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Agau received properties which by themselves were clearly of
substantial value. But more importantly, it received a
promising, potentially self-financing and profit generating
enterprise with proven markets and commercial capability
which could well be expected to provide Agau... with the
cash it sorely needed to undertake further exploration and
development of its own properties if not to stay in existence.
For these reasons, we believe that the interest given to the
USAC stockholders was a fair price to pay. Accordingly, we
have no doubt but that this transaction was one which at the
time would have commended itself to an independent
corporation in Agau's position."
3. Application of the Proposed Framework to Fliegler
Initially, the Flieglercourt was called upon to determine whether any
of the following created a conflict of interest transaction: (1) the purchase
of the antimony properties by USAC, a separate corporation owned by most
of the directors of Agau; (2) the negotiation and execution of an option
agreement under which USAC would be sold to Agau if the USAC
properties became valuable; and (3) the eventual exercise of that option and
sale of USAC to Agau.1" In bifurcating the transaction into its discernable
stages, the court identified the purchase of the antimony properties as
implicating the corporate opportunity doctrine and the option agreement
issues as implicating the interested director doctrine. 1 Analysis under the
Framework would be precisely the same.
The Flieglertransaction, however, should have been broken down
one step further, so that the negotiation and execution of the option
agreement could have been analyzed as one interested director transaction,
and the decision to exercise the option as a second, separate interested
director transaction. This additional step would have been taken under the
Framework." Each ofthese two interested director transactions then should

1-Fliegler,361 A.2d at 224-25.
'641d at 219-21.
11M at 220-21. The court found the purchase of the properties to be a corporate
opportunity but also found that the directors did not usurp it because Agau was not in a position,
legally or financially, to undertake the opportunity. Ido at 220. The court also found the option
agreement to be a contract between one corporation and another of which the directors of the flit
corporation were directors and in which they had a material financial interest. Idoat 221. Both of

those determinations are in accord with the Framework.
"In the typical contract situation, the focus will be on the terms of the contract itself and
whetherthe transaction terms were made in an atmosphere ofconflict and, ultimately, whether they
were fair at the time they were entered into by the corporation. In the case of an option agreement
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have been analyzed according to the remainder of the Framework. While it
appears that the Flieglercourt treated the decision to enter into the option
agreement and the decision to exercise the option as two distinct events, 67
it did not expressly treat them as two independent director transactions.
Analyzing each separately would have clarified the court's attempt to
distinguish between the two and its decision to concentrate on the exercise
of the option.
Thus, under the Framework, analysis of the negotiation of and
decision to enter into the option agreement would first address whether the
terms of the option agreement, at the time it was entered into, were approved
by a majority ofthe disinterested directors. The analysis would next address
whether the option agreement was approved or ratified by a majority of the
disinterested stockholders. Finally, the analysis would address whether, if
not approved by the directors or stockholders, the option agreement was fair
to the corporation. In Fliegler, the defendants argued that the option
agreement was insulated because it was approved by Dawson, the sole
disinterested director, at the time it was executed." While this argument is
not sufficient under the Framework to insulate both the acquisition and
exercise of the option, it is certainly sufficient to insulate the acquisition. At
this point, under the Framework, the analysis ofthe acquisition of the option
would end. 69
Turning to the exercise of the option agreement, the first concern is
whether it was approved by a majority of the disinterested directors.
According to the opinion, Dawson was the sole disinterested director and did
not participate in the decision to exercise the option; consequently, there was
no legally sufficient board approval."7 Next, under the Framework, we
consider whether the exercise of the option agreement was approved or
ratified by the Agau stockholders. This stage of the analysis presents
perhaps the most troubling aspects of the Flieglerdecision."' In addressing
stockholder ratification, the court made two significant errors.

(or a similar transaction in which an executory contract leaves discretion to the corporation to
exercise its ights at a future time) more than one interested director transaction will exist, and a
complete analysis must be performed as to both points in time.
167FIiegler,361 A.2d at 221 n.2.
'Id at 222 n.3.
"MWhat
is clear from the courts opinion is that itupheld the lower courts determination that
"when the option was formally executed... the transaction was one which would have commended
itself to an independent corporation in Agau's position." Id at 221 n.2. In other words, at the time
it was entered into, the option agreement was fair to Agau.
'70Id. at 222 n.3.
MAlthough this stage ofthe court's opinion is troubling from the perspective of analysis
under the Framework, it ultimately did not result in harm to the defendants because the court
concluded that the transaction was fair and ruled in the defendants' favor.
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First, the court failed to apply section 144(a)(2) properly. The court
was correct inrejecting the defendants' argument that the transaction was
insulated by the vote of the interested stockholders because section 144(a)(2)
does not expressly require that the ratifying stockholders be independent."
Such a requirement should certainly be implied. Nevertheless, the court
erred in requiring stockholder approval by disinterested stockholders owning
more than half of all stocks." It seems clear that the court needed only to
assume that all "interested" directors voted for ratification and subtract the
number of stocks owned by the interested stockholders (which was either in

the record or readily obtainable) from the number of stocks voted in favor of
ratification; it then could have calculated the number of disinterested stocks
voted in-favor of or against ratification to determine whether the owners of

a majority of the disinterested stocks voted for or against ratification. If a
majority favored ratification, the court's analysis would have been at an end.

This simple mathematical computation should have been undertaken, instead
of avoiding the issue by refusing to assume either that the nonvoting
stockholders approved or disapproved. 74

MFliegler,361 A.2d at 222. Such a requirement is a part ofthe Framework and, although
not expressly stated in § 144(a)(2), is critical to the application of that section. As explained in the
Framework, if the statute were interpreted so that approval by a bare majority ofthe stockholders,
includingthe interested stockholders, would insulate aninterested directortransaction from liability,
then the stockholders owning a majority ofthe stocks could bleed all ofthe assets ofthe corporation
into other entities, or directly to themselves, through interested director transactions that were
approved by their majority stockholder vote. This result would leave the minority without protection
from the tyranny, or "thef" for that matter, of the majority. Consequently, a requirement that the
stockholder approval be only by disinterested stockholders is critical to the operation ofthe law of
corporations as it is applied to interested director transactions. Ifit is not expressly provided for in
the interested director statute of a particular state, it should be read into that statute.
1-Fliegler,361 A.2d at 221. The court appears to have interpreted Gottlieb to require this.
Gottlieb states that "the entire atmosphere is freshened... where formal approval has been given
by a majority ofindependent, filly informed stockholders." Gottlieb,91 A.2d at 59 (emphasis
added). The Flieglercourt then stated that "[t]he purported ratification by the Agau shareholders
would not affect the burden ofproof in this case because the majority ofshares voted in favor of
exercising the option were castby defendants in their capacity as Agau shareholders." Fliegler,361
A.2d at 221. Gottlieb, however, need not be interpreted to require that a majority of all stocks be
disinterested, butmerely that amajority ofthe disinterested stocks approve. This is the rule adopted
in the Framework because the alternative, suggested by the Flieglercourt, creates too high aburden
on the corporation and its directors by eliminating the possibility that an interested transaction be
approved by stockholders, especially if the interested party or parties own a majority of the stocks.
Further, because it is common, at least with small to medium sized businesses, that this will be the
case, the disfavored rule will create unnecessary litigation for many businesses, which could never
properly invoke the safe harbor and which would then always be forced to rely.only on the more
nebulous "fairness" test. The rule selected for the Framework adequately protects the minority while
being less burdensome and more predictable for the corporation. Likewise, approval should only
be required from amajority ofthose stocks voting atthe stockholders' meeting-notby an absolute
majority of all disinterested stockholders.
'Fliegler, 361 A.2d at 221.
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Second, the court concluded that section 144 is not a safe harbor."'
As previously discussed in the Framework, interested director statutes should
be safe harbors: 6 if applied properly and if the appropriate approvals are
obtained, such statutes should insulate corporate transactions from attack
based on the conflict of interest. The Flieglercourt suggests that section 144
is not a safe harbor because section 144 "provides against invalidation of an
agreement 'solely' because such a director or officer is involved."' " The
words "solely because the director or officer is [involved]" are contained in
the statute" to account for the situation in which a transaction may be void
or voidable for reasons unrelated to the interest ofthe director, such as fraud,
lack of authority, ultra vires, or waste.' This provision is not intended to
permit a court to hold that a transaction, which has otherwise complied with
the statute, is void or voidable because it is nonetheless unfair. Within the
realm of interested director issues, the statute, properly interpreted, should
create an absolute safe harbor.
Ultimately, having decided that the stockholders did not legally ratify
the transaction, the Flieglercourt reached the issue of fairness. 80 On this
issue, the courtes actions were entirely consistent with the Framework. The
Flieglercourt's analysis of fairness is well reasoned, well explained, and
provides an excellent analysis of interested director faimess."'
V. COMMON PROBLEMS ASSOCIATED WITH CONFLICT OF INTEREST
TRANSACTIONS

A. Complex Transactions
While the Framework makes the analysis of corporate opportunities
and interested director transactions seem simple and straightforward, these
transactions are often complex. These complex transactions sometimes
encompass both potential corporate opportunities and interested director
transactions.' Unfortunately, courts that rarely encounter these types of

1751d. at 222.
76
See supraPart mT.C.2.
'77d. at 222.
178See DEL. CODE ANN. tit. 8, § 144(a) (1991 & Supp. 1998).
79
1 MoDELBUS. CORP. ACT § 8.30 cmt. 1 (1984); Daniel, supranote 50, at 683 n.109; see
also supranote 50 (explaining that within the realm of conflicts of interest, the safe harbors of the
statute are exclusive).
IFliegler,361 A.2d at 222.
"'See id. at 222-25.
"'See infra notes 183-84 for a sampling of cases in which courts were faced with such
complex transactions.
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transactions tend to confuse the two, which often leads to an incorrect
conclusion."l
Other courts, however, have properly dissected these
transactions, analyzed each component under the applicable doctrine or
statute, and reached the correct result.'
1. Confused Decisions
a.

Independent Distributors, Inc. v. Katz

In IndependentDistributors,the City of Baltimore offered to sell land
to a corporation and to finance the land purchase and construction of an
office/warehouse complex on favorable terms." The corporation's board
rejected the idea of corporate ownership ofthe property, and instead formed
a partnership that purchased the land and leased it to the corporation under
a long-term lease." The corporation guaranteed the partnership's mortgage
on the property.' 7
The trial court found Maryland's interested director transaction statute
inapplicable and applied only the corporate opportunity doctrine.8 The trial
court found, inter alia,that the purchase of the land by the partnership
amounted to the usurpation of a corporate opportunity." 9 While affirming
the trial court decision, the Maryland Court of Special Appeals attempted to
expand on the lower courts flawed analysis. The intermediate appellate
court, however, further confused the issues, finding that under either the
corporate opportunity doctrine or the interested director statute, "the burden
is on the interested parties to demonstrate the fairness and reasonableness of
the [entire] transaction.""' As discussed elsewhere in this article, disclosure
- not fairness - is the linchpin ofthe corporate opportunity doctrine. 91 A
proper analysis of the corporate opportunity doctrine does not ask whether

"Gearhat Indus., Inc. v. Smith Intl, Inc., 741 F.2d 707 (5th Cir. 1984); American Metal
Forming Corp. v. Pittman, 135 B.R. 782 (D. Md. 1992), rev'd, 52 F.3d 504 (4th Cir. 1995);
Independent Distribs., Inc. v. Katz, 637 A.2d 886 (Md. CL Spec. App. 1994).
'"Weiss v. Kay Jewelry Stores, Inc., 470 F.2d 1259 (D.C. Cir. 1972); Committee of
Unsecured Creditors of Specialty Plastic v. Doemling, 127 B.R. 945 (W.D. Pa. 1991); Fliegler v.
Lawrence, 361 A.2d 218 (Del. 1976); Lewis v. Fuqua, 502 A.2d 962 (Del. Ch. 1985); Hill v. Hill,
420 A.2d 1078 (Pa. Super. Ct. 1980); Tennessee Dressed Beef Co. v. Hall, 519 S.W.2d 805 (Tenn.
CL App. 1974).
1ndependentDistribs., 637 A.2d at 888.
6Id. at 889-90.
'"Id at 890.
msId at 891-92.
" lndependentDistribs., 637 A.2d at 891-92.
" lI at 894.
"'See supraPart III.B and infra Part V.G.
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taking the opportunity is fair; rather, it asks whether it is fair to find that an
opportunity is "corporate." The law properly presumes that taking any
corporate opportunity is unfair to the corporation and that, as such, it can
only be taken after proper disclosure and rejection."9
The Maryland court committed a cardinal sin in its conflict of interest
analysis by failing to dissect this complex transaction into its component
parts and by failing to analyze each component under the proper doctrine or
statute. Indeed, the court acknowledged this when it stated: "Although the
lease..., by itself, is subject to examination under [Maryland's interested
director statute], for purposes of a corporate opportunity analysis, it also has
to be examined as part of the overall transaction and not in isolation."'" Had
the Independent Distributorscourt dissected the transaction properly, the
outcome would have been different.
b.

Gearhart Industries, Inc. v. Smith International, Inc.

In GearhartIndustries,a case involving an apparent attempt to fight
off a takeover, Gearharts board authorized the issuance and sale of
debentures and stock warrants on the open market."9 The warrants allowed
for the purchase of Gearhart stock at a reduced price upon certain triggering
events, one of which was a Smith International tender offer.'95 Smith
International contended thatthe board's action was a breach offiduciary duty
because the debentures and warrants were issued to retain management's
96
control over Gearhart.
In determining whether the Gearhart directors breached their duties
of loyalty, the U.S. Court of Appeals for the Fifth Circuit first assessed
whether the directors were interested under Texas law.'" The Gearhart
court stated that a director is interested if, inter alia,the director usurps a
corporate opportunity. 98 Although the courts statement had no effect on the
ultimate result, it is a clear example of confusion between interested director
transactions and corporate opportunities.

"See supraPart IH.B and infra Part V.G.
' 93 lndependentDistribs., 637 A.2d at 894.
'"Gearhart Indus., Inc. v. Smith Int'l, Inc., 741 F.2d 707, 712 (5th Cir. 1984).
1951d.
16Id. at 718.
97
' 1d, at 719.
'"GearhartIndus., 741 F.2d at 719 (citation omitted).

1999]

c.

CORPORATE OPPORTUNITY DOCTRINE

Cooke v. Oolie

In Cooke v. Oolie, two directors loaned funds to The Nostalgia
Network (TNN).' 99 The loans were unanimously approved by TNN's Board,
two of the four members of which the Delaware Court of Chancery found
were not interested.' ° Moreover, the court found that TNN was in desperate
need of funds; that it was not likely the funds could come from another
source; that although the two interested directors had proposed the initial
loan terms, the other disinterested directors obtained significant concessions
from them through negotiations (resulting in a lower interest rate, deferred
interest payments and repayment options); and that the disinterested directors
had a true ability to freely negotiate the terms." 1 These facts, the court
explained, entitled the director defendants to the safe harbor of
section 144(a)(1).m° Nonetheless, the court concluded that being entitled to
the safe harbor of section 144(a)(1) neither immunized the transaction nor
entitled the defendants to the presumption of the business judgment rule;
rather, the court found that this merely shifted the burden of proof to the
plaintiffs to show that the loans were unfair. 3
Although the court ultimately held in favor of the defendants because
the plaintiffs had not met the burden of proving unfairness, the court's
refusal to end its analysis after determining that the transaction was approved
by the disinterested directors has been strongly criticized by at least one
commentator." This author agrees. The Cooke case is in direct conflict
with Pumav. Marriot2" 5 and cases in other jurisdictions, such as Cohen v.
Ayers.' 6 It is also contrary to the plain meaning of the statute and the entire
concept of the statute as a safe harbor - a description of the statute that the
court repeatedly used, but that is inconsistent with the courtes analysis and
conclusions. 0 7

'No. 11,134, 1997 Del. Ch. LEXIS 92, at *12-14 (Del. Ch. June 23, 1997), reprintedin
23 DEL. J. CoRP. L. 775, 786-87 (1998).

Id. at *32, reprintedin 23 DEL. J. CoRp. L. at 795.

2n'Ida at *37-38, reprintedin 23 DEL. J. Corn'. L. at 797.
-Il at *38, reprintedin 23 DEL. J.CoR. L. at 797.
'Cooke, 1997 Del. Ch. LEXIS 92, at *38, reprintedin 23 DEL. J. CoRP. L. at 797.
4
See Charles Hansen, Cooke v. Oolie: Something'sRotten in Denmark,LXIX CoRPs.

GUID, Feb. 17, 1998, § 2 (providing straightforward, thorough, and well articulated criticism).
211283 A.2d 693 (Del. Ch. 1971).
-5 96 F.2d 733 (7th Cir. 1979) (applying New York law). See Hansen, supranote 204,
at 2-3 (making similar observations).
'See infra Part V.E. Ifthe court ultimately reached the arbitrary and subjective issue of
fairness, what is safe about the harbor in this statute?
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Admittedly, Delaware law, in Kahn v. Lynch Communications
Systems, Inc.208 andKahn v. Tremont,' had previously recognized judicially
created exceptions to the safe harbor of section 144, but those exceptions
were limited to mergers and stock purchases by controlling stockholders,
respectively."' Perhaps the Lynch and Tremont decisions could even be
rationalized as dominating stockholder cases.2 ' Regardless, by extending
Lynch and Tremont to cases involving disinterested directors, Cooke, if it
accurately reflects the current state of Delaware law, has emasculated section
144 and has virtually eliminated its safe harbor."' Because Cooke is such
a dramatic departure from prior law and for the reasons so well articulated
by its 3critics, this author does not expect it to remain Delaware law for
21
long.
d.

American Metal Forming Corp. v. Pittman

In Pittman,the company's president and sole stockholder purchased
certain property and equipment and leased it back to the company. 4 The
U.S. District Court for the District of Maryland found that the president/sole
stockholder usurped a corporate opportunity and, therefore, had to turn2 5over
the property and equipment to the company's trustee in bankruptcy.
Pittman was then appealed to the U.S. Court of Appeals for the
Fourth Circuit; which certified the corporate opportunity issue to the Court
of Appeals of Maryland. 216 That court correctly found that when "all of the
shareholders participated in the transaction and no creditors were injured,
21 7
there is no liability for the usurpation of a corporate opportunity.
Although the Maryland Court of Appeals and the Fourth Circuit Court of

'638 A.2d 1110 (Del. 1994).
-No. 12,339, 1996 Del. Ch. LEXIS 40 (Del. Ch. Mar. 21, 1996) (revised Mar. 27, 1996),
rev'd on2other grounds,694 A.2d 422 (Del. 1997).
"Lynch, 638 A.2d at 1117; Tremont, 1996 Del. Ch. LEXIS 40, at *23-24.
2
"See Hansen, supranote 204, at 6 (noting that these decisions "cover all conflict
transactions with an interested controlling shareholder").
2
"See id ("No longer is that decision limited to interested controlling shareholders, but
rather it has been extended to all conflict transactionsinvolving a director!").
213
Id. at 6-7.
24
" American Metal Forming Corp. v. Pittman, 135 B.L 782,784-85 (D. Md. 1992), rev'4,
52 F.3d 504 (4th Cir. 1995).
215
1d. at 787.
6
Pittman v. American Metal Forming Corp., 649 A.2d 356 (Md. 1994).
217
Id. at 360.
21
Pittman v. American Metal Forming Corp., 649 A.2d 356 (Md. 1994).
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Appeals219 ultimately reversed the bankruptcy court's decision, Pittman
provides another glaring example of the confusion in the courts.
e.

Knox Glass Bottle Co. v. Underwood

Another case involving a complex transaction, this time confusing the
Supreme Court of Mississippi, was Knox GlassBottle Co. v. Underwood.2' °
In Knox, directors and officers of Knox of Mississippi (Knox (Miss.)), a
wholly-owned subsidiary of Knox of Pennsylvania (Knox (Pa.)), purchased
trucks that Knox (Miss.) needed and leased them to Knox (Miss.) at above
market rates." Stockholders of Knox (Pa.) later elected a new president
who apparently brought a derivative suit on behalf of Knox (Miss.) against
its former directors to challenge the transactions, seeking return of all profits
made as a result of the leases.'
The court analyzed the corporate
opportunity and interested director components of the transaction, but
missed a key issue.
Because (1) Roy Underwood was given complete power of attorney
as president of Knox (Pa.) to vote the stock that Knox (Pa.) owned in Knox
(Miss.), (2) Knox (Pa.) was the sole stockholder of Knox (Miss.), (3) the
leases were fully disclosed to Roy Underwood, and (4) the rejections of both
the ownership and leases of the trucks met with Roy Underwood's approval
and were in accordance with his instructions, there should have been valid
unanimous stockholder rejection of the corporate opportunities (the
purchases of the trucks by the directors) and approval of the interested
director transactions (the truck leases). 2' These rejections and approvals
should have effectively insulated the purchase and leasing transactions from
challenge under each conflict of interest doctrine.
It should not, therefore, have been possible for any derivative suit to
lie on behalf of Knox (Miss.). Rather, the proper suit, if any, should have
been a breach of fiduciary duty claim by the stockholders of Knox (Pa.) on
behalf of Knox (Pa.) against Roy Underwood (or his estate in this case) as
its president and against C.R. Underwood, his successor, for the way in
which they voted the Knox (Miss.) stocks owned by Knox (Pa.) to approve
(or reject) these transactions. The Mississippi Supreme Court thus decided
the wrong case against and on behalf of the wrong-parties. In the confusion
219

American Metal Forming Corp. v. Pittman, 52 F.3d 504 (4th Cir. 1995).

'89 So. 2d 799 (Miss. 1956).
22Id. at 804-05. This truck sale-leaseback arrangement was similar to the real estate
arrangement in IndependentDistributors. See supraPart V.A.
'Knox Glass Bottle, 89 So. 2d at 803.
223
Id at 813-15.
"4Id

at 817.

DELAWARE JOURNAL OF CORPORATE LAW[

[Vol. 24

of these complex transactions, the court apparently lost sight of this key
issue.
2. Some Courts Get it Right
Not all courts misapply the corporate opportunity doctrine and
interested director transaction statutes. As discussed supra, the Fourth
Circuit in Pittmancertified such an issue to the Maryland Court of Appeals,
which correctly interpreted a complex business transaction.' The Fourth
Circuit then reversed the erroneous decision of a federal bankruptcy court.'
Thus, after a troubling start, the Pittman case was ultimately decided
properly. 7 Likewise, courts in otherjurisdictions have correctly applied the
law.
In Flieglerv. Lawrence, previously discussed, the Supreme Court of
Delaware properly analyzed a complex business transaction. 228 The
Delaware Supreme Court first analyzed the acquisition of the property as a
corporate opportunity.229 The court found that because the first company

was not in a position to accept the opportunity, there was no liability even
though a corporate opportunity existed." Next, the court analyzed-whether

the purchase option was an interested director transaction."

After

addressing issues of disinterested director and stockholder approval, and

concluding that the stockholder ratification was not legally sufficient, 2 the
'See supraPart V.A.1.d.
m

' American Metal Forming Corp. v. Pittman, 52 F.3d 504 (4th Cir. 1995).
'ThePittmandecision was especially troubling to Maryland practitioners during the period
between the Bankruptcy Court opinion and the Court of Appeals decision. During that time, it
appeared that by analyzing Pittman together with Independent Distribs., Inc. v. Katz, 637 A.2d 886
(Md. Ct. Spec. App. 1994), Maryland law was that certain transactions, such as the typical saleleaseback arrangement in IndependentDiwibutors(where all stockholders are given the opportunity
to be owners of the entity being created to purchase the property and lease it back to the
corporation), could not be stictured to come within the interested director or corporate opportunity
safe harbors. Id at 894. Even if all stockholders approved the interested directors transaction or
rejected the corporate opportunity, courts would still analyze those transactions for fairness. Id.
("[W]here there are no uninterested directors or stockholders, the burden is on the interested parties
to demonstrate the fairness and reasonableness of the transaction."). Courts would also analyze
whether an objection to those transactions could even be raised, after the fact, by creditors.
American Metal Forming Corp. v. Pittman, 135 B.R. 782,787 (D. Md. 1992). If this were in fact
Maryland law, the task ofstructuring certain types ofconflict ofinterest transactions would become
extremely uncertain and unpredictable.
2s361 A.2d 218 (Del. 1976). This is not surprising considering that the Delaware courts
are widely regarded as the top corporate law courts in the country.
2291d at 220.
2"Id.at 220-25.
"2Fliegler,361 A.2d at 220-22.
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Flieglercourt addressed the fairness of the purchase option. 3 Ultimately,
concluded that the option agreement was fair to the
the Fliegler court
4
corporation. 2
B. Creditors'Rights in Conflict of Interest Transactions
In order to understand the rights of creditors to challenge conflict of
interest transactions, one must first understand the legal relationship between
the corporation and its creditors. The relationship is contractual: 25 the
corporation borrows from the creditors by receiving either cash or property
in exchange for the corporation's promise to pay the creditor for the property
or repay the funds extended to the corporation. Whether the contractual
obligation to pay or repay is express (either orally or in writing) or implied,
it remains solely that - contractual. As with any other contract, the
relationship between a corporation and its creditors is governed by the terms
of the contract, and the creditor is generally protected only by those terms.
Conflict of interest transactions are no different. Unless the conflict of
interest transaction rises to the level of a fraudulent transfer, violates a
provision of federal bankruptcy or state receivership law, or breaches the
loan agreement, a creditor should not be able to assert the conflict. A
creditor should have no right or standing to sue a corporation by invoking

the protections created by the corporate law.

6

The protections of these two

conflict of interest doctrines are only intended to protect stockholders and
should not be extended beyond that for which they were intended.
Some courts have allowed creditors to challenge conflict of interest
transactions as if the creditors were stockholders. 7 Most courts that allow

233

1d at 222-25.
I dIat 225. Although the Flieglercourt deserves high praise for breaking the transaction
into two parts, it should be noted that the option agreement at issue could have been further broken
down: the negotiation and execution of the option could have been analyzed separately from the
exercise of the option. See supraPart IV.B.
'See Katz v. Oak Indus., Inc., 508 A.2d 873, 879 (Del. Ch. 1986) (stating that under the
law generally, "the relationship between a corporation and the holders of its debt securities ... is
contractual in nature" (citations omitted)).
23
I his rationale is to some extent based on the same reasoning as the rule that a creditor
is not entitled to bring a derivative action. This is because the creditors interest, while constituting
asubstantial financial stake in the corporation, is non-proprietary. See 19AM.JuR.2D Corporations
§ 2347 (1986) and cases cited therein.
2
78ee, e.g., American Metal Forming Corp. v. Pittman, 135 B.R. 782 (D.Md. 1992), rev'd,
52 F.3d 504 (4th Cir. 1995); Committee ofUnsecured Creditors v. Doemling, 127 B.R. 945,949-50
(W.D. Pa. 1991); Mothershead v. Douglas, 221 S.W.2d 424, 425-26 (Ark. 1949); ClarkMcWilliams Coal Co. v. Ward, 47 S.W.2d 18,22-23 (Ark. 1932); Harris v. United Serv. Co., 32
S.W.2d 618,619 (Ark. 1930);Nedryv. Vaile, 160 S.W. 880,881 (Ark. 1913); Tevis v. Beigel, 344
P.2d 360,364 (Cal. App. 1959).
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creditors to challenge conflict of interest transactions do so based on the
misapprehension that directors of a corporation owe a fiduciary duty to the
creditors. 3 The legal statement that directors owe a fiduciary duty to the
creditors of the corporation is now recognized as incorrect.3 9 As a result,
the position increasingly adopted by courts is that creditors cannot challenge
a conflict of interest transaction unless it rises to the level of a fraudulent
transfer or renders the corporation insolvent.2
In Pittman, where the sole stockholder had allegedly usurped a
corporate opportunity, the Maryland Court of Appeals stated that "a sole
shareholder is not liable for the usurpation of a corporate opportunity when,
in his own name, he purchases property and equipment for the corporation's
24
use so long as no creditors are harmed.""
In the instant case, ... no creditors were prejudiced by the
transactions at issue. . . [W]e must determine whether
Pittman, as sole shareholder of Pittcon Industries, can be liable
for usurping a corporate opportunity... when.., no creditors
were harmed .... We hold that when, in circumstances such
as the instant case, all of the shareholders participated in the
transaction and no creditors were injured, there
is no liability
2 42
for the usurpation of a corporate opportunity.
The test for determining whether a creditor is harmed, which is included in
the Framework, is that "prejudice arises where the transaction is a fraudulent
conveyance or one which led to corporate insolvency." 3 The Pittmancourt
applied that test: 'No cause of action can be maintained in the instant case

-See American Metal Forming,135 B.R. at 787; Doemling, 127 B.R. at 951; Tevis, 344
P.2d at 364; see also Brown v. Presbyterian Ministers Fund, 484 F.2d 998, 1005 (3d Cir. 1973)
(stating that the "fiduciary obligation is designed for the protection of the entire community of
interests in the corporation - creditors as well as stockholders") (citations omitted).
2
"'See Prudential-Bache Sec., Inc. v. Franz Mfg. Co., 531 Ad 953, 955 (Del. Super. CL
1987); Geyer v. Ingersoll Publications Co., 621 A.2d 784,787 (Del. Ch. 1992); Katz v. Oak Indus.
Inc., 508 A.2d 873, 878-79 (Del. Ch. 1986); Harffv. Kerkorian, 324 A.2d 215, 222 (Del. Ch.
1974), rev'din part on other grounds, 347 A.2d 133 (Del. 1975).
$'See,
e.g., American Metal Forming Corp. v. Pittman, 52 F.2d 504,508 (4th Cir. 1995);
In re Safety Int, Inc., 775 F.2d 660, 662 (5th Cir. 1985); In re Tufts Elec., Inc., 746 F.2d 915, 917
(lstCir. 1984); Wolfensohn v. Madison Fund, Inc., 253 Ad 72,76 (Del. 1969) ("[P]laintiffs as

creditors have no standing to complain on the theory that [another entity] had taken to itself [the
debtor's] opportunity.");Pittmanv. AmericanMetalForming Corp., 649 A.2d 356,360 (Md. 1994);
Hill v. Hill,
420 A.2d 1078, 1082 (Pa. Super. Ct. 1980).
"4Pittman v. American Metal Forming Corp., 649 A.2d 356,359 (Md. 1994).
242M at 360.
43

Id. at 362 (quoting In re Tufts Elec., 746 F.2d at 917 (citations omitted)).
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because no creditors were defrauded by the [transaction] and Pittcon
Industries was not rendered insolvent because of those purchases."'2"
Pittman adopts the reasoning of In re Tufts Electronics,Inc.,245 the
leading case dealing with creditors in conflict of interest transactions. The
Tufts court explained:
Because the corporate opportunity doctrine is a rule of
disclosure, application of the rule is inapposite where an action
taken by [the sole stockholder and director] necessarily
involves the knowledge and assent of the corporation. [The
sole stockholder] cannot be accused of defrauding or
concealing information from himself....

The law is clear that the rights of creditors are involved
only where there has been prejudice to creditors, and prejudice
arises where the transaction is a fraudulent conveyance or one
which led to corporate insolvency.
We find no prejudice to creditors in this case. Tufts was
solvent at the time of the [transaction] and had a positive net
worth .... The [transaction] left sufficient funds in Tufts'
accounts to pay creditors and did not force Tufts into
bankruptcy. In fact, Tufts did not file in bankruptcy until a
year and a half after [the transaction]. [The defendant] is
therefore not liable ....
Although Tufts, and ultimately Pittman, represent the better reasoned
creditor cases and are decided correctly, the analyses employed by these
courts are not without flaws. Pittmanand Tufts involved nearly identical
situations in which the sole director/stockholder acquired alleged corporate
opportunities for his own personal account - in Pittmanreal property and
equipment and in Tufts real property alone - and leased those properties,
both real and personal, back to the corporation.247 Properly analyzed, these
cases should have been both corporate opportunity transactions (i.e., the
purchases of the property) and interested director transactions (i.e., the leases

24

IaJ
-S 746 F.2d 915 (1st Cir. 1984).
da at 917-18 (citatidns omitted).
2
111d at 916; Pittnan,649 A.2d at 358.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 24

to the corporations).' Instead, both courts concluded that the transactions
at issue were corporate opportunity transactions and analyzed them
accordingly, holding that a corporate opportunity transaction could not be
attacked by creditors unless the transaction was a fraudulent conveyance or
led to insolvency. 49
The problem with these holdings is that they are not logical. Recall
that a corporate opportunity transaction is one in which the director seeks to
take a transaction from the corporation." ° In other words, the corporation
is harmed because it did not get the opportunity to enter into a transaction.
A corporate opportunity transaction is, in essence, the absence of a
transaction. If a corporate opportunity transaction is the absence of a
transaction, it cannot be a fraudulent conveyance - it is not a conveyance
at all. Accordingly, it cannot render a corporation insolvent." Thus,
corporate opportunity transactions should never be susceptible to attack by
creditors even as fraudulent conveyances.
An interested director transaction, on the other hand, is, and should
be, subject to attack as a fraudulent conveyance if the transaction is for less
than fair market value and harms creditors. 2 This is so, not because these
transactions are interested director transactions, but because they are for less
than fair market value and, therefore, constitute fraudulent conveyances.
This would be the case regardless of whether they were interested director
transactions or transactions with unrelated third-parties. Interested director
transactions are, admittedly, more circumspect because they involve conflicts
of interest.
As a result, creditors should not be permitted to challenge corporate
conflict of interest transactions on the basis of either the corporate
opportunity doctrine or the interested director doctrine because creditors are
not within the class for whose benefit these statutes and doctrines are
intended. This is the position adopted by the Framework. Nevertheless,

2

'See supraPart VA.

249

In re Tufts Elecs., 746 F.2d at 917; Pittman, 649 A.2d at 360.

'"See supraPart H.A.

"'At the time a corporate decision is made to accept or reject a corporate opportunity, the
corporate decision makers have no way of knowing whether the opportunity will be successful or
not. The opportunity could be accepted, become unsuccessful, and ultimately drive the corporation
into insolvency just as easily as it could be rejected, be successful, and have been the missed
opportunity thatmighthave saved the corporation from insolvency. Moreover, when creditors lend
money to a corporation, they do so, ifat all, based upon the financial stability of the corporation and
the business in which it operates at the time the loan is made. They do not do so based upon the
future opportunities the corporation may encounter.
"Perhaps itwas the interested directortransaction aspect ofPittnan and Tufts-the leases
-that these courts were addressing, even though they incorrectly described the transactions as
corporate opportunities.
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practitioners must consider possible attacks by creditors when structuring
interested director transactions, not because they are interested director
transactions, but because if not fair, they, like unrelated transactions, could

constitute fraudulent conveyances. This too is the position adopted by the
Framework. 2s
C. Do PreferredStockholders Count?
This section addresses whether, in conflict of interest situations where
a particular issue must be resolved by the stockholders, the preferred

stockholders should be included as stockholders, either by voting together
with common stockholders or by voting as a separate class. This issue arises
in both corporate opportunity and interested director transactions. In the
corporate opportunity setting, the question is: if the decision to undertake
or reject the opportunity is presented to the stockholders, should the
preferred stockholders be included? Likewise, in the interested director

context, the question is: if the authorization, approval, or ratification of an
interested director transaction is presented to the stockholders, should the

preferred stockholders participate? 4 Regardless of whether the conflict
arises in an interested director transaction or a corporate opportunity, the
rights of preferred stockholders must be analyzed. The outcome may,
however, depend on whether the transaction at issue is an interested director
transaction or a corporate opportunity transaction.
The simple answer to the question is that it depends largely on the
contractual rights of the preferred stock:
The relation between a corporation and the holders of
preferred shares is a contract relation, and the rights and

'It should be noted that at least one commentator has suggested that the burden of proof
should remain on the creditorto prove the unfairness orinsolvent effectofsuch atransaction. Susan
Webber, Arkansas CorporateFiduciaryStandards-Interested Directors'Contractsand the
Doctrineof CorporateOpportunity,5 ARK.L. REv. 39, 46 (1982). The Framework adopts this
position.
'It should be noted at the outset that while most, ifnot all, ofthe interested director statutes
specifically provide for authorization, approval, or ratification by the "shareholders," by
"shareholders entitled to vote," or by a "majority ofthe votes entitled to be cast by the holders of all
qualified shares," see statutes cited supranote 5, no statute specifies whether this is to include only
common stockholders, all stockholders, or something in between. The interested director statutes
leave the issue to interpretation. While it could be argued that preferred stockholders must be
includedwithin the term "shareholders," because according to plain meaning they are stockholders,
the distinction between "stock" and "debt"is a fairly complex continuum. The terms of the
instrument are controlling, not its designation as "stock" or "debt." It should also be noted that the
statutory interpretation issue that arises with interested director transactions does not exist in the
corporate opportunity analysis.
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remedies of the holders of such shares depend upon the
express and implied terms of their contract. Except as to
preference in the payment of dividends or the distribution of
assets on dissolution, and except insofar as the corporate
charter or general statutes provide otherwise, they have the
same rights and are subject to the same liabilities as common
stockholders. 5
The mere designation of stock as "preferred" does not
necessarily make it such. Preferred shareholders possess only
those rights which are granted to them by the provisions
embodied in the certificate of incorporation. Thus, preferences
and limitations associated with preferred stock exist only by
virtue of an express provision, contractual in nature, creating
such rights or limitations. 6
Determining whether a particular issuance of preferred stock is entitled to
participate in these decisions is, however, significantly more complex.
Because of the nature of preferred stock, it may, in many cases, be more akin
to debt than to equity. As previously discussed, creditors are not entitled to
participate in these types of decisions-because they are not owed fiduciary
duties by the directors or officers of the corporation; instead, creditors are
protected from interested director and corporate opportunity transactions by
the terms ofthe loan agreement and bythe law of fraudulent conveyances'
Thus, if the contractual rights of the preferred stock make it closer in nature
to a debt instrument, its holders, like creditors, will not be entitled to
participate in the conflict of interest decision making. On the other hand, if
their rights are more akin to equity securities, the preferred stockholders
should be allowed to participate.
Balotti and Finkelstein, in their influential treatise on Delaware
Corporation Law, explain the existence of preferred stock as a spectrum that
runs the gamut from common stock to promissory notes:
The distinction between debt securities, usually
denominated bonds, debentures or notes, and equity securities,
usually denominated shares of stock, has in the course of time
been blurred by the issuance of securities which partake of the
character of either or both. The stockholder was generally

"I11 FLETCHER, supra note 147, § 5295, at 574-75 (footnotes omitted).
'518 C.J.S., Corporations § 152 (1990) (footnotes omitted).
'See supra Part V.B.
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considered to be an owner of the corporation to whom the
corporation was not obligated in any fixed amount or with any
maturity, with a right to receive "dividends" only out of the
earnings of the corporation, with his capital at risk and
subordinate to the rights of creditors. A debt security was
generally considered to be one which obligated the corporation
to repay the principal amount at a fixed date with "interest"
payable thereon in accordance with the terms of the security.
The holder of a debt security was considered to be a creditor
whose claims on the capital ofthe corporation were superior to
that of the stockholders, but who had no right to share in the
profits.
The ingenuity ofthe marketplace, given free rein by the
flexibility of the General Corporation Law, has resulted in a
variety of instruments, some labeled stock and others labeled
notes or debentures..., which have characteristics both of
debt and of equity. 8
In accord with Fletcher and Corpus JurisSecondum,259 Balotti and
Finkelstein conclude that labeling the instrument as debt or equity is
immaterial.' "The relative rights of the holders of the securities will be
determined by the terms of the certificate of incorporation which Delaware
law treats as a contract between the corporation and its stockholders." 2 1
In those areas that are not addressed by the express contractual terms
included in the charter, the distinction becomes important. As Balotti and
Finkelstein recognize, one such situation usually not addressed in the charter
is the application of fiduciary duties to the holders of corporate quasidebt/quasi-equity securities:
Only for certain purposes (e.g., bankruptcy, insolvency,
income tax questions, applicationoffiduciary duties, etc.) is
the characterization apt to be ofany significance. A number of
cases have held that the fiduciary duty of the corporation to its
stockholders does not exist as to creditors.... [Tjhe cases have

2l R.FRAcnKUNBALorn & JEss.A. FwKsTEiN, DAWA
(2d ed. Supp. 1996).
"See supranotes 255-56 and accompanying text.
BAtorn &FbmsmTiN, supranote 258, § 5.1.
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6Id; see also Wolfensohn v. Madison Fund, Inc., 253 A.2d 72, 75 (Del. 1969) ("The
question of whether or not the holder ofaparticular instrument is a stockholder or a creditor depends
upon the terms of his contract.").
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held... that "a convertible debenture holder.. ." and holders
of debt instruments "are not owed a duty of loyalty ... ."262
Thus, for purposes of determining whether preferred stockholders are to
participate as "stockholders," and whether the duty of loyalty extends to
them, it becomes critical to examine the rights and preferences of each
instrument to determine whether it makes sense to impose such a duty to its
holders.
It has been generallystated that, "in the absence of any controlling
provision in the statute or contract, preferred stockholders stand on
substantially the same footing as ordinary stockholders and have the same
rights and are subject to the same liabilities, except that they are entitled to
'
a certain preference."263
Nevertheless, although the role of preferred stock
in conflict of interest transactions is rarely expressly addressed, and in spite
of the rule expressed above (that in the absence of an express provision,
preferred stockholders are to be treated as ordinary stockholders), there are
two issues typically expressly addressed in the terms of the preferred stock
from which it can be determined whether the preferred stock should be
allowed to participate. The two critical terms on this issue are: (1) the
presence or absence of voting rights, and (2) the extent of the preferred
stock's entitlement to participite in the residue of the corporation's assets
after all other obligations are satisfied.
In order to determine whether the holders of specific preferred stock
are entitled to participate in conflict of interest decision making, the
following Framework for analysis has been developed. This Framework
should form a portion of the larger Framework when preferred stock is an
issue. Although this type of analysis has never been specifically adopted

26BALoTn &FINKELSTEN, supranote 258, § 5.1 (footnotes omitted) (quoting Glinert v.
Wickes Cos., No. 10,407, slip op. at 22 (Del. Ch. Mar. 27, 1990), reprintedin 16 DEL. J.
CoRP.L.
764, 781 (1991)) (emphasis added).
'18 CJ.S., Corporations§ 156 (Supp. 1995); see also Scully v. Automobile Fin. Co., 101

A. 908, 911 (Del. Ch. 1917) (holding that preferred stockholders are entitled to question the loyalty
of issuance of common stock for no consideration even though the preferred stockholders were not

granted the right to vote).
'he research for this article did not reveal any cases that directly analyzed the preferred
stock issue. In IndependentDistributors,Inc. v. Katz,637 A.2d 886 (Md. Ct. Spec. App. 1994),
the Court of Special Appeals of Maryland was directly faced with this issue. That court did not
analyze the issue at all, but assumed without discussion thatthe preferred stockholders were entitled
to approve an interested director transaction where all common stockholders were found to have
been interested. Id. at 886-87, 892. Because the Katz family stockholders had initiated a 1967

lawsuit seeking appraisal rights for their common stock, which was still pending at the time the
transaction in dispute occurred, they ceased to have any stockholders' rights as to that stock. Id at
892; MD. CoDE ANN., Conss. & ASS'NS § 3-204 (1993). Katz will be criticized in depth on this
issue below. See infra text accompanying notes 279-83.
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by a court, it is a combination of two similar concepts that have been
discussed by courts and commentators. First, a number of cases recognize
that even ifthe rights of the preferred stockholders are limited by contract so
that they cannot vote, the preferred stockholders are entitled to vote (either
by statute, by case law, or by the express terms of the contract) if the
proposed transaction adversely affects the powers, preferences, or rights of
their stock.' Second, some commentators recognize the concept that the
residual benefits of the corporation inure to the common stockholders and
no one else.2"

'Balotti and Finkelstein explain that the Delaware statute has expressly provided this
protection:
[W]here aproposed amendmentto the certificate ofincorporation would increase
or decrease the number or parvalue ofthe shares ofany class or would change the
powers, preferences or special rights ofthe shares of any class so as to affect them
adversely, then notwithstanding any denial or limitation of voting rights in the
certificate of incorporation, the shares of the class so affected will be entitled to
vote separately as a class unless only the shares of a series are so affected, in
which case the series so affected will be entitled to vote as if a separate class.
BALoTrI &FINKEILsTmN, supra note 258, § 5.4 (citing DEL. CODE ANN. tit. 8, § 242(b)(2) (1991)).
Similarly, the court in Russv. FederalMogulCorp., 316 N.W.2d 454 (Mich. Ct. App. 1982), noted
that the corporation's articles in that case provided "thatthe corporation shall not'alter or change the
preferences or limitations' regarding the preferred stock without the approval of two-thirds of the
outstanding preferred shareholders." Id. at 457 (citation omitted).
Similarly, section 615 of the [Michigan statute] states, in pertinent part:
(1) The holders of the outstanding shares of a class may vote as a class upon a
proposed amendment, whether or not entitled to vote thereon by the articles of
incorporation, if the amendment would increase or decrease the aggregate number
of authorized shares of the class, or alteror change the powers,preferences or
specialrights of the shares ofthe class or otherclasses so as to affect the class
adversely.
Id (quoting MicH. STAT. ANN. § 21.200(615) (Law. Co-op. 1993)) (second alteration in original).
Also,
when there are two kinds of stockholders, one preferred and the other common,
when there is no difference in their status under the corporate charter except a
preference as to dividends, and none under statute law, the sale of stock to
common stockholders at par, without giving the preferred stockholders an
opportunity to purchase theirproportionate part under the same conditions, or the
issuance of a stock dividend to the common stockholders to the exclusion of the
preferred stockholders, is an impairment of the rights of the latter which entitles
them to relief in equity if the stock has not been delivered, or to damages for
breach of a contract obligation if it has.
Riverside & Dan River Cotton Mills, Inc. v. Thomas Branch & Co., 137 S.E. 620, 623 (Va. 1927).
'"As one such commentator observed:
Under classical corporate theory, stockholders are the owners of the corporation
and, therefore, are the appropriate constituents to enforce the duty of loyalty
through litigation designed to redress harm to their asset Under more modem
analysis, stockholders, as owners ofthe residue of corporate assets and therefore
the principal risk bearers, are the appropriate enforcers of the duty....
The risk that, in the event ofbreach, stockholders, as residual claimants, will
find fewer residual assets available to them after payment of corporate expenses
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The most critical issue to the analysis is whether the preferred
stockholders have the right to vote under their contract with the corporation.
If they do, then they should be entitled to participate in the conflict of
interest decision making as stockholders under both the corporate
opportunity doctrine and interested director statutes.7' Furthermore, unless
the charter or statute specifically provides that they are to vote as a class, the
preferred stockholders should vote together with the common stockholders.
If the transaction is either approved or rejected, as the case may be, by a
majority ofthe combined disinterested preferred and common stockholders,
it should be insulated from challenge.268
If, on the other hand, the preferred stockholders do not have the
express contractual right to vote, determining whether the preferred
stockholders have a contractual right to some portion of the residuary of the

corporate assets becomes important. Entitlement to any portion of the
residuary of the corporation's assets should entitle such preferred
stockholders to vote, regardless of whether it is an interested director

transaction or a corporate opportunity transaction. Regardless of whether it
is a transaction with - or the absence of a transaction with - the
corporation, the preferred stockholders should vote because, as the owners

and obligations, either currently (in the case of dividends) or upon dissolution (in
the case of liquidation), justifies their ability to enforce the duty of loyalty.
Lawrence E. Mitchell, The FairnessRights of CorporateBondholders,65 N.Y.U. L. REv. 1165,
1192-93 (1990) (footnotes omitted). See also WILLAmL. CARY & MELviN A. EisENBER, CASES
AND MATERIALS ON CORPORATIONS 668 (6th ed. 1988) (noting that common stock, as the residual
element in a corporation's structure, tends to define itself); Wolfe v. American Say. & Loan Assoc.,
539 So. 2d 606, 608 (Fla. Dist. Ct. App. 1989) (holding that an action by preferred stockholder
against corporation was direct, not derivative, because a preferred stockholder's breach of fiduciary
duty claim did not harm the corporation (or the residuary) but the preferred stockholders in a
separate, individualized manner).
'nfthe preferred stockholders' rights to vote are contingent (on whether or not dividends
have been paid to them, for example), then the rule should depend on whether the contingency has
occurred and is an on-going deficiency enabling them to vote. Whether or not the preferred
stockholders have the right to vote at the time the issue is voted upon may determine whether they
will be allowed to participate.
Another interesting issue arises when preferred stockholders have contingentvoting rights
that, when triggered, disenfranchise the common stockholders. Ifsuch disenfranchisement occurs,
do the common stockholders get the right to vote on a conflict of interest transaction that is put to
a vote during the time they are disenfranchised? Because the common stockholders are the owners
of the residue of the corporate assets, they are the most harmed by conflict of interest transactions.
As a result, even if disenfranchised by the preferred stock, they should be given the right to vote.
'1The
rationale for the preferred vote together with the common is that the nature of a
conflict of interest transaction is such that the transaction affects the whole corporation. Thus,
because the preferred stockholders are not adversely affected as a classby such a transaction, they
need not be given the opportunity to vote as a class. Of course, if under the facts of a particular
transaction, the preferred stockholders are adversely affected asaclass,thenthe rule's rationale, and
thus the rule itself, would be inapplicable.
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of the residuary ofthe corporation's assets, they are among the economically
adversely affected class and are intended to be protected by both doctrines." 69
They should also vote alongwith the common stockholders - not as a class
- because their residual interest is the basis for their right to vote, and that
interest is no different from that of the common stockholders.
If the preferred stockholders are neither entitled to vote nor entitled
to a portion ofthe residuary of the corporation's assets, it becomes important
to differentiate between interested director transactions and corporate
opportunity transactions. In the corporate opportunity context, preferred
stockholders who are not entitled to some portion of the residuary of the
corporate assets are like creditors; they cannot be adversely affected by the
absence of a transaction. Thus, if the transaction at issue is a corporate
opportunity transaction, preferred stockholders who do not have contractual
rights to vote and who are not entitled to some portion of the residuary of the
corporate assets should not be given the right to vote.
If, on the other hand, the transaction at issue is an interested director
transaction, the preferred stockholders, like creditors, might be adversely
affected economically by the transaction, and it becomes important to
determine the nature of the economic effect. Because an interested director
transaction is a transaction with the corporation, it may adversely affect
preferred stockholders even ifthey are not entitled to any of the residue of
the corporate assets. Adverse economic effect should entitle preferred
stockholders to participate in the determination by the stockholders; if there
is no such effect, they should not be so entitled.
At this stage, the important issue with respect to interested director
transactions becomes how to determine whether or not the preferred
stockholders are adversely affected economically. The answer should
revolve purely around the entitlement to the assets of the corporation. The
basic question should be whether the interested director transaction has
impaired the corporation's ability to pay all preferences to which the
preferred stockholders are entitled under the terms of their contract.20 The

'Under this analysis the same would be true ofnon-voting common stockholders. Ifnonvoting common stockholders were not entitled to participate in this decision, the voting common
stockholders could essentially steal the assets ofthe corporation through self-interested transactions
inmunized by avote ofonly those self-interested voting common stockholders. Such atransaction
might be akin to a waste of corporate assets, which requires the unanimous approval of the
stockholders. See supranote 147.
'In Curtisv. Northside Realty Co., 39 N.E.2d 489 (Ind. CL App. 1942), the Appellate
Court ofIndiana concluded that the issue of'primary importance to preferred stockholders is the
security oftheir investment. Id at 492. The court concluded that provisions of the preferred stock
contract should be construed to protect only that security: 'To... construe the provision [otherwise]
would result, not in the promotion ofthe security of the investment of the preferred stockholders,
but only in the transfer ofthe management of the corporate affairs from the common stockholders
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formulation of a test for deciding whether there is adverse economic effect
lies in the tests for determining whether or not the issuance of a dividend
would be legal under the circumstances, except that in lieu of the payment
of a dividend, the amount that the corporation has lost by the transaction is
substituted, and the impairment of the preference rights of the preferred
stock at issue must be protected.
Thus, the test for determining whether the preferred stock is adversely
affected economically is as follows: (a) whether the transaction or contract
has left the corporation unable to pay its debts and obligations as they come
due;" or (b) whether the transaction or contract has left the corporation with
total assets less than the sum of the corporation's total liabilities plus the
amount needed to satisfy all of the preferred stockholders' dividend
arrearages, dividends to be paid in the current period, and preferential
liquidation rights tm In other words, ifthe transaction or contract causes the
corporation to fail either the insolvency test or the modified balance sheet
test, the preferred stockholders have been adversely affected and should thus
be given the right to vote. Again, unless they are affected differently as a
class, the preferred stockholders should vote along with the common
stockholders and not as a class.
The proposed test is similar to the test used by the court in Campbell
v. PennsylvaniaIndustries,Inc.," albeit in a different context. In Campbell,
the plaintiffs were preferred stockholders of the defendant corporation. They
sought dissolution of the corporation on the basis that its directors:
committed acts of corporate mismanagement, fraud, and waste; employed
the assets of the corporation in furtherance of a scheme to profit themselves;
and usurped corporate opportunities.274 The Campbell court denied the
plaintiffs' requests for relief, noting that the corporation was not alleged to
have been insolvent, and concluded that, even if the directors had breached
their fiduciary duties and had mismanaged the corporation, the preferred
stockholders were not entitled to relief 5 The court explained:

to the preferred stockholders." Id. at 492-93.
1This test is known as the insolvency test and is further discussed in WILLIAM L. CARY
& MELVIN A. EISENBERG, CASES AND MATEIALS ON CORPORATIONS 886-88 (concise 7th ed.
1995).
'This test is a modified balance sheet test which takes into account all obligations to the
preferred stockholders to insure thatthe security oftheir rights is maintained. The balance sheettest
in the dividend context is discussed at length in many treatises. See, e.g., id. at 888-91.
' 99 F. Supp. 199 (D. Del. 1951).
4
2 1d. at 200-02.
27-Id. at 204-05.
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[W]hatever abuse of trust there is or may have been..., there
is no present imminent danger of serious loss to the preferred
stockholders. It not only appears that the present asset value of
the preferred stock far exceeds the amount to which the
preferred stockholders would be entitled upon a liquidation of
the corporation, but that the common stock now has some
equity in the assets of the corporation. Current dividends on
the preferred stock are... being met, and in addition to this
there has been the Invitation to Tender which would seem
effectually to remove any conceivable apprehension of possible
future loss by the independent preferred stockholders. 6
Further, the court stated: "Whether or not the directors and majority
stockholders of Pennsylvania Industries are currently mismanaging the
affairs of the corporation for a fraudulent or improper purpose, it is clear, as
has been stated, that there is no imminent danger of serious loss to these
plaintiffs ....
,im Simply put, the court decided that, because the security
of the preferred stockholders' investment was protected, they were not
adversely affected by the corporate actions and were not entitled to relief.278
This portion of the preferred stock analysis makes sound public and
corporate policy. The goal of this test, as it is with the dividend test, is to
protect the security of the investment of preferred stockholders who are not
entitled to the residuary, while at the same time allowing the common
stockholders - the beneficiaries of the residuary of the corporation unfettered control over that residuary. The balancing of these interests is
satisfied by both the dividend test and the proposed interested director
transaction test. Furthermore, there is no reason that the test for the rights
of non-residuary preferred stockholders in interested director transactions
should be any different from the dividend test. Assuming that the common
stockholders either fail to complain about a particular transaction, or are all
interested in the transaction, why should the difference in form matter if
there is nothing to prevent the directors from removing the same assets from
the corporation by way of dividend as they could by an interested director
transaction? If the same result could be accomplished through different
means, it is illogical in this case to protect one means any more or less than
the other.

26

1d. at 205. The Invitation to Tender referred to by the court was an offer by the
corporation to purchase the prefened stock at $164 per stock, which represented the redemption
value of $100 per stock plus all arrearages of dividends on the preferred stock. Id at 203.
'"Campbell, 99 F. Supp. at 206.
'See Curtis v. North Side Realty Co., 39 N.E.2d 489, 492 (Ind.Ct. App. 1942).

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 24

By way of illustration, consider Corporation A, which has issued a
class of $100 par eight percent nonvoting cumulative preferred stock. The
issuer's obligation to these preferred stockholders, who are entitled to no
portion of the residual, is fixed in nature. This stock is typical of the
preferred stock issued by most corporations. Further, assume that it is
proposed that Corporation A enter into a contract with Corporation B, which
has common stockholdings identical to Corporation A, but has no preferred
stockholders. Also, assume that the directors of each corporation are
identical and that all directors are also common stockholders. Finally,
assume that the contract is entered into at a substantial and quantifiable loss
to Corporation A. Because all directors are interested, their approval will not
be legally sufficient to bring the transaction within the first prong of the
statutory safe harbor for interested director transactions. 9 If, however, all
of the common stockholders approve the contract,' the question is whether
the preferred stockholders are entitled to vote or whether approval by the
common stockholders is legally sufficient to protect the transaction under the
second prong," even ifthe transaction is unfair. Applying the Framework
and the proposed test, so long as (1) the corporation is solvent, (2) the
contract will not deplete the assets below the amount needed to pay the
liquidation preference on all preferred stock, and (3) the dividends are not
in arrears (or there remain sufficient assets to pay them), the contract should
not be subject to attack, if approved solely by the vote of the common
stockholders. The preferred stockholders should not be entitled to vote.
Again, the same result would occur if, instead, the corporation had issued a
dividend to all common stockholders in the same aggregate amount by which

the interested contract would have created a loss to the primary corporation,
and it would be legally protected under the dividend test.
Nearly identical facts faced the court in IndependentDistributors,Inc.

v. Katz.' In Katz, the court was faced not only with unanimous approval
by the common stockholders, but with an offer (ultimately declined) to the
preferred stockholders to participate in a partnership that was allegedly
receiving abenefitto the detriment ofthe primary corporation. Inexplicably,
the trial court held that neither the common stockholders' approval nor the

preferred stockholders' rejection was sufficient to insulate the transaction. 2
This conclusion is not in accord with the Framework in two respects: first,
'See supraPart llI.C.2.a.
'Recall that the common stockholders, ifunanimous,may authorize, approve or ratify a
waste of corporate assets. See supranote 147.
"'See supraPart mII.C.2.b.
211637 A.2d 886 (Md. Ct. Spec. App. 1994).
3
1d. at 891-92. The trial court's conclusion, once stated, is never addressed by the
appellate court.
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preferred stockholder approval should not have been required at all, and
second, it was essentially given and should have been legally sufficient. In
these respects, Katz was wrongly decided.
This Framework for dealing with preferred stockholders in the conflict
of interest context, its analyses and its tests, serves several purposes. It
provides greater certainty and predictability to corporate decision making,
provides adequate protections to the preferred stockholders, and is not
burdensome to the corporation or its directors or officers.
D. Application to Officers and Other Employees
Officers and employees, like directors, owe a duty of loyalty to the
corporation for whom they are agents or by whom they are employed.2
There are, however, logical differences in analyzing corporate opportunities
and interested "director" issues for officers and employees. One difference
between directors, on the one hand, and officers and employees, on the
other, is that officers and employees do not sit on the board of directors.
Thus, the opportunity for them to represent both the corporation and their
own personal interests - and thus to have a conflict of interest - in a
transaction of any magnitude is diminished.ss Because officers and
employees do not vote on the board, their views on significant transactions
cannot have an impact on corporate decision making. Thus, although they
nonetheless may still be in position to take unfair advantage of their
corporation, officers and employees who are not directors pose less of a
threat to the corporation.
Another fundamental difference between the roles and capacities of
directors, on the one hand, and officers and employees, on the other, is that
directors only act as members (or single votes) ofa larger group, and, at least
in that capacity, are without power or authority to act alone. Officers and
employees routinely bind the corporation on matters of lesser significance

'Gaynor v. Buckley, 203 F. Supp. 620, 627 (D. Or. 1962) (applying Georgia law);
Maryland Metals, Inc. v. Metzner, 382 A.2d 564, 568 (Md. 1978).
'eForanalysis purposes, it is assumed that the same individual is not either an officer or
an employee and also a director. Obviously, in most corporations there are individuals who are

directors and either officers or employees, or both. Ifthe individual at issue acts in more than one
ofthese capacities, it is critical to evaluate each ofthat individual's acts independently, to determine
the capacities in which each act was taken, and to analyze each of those acts separately. Breaking
down the components of a transaction into separate acts taken in different capacities is analogous
to the step-transaction analysis employed for complex transactions. See supraPart V.A. This
analysis should lead to the correct result
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and act on its behalf as its agents without the approval or authorization of
others.2"
Because of these fundamental differences, additional factors must be
considered in the corporate opportunity and interested "director" analysis as
it applies to employees and officers. First, in the case of both corporate
opportunity and interested "director" transactions, it should be sufficient for
the transaction to be either rejected or approved by another disinterested
employee or officer who has supervisory authority or responsibility over the
officer or employee whose actions are at issue.287
Second, with respect to interested "director" transactions, because
officers and employees may be able to bind the corporation on their own,
they may be able to enter into transactions with themselves, or entities in
which they have a personal interest, on behalf of the corporation without
others discovering their wrongdoing. While these types of transactions will
generally be of lesser magnitude and pose less of a threat to the entire
corporate enterprise, they may still be serious matters. Indeed, since the
opportunity for undetected self-dealing is increased, disclosure to
supervisory employees or the board of directors is of heightened importance.
Although fairness may ultimately exonerate an officer or employee and
should still overcome a lack of disclosure, undisclosed self-dealing of this
nature deserves heightened scrutiny.
Third, also in the context of interested "director" transactions,
complicated issues (i.e., whether the acts taken by the officer or employee
were ultra vires or exceeded the authority of that officer or employee) may
provide additional bases for extricating the corporation from the self-dealing
transaction - even if interested "director" liability does not attach.2 Thus,
these transactions may be void or voidable for reasons other than the conflict
of interest.
Fourth, in the corporate opportunity context, use of corporate
resources should be considered. Whether the officer or employee uses or
expends corporate assets or resources to further his or her efforts to compete
with the corporation, or to take for his or her own an opportunity that might

'Only high-level employees are generally authorized to act on behalf ofthe corporation,
but the extent and nature of any employee's authority depend on the facts and circumstances ofhis
or her particular situation. As used in this section, "employee" means those authorized to act on
behalf of the corporation or, generally, higher-level employees.
'1his position is in accordance with the A.LJ. Principles of Corporate Governance. See
A.L.I. PRINCIPLES OF CORPORATE GOvERNANCE §§ 5.02(a)(2)(B), cmt. to 5.05(a)(3)(B) (1992).
'An extended discussion of issues of apparent and implied authority is beyond the scope
ofthis article. These theories, however, would not be likely to bind the corporation in transactions
in which the wrongdoer is on both sides ofthe transaction, because that person would have actual
knowledge of the extent of his or her authority.
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rightfully belong to the corporation, is an issue that may be of increased
importance. 2 9
Finally, when dealing with officers and employees, courts have
established a privilege that permits employees (a privilege equally applicable
to officers) to prepare to enter into new employment or even to make
arrangements to compete with the corporation prior to leaving their
employment. 2' This privilege would not generally apply to directors
because they do not typically rely solely on their directors' fees as their
primary means of support. Because the theoretical bases for the privilege are
the public policies of free competition and personal choice of employment,"1

this privilege should not.apply to directors. While this privilege does not
necessarily exculpate an employee from liability for usurpation of a
corporate opportunity, in analyzing situations that implicate this privilege,
consideration should be given to these public policies as well as those
protecting opportunities that rightfully belong to the corporation.2
Inevitably, the public policies underlying the corporate opportunity doctrine
should prevail.2"s
'See Broz v. Cellular Info. Sys., Inc., 673 A.2d 148, 155 (Del. 1996).
mMaryland Metals, Inc. v.Metzner, 382 A.2d 564,569 (Md. 1978) (citing United Aircraft
Corp. v. Boreen, 413 F.2d 694,700 (3d Cir. 1969); Keiser v. Walsh, 118 F.2d 13, 14 (D.C. Cir.
1941); Bancroft-Whitney Co. v. Glen, 411 P.2d 921,935 (Cal. 1966); Operations Research, Inc. v.
Davison & Talbird, Inc., 217 A.2d 375,380 (Md. 1966); Ritterpusch v. Lithographic Plate Serv.,
Inc., 119 A.2d 392, 393 (Md. 1956)).
IMarylandMetals,382 A.2d at 569 (citations omitted) (stating that every person "ought
to have the right to ameliorate his socio-economic status by exercising a maximum degree of
personal freedom in choosing employment").
'1"Mhe privilege has not been applied to immunize employees from liability where the
employee has committed some fraudulent, unfair or wrongful act in the course of preparing to
compete in the future." Id. (citing Robb v. Green, 2 Q.B. 1, 15, affd, 2 Q.B. 315 (1895)). The
MarylandMetals court also cited examples of misconduct which will defeat the privilege:
"misappropriation of trade secrets; misuse of confidential information; solicitation of employer's
customers prior to cessation of employment; conspiracy to bring about mass resignation of
employer's key employees; andusurpationofcorporateopportunities."Id.at 569-70 (citing Space
Aero v. Darling, 208 A.2d 74, 86 (Md.) cert. denied, 382 U.S. 843 (1965); C-E-I-R, Inc. v.
Computer Dynamics Corp., 183 A.2d 374,380 (Md. 1962); Ritterpusch v. Lithographic Plate, 119
A.2d 392, 395-96 (Md. 1956); Duane Jones Co. v. Burke, 117 N.E.2d 237, 245 (N.Y. 1954);
Raines v. Toney, 313 S.W.2d 802, 809 (Ark. 1958)) (emphasis added).
293
See Raines v. Toney, 313 S.W.2d 802, 809 (Ark. 1958); Patient Care Servs. S.C. v.
Segal, 337 N.E.2d 471, 479 (l. App. Ct. 1975) (holding defendant president liable for usurping for
his personal benefit corporation's sole asset - a medical services contract with a local hospital);
MarylandMetals, 382 A.2d at 569.
The right to make arrangements to compete is by no means absolute and the
exercise of the privilege may, in appropriate circumstances, rise to the level of a
breach of an employee's fiduciary duty ofloyalty. Thus, the privilege has not been
applied to immunize employees from liability where the employee has committed
some fraudulent, unfair or wrongful act in the course ofpreparing to compete in
the future.
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In nearly all other respects, officers and employees should be treated
like directors for purposes of interested "director" transaction and corporate
opportunity doctrine analysis.
E. Do InterestedDirectorStatutes Create Liability

or Safe Harbors?
Several courts have stated, in dicta, that interested director statutes
or
have have not been "violated"' or that a director "must comply"2 with
the interested director statute, and one Delaware case recently gave lip

service to section 144 as a safe harbor, but went on to reach the fairness

issue.2" Nonetheless, the commentators agree that interested director
statutes are "safe harbors" and should be interpreted accordingly.' Further,

the commentary to the Model Business Corporation Act, from which nearly
all of these statutes descend, states: "Section 8.61(b) is the heart of
subchapter F -the fundamental section that provides for the safe harbor."
Interpreting these statutes as safe harbors serves the overriding principle of
predictability. In contrast, examining in each case whether the transaction
is fair or not, even if approved by disinterested directors or stockholders,
defeats predictability. In addition, the common law prior to the introduction
ofthese statutes generally held that courts would examine such transactions

to determine fairness. If this was the state of existing common law, why did
legislatures find it necessary to pass statutes? The simple answer, of course,

Id. (citation omitted).
'2Mountain Manor Realty, Inc. v. Buccheri, 461 A.2d 45,51 (Md. Ct. Spec. App. 1983).
"'Pittman v. American Metal Forming Corp., 649 A.2d 356, 363 n.3 (Md. 1994).
'Cooke v. Oolie, No. 11,134, 1997 Del. Ch.LEXIS 92, at *34-35 (Del. Ch. June 23,
1997),reprintedin23DEL.J.CoRP.L. 775,796(1998). A true safe harbor, in contrast to the mere
burden shifting engaged in Cooke, means that compliance with the statute insulates the actor- in
this case the interested director-from liability and insulates the transaction from attack. Seesupra
Part VA. The approach, analysis, and conclusion of Cooke are inconsistent with the Framework
and to the extent Cooke is inconsistent with prior Delaware case law, it should be disregarded.
29As one commentator notes:
[The Mayland interested director statute] ... is a "safe harbor" from voidness or
voidability for transactions between a corporation and a director. If its
requirements are satisfied, then the transaction is immune from attack, no matter
how egregious it may seem, on the ground that one of the parties is a director of
the corporation ....[The Maryland interested director statute]... is not a
liability-creating statute ....
JAMES J. HANKS, JR., MARYLAND CORPORATION LAw § 6.22[b] (Supp. 1998). See also I R.
FRANKLIN BALOTn AN JESSE A. FiNKELS TmN, TAE DELAWARE LAW OF CORPoRATioNs AND
BusINESSASSOCIATIONs § 4.9(1997) ("Section 144oftheGeneral CorporationLawis asafeharbor
statute governing certain interested director transactions."); A.L.I. PRINCIPLES OF CORPORATE
GovERNANCE § 5.02 cmt a. (1992).
2
"'MODEL Bus. CoRP.ACr § 8.61(b), cmt. 2 (1998).

1999]

CORPORATE OPPORTUNITY DOCTRINE

is that these statutes were intended to provide a means of structuring
transactions so that courts would not reach the fairness issue. In other
words, these statutes were passed to provide predictability - to be safe
harbors.
The Framework also adopts the safe harbor approach. 29 Moreover,
even though it is not a statutory creation, the rejection by disinterested
directors or stockholders portion of the corporate opportunity doctrine
analysis should be treated as ajudicially created safe harbor."°°
F. Disinterestedv. Interested
Thejudicial and statutory safe harbors for rejection or approval by the
directors or stockholders, which are found in the case law on the corporate
opportunity doctrine and in the interested director transaction statutes,
respectively, require that rejections or approvals be taken by disinterested
directors or stockholders. In order to properly determine whether a
particular corporate action has been taken by disinterested directors or
stockholders, each director's or stockholder's personal situation must be
analyzed independently. As previously discussed, 30 1 an individual is
"interested" within the meaning of the typical interested director statute' °
(and by analogy under the corporate opportunity doctrine) if he or she is a
director or officer of, or has a material financial interest in, another entity
with whom the primary corporation is undertaking a transaction or to whom
a corporate opportunity is being transferred. Such an individual is also
"interested" if he or she enters into a transaction directly with the primary
corporation on his or her own personal account or directly takes a corporate
opportunity for his or her own personal account. 3
Although the Delaware statute does not specify that the financial
interest must be material,3 the Framework has taken the position -

"It should also be noted that, while both safe harbors insulate the transaction from attack
on the basis of the conflict and insulate the interesteddirector from liability, they do not insulate
those disinteresteddirectorswho voted in favor of the transaction from liability for breach of the
duty ofcare. Disinterested directors could still be sued for approving orrejecting such a transaction
and would be protected only by the business judgment rule.
'Although not referred to in the case law as safe harbors, the rejection of a corporate

opportunity is essentially that - ajudicially created safe harbor - and this article has referred to
it as such.
3
"See supranotes 15-17 and accompanying text; Part m.C.1.
acSee supra note 5.
'See supra Part M.
'0'DEL. CODE ANN. tit. 8, § 144(a) (1991 & Supp. 1998).
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espoused by the Delaware courts,0 5 the Model Business Corporation Act, 1

and adopted by many other states07- that the individual's financial interest
must be material. A materiality standard is included because it is only when
the interest is of such a magnitude that it might influence the director's
judgment in voting on the transaction that it should trigger the interested
director analysis. In other words, if the financial interest is so immaterial
that it could not reasonably be expected to influence the director's vote, then
the stockholders cannot possibly be harmed by the conflicting interest0 8
This rationale is expressly -included in the definition of a conflicting interest
in the Model Act 9 and is also the view adopted by the Framework.
Further, the Framework has taken the position that the interest need
not be an interest only of the director to be deemed to create an "interested"

director situation. An interest of a related person of the director would be
sufficient to create a conflict of interest for that director and to make him or
her "interested" for purposes of conflict of interest analysis. This position
is in accord with that espoused by the Model Business Corporation Act"
Another factor critical to this analysis is that the financial interest at
issue must be directly related to the transaction at issue. In other words,
simply because a director has some financial relationship with the primary

corporation, that director should not be deemed "interested" if he or she does
not otherwise have a financial interest in the transaction at issue. Moreover,

rCinerama, Inc. v. Technicolor, Inc., No. 8358, 1991 Del. Ch. LEXIS 105, at *37 (Del.
Ch. June 21, 1991) (revised June 24, 1991), reprintedin 17 DEL. J.CoRP.L. 551, 573 (1992)
("Material' in this setting refers to a financial interestthat in the circumstances created a reasonable
probability that the independence of the judgment of a reasonable person in such circumstances
could be affected to the detriment of the shareholders generally.").
3
uMoDEL Bus. CoRP. ACT § 8.60(1)(i) (1998).
"°'See,e.g., MD. CODE ANN., CORPs.& ASSN'S § 2-419 (1993).
'Cinerama, 1991 Del. Ch.LEXIS 105, at *33, reprintedin 17 DEL. J. CORP. L. at 571
('The preliminary or threshold question ofindependence is factual: is any differing financial interest
sufficient to create a reasonable likelihood, considering all of the circumstances, that it actually
affected the directors' actions to the corporation's detriment?").
'The Model Business Corporation Act imposes a materiality standard by providing that
the interestmustbe "ofsuch financial significance to the director or arelated person that the interest
would reasonably be expected to exert an influence on the director's judgment if he were called upon
to vote on
the transaction." MODEL Bus. CoRP. AcT § 8.60(1)(i) (1998).
31
OId § 8.60(3).
"Related person"of a directormeans (i) the spouse (or a parent or sibling thereof)
ofthe director, or a child, grandchild, sibling, parent (or spouse of any thereof) of
the director, or an individual having the same home as the director, or a trust or
estate of which an individual specified in this clause (i) is a substantial
beneficiary; or (ii) a trust, estate, incompetent, conservatee or minor of which the
director is fiduciary.
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this interest must be somehow different from the director's interest as a

stockholder?"

Generally, directors are presumed to be independent 1 Thus, if they

are not interested directly or indirectly in the transaction, either because they
have a conflicting duty of loyalty or a material financial interest, directors

will be treated as independent in nearly all situations. A director will be
considered independent even if the director, alone or together with others,
owns a controlling majority of the corporation's stock. 3 In Aronson v.

Lewis, a seminal case on director independence, the Supreme Court of
Delaware explained:
[M]ajority ownership of a company does not strip the directors
of the presumptions of independence, and that their acts have
been taken in good faith and in the best interests of the
corporation. There must be coupled with the allegation of

control such facts as would demonstrate that through personal
or other relationships the directors are beholden to the

controlling person.

[I]t is not enough to charge that a director was
nominated by or elected at the behest of those controlling the
...

outcome of a corporate election. That is the usual way a

1'For example, see In re Anderson, Clayton Shareholders Litig., 519 A.2d 680,687 (Del.
Ch. 1986):
I regard the directors ... as disinterested since the financial interest that [they]
have is an interest as shareholders in the Company. While their personal situation
may include them during a shareholders' vote to vote for the recapitalization, that
interest qua shareholder does not establish a disabling conflict for such persons
qua directors in a transaction that will treat all shareholders equally.
d (citations omitted). In IndependentDistributors,Inc. v. Katz, 637 A.2d 886 (Md. Ct Spec. App.
1994), the stockholders formed a partnership to purchase a property after the corporation had
rejected the acquisition of the property; the partnership acquired it and leased it back to the
corporation. Id. at 890. Interests were offered to all stockholders, including the preferred
stockholder plaintiffs, and also to certain key employees. Id at 890-91. Even though the argument
is not made in the case or addressed by the court, the stockholder defendants should have been found
to be disinterested not only because their interests were no different than their interests qua
stockholders, but because, by virtue of offering key employees interests in the partnership, the
stockholders were rejecting the transaction on behalf ofthe corporation to take a diluted (or lesser)
interest in the partnership, a decision which was against their own personal interests. Because this
decision was made against their interests, they should have been found not to be interested in the
transaction.
"'Aronson v. Lewis, 473 A.2d 805, 814-15 (Del. 1984).
3I3W at 815.
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person becomes a corporate director. It is the care, attention
and sense of individual responsibility to the performance of
one's duties, not the14method of election, that generally touches
on independence.
There is one exception to this rule of presumed independence. To
overcome the presumption, one must prove that the individual directors are
so beholden to the controlling person (typically the person who is directly
interested in the transaction at issue) that they are dominated by that
individual.3 15 In Guth v. Loft, previously discussed as the quintessential
corporate opportunity case,316 the Supreme Court of Delaware graphically
described the circumstances where it should be determined that a particular
director dominates the board:
Guth was not merely a director and the president of Loft. He
was its master. It is admitted that Guth manifested some of the
qualities of a dictator. The directors were selected by him.
Some of them held salaried positions in the company. All of
them held their positions at his favor. Whether they were
supine merely, or for sufficient reasons entirely subservient to
Guth, it is not profitable to inquire. It is sufficient to say that
they either wilfully or negligently allowed Guth absolute
freedom of action in the management of Loft's activities, and
theirs is an unenviable position whether testifying for or
against the appellants.3 17
Since 1939, the dominating director doctrine has been referred to and
applied in many other cases. 1 ' Thus, if a board is so dominated and
controlled by one individual interested in the transaction, the directors will
be found to be interested and will be unsuccessful in immunizing the
transaction from attack.

"1Id. at 815-16.

" 5 Gaynorv. Buckley, 203 F. Supp. 620, 628 (D. Or. 1962); Aronson, 473 A.2d at 815-16;
Shlensky v. South Parkway Bldg. Corp., 166 N.E.2d 793, 801 (Ill. 1960).
316See supraPart IV.A.
3"Guth v. Loft, 5 A.2d 503, 512 (Del. 1939).
M'See, e.g., Clark v. Lomas & Nettleton Fin. Corp., 625 F.2d 49, 52-53 (5th Cir. 1980);
Grobow v. Perot, 539 A.2d 180, 189 (Del. 1988); Aronson v. Lewis, 573 A.2d 805, 812 (Del.
1984); Johnston v. Greene, 121 A.2d 919,923-26 (Del. 1956); Kaplan v. Centex Corp., 284 A.2d
119,123 (Del. Ch. 1971); Mayerv. Adams, 167 A.2d 729,732 (Del. Ch.), affld, 174 A.2d 313 (Del.
1961); Gries Sports Enters., Inc. v. Cleveland Browns Football Co., 496 N.E.2d 959, 965 (Ohio
1986).
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G. What is Fairness?
The "fairness" issue discussed in this section refers to interested
director fairness only. A transaction's overall fairness is not an issue where
a corporate opportunity transaction is being analyzed. As previously
discussed, there are significant distinctions between the corporate
opportunity doctrine and the interested director doctrine.3 19 The corporate
opportunity doctrine is invoked where the director takes advantage of the
corporation by failing to present a particular business transaction to it; the
corporation may be harmed because the director may be making a profit that
should otherwise belong to the corporation. Because this situation
essentially involves the director hiding an opportunity from the corporation,
the guiding theoretical principle to counter the problem is disclosure.3 20
The interested director doctrine, by contrast, is invoked where the
director takes advantage of the corporation by dealing directly with the
corporation in an unfair manner.32 1 Here, the director is dealing directly, but
unfairly, with the corporation; thus, the guiding theoretical principle to
counter this problem is fairness."n
While both conflict of interest doctrines are intended to address evils
involving a director taking advantage of the corporation, the doctrines are
theoretical polar opposites. Moreover, because of the very nature of the
corporate opportunity doctrine, once it is determined that a corporate
opportunity exists, the fact that it was taken from the corporation is patently
unfair. In other words, all corporate opportunity transactions are per se
unfair. Consequently, when analyzing a corporate opportunity, there is no
need to assess the overall fairness of the transaction. 32
Some courts have become confused by the fact that one of the tests for
determining the existence of a corporate opportunity is whether the
opportunity, in fairness, ought to belong to the corporation.324 These courts
3
have often stated that the underlying principle of both doctrines is fairness; 1
in so doing, they have demonstrated a fundamental misunderstanding of the
two doctrines. 32 The overall fairness of a transaction is only applicable to,

3"See supraPart IHA.
'"See supraParts HI.B.3.-4.
"'See supraPart I.A.
"See supraPart I.C.2.c.
"'See supraPart 111B.5.
"'SeesupraPart HI.B.1.
'5 See, e.g., Independent Distribs., Inc. v. Katz, 637 A.2d 886,893-94 (Md. CL Spec. App.
1994).
"'SeeJAMSJ.HANKS,MARYLA,DCORPORAiONLAW

§ 6.23, at 220.9-.10 (Supp. 1998).
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and hereafter will only be discussed in the context of, interested director
transactions.
As some courts have stated, the concept of fairness is incapable of
precise definition?' 7 The fairness standard is by its nature unpredictable?"r
With unpredictability, however, comes flexibility. To deal with the ever
expanding creativity of the human mind, a test is required that has the
flexibility to deal with new and unusual circumstances, yet is based on
guiding principles. The fairness test is precisely that type of test. Although
it does not meet our overriding principle of predictability, it is the only test
well suited to address these issues effectively and, as such, it is an integral
part of the Framework.
Furthermore, predictability is less critical where those structuring the
transactions are given other, more predictable means to do so - means that
adequately protect the corporation from wrongdoing. The rigidity and
certainty of the safe harbor, coupled with the flexibility and versatility ofthe
fairness test, work in harmony to provide predictability, while covering all
possible scenarios. Although the goal of this Framework is to increase
predictability and certainty, this is one area in which certainty is impossible
to attain. Ultimately, if the safe harbors of the Framework are not met, the
residual test of fairness, an equitable concept is where the analysis ends. It
is the safe harbors that provide predictability to conflict of interest
transactions, but where the safe harbors cannot be or are not met, the
equitable concept of fairness must take over.
While there is no exact rule for determining what "fairness" means,3"
and while each court must determine on a case-by-case "basiswhether a
transaction is fair to the corporation, there are several tests and many factors
that provide guidance. The purpose of this section is to articulate and
explain those tests and factors.
Perhaps the most influential discussion of interested director fairness
can be found in the commentary to the Model Business Corporation Act.
According to the Model Business Corporation Act:
If the issue in a transaction is the "fairness" of a price, "fair" is
not to be taken to imply that there is a single "fair" price, all
others being "unfair." It has long been settled that a "fair"
price is any price in that broad range which an unrelated party

"2See,e.g., Shlensky v. South Parkway Bldg. Corp., 166 N.E.2d 793, 801 (I1. 1960).
"Some commentators have criticized the fairness standard for its unpredictability. JAC.
Hetherington, Trends in Legislationfor Close Corporations: A Comparisonof the Wisconsin
Business CorporationLaw of 1951 and the New York Business CorporationLaw of 1961, 1963
Wis. L. Rav. 92, 149-50; Webber, supra note 253, at 46.
"'See supranotes 327-28 and accompanying text.
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might have been willing to pay or willing to accept as the case

may be, for the property, following a normal arm's-length
business negotiation, in the light of the knowledge that would
have been reasonably acquired in the course of such
negotiations, any result within that range being "fair." The
same statement applies not only to price but to any other key
term of the deal.
Although the "fair" criterion applied by the court is a
range rather than a point, the width of that range is only a
segment of the full spectrum of the directors' discretion
That is
associated with the exercise of businessjudgment ....
to say, the scope of decisional discretion that a court would
have allowed to the directors if they had acted and had
complied with [the standard of conduct statute] is wider than
the range of "fairness" contemplated forjudicial determination
where [the model interested director statute] is the governing
provision.
...In considering the "fairness" of the transaction, the
court will in addition be required to consider not only the
market fairness of the terms of the deal, but also, as the board
would have been required to do, whether the transaction was
one that was reasonably likely to yield favorable results (or
reduce detrimental results) from the perspective of furthering
the corporation's business activities. Thus, if a manufacturing
company that is short of working capital allocates some of its
scarce funds to purchase a sailing yacht owned by one of its
directors, it will not be easy to persuade the court that the
transaction is "fair" in the sense that it was reasonably made to
further the business interests of the corporation; the fact that
the price paid for the yacht was stipulated to be a "fair" market
price will not be enough alone to uphold the transaction....
...In some circumstances, the behavior of the director
having the conflicting interest can itself affect the finding and
content of "fairness." The most obvious illustration of unfair
dealing arises out of the director's failure to disclose fully his
interest or hidden defects known to him regarding the
transaction. Another illustration could be the exertion of
improper pressure by the director upon the other directors.
When the facts of such unfair dealing become known, the court
should offer the corporation its option as to whether to rescind
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the transaction on grounds of "unfairness" even if it appears
that the terms were "fair" by market standards and the
corporation profited from it. Ifthe corporation decides not to
rescind the transaction because of business advantages
accruing to the corporation from it, the court may still find in
the director's misconduct a basis for judicially imposed
sanction against the director personally. Thus, the course of
dealing - or process - is a key component to a "fairness"
330
determination under [the model interested director statute].
Perhaps the most common test used by courts for determining fairness
is the "arm's-length bargain" test. Initially applied in Pepperv. Litton,331 and
elaborated on in Flieglerv. Lawence,332 this test requires the fact finder to
determine whether the corporation would have approved of the transaction
on the same terms had there been no conflict of interest, in other words, had
the transaction been an arm's-length bargain between two unrelated parties.
In Fliegler, a case involving an exchange of one business's stock for
another's, in order to determine whether an arm's-length bargain existed, the
court analyzed the exercise of the option agreement to determine whether the
value of the stock issued by the corporation was greater than the stock it
obtained.333 To determine the value ofthe quidproquo, the court employed
three standard tests for valuing businesses: the market value test, the book
value test and the going concern test.3' In Fliegler,the court was principally
concerned with price; that is, whether the corporation was obtaining property
of greater value than it was paying 35 The court concluded: "[W]e believe
336
that the interest given to the USAC shareholders was a fair price to pay.1
In Fliegler,the conclusion was based almost entirely on price. While
price or value is not the only factor in determining fairness, it is certainly the
most important factor - especially where the court must determine the
relative merits of a quidpro quo. Since nearly all interested director
transactions by their nature involve a quidpro quo, it is appropriate that
price be the critical concern. Once it had determined that the price was fair,
the Flieglercourt explained: "Accordingly, we have no doubt but that this
transaction was one which at that time would have commended itself to an
31MoDEL Bus. CoRP. AcT § 8.61 note on fair transactions (1998).
331308 U.S. 295, 306-07 (1939).

332361 A.2d 218, 223 (Del. 1976).

'Id at 222-25; see also supra text accompanying notes 157-63 (descnibing in detail the
court's analysis).
3-Fliegler, 361 A.2d at 223-24.
33sid at 224-25.
336Id. at 225.
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' The analysis
independent corporation in Agaus position."337
followed by the
Flieglercourt- analyzing the quidproquo in accordance with various well
recognized valuation methods, always making certain to compare identical
methods with each other; placing primary importance on price; and basing
the conclusion on whether the transaction would have been approved by a
disinterested board at arm's-length - is generally consistent with the
Framework.
Again, because the fairness standard is so subjective, many other
factors have been and should be considered in determining fairness. Many
of the these factors were collected in Shlensky v. South Parkway Building.
Corp."' Among the factors referred to are:

whether the corporation received in the transaction full valuein all the commodities purchased; the corporation's need for the
property; its ability to finance the purchase; whether the
transaction was at the market price, or below, or constituted a
obtained in dealings with others; whether there was a detriment
to the corporation as a result of the transaction; whether there
was the possibility of corporate gain siphoned off by the
directors directly or through corporations they controlled; and
whether there was full disclosure - although... disclosure
... can[not] convert a dishonest transaction into a fair one.339
As a practical matter, with these few tests and factors and with this
minor guidance, the ultimate determination of fairness will become both a
battle of experts as to price or value and a factual case-by-case decision for
the fact finder.
H. The Purchaseof Stock in the Corporationby a Director
There are certain transactions that cause special analytical problems
340
under either the corporate opportunity or interested director doctrines.
Among these transactions is when a director purchases, from a third party,
stock in the corporation to which that director owes a fiduciary duty. This

3"Id. The Fliegler court's statement is similar to the arm's-length transaction test.
Similarly, other courts have stated that the standard is 'whether the proposition submitted would
have commended itself to an independent corporation" or to "a wholly independent board of
directors." Johnston v. Greene, 121 A.2d 919, 925 (Del. 1956).
338166 N.E.2d 793 (IlI. 1960).
9
33
Id at 801-02 (citations omitted).
'See also infra Part VJ (discussing the inherently "interested" nature of a corporation's
compensation to its officers and directors).
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transaction does not present a significant problem in the interested director
context; the problem arises when analyzing whether the director may have
usurped a corporate opportunity.341 For interested director purposes, the
purchase of stock by the directorfromthe corporationis treated as any other
transaction; that is, if the director purchased the stock for less than it was
worth without board or stockholder approval, the director may be held liable
for the unfair advantage taken from the corporation.3 42 We deal here,
however, with whether a director who purchases the corporation's stockfrom
a thirdpartymay have usurped a corporate opportunity.
This situation warrants special treatment because the "opportunity" at
issue is not really a business opportunity of the corporation. In the typical
corporate opportunity case, the corporation has been harmed because a
profitable opportunity has been taken from it u 3 In this case, because of the
nature of a corporation's dealings in it own stock, no profitable opportunity
is being kept from the corporation. Rather, the reason the opportunity is
important to the corporation is that if the corporation can acquire its own
stock at a good value, each stockholder benefits because the value of the
stockholder's interest in the corporation is increased. Moreover, because of
the relationship of voting power to ownership in a corporation, it is common
that some, if not all, of the officers and directors of a corporation will own
stock in the corporation." An absolute prohibition against directors dealing
in the corporation's stock because they owe a duty to the corporation would
be too burdensome, too unrealistic, and would not make good policy. As a
result, a special test has developed to determine whether the director's stock
purchase is a corporate opportunity. 4
Initially, so as not to be restrictive or burdensome, the purchase is
presumed not to be a corporate opportunity. Only if the corporation has a
declared corporate policy or interest in acquiring its own stock does the
purchase by the director then become a corporate opportunity. This policy
is well stated in Faraclasv. City Vending Co.?'6 "[A]lthough under other
circumstances a director may purchase his corporation's stock in his private
capacity[, t]he line is drawn at the point where a purchase for the director's

1
"4
Again, this problem highlights the difference between the two doctrines. See also supra
Parts III.A & V.G (discussing distinctions between the doctrines).
"M'his article does not address issues of insider trading and Rule lOb-5 of the Securities
Exchange Act of 1934. Suffice it to say that a director who purchases stock in a publicly traded
corporation for less than it is worth may very well have lOb-5 issues to contend with.
43
See supra Part IV.A (discussing such a case).
'The tests for determining the existence of a corporate opportunity, discussed supraPart
HI.B.I., are also particularly well suited for analyzing this situation.
'"See infra text accompanying notes 346-48.
'"194 A.2d 298 (Md. 1963).
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own account has the effect ofthwarting a declared corporate policy."' 7 The
court further explained: "When [the director] purchased the... stock for his
own account, he frustrated a valid corporate purpose that had been invalidly
consummated.... [T]his was a breach of his fiduciary duty under the
circumstances."3" Although there are special rules for determining whether
such a purchase is a corporate opportunity, the remainder of the Framework
may be applied without alteration, as if this were any other corporate
opportunity transaction.
I. The Shifting Burden ofProofin Conflict
of InterestTransactions
As of January 1, 1998, the Statutory Comparison to the Model
Business Corporation Act noted that of the thirty-six states that adopted
provisions similar to those of section 8.31 of the 1984 Model Business
Corporation Act, eleven of those states had adopted statutory provisions
addressing the burden ofproofL 49 Although the Delaware statute"a does not
specifically address the burden of proof, the Delaware courts have:
[I]t is clear that the individual defendants stood on both sides
of the transaction in implementing and fixing the terms of the
option agreement. Accordingly, the burden is upon them to
demonstrate its intrinsic fairness....
... [D]efendants argue that they have been relieved of
the burden of proving fairness by reason of shareholder
ratification of the Board's decision to exercise the option....
* [S]hareholder ratification of an "interested
transaction", although less than unanimous, shifts the burden
of proof to an objecting shareholder to demonstrate that the
terms are so unequal as to amount to a gift or waste of
corporate assets .... "mThe entire atmosphere is freshened and
"Id at 301 (citations omitted).
9

ODELBuS. CORP. ACT § 8.61 stat. comp. 2 (Supp. 1997). California, Illinois, Maine,
Maryland, New York, South Carolina, and Washington have adopted provisions requiring the
interested director to establish fairness if the transaction was not approved or ratified by informed
directors or stockholders; Arizona requires the person challenging the transaction to prove that it was
not properly approved by the directors or stockholders; Michigan requires the interested director to
prove that the transaction was properly approved by the directors or stockholders; and Minnesota
and North Dakota require that the interested director prove fairness. Id
3'DEL. CODEANN. tit. 8, § 144 (1991 & Supp. 1998).
'4
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a new set of rules involved where formal approval has been
of independent, fully informed
given by a majority
351
[share]holders.
Even in the absence of statutory direction on this issue, courts have
recognized that it is proper to shift the burden of proof back and forth
between those challenging the transaction and the interested director. These
burdens must shift, either because one party is in a better position to provide
information about an issue, or because leaving the burden where it is would
leave one party with the impossible task of proving a negative. Thus, as the
parties' accusations thrust and parry, counter-thrust and counter-parry from

issue to issue, the burden of proof must move with them.
Consistent with these principles, the Framework has also adopted
shifting burdens of proof for interested director transactions 52 Initially, the
burden of proof rests on the plaintiff, or the party challenging the transaction

(hereinafter the "challenger"), who must establish that an interested director

transaction exists and that the interest is material.35 3 If the challenger cannot
so establish, the case should be dismissed.
If the challenger establishes the existence of an interested director
transaction and a material interest, the burden of proof shifts to the interested
director (hereinafter the "director"). 3" The director must then demonstrate
that the transaction was fully disclosed to either the directors or the
stockholders and that the directors or stockholders have approved or ratified
the transaction by a disinterested majority. If the director is unable to do so,
he may alternatively attempt to prove that the transaction was fair to the

corporation.355

3

Flieglerv. Lawrence, 361 A.2d 218,221 (Del. 1976) (quoting Gottlieb v. Heyden Chem.
Corp., 913 A.2d 57, 59 (Del. 1952)) (citations omitted) (last two alterations in original).
"To assist practitioners with understanding these shifting burdens, we have prepared two
flow-charts, one for interested director transactions (ExhibitB) and one for corporate opportunities
(Exhibit C).
3
SSee supra Part V.F for a discussion of materiality standards.
3'See, e.g., Fliegler,361 A.2d at 221.
355
1d.; MD. CoDE ANN., CoRps. &AssNs § 2-419(d) (1993); Ohio Drill & Tool Co. v.
Johnson, 498 F.2d 186, 195 (6th Cir. 1974); see also Abramson v. Nytronics, Inc., 312 F. Supp.
519, 527 (S.D.N.Y. 1970) (stating that where evidence suggested that votes of interested parties
would be necessary to approve the transaction, and the challenger makes more than aprimafacie
showing of grossly inadequate consideration, the "burden would shift to the defendants to explain
the business reasons fortheirrecommendation); Newton v. Homblower, Inc., 582 P.2d 1136,1149
(Kan. 1978) ("When compensation ofbonuses are voted by the directors to themselves, they must
be reasonable and commensurate with the value ofthe services rendered. Anofficer-directorwhose
vote is necessary to pass a resolution fixing compensation has the burden of showing its
reasonableness."); IndependentDistribs., Inc. v. Katz, 637 A.2d 886,893 (Md. Ct. Spec. App. 1994)
("Where... there are no disinterested directors or stockholders, the interested directors bear the
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If the director proves the transaction was fair, the case should be
dismissed; otherwise, the transaction should be voided. If the director
establishes that a less than unanimous majority of the directors or
stockholders approved or ratified the transaction, then the burden shifts back
to the challenger to prove either that the directors or stockholders were
dominated and controlled by the interested director" or that the transaction
amounted to awaste of corporate assets. 35 If the director is able to establish
that the transaction was unanimously approved by the stockholders, then the
dominating director and waste doctrines should be inapplicable and the case
should be dismissed.35 If the challenger can prove domination or waste,
however, the transaction should be voided.359
The burdens shift analogously for corporate opportunity transactions,
but because the nature of the transaction is different, the analysis is
somewhat different. 6 Initially, the burden of proof rests on the challenger,
who must establish that a corporate opportunity exists. Once the challenger
has established the existence of a corporate opportunity, the burden of proof
shifts to the director who must then prove either that the corporation was
financially unable to pursue the opportunity at the time it was presented, or
that the opportunity, after full disclosure to the board or stockholders, was
rejected. If the director is unable to prove financial inability or disinterested
director or stockholder ratification after full disclosure, he or she should be
liable for having usurped a corporate opportunity.36 If the director proves
the financial inability ofthe corporation, the case should be dismissed. Ifthe
director proves ratification by stockholders or directors who are not
interested in the transaction, the burden should shift back to the challenger
to prove domination. If the challenger does not prove domination, the case
should be dismissed. If, however, the challenger is able to prove

burden of proving that the transaction is fair and reasonable to the corporation.").
"See cases cited supra at note 318 and accompanying text.
3'Fliegler,361 A.2d at 221; Gottlieb v. Heyden Chem. Corp., 91 A.2d 57, 58-59 (Del.
1952).

31Only the stockholders, by a unanimous vote, may ratify a waste of corporate assets or
make a gift of corporate assets. Michelson v. Duncan, 407 A.2d 211, 216 (Del. 1979); Fliegler v.
Lawrence, 361 A.2d 218,221 (Del. 1976); Schreiber v. Pennzoil Co., 419 A.2d 952,957 (Del. Ch.

1980).
'Again, to better understand the shifting burden ofproof in interested director transactions,
refer to attached Exhibit B.
Refer to attached Exhibit C for a flowchart of this analysis.
"'Althoughnotrepeated in the corporate opportunity section, the rejectionprocess requires
the same steps for proving disclosure and proving disinterestedness in the traactionas are required
in the approval and ratification of an interested director transaction. See supratext accompanying
notes 254-55.
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domination, the director should be held liable for usurping a corporate
opportunity.
J. Compensation
The decision to compensate a corporation's directors or officers is also
unique among conflict of interest transactions. As a practical matter, a
corporation must provide compensation to its officers, and in most cases to
its directors as well. Moreover, when the officers are also directors, or when
dealing with directors' compensation, the corporation's determination of
compensation is an inherently interested transaction. It is, thus, the only
interested director transaction which the corporation, for all practical
purposes, must undertake. 62
As a result, many states, which understand the inherent conflict in this
transaction and the practicalities of corporate governance, have specific
provisions in their interested director statutes that give compensation
transactions reduced scrutiny.3" For example, in a non-compensation related
transaction, the Maryland interested director statute provides that when a
challenger has proven both that a director is interested in the transaction and
that it has not been authorized by the disinterested directors or stockholders,
the burden ofproof shifts to the director to prove that the transaction was fair
to the corporation 6' In the compensation situation, however, the burden of
proof never shifts from the challenger.3 65
Many cases have likewise given compensation decisions a lower level
of scrutiny than other conflict of interest transactions. Courts typically set
a high threshold for challengers of compensation decisions, essentially
giving such transactions a higher level of protection than other conflict of
interest transactions. As the Delaware Court of Chancery explained in
Sullivan v. Hammer: "The business judgment rule... stands as an almost
362
MODEL Bus. CORP.ACT § 8.61 note on directors' compensation (1998); A.L.I.
PRiNciPLES OF CORPORATEGovERNAicE § 5.03 cmt. c. (1992); see alsoMoran v. Edison, 493 F.2d

400,405 (3d Cir. 1974) ("self-dealing on salary questions may be inevitable as a practical matter");
Murphy v. Washington Am. League Base Ball Club, Inc., 324 F.2d 394, 396 (D.C. Cir. 1963)
(same); O'Malley v. Casey, 589 P.2d 1388, 1389 (Colo. Ct. App. 1979) (same).
363D.C. CODE ANN. § 29-332(b) (1996); MIcH. COmP. LAWS ANN. § 450.1545a(4)
(West 1998), MICH. STAT. ANN. § 21.200(545a(4)) (Law. Co-op. 1993); MIN. STAT. ANN.
§ 320A.255(2) (West 1985 & Supp. 1999); NEv. REv. STAT. § 78.140(4) (1997); NJ. STAT. ANN.
§ 14A:6-8(1) (West 1969 & Supp. 1998); N.Y. Bus. CORP.LAW § 713(e) (McKinney 1986); N.D.
CENT. CODE § 10-19.1-51(3)(a) (Supp. 1997); Owo REv. CODE ANN. § 1701.60(A)(3) (Anderson
1997); see also A.L.1. PRINCIPLES OF CORPORATE GOVERNANCE § 5.03 cmt. c (1992)
("[Clompensation transactions will be subjected to the less intensive judicial scrutiny provided by
a business judgement review if authorized in advance .... ).
'MMD. CODE ANN., CoRS. & Ass'Ns § 2-419(d)(1) (1993).
36Id. § 2-419(d)(2).
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impenetrable barrier to ... plaintiffs."3

That court went on to explain that

this presumption
can be overturned only if a plaintiff can show that a majority
of the directors expected to derive personal financial benefit
from the transaction, that they lacked independence, that they
were grossly negligent in failing to inform themselves, or that
the decision of the Board was so irrational that it could not
have been the reasonable exercise of the business judgment of
the Board.367
The exceptions provided by the Sullivan court can essentially be distilled
into three situations: (1) the directors breached their duty of loyalty, (2) the

directors breached their duty of care, or (3) the action amounted to a waste
of corporate assets. Only under those three circumstances will a
compensation decision be overturned. Courts have repeatedly explained that

they will not substitute theirjudgment for that of the directors in ascertaining
whether compensation is reasonable.368

Thus, absent a breach of the duty of loyalty or the duty of care,
compensation decisions can only realistically be challenged on the basis that
the compensation constitutes awaste of corporate assets. In this light, courts
have likewise established a high threshold for determining whether
compensation constitutes a waste of corporate assets. The tests for

'Sullivan v. Hammer, No. 10,823, 1990 Del. Ch. LEXIS 119, at * 15 (Del. Ch. Aug. 7,
1990) (revised Aug. 14, 1990), reprintedin 16 DEL. J. CORP. L. 1621, 1631-32 (1991).
36717d., reprintedin 16 DEL. J. CORP. L. at 1632 (citation omitted).
'Cohen v. Ayers, 449 F. Supp. 298, 312 (N.D. Ill. 1978) ("[Clourts [are] ill-equipped to
undertake such a task .... [l]f minimal consideration is present, courts defer to the business
judgment of the board of directors.') (citations omitted); Amdur v. Meyer, 224 N.Y.S.2d 440,444
(N.Y. 1962));Pogostinv.Rice, 480 A.2d 619,625 (Del. 1984) ("Absent'actual fraud,'thejudgment
of the directors as to the consideration.., is conclusive."); Beard v. Elster, 160 A.2d 731, 738-39
(Del. 1960) ('We are precluded from substituting our uninformed opinion for that of experienced
business managers of a corporation who have no personal interest in the outcome, and whose sole
interest is the furtherance ofthe corporate enterprise."); Sullivan, 1990 Del. Ch. LEXIS 119, at* 18,
reprintedin 16 DEL. J. CORP. L. at 1633 (stating that it would not substitute its judgment for that
ofthe directors);Nomad Acquisition Corp. v. Damon Corp., No. 10,173,1988 Del. Ch. LEXIS 133,
at *17 (Del. Ch. Sept. 16, 1988) (revised Sept. 20,1988), reprintedin 14 DEL. J. CoRP. L. 814,825
(1989) ('Unless the plaintiffs can show that the independent directors were primarily motivated by
entrenchment motives or otherwise breached their duty of loyalty or care, this Court cannot
substitute its judgment for that of the Board."); Dan v. Chrysler Corp., 198 A.2d 185, 195 (Del.
Ch. 1963) (stating that the court "would not be inclined to block reasonable corporate action in this
area"); Kalmanash v. Smith, 51 N.E.2d 681,688 (N.Y. 1943) ('he value.., of an employee's past
services... and the question whether the corporation's interests will be advanced by employment
contracts .... are matters for the judgment of the directors with which the courts will not interfere
in the absence of a factual showing of misconduct amounting to bad faith.").
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determining whether compensation constitutes waste have been variously
'
whether no businessmen could agree
stated as whether it is "shocking,"369
that the compensation was reasonable,"' whether it is completely devoid of
a legitimate corporate purpose, 37 ' and whether there is no rational basis for
such a compensation award.3 2 These high standards demonstrate that
courts, like some state statutes, give compensation decisions greater
protection than other conflict of interest transactions.
Due to the inherently conflicted nature of the compensation decision,
some level of increased protection is warranted for these transactions. For
purposes of the Framework, we have chosen to adopt the Maryland
approach, providing some increased protection by forcing the challenger to
retain the burden of proving unfairness or unreasonableness, without
creating an undue burden on the corporation and without making the
outcome any less predictable or certain.
K. Remedies
Generally, to make the corporation whole if a director has usurped a
corporate opportunity, the judicial remedy is for the court to create a

'6Meiselman v. Eberstadt, 170 A.2d 720,722-23 (Del. Ch. 1961) (finding no "shocking
disparity" in compensation and dismissing plaintiffs complaint); Gottlieb v. Heyden Chem. Corp.,
99 A.2d 507, 511 (Del. Ch. 1953) (stating that "[a]ll one can do is see whether the results appear
to be shocking in the light ofthe total picture"); Kaufman v. Shoenberg, 91 A.2d 786,794 (Del. Ch.
1952) (stating that the court "should only 'second guess' the corporate determination if itbe shocking
in the light of the total picture presented").
"'Liebermann v. Becker, 155 A.2d 596, 600 (Del. 1959) (award of compensation by
"responsible businessmen" after careful deliberation was "entitled to weighty consideration by the
courts"); Steiner v. Meyerson, No. 13,139,1995 Del. Ch. LEXIS 95, at*2 (Del. Ch. July 18,1995),
reprintedin 21 DEL. J.CoRP.L. 320, 324 (1996) ("Corporate waste occurs when a corporation
[enters into a transaction] that no person of ordinary, sound business judgment could conclude
represent[s] a fair exchange."); Stein v. Orloff No. 7276, 1985 Del. Ch. LEXIS 418, at * 13 (Del.
Ch.May 30, 1985), reprintedin 11 DEL. J. CoRp.L. 312,319 (1986) ("The test for finding a waste
of corporate assets is whether the consideration received by the corporation was so inadequate that
no person of ordinary, sound business judgment would deem it worth that which the corporation
paid.") (citations omitted); Schrieber v. Bryan, 396 A.2d 512, 521 (Del. Ch. 1978) (rule of law is
that if ordinary businessmen might differ, the court must validate the transaction); Michelson v.
Duncan, 386 A.2d 1144, 1152 (Del Ch. 1978) (burden on plaintiff after stockholder ratification to
prove that "no person of ordinary, sound business judgment would be expected" to find the
transaction to be fair), afid in part and rev'd in part on other grounds, 407 A.2d 211 (Del. 1979).
7t
" Pogostinv. Rice, 480 A.2d 619, 626 (Del. 1984) (holding that "plaintiffs have the burden
of demonstrating by particularized allegations that the [p]lan itself is so devoid of a legitimate
corporate purpose as to be a waste of assets") (citation omitted).
' 1Steiner v. Meyerson, No. 13,139, 1995 Del. Ch.LEXIS 95, at *24 (Del. Ch.July 18,
1995), reprintedin 21 DEL. J.CoRP.L. 320, 334 (1996) ("So long as there is some rational basis
for directors to conclude that the amount and form of compensation is appropriate and likely to be
beneficial to the corporation, the grant will not constitute waste ....).
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constructive trust for that opportunity so that all of the benefits that arise out
of the opportunity ultimately inure to the corporation's benefit and not the
director's. 3 In an interested director transaction, the proper judicial remedy
is generally to rescind the transaction.374 In either case, however, it may be
appropriate to hold the director liable for damages if a constructive trust or
rescission is not feasible or practical. For example, if a corporate
opportunity has already been disposed of by the director at a profit, it may
be appropriate to hold the director liable for damages in the amount of his
profit. If the contract has already been performed or completed in an
interested director transaction, it may be appropriate to hold the director
liable for damages for the difference between what the corporation paid or
received in the transaction and what would have been a fair value.375
VI. CONCLUSION

While the law of interested director transactions and the corporate
opportunity doctrine seem, at first blush, like relatively simple concepts,
when applied to more complex transactions, they can often become much
more difficult to analyze. The author hopes that the Framework provides a
more tautologically accurate method for analyzing these issues and their
complexities. In addition, perhaps this article will give practitionersjudges
and directors a better fundamental understanding of the two doctrines, the
evils against which each is intended to protect, and the proper analysis of
transactions that implicate these doctrines. Ultimately, the author hopes that
this article and the Framework improve predictability and certainty in one
narrow issue of corporate law.

' 7 CellarInfo. Sys. Inc. v. Broz, 663 A.2d 1180, 1189 (Del. Ch. 1995), rev'don other
grounds,673 A.2d 148 (Del. 1996); Guth v. Loft, 5 A.2d 503, 510 (Del. 1939).
" 4Foridn v. Cole, 548 N.E.2d 795, 808 (M. App. Ct. 1989); Hoffman Steam Coal Co. v.
Cumberland Coal & Iron Co., 16 Md. 456, 506 (1860); Independent Distribs., Inc. v. Katz, 637
A.2d 886, 886-87 (Md. Ct. Spec. App. 1994) (affirming an order for an accounting with view
towards undoing the transaction); JAMES J. HAKs, JL, MARYLAND CORPORATION LAW § 6.22[a]
(Supp. 1996-2).
3"SLawson v. Baltimore Paint & Chem. Corp., 347 F. Supp. 967, 977 (D. Md. 1972)
(requiring defendants to return to the corporation "the fruits oftlieir scheme"); Talbotv. James, 190
S.E.2d 759, 766 (S.C. 1972) (finding defendant director liable for the amount of corporate funds
received by or paid in behalf of defendant).
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