.
71. Maldonado v. Flynn, 485 F. Supp. 274 (S.D.N.Y. 1980), appeal docketed,
No. 80-7221 (2d Cir. Dec. 31, 1980).
72. Id. at 278.
73. 413 A.2d at 1257.
74. 417 A.2d at 381.
75. Defendants claimed that the district court's dismissal of the companion suit
was a final adjudication of the state claim since both suits arose out of the sane
transaction. 417 A2d at 383-84. See also United Mine Workers v. Gibbs, 383 U.S.
715 (1965). The chancery court agreed that Maldonado should have presented the
state claim under the district court's pendent jurisdiction. By plaintiff's amending
this state claim out of the federal claim, he was precluded from asserting it again,
unless the district court's judgment is overturned on appeal. 417 A.2d at 384. The
district court clearly had the power to accept pendent jurisdiction over Maldonado's
common law claim since the state claim accompanied a federal claim over which the
court did have jurisdiction. United Mine Workers, 383 U.S. at 725. Maldonado
failed to demonstrate to the chancery court that he could not have presented his entire
claim in district court since no new facts were subsequently discovered that gave

rise to this common law claim. He also failed to show that the district court would
have refused to entertain pendent jurisdiction over this state law claim. What he
did show was that the district court assented to his amendment after he initiated
the severance of his federal and state claims. 417 A2d at 384.
The chancery court concluded that Maldonado impermissibly split his common
law claim and that the final adjudication of dismissal of the federal claim in district
court precluded litigation in a Delaware court on the pendent common law claim. Id.
76. The chancery court summarized as follows:
If the result here seems harsh in view of my March 18, 1980, ruling that
Zapata does not have the power under Delaware lav to compel the dismissal
of a stockholder's derivative suit by relying on the business judgment rule,
it should be remembered that sound public policy mandates but one trial for
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Defendant was granted leave to appeal the March 18, 1980 chancery
court decision to the Supreme Court of Delaware.7 7 On May 13, 1981, the
supreme court reversed and remanded the case, rejecting the court of
chancery's grant of an absolute individual right to Maldonado to continue the derivative suit,78 and instructing the court to proceed further on
the motion to dismiss by using a new tvo-step analysis which combines
the burden of proof from the intrinsic fairness test with an independent
analysis of the law and public policy considerations.7"
III.

ANALYSIS

As previously stated, corporate defendants have adopted a new technique to terminate derivative actions. The increasing tendency to appoint
special investigative committees to determine whether pursuit of corporate
litigation is advisable has become, as a result of federal cases, 0 a method
by which defendants are avoiding liability. In essence, defendants are deflecting judicial inquiry of their own business judgments to that of the
judgments of investigative committees. This immunization of directors
not only reflects the deficiencies in the application of the business judgment rule but also threatens the utility of the derivative suit.
Courts apparently agree "I that there is a basic unfairness and increased danger in placing a lawsuit in the hands of interested directors.
However, not all courts agree on the level of involvement necessary to
render a director "interested." 82 One author suggests that where a
one claim. Maldonado has already once argued and lost in the District
Court on the issue of whether Zapata's Board of Directors may compel the
dismissal of his claims. He assumed the risk of inconsistent adjudications
when he, by his own strategy, elected to commence two actions, one here
and one in the U.S. District Court, and then decided to amend out of his
federal complaint his pendent common law theory of recovery. Since he
created this risk it is entirely proper that he bear its burdens.
Id. at 385.
77. Id. at 384. Oral arguments were heard in October, 1980, and the decision
was handed down as Zapata Corp. v. Maldonado, 430 A.2d 779 (Del. 1981).
78. 430 A.2d at 782.
79. See generally text p. 81 and notes 12-17 supra.
80. See, e.g., Burks v. Lasker, 441 U.S. 471 (1979); Lewis v. Anderson, 615
F.2d 778 (9th Cir. 1979); Abbey v. Control Data Corp., 603 F2d 724 (8th Cir.
1979), cert. denied, 444 U.S. 1017 (1980); Cramer v. General Tel. & Elem. Corp.,
582 F.2d 259 (3d Cir. 1978), cert. denied, 439 U.S. 1129 (1979) ; Miller v. American
Tel. & Tel. Corp., 507 F.2d 759 (3d Cir. 1974); Gall v. Exxon Corp., 418 F. Supp.
508 (S.D.N.Y. 1976).
81. See, e.g., It re Kaufman Mut. Fund Actions, 479 F.2d 257 (1st Cir.), cert.
denied, 414 U.S. 857 (1973) (the court recognized that it is unlikely that named
defendants will authorize a suit against themselves) ; Cohen v. Industrial Fin. Corp.,
44 F. Supp. 491 (S.D.N.Y. 1942). The court states that "it would be the height of
folly to entrust the conduct of the litigation . . . to the very people who are responsible for the wrongs." Id. at 495.
82. See Heit v. Baird, 567 F.2d 1157 (1st Cir. 1977); In re Kaufman Mut.
The
Fund Actions, 479 F.2d 257 (1st Cir.), cert. denied, 414 U.S. 857 (1973).
First Circuit has determined that mere approval of other directors' alleged wrongdoing will not suffice. But see Galef v. Alexander, 615 F.2d 51 (2d Cir. 1980)
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majority of the board of directors are named as defendants in a derivative action, a special committee's attempt to compel dismissal should automatically be disregarded.83 Neither the inside 84 directors nor the outside
committee members are really independent in such a case.m
The issue of whether an independent investigative committee may
terminate a derivative suit is basically a question of state law, s0 provided
that the state law is consistent with the underlying federal lav.8 This
two-pronged test was formulated by the Supreme Court of the United
States in Burks v. Lasker.8 8 The plaintiff-shareholders in Burk's brought
a derivative suit in federal district court against the investment adviser
and certain directors of the investment company alleging violations under
the Investment Company Act of 1934 (hereinafter ICA), 9 the Investment
Advisers Acts of 1940 90 and the common law 01 with regard to a purchase
of the commercial paper of another company.02 A committee of five directors 93 determined that the litigation was not in the best interest of the
corporation. The district court decided that the committee's decision was
shielded by the business judgment rule and thereby dismissed the suit.04
The court of appeals reversed, holding that the policy of the ICA conflicted with the foreclosure of this litigation brought by the plaintiffshareholders against the directors for breach of fiduciary dutyf 3 The
(suggests applying different standards to determine interest where the plaintiffs
demand for suit is rejected and where the plaintiff does not make a demand);
Barr v. Wackman, 36 N.Y.2d 371, 329 N.E.2d 180 (1975) (holding that such a
director is interested because of his passive approval of the wrongful board action) ;
see also Maldonado v. Flynn, 597 F.2d 789, 793 (2d Cir. 1979) (to be disinterested
the director must not have any financial interest in the transaction).
83. See Dent, The Power of Directors to Terminate Shareholder Litigation:
The Death of the Derivative Suit?, 75 Nw. U. L. Rlv. 96, 110 (1980).
84. See H. HmN, HANDBOOK OF THE LAW OF CoRPoRATIoNs AND OTaH BustNEss ENTERIsEs § 204 (2d ed. 1970).
Inside directors are directors who are
corporate officers as well as board members.

85. Id. Outside directors are directors other than corporate officers and are

usually deemed disinterested. But see Weiss & Schwartz, Disclosure Approach for
Directors, 56 HAxv. Bus. REv. 18 (1978). Professors Veiss and Schwartz suggest
that outside directors' claims of independence should be scrutinized. Also, when
outside directors are so connected to management, e.g., by family relationships, business and professional relationships, they should be deemed "affiliated." See also
15 U.S.C. § 80a-2(a) (19) (which calls for a stricter requirement that outside
directors with respect to an investment company not be interested persons).
86. Burks v. Lasker, 441 U.S. 471, 478 (1979).
87. Id. at 479.
88. Id. at 480.

89. 15 U.S.C. §§80a-13(a) (3) to 80a-35 (1976).
90. 15 U.S.C. §80h-6 (1976).
91. 426 F. Supp. 844, 847 (S.D.N.Y. 1977). The allegations included breach

of statutory, contractual, and common law fiduciary duty in not investigating the
quality of the purchased paper.
92. 441 U.S. at 473.
93. Lasker v. Burks, 567 F.2d 1208, 1209 (2d Cir. 1978). The directors were
neither connected with the adviser nor were they named as defendants. The court
determined that the five directors were disinterested within the meaning of the ICA
in that 40% of the fund's board was composed of outside directors.
94. 426 F. Supp. 844 (S.D.N.Y. 1977).
95. 567 F.2d 1208, 1212 (2d Cir. 1978).
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Supreme Court reversed the court of appeals, holding that the underlying
purpose of the ICA suggested that Congress entrusted to independent
directors the responsibility for attending to the interests of the funds'
shareholders 0 The Court further held that there may be situations in
which independent directors could reasonably determine that litigation was
97
contrary to the best interest of the corporation.
The two-pronged test was first applied by the Eighth Circuit in
Abbey v. Control Data CorpY5 The plaintiff, Abbey, brought suit to compel the independent directors to repay a large sum of money in civil and
criminal penalties levied on Control Data as a result of a guilty plea by
the corporation. 90 The shareholders argued that the business judgment
rule was not applicable where the directors had been charged with criminal misconduct.' 00 Judge Henley found no merit in this argument because
Abbey failed to cite any Delaware cases holding that the business judgment rule hinged on the nature of plaintiff's cause of action. 10 The court
decided that under Delaware law 102 "outside" directors could terminate
the action.10 3 Furthermore, it was determined that Delaware law was not
inconsistent with the underlying policies of the Securities Exchange Act
of 1934.104
Most recently, the Ninth Circuit Court of Appeals, in Lewis v. Andersion,10 5 purporting to follow the Abbey decision, dismissed a derivative
action. In Lewis, two shareholders of Walt Disney Productions alleged
96. 441 U.S. 471, 484-85 (1979).

watchdogs.

This is ICA's answer to who watches the

97. Id. at 480-85. See also Dent, The Power of Directors to Terminate Share-

holder Litigation: The Death of the Derivative Suit?, 75 Nw. U. L. Rzv. 96, 109
(1980) (factors to be considered in determining what is not in the best interest of
the corporation are: litigation costs, breakdown of personnel morale, and unfavorable

publicity).
98. 603 F.2d 724 (8th Cir. 1979). The test, as used by the Eighth Circuit, is
as follows: "We first determine whether state law permitted CDC's committee of
outside directors to terminate Abbey's derivative action. And, if so, we then determine whether that termination impinged upon federal policies underlying Abbey's
securities law claims." Id. at 728.
99. Id. at 726.
100. Id. at 730.
101. Id. But see Singer v. Magnavox Co., 380 A.2d 969 (Del. 1977); Tanzer
v. International Gen. Indus., Inc., 379 A.2d 1121 (Del. 1977), remanded, 402 A.2d
382 (Del. Ch. 1978) (Delaware's recent going-private cases automatically focus
attention on breaches of fiduciary duties).

102. Since Delaware is Control Data's state of incorporation, its internal affairs
are controlled by Delaware law. Beard v. Elster, 39 Del. Ch. 153, 160 A.2d 731
(1960).
103. 603 F.2d at 730. See Michelson v. Duncan, 386 A.2d 1144, 1155 (Del. Ch.
1978), modified, 407 A.2d 211 (Del. 1979). See also Dm. CoDE ANN. tit. 8, § 141(c)
(1974) (this section permits the board to establish an independent committee composed of board members).
104. 603 F.2d at 730. Specifically, the Delaware law was not inconsistent with
the policies underlying § 13a and § 14a of the Securities Exchange Act of 1934. See
15 U.S:C. §§78m(a) to 78n(a) (1976).
105. 615 F.2d 778 (9th Cir. 1979), cert.' denied, 101 S. Ct. 206 (1980). ,Lewis
was decided before the chancery court decided Maldonado v. Flynn (March 18, 1980
decision).
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that the board of directors not only adopted a new option plan primarily
for the benefit of defendant-directors 100 but also improperly obtained shareholder ratification.107 The court held that the disinterested committee could
terminate such a suit if it acted in good faith.Y08 The court relied heavily
on the Abbey decision presumably because Delaware 10 and California 110
have similar provisions permitting a corporate committee to act for the
board with respect to certain duties."'
The Lewis court's reasoning was deemed to have been illogical and
superficial :12 in that it applied the Burks' two-pronged analysis incorrectly by dismissing a case based on a good faith, albeit negligent, business
decision.
As a result of Burks, there has been and there will continue to
be much litigation involving the power of the board of directors to
terminate a derivative suit brought under the securities laws.
After Lewis, other cases under Rule 10 b-5 will undoubtedly
arise as defendant directors seek to benefit from the holding in
106. Id. at 783. This allegation involved a § 10(b) claim that the directors were
acting on inside information in that they bought the stock at a low price and later
profited from their exercising option when the stock's price rose.
107. Id. This allegation involved a § 14 (a) claim that the directors did not
disclose the already existing § 10(b) allegations with respect to the enactment of
the stock option plan.
108. The Ninth Circuit concludes that "the good faith exercise of business judgment by a special litigation committee of disinterested directors is immune from
attack by shareholders or the courts." Id.
109. DI.. CODE ANN. tit. 8, § 141 (c) (1974) reads as follows:
(c) The board of directors may, by resolution passed by a majority of the
whole board, designate 1 or more committees, each committee to consist of
1 or more of the directors of the corporation. The board may designate 1
or more directors as alternate members of any committee, who may replace
any absent or disqualified member at any meeting of the committee. The
bylaws may provide that in the absence of disqualification of a member of a
committee, the member or members present at any meeting and not disqualified from voting, whether or not he or they constitute a quorum, may
unamously appoint another member of the board of directors to act at the
meeting in the place of any such absent or disqualified member. Any such
committee, to the extent provided in the resolution of the board of directors,
or in the bylaws of the corporation, shall have and may exercise all the
powers and authority of the board of directors in the management of the
business and affairs of the corporation, and may authorize the seal of the
corporation to be affixed to all papers which may require it; but no such
committee shall have the power or authority in reference to amending the
certificate of incorporation, adopting an agreement of merger or consolidation, recommending to the stockholders the sale, lease or exchange of all or
substantially all of the corporation's property and assets, recommending to
the stockholders a dissolution of the corporation or a revocation of a dissolution, or amending the bylaws of the corporation; and, unless the resolution, bylaws, or certificate of incorporation expressly so provide, no such
committee shall have the power or authority to declare a dividend or to
authorize the issuance of stock.
110. CAr. Coin. CODE §311 (West 1977) (virtually identical to the Delaware
statute, except that the California code now requires that a majority of directors
approve the appointment of members to the committee).
111. 615 F2d at 782.
112. See Brodsky, Termination of Derivative Suits by Directors, 183 N.Y.L.J.
1 (1980).
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that case. We would expect that future opinions will be better
reasoned than Lewis and will deal with the difficult questions
which should be raised in deciding these issues."x 3
Another approach was adopted by a federal court 114 which permitted
a certain amount of judicial inquiry into a committee's decision to terminate a derivative suit. The court upheld the validity of the independent
investigative committee's decision where the committee clearly investigated various factors bearing upon the reasonableness of the business
judgments. 115 Notwithstanding this analysis, the court, in this instance,
chose not to grant summary judgment. 116
A. The Court of Chancery Decision
Although the state law question in Burks has been litigated in many
derivative suits alleging breach of fiduciary duty and violation of federal
securities laws, 117 most jurisdictions have limited judicial inquiry to the
scope of the business judgment rule. The court of chancery in Maldonado 118 recently adopted a different approach, deciding that the business
judgment rule does not allow such committees to dismiss a derivative suit
grounded on breach of fiduciary duty regardless of independence, good
The Delaware Supreme Court in
faith or reasonable investigation.'"
Zapata drew back from this per se bar of the use of an independent committee to rid the corporation of potentially harmful litigation. 120 Instead,
the supreme court takes a more balanced approach by requiring the court
of chancery to exercise its independent judgment as to the propriety of a
121
dismissal.
The specific issue before the Delaware Court of Chancery 122 was
whether the business judgment rule was relevant and could thereby enable
113. Id. at 2.
114. Auerbach v. Bennett, 64 A.D.2d 98, 408 N.Y.S.2d 83 (2d Dep't, 1978),
rev'd, 47 N.Y.2d 619, 393 N.E.2d 994 (1979). The independent committee compelled dismissal of the suit which alleged foreign bribes and kickbacks. The New
York Court of Appeals subsequently found it necessary to reject judicial scrutiny
of various factors in order to preserve the business judgment rule.
115. Id. at 107, 408 N.Y.S.2d at 87-88. Various factors to be considered include:
1) the reasons for the payments, 2) any resulting loss or profit to the directors,
3) any resulting advantage to the corporation, and 4) the reluctance of outside
directors to investigate insiders.
116. Id. at 108, 408 N.Y.S.2d at 88.
117. Violations alleged were in connection with questionable corporate payments
to foreign officials. See Rosengarten v. International Tel. & Tel. Corp., 466 F. Supp.
817 (S.D.N.Y. 1979); Auerbach v. Bennett, 64 A.D.2d 98, 408 N.Y.S.2d 83 (2d
Dep't, 1978), rev'd, 47 N.Y.2d 619, 393 N.E2d 994 (1979).
118. Maldonado v. Flynn, 413 A.2d 1251 (Del. Ch. 1980).
119. Id. at 1263.
120. 430 A.2d at 787.
121. Id. at 788.
122. Id. at 782 (issue specifically limited to breach of fiduciary duty).
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the defendants to compel the dismissal of a pending stockholder's derivative suit based on breach of the directors' fiduciary duty.
Vice Chancellor Hartnett properly indicates in the Maldonado decision that all the cited federal cases 12 3 incorrectly determined that Delaware
law permits corporate directors (or their committees) to dismiss derivative
suits through utilization of the business judgment rule. Although such
dismissals are primarily a question of state law, until now, the Delaware courts and the Delaware statutes have been silent on this issue.124
The Delaware statute '25 clearly gives the board of directors the right to
delegate duties to executive committees, but the chancery court held that
this does not grant any authority by which the directors or their committees can dismiss derivative suits which allege breaches of fiduciary
1
duty. '
It is settled that the business judgment rule may protect such a committee from personal liability where, after demand by the shareholders, a
board decision advises against bringing suit.'2 7 However, the chancery
court analyzed the character of the stockholder's derivative suit and concluded that the nature of the derivative suit, not the business judgment nle,
is relevant to the question of whether the defendants could compel dismissal.' 28

Zapata did not bring suit against its board of directors although

it had a valid cause of action against them, i.e., breach of fiduciary duty
owed by the defendant to the corporation and its shareholders.'m

There-

fore, Maldonado is "vested with a primary and independent right to redress the wrong by bringing a derivative suit." 1.0 As Zapata failed to
initiate suit against its directors, it "can no longer control the destiny
123. See note 80 supra and accompanying text.

124. 413 A.2d at 1257.
125. DEL. CODE ANN. tit. 8, § 141 (c)(1974) which states:
The board of directors may . . . designate 1 or more committees ....
Any such committee, to the extent provided in the resolution of the board
of directors, or in the bylaws of the corporation, shall have . . . all the

powers . . . of the board of directors in the management of the business

and affairs of the corporation ....
126. The chancery court reasoned that:
[i]t is clear, however, that under well settled Delaware law, the directors
cannot compel the dismissal of a pending stockholder's derivative suit which
seeks redress for an apparent breach of fiduciary duty, by merely reviewing
the suit and making a business judgment that it is not in the best interests
of the corporation. ...It [the rule] provides a shield with which directors
may oppose stockholders' attacks on the decisions made by them; but nothing
in it grants any independent power to a corporate board of directors to
terminate a derivative suit. The authority to terminate a derivative suit
must be found-if at all-outside the rule.
413 A.2d at 1257.
127. Id. However, the independent investigative committee %as not named as
a defendant in this case.
128. Id. at 1263. But see Abbey v. Control Data Corp., 460 F. Supp. 1242
(D. Minn. 1978), aff'd, 603 F.2d 724 (8th Cir. 1979), cert. donied, 444 U.S. 1017
(1980) (nature of claim not recognized as a incrititioriargument).
129. 413 A.2d at 1263.
130. Id.
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of this suit and cannot compel the dismissal of the action at this stage of

the proceeding."

131

The court of chancery distinguished all of the defendant's supporting
cases 132 and stated that the committee's decision not to sue was not what
plaintiff attacked herein. The directors' alleged breach of fiduciary duty in
July, 1974, with the purchase of corporate stock pursuant to their amended
stock option plan, was the transaction that formed the basis of Maldonado's
claim. 3 8 This act "may not be entitled to the protection of the business
judgment rule because the directors had a personal interest in that
34
decision."
The court of chancery clearly recognized not only the basic premise
underlying the purpose of the business judgment rule but also the necessity for the rule. 3 5 However, the Maldonado opinion indicates that Delaware does not consider the enforcement of fiduciary duties as mutually
exclusive with its recognition of this rule. 3 6
The court's summary of the business judgment rule states that:
[W]hile it is a limitation on liability and ordinarily protects corporate directors when they, in good faith, decide not to pursue a
remedy on behalf of the corporation, it is not an independent
grant of authority to the directors to dismiss derivative suits.
Under settled Delaware law the directors do not have the right
to compel the dismissal of a derivative suit brought by a stockholder to rectify an apparent breach of fiduciary duty by the directors to the corporation and its stockholders after the directors
have refused to institute legal proceedings, because the stockholder then possesses an independent right to redress the wrong.

Under our system of law, courts and not litigants should decide
the merits of the litigation. Aggrieved stockholders of Delaware

131. Id. at 1262.

132. Id. at 1258-60. See Ashwander v. Tennessee Valley Auth., 297 U.S. 288

(1936)

(business judgment is justifiable where suits against third parties are in-

volved) ; Corbus v. Alaska Treadwell Gold Mining Co., 187 U.S. 454 (1902) (plaintiff had no valid derivative claim that the corporation itself could assert against
defendants); Hawes v. Oakland, 104 U.S. 450 (1881) (no allegation of bad faith
or fraud); McKee v. Rogers, 156 A. 191 (Del. Ch. 1931) (no breach of fiduciary
duty alleged). The premise of these cases is that in the absence of allegations of
bad faith or fraud, the board's decisions not to litigate suits against third parties is
protected. See, e.g., Note, Demand on Directors as a Prerequisite to a Derivative
Suit, 73 HAv. L. Ray. 746 (1960).
133. 413 A.2d at 1255.
134. Id. at 1259. Defendants who exercised the amended option plan avoided
substantial federal income tax liability. See note 62 jupra and accompanying text.
135. Id. at 1256-57.
136. Id. See also recent Delaware going-private cases, e.g Singer v. Magnavox,
380 A.2d 969 (Del. 1977); Najjar v. Roland Int'l Corp., 387 A.2d 709 (Del. Ch.
1978), aff'd, 407 A.2d 1032 (Del. 1979).

See also Comment, Delaware Reverses Its

Trend in Going Private Transactions: The Forgotten Majority, 11 Loy. L. Rav. 567
(1978).
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corporations ought to be able to expect that an impartial tribunal,
and not a committee appointed by the alleged wrongdoers, will
--decide whether a stockholder's derivative suit alleging breach of
137
fiduciary duty has any merit.

-

Although this court stated that it was unnecessary to consider the issue
of the burden of proof as to the independence of the special committee,'3
Hartnett suggested that under the well-settled concepts of fiduciary duty
and fairness, the defendants properly should bear this burden. Furthermore, the business judgment rule is not only irrelevant to dismissal in
Maldonado v. Flynn, but probably could not be used as a defense since
the defendants had a personal interest in the transaction.lm Where the
same party stands on both sides of the transaction, the courts have consistently applied the intrinsic fairness test in determining challenges to
the transaction, and the party who stands on both sides bears the burden
of proving fairness.' 40
B. The Supreme Court Dccision
The Delaware Supreme Court agreed with the court of chancery that
there is a well-settled exception to the general requirement of demand and
refusal as a prerequisite to initiating a stockholder's derivative suit,' 4 '
that is, "when it is apparent that a demand would be futile." 1142 But even
when demand is properly excused, the fact that the stockholder possesses
the legal right to initiate a derivative suit does not give this stockholder
unbridled discretion to control the litigation.' 43 It is on this point that the
supreme court parts company with the court of chancery, reasoning that
since the derivative suit is for the benefit of the corporation alone, a
plaintiff-stockholder cannot be given so much leverage as to exclude all
otiers within the corporate entity from controlling the corporate right
through6ut the litigation.'"
The supreme court held that section 141(c) "I"of the Delavrare Code
clearly permits the board to delegate most of its authority to a commit137. 413 A2d at 1262-63. See also Galef v. Anderson, 615 F.2d 51 (2d Cir.
1980).
138. 413 A.2d at 1263.
139. See Trans World Airlines, -Inc. v. Summa Corp., 374 A.2d 5 (Del. Ch.

1977); Chasn v. Gluck, 282 A.2d 188 (Del. Ch. 1971); Sterling v. Mayflower Hotel
Corp., 33 Del. Ch. 20, 89 A.2d"862, aff'd, 33 Del. Ch. 293, 93 A.2d 107 (Del. 1952).

140. Sterling v. Mayflower Hotel Corp., 33 Del. Ch. 20, 89 A.2d 862, af'd, 33

Del. Ch.293, 93 A.2d 107 (Del. 1952).

141. 430 A.2d at 783.
142. McKee v. Rogers, 156 A. 191, 193 (Del. Ch. 1931).

143. 439 A.2d at 784-85.
144. Id. at 785:
145. Del. Code Ann. tit. 8, § 141(c) (1974).

See notes 109 & 125 .rnpra.
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tee.' 46 Even if the board's actions are tainted by telf-interest, it still has
the power to delegate its authority to a committee of truly disinterested
directors. 47 Since the board possesses the power to do the same, this
disinterested committee can properly seek dismissal of a derivative suit as
48
contrary to the corporate interest.1
The court also recognized that deferral to the business judgment of
the committee when there has been a proper excuse of demand due to
potential director misconduct would likely destroy the derivative suit as a
means of policing boards of directors. 49 The court took note of the
potential for abuse, whether conscious or unconscious, when one group
of directors is required to pass judgment on those fellow directors who
have appointed them. 150 Arriving at the same conclusion as the court of
chancery, the supreme court stated that the business judgment approach
is not the proper balancing point at this stage of derivative litigation."5
In order to remedy the problem of preventing corporations from
wresting bona fide derivative suits away from stockholders without allowing these same derivative plaintiffs to successfully tie up the corporate
mechanism with unmeritorious actions, the court proposed a two-pronged
analysis for the chancery court to apply in such cases. This two-step test
hopes to steer a middle course between yielding to a committee's business
judgment and yielding to plaintiff stockholder control. 15 2 Initially, the
independent committee which compels the corporation to seek dismissal
must file a written record of its investigation, which may lead to the filing
of a pretrial motion to dismiss by the corporation.'" 3 Both the corporation and the stockholder must be given the opportunity to be heard on
this motion. 15 Since the corporation is the moving party, it has the
burden of proving that there is no issue of material fact in order for the
court of chancery to grant dismissal.' 55
It is at this juncture that the chancery court begins its two-step analysis. First, an inquiry is made into the independence and good faith of
the committee and the reasonableness of its investigation.15 6 The corpora146. 430 A.2d at 782.
147. Id. at 786.
148. Id. 788.
149. Id. at 786.
150. Id. 787.
151. Id. The court reasoned that "while we admit an analogy with a normal
case respecting board judgment, it seems to us that there is sufficient risk in the
realities of a situation like the one presented in this case to justify caution beyond
adherence to the theory of business judgment."

152. Id. at 788-89.
153. Id. at 788.

154. Id.
155. Id. Interestingly, this is the same result that the court of chancery declares
it would have come to if it had found it necessary to reach the issue of burden of
proof. 413 A.2d at 1263.
156. 430 A.2d at 788.
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tion has the burden of proving the existence of these three factors since
the underlying issue is an interested director transaction "-- and there is
no favorable presumption on the corporation's behalf as is the normal rule
in a business judgment case.5 8 Upon satisfaction of the first inquiry, the
court may proceed, in its discretion, to the second step. Here, the court
must make its own determination of the propriety of granting a dismissal
when presented with a non-frivolous lawsuit by applying its own independent business judgment as to whether the motion to dismiss should
be granted. By giving special attention to matters of law and public
policy, the court weighs the compelling interests of the corporation against
those legitimate interests of the derivative stockholder. 15 Thus, the Delaware Supreme Court rejects the New York District Court's view that
such an evaluation is beyond judicial reach.16 0 Rather, the supreme court
recognizes that courts regularly deal with fiscal as well as legal issues 101
and the courts alone are in the position to make these considerations of
legal and public policy matters in the interests of justice.16 2
CONCLUSION
The May 13, 1981 supreme court opinion in Zapata Corp. v. Maldonado 163 veers from the course that federal courts are taking with regard to the application of the business judgment rule and its effect on the
dismissal of stockholder derivative suits. Since this is a case of first
instance in Delaware, Justice Quillen's opinion also outlines state law on
a subject not previously enunciated.
Federal courts may continue with the dangerous trend of allowing
dismissals of breach of fiduciary duty claims based on the business judgment rule's protection.1 6 4 If they look to Delaware law, as Burks sug157. Sterling v. Mayflower Hotel Corp., 33 Del. Ch. 20, 89 A.2d 862, aff'd, 33
Del. Ch. 293, 93 A.2d 107 (1952).

158. 430 A.2d at 788.
159. Id. at 789. The court specifically states that "[tlhe second step provides,
we believe, the essential key in striking the balance between legitimate corporate
claims as expressed in a derivative stockholder suit and a corporation's best interests
as expressed by an independent investigating committee."
160. Maldonado v. Flynn, 485 F. Supp. 274, 285 (S.D.N.Y. 1980). appeal
docketed, No. 80-7221 (2d Cir. Dec. 31, 1980).
161. 430 A.2d at 788.
162. Id. at 789.
163. Id.
164. One commentator observes that:
[m]andating judicial review of derivative settlements, requiring plaintiffs to
post security for expenses, or granting summary judgment motions are
more appropriate means of quashing frivolous actions. Using the business

judgment rule for this purpose is overinlusive-it erects a bar to meritorious derivative claims.
Underberg, The Business JTudgment Rale in Derivative Suits Against Directors,
65 CoRNiujL L. REv. 600, 632 (1931).
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gests they must do in certain instances, they will no longer have to
speculate as to what Delaware law is on the subject. It has been clearly
outlined in Zapata Corp. v. Maldonado that the rule will be extended no
6
further than necessary in dismissing derivative suits.'
Critics have claimed that the derivative suit has great potential for
abuse,""0 but as the Delaware courts suggest, the answer must be found outside the business judgment rule. 167 It follows naturally that with the filing
of any corporate claim, frivolous actions will appear before the court. This
is a problem that courts have historically dealt with when deciding whether
to dismiss such suits. Appropriate methods for eliminating these unmeritorious actions have included grants of summary judgment 108 and
requirements for posting security for expenses. 160 However, it does not
follow that the courts are at liberty to accept the misapplication of an
established rule of law, such as the business judgment rule, as another
method for granting such a dismissal. Derivative suits, with their origin.
in equity, permit minority shareholders to redress injuries sustained by a
corporation and provide a judicially acceptable procedure whereby these
shareholders can protect themselves against abuses of discretion by corporate management. Courts are eliminating this safeguard by looking
solely to the "good faith" determination of appointed committees and are
consequently aiding defendants in their attempts to deflect judicial inquiry away from their own self-dealing.
The Delaware Supreme Court has struck a balance between the approaches of the federal courts '70 and the lower court in Maldonado v.
Flynn by requiring first, that the corporation prove the committee is truly
independent and has acted reasonably and in good faith, and second, by
providing an opportunity for the court of chancery to make an independent
analysis of whether the committee's motion to dismiss is proper in light of
not only business considerations but also relevant law and public policy.
Despite the fact that the supreme court has reversed the court of chancery
the application of the two-prong test, as well as the clear invitation for the
chancery court to review the factual issues if necessary, should accomplish
the same objective of the lower court.
The result is the refusal by Delaware to apply the business judgment
rule when an independent committee attempts to compel dismissal of a
165. 430 A.2d at 788.
166. See H. HENN, HANDBOOK OF THE LAW OF CORPORATIONS AND OTHER
BusINEss ENTERPRISES § 360 (2d ed. 1970); Note, Extortionate Corporate Litigation: The Strike Suit, 34 CoLum. L. REv. 1308 (1934).
167. 430 A.2d at 782.
168. See H. HENN, HANDBOOK OF THE LAW OF CORPORATIONS AND OTHER
BusINEss ENTERPRISES §360 (2d ed. 1970); Note, Extortionate Corporate Litigation: The Strike Suit, 34 CoLum. L. REv. 1308 (1934).
169. See CAL. CORP. CODE §800(a) & 834(b) (West 1976); MODEL Bus. CORP.

AcT § 59 (1976). See also Note, Security for Expenses in Shareholder's Derivative
Suits: 23 Year's Experience, 4 COLuM. J.L. & Soc. PROB. 50 (1968).

170. See notes 50 & 51 supra.
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derivative suit where there has been a properly-excused demand. The
supreme court has instead substituted the independent judgment of the
court of chancery, sitting in its normal role as a court of equity, to determine whether or not the case should proceed to trial on its merits.
Diana M. O'Neill

