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had withdrawn from or opposed the settlement, 243 and the shareholders'
ability to protect their interests by opting out of the settlement.2 4 Given
this accumulation of negatives, the court believed that the interests of the
class were best served by approving the settlement.245
Finally, the court considered the class counsel's application for
attorneys' fees. The court made several findings emphasizing the
shortcomings of De Angelis's counsel. Initially, the court resolved that
De Angelis's claims were not meritorious when filed.246 In this respect,
the court pointed to deficiencies in De Angelis's complaint.2 4 De
Angelis had asserted only state law claims not maintainable as a class
action.248 Moreover, having sold his stock prior to the date of the alleged
disclosure violations, De Angelis lacked standing to sue.24 9
Although these findings alone were sufficient to deny the fee
application, the court felt compelled to underscore the inadequacy of De
Angelis's counsel. The court first pointed out that De Angelis had only
been granted temporary certification through his counsel's
misrepresentation to the court that De Angelis had remained a shareholder
of record throughout the class period." ° In addition, the court chided De
Angelis's counsel for having dismissed the federal action without the
required leave of court. " According to the court, unnecessary parallel
litigation not only wasted scarce judicial resources, but also "raise[d the
specter that a defendant will negotiate a 'low ball' settlement with an
unscrupulous or lax plaintiff in' 2one forum to circumvent a vigorously
pursued case in another forum."
3. The Delaware Supreme Court Decision
Not surprisingly, the Illinois plaintiffs appealed the chancery
court's approval of the De Angelis settlement. On appeal, the objectors

43

' d

Only four shareholders objected and only eight chose to opt out of the

settlement. l
'"De Angelis, 641 A.2d at 839-40.
24sad at 840.
246 d
24?Id

248De Angelis, 641 A.2d at 840.
24 9 d.
2501d"
"Id The court pointed out that such a dismissal violated "Fed. R. Civ. P. 23(c)'s
requirement that leave of court must be obtained to dismiss a class action suit." Id at 841.
'oDe Angelis, 641 A.2d at 841.
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reiterated their arguments opposing the settlement. 23" However, the
Delaware Supreme Court addressed only one issue: *whether a class
action settlement, making use of a temporary settlement class2 4 or
otherwise, could ever be approved without adequate representation.
The court, in reversing the court of chancery's approval of the
settlement, held "that, in every class action settlement, the Court of
Chancery is required to make an explicit determination on the record of
the propriety of the class action according to the requisites of Rule 23(a)
'
and (b)."255
The court defined this ruling as mandating class certification
in every settlement whether or not a temporary settlement class was
employed. 256 According to the court, this result stemmed largely from the
Constitutional requirement of ajudicial determination of the adequacy of
representation pursuant to Rule 23(a)(4). 2"
The court first turned its attention to the certification requirements
set out in Rule 23. The court noted that class certification called for a
two part inquiry. First, the action must fulfill "'all four of the
prerequisites mandated by subsection (a).""'2 " The court then stated that
only after a successful showing of the subsection (a) requirements will the
analysis proceed to determine whether the action may properly be
maintained within one of the three forms specified by subsection (b) of
Rule 23.259
The court then shifted its focus to the remaining relevant provisions
of Rule 23. Specifically, the court examined Rule 23(c), addressing the
mechanics of the certification process,"' and Rule 23(e), defining the
court's role at settlement. 26' The court commented that both provisions

.. 3Prezant, 636 A.2d at 919.
...
Id.at 920.
25
d. at 925.
2'61d. at 923.
2S"Prezant, 636 A.2d at 923. "Rule 23(a)(4) ... requires that the named plaintiff
'fairly and adequately protect the interests of the class."' Id.
...
Id.at 920 (quoting Nottingham Partners,564 A.2d at 1094). Significantly, the
requirement for adequacy of representation is contained within these provisions at subsection
23(a)(4). See DEL. CH. CT. R. 23(a).
2
SPrezant,636 A.2d at 920. See supra note 109 and accompanying text for further
information on the three 23(b) forms.
""0Prezant, 636 A.2d at 921. The court noted that Rule 23(c)(1) called for certification
"'[a]s soon as practicable after the commencement of an action."' Id. (quoting DEL. Ci. CT.
R. 23(c)(1)). According to the court, this language suggests that the certification decision
should be made early in the litigation. Id.
26
d. The court read Rule 23(e) as requiring notice and court approval based on a
finding that the settlement was fair and reasonable to the class. Id. The court attached
particular significance to this task in light of the unique representative nature of the class
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operated under the supposition that the Rule 23(c)(1) analysis of the Rule
23(a) and (b) requirement had already been completed.2 62 In other words,
Rule 23(c) and (e) anticipated formal certification proceedings prior to
settlement. However, in this case no such proceedings had taken place

because of the parties' and the chancery court's use of a temporary
settlement class.263

Having completed its review of Rule 23, the court next scrutinized
the practice of utilizing temporary settlement classes in lieu of formal

certification. 2 " Although it acknowledged that the use of temporary

settlement classes was widespread, 265 the court did recognize that varying
criticisms had been leveled against the device.266 According to the court,

foremost among these criticisms was the risk that the procedure
"facilitate[d] premature, inadequate, and perhaps collusive settlements
because plaintiffs' counsel is under strong pressure to conform to the
defendants' wishes at the early stage of the litigation."'
In the present case, the court commented that these undesirable
results occurred because defendants had been able to negotiate with De
Angelis's counsel from an undue position of strength after breaking off

talks with the Illinois plaintiffs.268 Despite this, the court believed that

action.

L
2621d
2

-Prezant, 636 A.2d at 921-22. The court discussed the procedure by which temporary
settlement classes were commonly applied, wherein:
the court does not make the explicit determination, contemplated by subsection
(c)(1), that the requisites ofsubsections (a) and (b) have been satisfied before
permitting a proposed settlement to proceed toward consummation. Instead,
the parties stipulate that the action may be maintained as a class action for
settlement purposes only, with court approval pursuant to subsection (d), in
conjunction with the mailing of notices to class members as required by
subsection (e), and a date is set for a court hearing on the proposed settlement.
At the hearing, any.objections to the proposed settlement are heard, including
objections to the adequacy of representation.
Id (footnote omitted).
"Id at 921.
"kl at 922. The most vocal of the critics cited by the court was the Manualfor
Complex Litigation. See supra notes 169-88 and accompanying text
2-Prezant,636 A.2d at 922 (citations omitted). The court also noted that disputed
formal certification proceedings operated as a formidable barrier to proceeding with litigation.
Id
'Il The presence of two class representatives who were willing to settle created a
risk that one class representative's counsel would sell out the interests of the class in favor of
attorneys' fees because he may lose out if the other representative settled first. See Kahn, No.
10,808, 1989 Del. Ch. LEXIS 92, at *9, reprintedin 15 DEL J.CoRP. L. at 660.
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such improper conduct by unprincipled class counsel would be adequately
handled by Rule 23(e)'s requirement that the court approve any proposed
settlements.269
Against these liabilities of the temporary settlement class, the court
weighed the advantages the procedure offered to the court, the litigants,
and the class. The primary benefit identified by the court was the
consolidation of litigation into a single settlement hearing.27
Additionally, defendants profit from the opportunity to obtain ajudgment
against a broader class than might be available after formal
certification. 27' Likewise, class members need not endure the risk that
they might be eliminated from the class after formal certification or that
the class claims might be involuntarily dismissed following
certification.272 Based on these potential benefits, the court authorized the
use of temporary settlement classes but only "so long as the strictures of
Rule 23 [were] ultimately satisfied."273
The court reached this conclusion by accepting that temporary
settlement classes, as mere assumptions made for the convenience of the
parties and the court, operate only to defer certification of the class until
settlement.274 As a result, no class action settlement could constitutionally
bind the class members absent a court's affirmative finding regarding the
adequacy of representation.2 75 Without such protection, the court
cautioned, the risk exists, as was realized in this case,276 that the
settlement might not be the best obtainable for the class.2 77
In response to De Angelis's protestations, the court reiterated that
no lesser standard than a showing of adequate representation
commensurate with the Rule 23(a)(4) requirement would suffice. Thus,
the court rejected De Angelis's argument that due process required only

69
1 Prezant, 636
270

1d. at 922-23.

A.2d at 922.

27'Id. at 923. The court realized that if formal certification proceedings were held,
defendants might feel compelled to challenge broader class definition to limit their total
exposure. In contrast, when a temporary class is created via stipulation, defendants have
already had a part in defining it to serve their interests. Id.
2721d.

273Prezant, 636 A.2d at 923.
2741d. at 922.
27'Id. at 924.
176Inthis regard, the court noted that De Angelis had accepted a settlement offer on
behalf ofthe class not materially different from the one earlier rejected by the Illinois plaintiffs.
Id. The court did, however, qualify such action as not representing inadequate representation
per se. Id. at 924 n.5.
'"Prezant,636 A.2d at 924.
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notice and the opportunity to opt-out. 27 Likewise, the court turned away

any notion that court approval of the settlement implicitly meant that the
action satisfied the Rule 23 requirements.2 7 Finally, the court indicated
that heightened scrutiny, as applied by the chancery court, was ineffective

as a cure for inadequate representation. 20

In addition to discrediting other approaches, the court articulated

the benefits of making the certification inquiry. First, the court pointed
to the additional protection given the class members.2 8' In addition, the

court indicated that ajudgment obtained this way would better withstand
collateral attack, a benefit to defendants.2 82

Finally, the court attempted to provide some guidance to the
chancery court regarding when the determination of class certification
should be made and in what manner the determination of class

certification should be made. As an initial matter, the court indicated that
the determination could be made in the context of the settlement hearing

or at any prior appropriate time.283 Absent objections to the settlement,
the court directed the chancery court to make a finding on the record that
the specific requirements of Rule 23(a) and (b) had been met'

However, when the settlement is opposed, the supreme court mandated
that the chancery court support such findings with reasoning for purposes
of appellate review.28 5
278

Id In rejecting this reasoning the court stated that, in addition to the rights

identified by De Angelis, due process contemplated opportunity to be heard, opportunity to
participate in litigation, and adequate representation. Id Furthermore, the court detailed that
notice and opt-out rights were "no substitute for extensive document examination, depositions
of adverse witnesses, securing expert advice on complicated issues, and aggressive negotiation
at arm[']s[ ]length." Id These examples appeared to be aimed at the specific deficiencies of
De Angelis's counsel pointed out by the chancery court in its denial of attorneys' fees. See
supratext accompanying notes 248-65.
'Prezant, 636 A.2d at 924. The court found De Angelis's argument unpersuasive
because both the language of Rule 23(c)(1) and the United States Supreme Court had clearly
mandated that the Rule 23(a) determination be made explicitly. d (citing General Tel. Co.
of Southwest v. Falcon, 457 U.S. 147, 160 (1982)). In addition, the court found that De
Angelis's position was undermined by the chancery court's findings suggesting that De Angelis
was, in fact, an inadequate representative. Id
'-Il'd at 925. The court reasoned that once the chancery court had begun evaluating
the overall fairness of the settlement, it was too late to remedy the taint that had attached to
the settlement process because of inadequate representation. Id.
291d" 2"Id. at 925-26.
2"'Prezant, 626 A.2d at 925.
'Idak As a basis for these findings, the chancery court was permitted to use sworn
affidavit or deposition testimony from the record. Id.
IaId
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4. Significance of the Decision
At least in part, the significance of the Delaware Supreme Court's
decision in Prezant v. De Angelis will be determined by the later
resolution of one question the decision left unanswered. The court firmly
cemented the use of the temporary settlement class in Delaware class
action law. In so doing, it also made clear that an adequate
representative is indispensable to the resolution of a class action through
settlement. Importantly, however, the court did not determine the proper
form that a deferred certification and adequacy of representation inquiry
should take.
Newberg's treatise on class actions286 seems to suggest that
contextual differences between adversarial litigation and the settlement
might lead the court to apply the Rule 23 criteria in a more lenient
manner.287 According to Newberg, this is because the considerations are
less numerous and the factual circumstances less complex when arising
in the course of a settlement, rather than when the issues are addressed
in anticipation of further litigation.288 Newberg cites assessing adequacy
of representation as one of the instances where this contrast becomes
most apparent.28 9 When the parties are expecting further litigation,
assurances of vigorous prosecution290 weigh much more heavily on the
determination of whether the representative will serve the interests of the
class. 29 1
The court must consider whether the representative has
demonstrated both the willingness and the ability to carry the pending
litigation all the way through to its resolution.2"
In contrast, when addressed at settlement, the court is presented
only with the issue of whether during the course of reaching the
settlement, the representative negotiated the settlement at arm's length
and without elements of collusion.293 Once this showing is made,
Newberg instructs that the interests of the class have also been

2862 NEWBERG & CONTE, supra note 123, § 11.28.
28

1d. at 11-57.

288

ld.
1d. at 11-58.

289

2
9"Assuring vigorous prosecution along with establishing the absence of significant
conflicts between the representative and the class form the basis of the adequacy of
representation test. See generallyBALOTrn & FINKELSTEIN, supranote 101, § 13.16 (explaining
adequacy of representation requirement).
29'2 NEWBERG & CONTE, supra note 123, § 11.28, at 11-58 to -59.
292

293

1d

1d. at 11-59.
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protected.294 Therefore, Newberg maintains that demonstrating adequacy
of representation in this context
is much less onerous than in formal
295
certification before settlement.
If Newberg's premise holds true, it appears to apply to the
determination of adequacy of representation at settlement under Delaware
law as well. The chancery court in In re Amsted Industries, Inc.
Litigation296 focused on the representative's conduct as a prerequisite to
evaluating the fairness of a settlement. The court stated that "[if a
representative party's determination to negotiate and recommend
settlement is made (1) in goodfaith and (2) upon competent information
then such a proposed settlement should ordinarily be approved if (3) it
'
appears fair and reasonable to the court."297
This test closely parallels the

adequacy of representation test in the course of a settlement utilized by
Newberg. Thus, despite Prezant,the analysis necessary to certify a class
at settlement might not materially differ from the analysis which the court
ostensibly has in the past applied as a precursor to evaluating the
settlement.
The Delaware Supreme Court's opinion does not directly deal with
this issue. The court does not go beyond considering whether adequate
representation generally is a prerequisite to settlement. However, there
are some indications that the court intended the adequate representation
analysis be given the same scrutiny as applied in formal certification. At
one point the court stated, "Notice is no substitute for extensive document
examination, depositions of adverse witnesses, securing expert advice on
complicated issues, and aggressive negotiations at arm[']s[ ]length. " '
These activities seemingly relate to the class representative's duties in
conducting the ongoing litigation. If this is the case, then Prezantv. De
Angelis may have significant impact on future class action settlements.
V. CONCLUSION

The two decisions discussed herein highlight the Delaware courts'
increasingly active role in the class action settlement process. Cognizant
of their role as the guardian of the absentee class under Rule 23, the
Delaware courts have escalated their focus on the events which produce
class action settlements. In Lewis v. Hirsch, the court of chancery
291ad
2952 NEWBERG & CONiE, supra note 123,

2'521 A.2d 1104 (Del. Ch. 1986).
2971d at 1108.
93

2 Prezant, 636 A.2d at 924.

§ 11.28, at 11-59.

534
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scrutinized the adequacy of the record presented at settlement to insure
that its contents demonstrated adequate representation of the class's
interests. In Prezant v. De Angelis, the Delaware Supreme Court
considered the broader issues of class certification and adequacy of
representation. The court concluded that class certification and adequate
representation were essential parts of any proper settlement regardless of
whether a temporary settlement class was employed. In so doing, the
court established that class actions function not merely for the
convenience of the lawyers, but also provide a useful remedy to injured
persons who might not be able to act alone.
Gregory W. Werkheiser
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BEYOND ARONSON: RECENT DELAWARE CASES
ON DEMAND FUTILITY
I. INTRODUCTION

*
Traditionally, plaintiff shareholders must overcome rigorous
obstacles to maintain a successful derivative action.' The requirements
of the Delaware General Corporation Law2 specifically entail strident
standards that the Delaware Court of Chancery and Delaware Supreme
Court strictly enforce. Recent Delaware cases, however, demonstrate the
courts' propensity to relax the application of these rules and allow
derivative plaintiffs the "keys to the courthouse."3 This concession
breathes vitality into the once lifeless derivative action.
This note will examine four issues relating to the demand
requirement in light of these recent cases and the courts' interpretation of
for demand futility which was first articulated in
the two-prong test
4
Lewis.
v.
Aronson
II. THE LAW GOVERNING DERIVATIVE ACTIONs
A. The Director'sPrerogativeto Manage the Corporation
"A cardinal precept of the General Corporation Law of the State
of Delaware is that directors, rather than shareholders, manage the
business and affairs of the corporation."' This mandate is exemplified by
section 141(a) of the Delaware Code which states, "The business and
affairs of every corporation organized under this chapter shall be
managed by or under the direction of a board of directors, except as may

'See Heineman v. Datapoint Corp., 611 A.2d 950, 952 (Del. 1992) (describing a
shareholder derivative action as an equitable remedy in which a shareholder asserts a claim
belonging to the corporation). For a comprehensive examination of derivative actions, see 2
R. FRANKLiN BALOTrI & JESSE A. FM'KEtsT N,THE DEtAWvAi LAW OF CORPORATIONS AND
BusINEss ORGANATIONS § 13.6 (Supp. 1993).
2See DEL. CODE ANN. tit. 8, §§ 101-398 (1991).
'Michael P. Dooley & E. Norman Veasey, The Role of the Board In Derivative
Litigation: DelawareLaw and the CurrentALI ProposalsCompared,44 BUs.LAv. 503, 504
(1989). The stockholder must satisfy the requirements of demand futility or demand refusal
in order to maintain standing in a derivative action. Id
4473 A.2d 805 (Del. 1984).
sIaL at 811.
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be otherwise provided in this chapter or in its certificate of

incorporation."6
The concept that directors are entitled to manage the affairs of the
corporation is embodied in the business judgment rule which creates "a

presumption that in making a business decision the directors of a
corporation acted on an informed basis, in good faith and in the honest
belief that the action taken was in the best interests of the company."'
Thus, courts usually defer to exercises of business judgment by directors
of a corporation absent some showing that the directors failed to "engage
in a reasonable and honest exercise of that judgment" pursuant to their
fiduciary obligations to the corporation.' As long as the directors'
decision "can be attributed to any rational business purpose," it will be

honored by the court?
In accordance with their managerial power, however, directors owe

certain "fundamental fiduciary obligations.., to the corporation and its
shareholders."'" Consequently, a stockholder is empowered to bring a
derivative action to redress a wrong which a director causes to the
corporation." Thus, the derivative action represents an exception to the
general rule that the directors manage the business and affairs of the
corporation and are the appropriate group to assert claims on behalf of
it. 12

CODE ANN. tit. 8, § 141(a) (1991).
7Aronson, 473 A.2d at 812. See also E. Norman Veasey, New Insights Into Judicial
Deference to Directors' Business Decisions: Should We Trust the Courts?, 39 BUs. LAW.
1461, 1463 (1984) (observing the consensus among courts that they "must give proper
deference to the business decisions of directors").
813 WILLIAM M. FLETCHER, FLETCHER CYCLOPEDIA OF THE LAW OF PRIVATE
CORPORATIONS § 5963 (perm. ed. rev. vol. 1991) [hereinafter FLETCHER CYC.CORP.].
'Veasey, supra note 7, at 1464 (quoting Sinclair Oil Corp. v. Levien, 280 A.2d 717,
720 (Del. 1971)). For a detailed analysis of the business judgment rule, see R. Franklin Balotti
& James J. Hanks, Jr., Rejudging the Business Judgment Rule, 48 Bus. LAW. 1337 (1993).
"Kaplan v. Peat, Marwick, Mitchell & Co., 540 A.2d 726, 729 (Del. 1988).
"See Aronson, 473 A.2d at 811. 'The nature of the action is two-fold. First, it is the
equivalent of a suit by the shareholders to compel the corporation to sue. Second, it is a suit
by the corporation, asserted by the shareholders on its behalf, against those liable to it." Id.
'2See Dennis J. Block et al., The Role of the Business Judgment Rule in Shareholder
Litigation at the Turn of the Decade, 45 Bus. LAW. 469, 472 (1990) (declaring that "'the
proper party to bring a claim on behalf of a corporation is the corporation itself, acting through
its directors or the majority of its shareholders") (quoting Daily Income Fund, Inc. v. Fox, 464
U.S. 523, 531-32 (1984)). See also Aronson, 473 A.2d at 811-12 (discussing the nature of
derivative actions).
6DEL.
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B. Chancery CourtRule 23.1
In order to safeguard the directors' prerogative to manage the
affairs of the corporation, "the law imposes certain prerequisites on a
stockholder's right to sue derivatively."'" Chancery Court Rule 23.1
requires, at the threshold, that derivative plaintiffs meet certain pleading
standards "to insure that a stockholder exhausts his intracorporate
remedies" before bringing suit.'4 The demand requirement forces
shareholders to make a demand on the directors to remedy the alleged
harm or to plead particular facts establishing demand futility.' 5
"[T]he demand requirement of Chancery Court Rule 23.1 is 'not
a mere procedural nicety,' but a rule of substantive law."' 6 In fact, the
Delaware Supreme Court has recognized that the pleading requirements
of Rule 23.1 are more stringent than those required to survive a section
12(b)(6) motion to dismiss. 7

III. THE EVOLUTION OF DEMAND FUTILITY
A. Before Aronson v. Lewis
The law is well established that a shareholder plaintiff has the right
to bring a derivative action under two circumstances:' 8 (1) where demand
on the board of directors was made and wrongfully refused, 19 and (2)
"Kaplan, 540 A.2d at 730 (citing Pogostin v. Rice, 480 A.2d 619, 624 (Dal. 1984);
Aronson, 473 A.2d at 811).
"Aronson, 473 A.2d at 811. Chancery Court Rule 23.1 provides in part:
In a derivative action brought by 1 or more shareholders or members to
enforce a right of a corporation or of an unincorporated association, the
corporation or association having failed to enforce a right which may properly
be asserted by it, the complaint shall allege that the plaintiff was a shareholder
or member at the time of the transaction of which he complains or that his
share or membership thereafter devolved on him by operation of law. The
complaint shall also allege with particularity the efforts, if any, made by the
plaintiff to obtain the action he desires from the directors or comparable
authority and the reasons for his failure to obtain the action or for not making
the effort.
DEL. CH.CT. R. 23.1. In addition, the Rule protects against strike suits where the plaintiff
buys stock in a corporation for the sole purpose of bringing a derivative suit. Aronson, 473
A.2d at 811-12.
"Spiegel v. Buntrock, 571 A.2d 767, 773 (Del. 1990).
162 BALOTT & FiNKELSTE N, supranote 1, § 13.8, at 13-36 (footnotes omitted).
'"Levine v. Smith, 591 A.2d 194, 207 (Del. 1991).
"See Zapata Corp. v. Maldonado, 430 A.2d 779, 784 (Del. 1981).
"Idl See Daniel R. Fischel, Comment, The Demand andStanding Requirements in
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where the plaintiff can establish that a demand would have been futile
had such a demand been made on the board of directors.2" These rules
are consistent with the policies underlying the demand requirement. 2
Historically, cases addressing demand futility focused on whether
directors possessed some disqualifying interest in the transaction yielding
them incapable of making an objective business decision. 2 For example,
in 1927 the Delaware Supreme Court held that demand upon the board
of directors is not necessary when, "by reason of hostile interest, or guilty
participation in the wrongs complained of," directors would be rendered
improper parties to manage the litigation.23 Again, in 1931, the court of
chancery held that a shareholder may bring a derivative suit without prior
demand on the directors "when it is apparent that a demand would be
futile, [because] the officers are under an influence that sterilizes [their]
24
discretion and could not be proper persons to conduct the litigation."
These cases manifest the courts' historical preoccupation with the interest
component of the demand futility analysis, as opposed to the actual
business judgment underlying the transaction.'
However, in Zapata Corp. v. Maldonado,26 the Delaware Supreme27
Court introduced business judgment into the demand futility analysis.
In Zapata, the plaintiff instituted a derivative suit without first making a
demand on the board claiming that such a demand would be futile
because all of the directors were named as defendants and had allegedly
taken part in the challenged acts.28 In response, the board of directors
assembled an independent committee to consider whether the derivative
suit should continue.2 9 The committee concluded that the suit should be
terminated and, as a result, the defendant corporation moved to dismiss
or for summary judgment.30 After the court of chancery dismissed the

Stockholder Derivative Actions, 44 U. CHi. L. REV. 168, 193-98 (1976) (listing examples of
circumstances comprising a wrongful decision not to sue).
20
Zapata, 430 A.2d at 784 (quoting McKee v. Rogers, 156 A. 191, 193 (Del. Ch.
1931)).
21
1d. See supra text accompanying notes 5-12 (discussing the policy underlying the
demand requirement).
12Block et al., supra note 12, at
474.
"Sohland v. Baker, 141 A. 277, 281-82 (Del. 1927).
2"McKee, 156 A. at 193.
23Block et al., supra note 12, at 474.
26430-A.2d 779 (Del. 1981).
27Id. at 789.
2"Id. at 780.
29Id. at 781.
"Zapata, 430 A.2d at 781.
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defendant's motion, the Delaware Supreme Court granted the defendant's
interlocutory appeal to consider whether a committee can "terminate a
lawsuit properly commenced by a stockholder without prior demand."3
The supreme court held that after a thorough investigation, an
independent committee may file a pretrial motion to dismiss the
derivative action.32 The court stated that it would apply a two step
approach in considering such a motion: "First, the [e]ourt should inquire
into the independence and good faith of the committee and the bases
supporting its conclusions .... [Second,] [t]he [c]ourt should determine,
applying its own independent business judgment, whether the motion
should be granted."33 Thus, while Zapataclarified whether a committee
could properly terminate a derivative suit instituted by a shareholder
where demand will be futile, the decision failed to address exactly when
demand is futile.34
B. Aronson v. Lewis
Demand futility in shareholder derivative claims is now governed
by the Delaware Supreme Court decision in Aronson v. Lewis.35 In an'
effort to respond to the question left unanswered in Zapata, the Delaware
Supreme Court addressed the issue of when a stockholder's obligation to
make demand on the board of directors is excused.36 The court held that
"demand can only be excused where facts are alleged with particularity
which create a reasonable doubt that the directors' action was entitled to
the protections of the business judgment rule."37 The court declared that
the test for demand futility is "whether under the particularized facts
alleged, a reasonable doubt is created that: (1) the directors are disinterested and independent and (2) the challenged transaction was otherwise
the product of a valid exercise of business judgment."38 Therefore, the

3"1d at 783.
3I1d at 788.
33la at 788-89.

'Aronson, 473 A.2d at 807.
3s47 3 A.2d 805 (Del. 1984). Justice Moore authored the opinion for the court.
36
Id. at 807. See also Dennis 1. Block & H. Adam Prussin, Termination ofDerivative
Suits Against Directorson Business Judgment Grounds: From Zapata to Aronson, 39 Bus.
LAW. 1503 (1984) (tracing the development of the demand excused/demand refused analysis
and its effect on derivative plaintiffs after Zapata and Aronson).

"Aronson, 473 A.2d at 808. The supreme court rejected the court of chancery's
conclusion that the plaintiffhad created a "reasonable inference" that the directors' conduct was
not protected by the business judgment rule. Id.
3kl8

at 814.
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court must make two inquiries to determine whether demand is futile,
"one into the independence and disinterestedness of the directors and the
other into the substantive 3 nature
of the challenged transaction and the
9
board's approval thereof.
The first inquiry consists of two elements.40 First, to determine the

disinterestedness of the board, one must ask whether the director or
directors stood to personally benefit from the challenged transaction
beyond that which "devolves upon the corporation or all shareholders
generally."'" This occurs most often when there are allegations of selfdealing or entrenchment.4 2 The Aronson court clarified that if the
plaintiff met the burden of showing that the directors involved in the
transaction were interested, the directors would lose the protection of the
business judgment rule, and demand futility would be established. 3
The second component is whether the directors were independent
from outside influence." One must ask whether the directors were
subject to some type of leverage beyond the scope of the challenged
transaction.45 Allegations that one director exerted domination and
control over the rest of the board fall under this aspect of the demand
futility inquiry. 6 The derivative plaintiff has the difficult burden of
pleading specific facts supporting the allegation that the directors were
unduly influenced by someone and incapable of acting independently.47
39

ld.
GId.

4

"Aronson, 473 A.2d at 812. See Pogostin, 480 A.2d at 624 (characterizing director
interest as the presence of divided loyalties or a benefit conferred on the director but not
equally available to the stockholders). Directors are also considered to be interested where "a
corporate decision will have a materially detrimental impact on a director, but not on the
corporation and the stockholders." Rales v. Blasband, 634 A.2d 927, 936 (Del. 1993). See
also infra notes 44-59 and accompanying text (discussing disinterestedness requirement of the
business judgment rule).
"2Grobow v. Perot, 539 A.2d 180, 188 (Del. 1988) [Grobow 1].
"Aronson, 473 A.2d at 815. Thus, the inquiry would end. Id.
4
1d. See infranotes 124-36 and accompanying text (discussing director independence),
4
Aronson, 473 A.2d at 816. The court defines independence in the sense that "a
director's decision is based on the corporate merits of the subject before the board rather than
extraneous considerations or influences." Id.
46d. at 815.
"7Id. at 816. The Delaware courts have held that "stock ownership alone" is
insufficient to establish domination and control when it constitutes less than a majority. Id. at
815 (citing Kaplan v. Centex Corp., 284 A.2d 119, 123 (Del. Ch. 1971)). In some cases, "even
proof of majority ownership" does not demonstrate that the director failed to act independently;
such allegations must be accompanied by "facts as would demonstrate that through personal or
other relationships the directors are beholden to the controlling person." Id. The Aronson court
stated:
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The second inquiry requires the court to determine whether the
challenged transaction "was otherwise the product of a valid exercise of

businessjudgment."4 The emphasis at this stage of the analysis is on the
"substantive nature of the challenged transaction."'9

The question

becomes whether "a reasonable doubt exists at the threshold that the
challenged action vas a valid exercise of business judgment.""

Any

substantive or procedural inquiry which the court might make at this
point would refer to the directors' exercise of due care. 5' For example,
a court would inquire whether the directors availed themselves of all

"material information reasonably available to them" prior to making the
decision. 2 The standard of care governing whether the directors "act[ed]

with [the] requisite care" in completing their investigation is gross
negligence." It is generally held, however, that "[s]peculation on motives

for undertaking corporate action are wholly insufficient to establish a case
of demand excusal."54 The business judgment inquiry is highly factbound; 55 therefore, adjudications on similar issues may result in different
outcomes depending on the facts of the case.

TheAronson court emphasized the significant role that the business
judgment rule plays in derivative actions. 56 The court observed that not

While directors may confer, debate, and resolve their differences through
compromise, or by reasonable reliance upon the expertise of their colleagues
and other qualified persons, the end result, nonetheless, must be that each
director has brought his or her own informed business judgment to bear wvith
specificity upon the corporate merits of the issues without regard for or
succumbing to influences which convert an otherwise valid business decision
into a faithless act.
Id. at 816.
4

at 814.
Pogostin,480 A.2d at 624; cf Grobow1,539 A.2d at 189 (stating that "b]y proper

11d

49

business judgment we mean both substantive due care... and procedural due care") (emphasis
added) (citations omitted).
"Pogostin, 480 A.2d at 624. Application of the business judgment rule is founded
upon director action or a "conscious decision to refrain from acting." Aronson, 473 A.2d at
813. '"3ut it also follows that under applicable principles, a conscious decision to refrain from
acting may nonetheless be a valid exercise of business judgment and enjoy the protections of
the rule." Id.
1
See
2

Grobow I, 539 A.2d at 190.

5Aronson, 473 A.2d at 812.
53Id

'Grobow 1, 539 A.2d at 188.
55Aronson, 473 A.2d at 815.

Id at 812. The court in Aronson stated:
The function of the business judgment rule is of paramount
significance in the context of a derivative action. It comes into play inseveral
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only must the directors be disinterested to invoke the protections of the

business judgment rule, but they also must demonstrate that their actions
otherwise fall within the realm of business judgment protection."

A

disinterested director is one who neither appears on both sides of the
challenged transaction nor engages in any form of self-dealing."
Consequently, the businessjudgment rule becomes immaterial for demand
futility purposes if the directors are interested, and the transaction was not
approved by a majority of disinterested directors.5 9
C. Demand Futility PrinciplesAfter Aronson
A series of cases following Aronson further espoused the demand
futility analysis. These Delaware Supreme Court cases reinforced the

view of Delaware as the preeminent corporate haven by consistently
holding in favor of the corporation rather than the shareholder.6"
Shareholders seemed eternally condemned to the losing side of the
derivative action at the expense of corporate success in the "race to the
bottom." 6 '

ways - in addressing a demand, in the determination of demand futility, in
efforts by independent disinterested directors to dismiss the action as inimical
to the corporation's best interests, and generally, as a defense to the merits of
the suit.
Id.
5'Id.

sld.
"Aronson, 473 A.2d at 812. Section 144(a)(1) of the Delaware General Corporation
Law provides that a transaction will not be void simply because one or more directors were
interested in the transaction if, among other things, the transaction was approved by an
informed vote of a majority of the disinterested directors. DEL. CODEANN. tit. 8, § 144(a)(1)
(1991).
6See Levine, 591 A.2d at 197 (holding "that plaintiffs' restated complaint fails to state
a claim of demand futility"); Grobow 1,539 A.2d at 192 (holding that the plaintiffs failed to
establish demand futility underAronson and Pogostin);Pogostin, 480 A.2d at 627 (holding that
under Aronson, demand was not excused).
Professor Cary first articulated the concept of the "race to the bottom." William L.
Cary,Federalismand CorporateLaw: Reflections Upon Delaware,83 YALE L.J. 663 (1974).
The theory proposes that Delaware's success in enticing Fortune 500 companies to incorporate
in Delaware stimulates competition among the states to develop corporate statutes that favor
corporate management as opposed to shareholders. Id. at 664. But see ROBERTA ROMANO,
THE GENIUS OF AMERICAN CORPORATE LAW (1993). In contrast to Professor Cary's position,
Professor Romano suggested that the competition between states for corporate charters is more
aptly characterized as a "race to the top." Id.at 14. From a market based perspective,
Professor Romano explains that corporations are actually inclined to seek a state of corporation
which has laws advantageous to the shareholder. Id.
"tSee Cary, supranote 60, at 672 (suggesting "that Delaware corporate decisions lean
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The first significant demand futility case following Aronson was
Pogostinv. Rice.62 The Pogostin decision demonstrated that theAronson
analysis applies in the takeover context.63 The plaintiffs in Pogostin
claimed that the board wrongfully rejected a tender offer and that the
increase in the value of the shares created by the tender offer caused
certain directors to receive excessive payments under a compensation plan
connected to market price." After determining that the directors'
decision to reject the tender offer was an informed one, the court held
that "an informed decision to reject a takeover proposal, hostile or
friendly, will not excuse demand absent particularized allegations of a
breach of fiduciary duty... or lack of good faith."' Furthermore, the
court determined that the plaintiffs failed to allege particularized facts
which would raise a reasonable doubt regarding the independence and
disinterestedness of the board in connection with the compensation plan.'
The court recognized that only four out of fourteen board members
participated in the plan and there were no allegations of control by these
directors over the rest of the board.67 Finally, the plaintiffs failed to
claim that the other members of the board derived any benefit from the
plan.68 Therefore, the plaintiffs failed to meet the first prong of the

Aronson analysis.69

Thus, Pogostin demonstrated the burden the

Aronson analysis placed on plaintiffs pleading demand futility.
The court revisited the second prong of the Aronson inquiry in
Grobow v. Perot'0 four years after Pogostin. In Grobow I, the plaintiffs
brought a derivative suit claiming that directors of General Motors (GM)
breached their fiduciary duties by paying an excessive price for a stock
repurchase and by paying "hush mail" ' which the plaintiffs claimed was

toward the status quo and adhere to minimal standards of director responsibility both to the
corporation and its shareholders").
62480 A.2d 619 (Del. 1984) (addressing demand futility in the context of a refusal by
the board of a tender offer). Justice Moore wrote the opinion for the court.
63M. at 624.
"ALdat 622. The compensation plan "was adopted by a majority of disinterested
directors ... in 1971." Id at 626.
'l at 627.
Pogostin, 480 A.2d at 626.
67Id

Id
"See Aronson, 473 A.2d at 814.
"'539 A.2d 180 (Del. 1988).
7
'Id. at 185. The hush mail feature was designed to pay H. Ross Perot a sum ofmoney
in exchange for his resignation and his promise to stop criticizing the GM management. Id
at 184.
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a waste of corporate assets and served no valid business purpose.72 The
defendants moved to dismiss the complaint due to the plaintiffs' failure
to make a pre-suit demand.73 The supreme court specifically rejected the
court of chancery's criteria that plaintiffs must "plead particularized facts
sufficient to sustain 'a judicial finding' either of director interest or lack
of director independence."' The court, believing this standard was more
stringent than warranted by Aronson, held that "[t]he test for demand
futility should be whether the well-pleaded facts of the particular
complaint support a reasonable doubt of business judgment protection.""
The court also refused to articulate a test for determining reasonable
doubt, noting that each case must be determined according to its own
facts.76 Even under the less stringent standard adopted by the court,
however, the plaintiffs could not establish demand futility.7 7
The Delaware Supreme Court reached the height of the Aronson
application with its decision in Levine v. Smith. 7' After the Delaware
Supreme Court's decision in Grobow I,7 the plaintiffs moved the court
of chancery to vacate the judgment in Grobow I and grant the plaintiffs
leave to file a second amended complaint.8" When the court of chancery
granted the defendants' motion to dismiss the complaint, the plaintiffs
appealed to the Delaware Supreme Court.8 On review, the Delaware
Supreme Court refused to excuse demand on the GM board of directors.82
The supreme court affirmed the court of chancery's holding that the
plaintiffs failed to adequately plead demand futility based on lack of
director independence.8 3 Although the plaintiffs claimed that the GM
directors who comprised a majority of the board were dominated and
controlled by the management directors, the court of chancery found that
the plaintiffs only implicated "two of GM's fourteen outside directors,

721d. at 185.
73

Id.

74

Grobow 1, 539 A.2d at 183.
7Id. at 186.
76
/d.
"d. at 192.
78591 A.2d 194 (Del. 1991). The decision in Levine arose out of two separate
derivative suits which were consolidated on appeal: one case, which the court referred to as
Grobow 11, was a demand excused case; the other case, which the court referred to as Levine,
was a demand refused case which will not be addressed in this note. Id. at 197, 199.
79539 A.2d 180 (Del. 1988).
8
Levine, 591 A.2d at 199.
Id.
2

1d. at 197.
831d. at 207.
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thereby leaving at least twelve of the twenty-one directors ...
independent and 'capable of impartially considering a demand.""' 4 The
supreme court agreed and held that the plaintiffs' allegations were not

supported by the particularized facts.85

These cases demonstrate the consistent application of the Aronson
demand futility analysis by the Delaware courts. The cases also

demonstrate the heavy burden placed on plaintiffs by Aronson; in each
case, the plaintiffs were unsuccessful in pleading demand futility."
Notwithstanding the value of such precedent, recent cases on demand
futility manifest a marked divergence from the traditional application of

Aronson.
IV. SPECIAL CASES ADDRESSING THE DEMAND REQUIREM ENT

Recently, Delaware courts have addressed additional issues in the
demand futility context.
One Delaware Supreme Court decision
addressed the concept of double derivative suits.8 7 In addition, three

court of chancery decisions discussed issues such as when demand will

be excused for failure to exercise due care,88 what elements are necessary
to constitute a demand on the board of directors, 9 and when allegations

of domination and control of a special committee are sufficient to
establish demand futility." In all of these cases, the plaintiff successfully
alleged demand futility; thus, demand on the board of directors was
excused.9"

ULevine, 591 A.2d at 206.
'51d. at 207.
'See supranote 60 and accompanying text.
"Rales v. Blasband, 634 A.2d 927 (Del. 1993).
'Kahn v. Roberts, [1993-1994 Transfer Binder] Fed. Sec. L. Rep. (CCH) 98,201,
at 99,408 (Del. Ch. Feb. 28, 1994).
'"Yaw v. Talley, No. 12,882, 1994 Del. Ch. LEXIS 35 (Del. Ch. Mar. 2, 1994),
reprintedin 20 DEL. J. CoRP. L. 454 (1995).
'Kahn v. Tremont Corp., No. 12,339, 1994 Del. Ch. LEXIS 41 (Del. Ch. Apr. 21,
1994).
"See Kahn, [1993-1994 TransferBinder] Fed. Sec. L. Rep. (CCH) 98,201, at 99,409;
Rales, 634 A.2d at 937; Kahn, No. 12,339, 1994 Del. Ch. LEXIS 41, at *22; Yaw, No. 12,882,
1994 Del. Ch. LEXIS 35, at *28, reprintedin 20 DEL J. CoRP. L. at 471.
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A. Rales v. Blasband
In Rales v. Blasband,92 the Delaware Supreme Court addressed a
unique issue: whether the plaintiff, Blasband, alleged facts sufficient to

show that demand on the parent company board was excused when the
cause of action challenged a business decision made by the board of the
subsidiary corporation.93 In Rales, the plaintiff, Alfred Blasband, owned

1100 shares of stock in Easco Hand Tools, Inc. (Easco) from 1987 until
1990."a In February of 1990, Easco entered into a merger agreement with
Danaher Corporation (Danaher), which resulted in Easco becoming a
wholly-owned subsidiary of Danaher.9" Before and after the merger, the

defendants, Steven and Mitchell Rales, had maintained an interest in both
corporations in various capacities.96
The plaintiff's complaint, filed in the United States District Court
for the District of Delaware, asserted breaches of fiduciary duties by the
97
Easco board in conjunction with an alleged misuse of corporate funds.

In September of 1988, Easco offered for sale $100 million of the
company's Senior Subordinated Notes at a public offering.9" The
company represented in a prospectus for the offering that the proceeds
from the sale "would be used for (1) repaying outstanding indebtedness,

92634 A.2d 927 (Del. 1993).

"31d. at 930. See generally Christopher M. Harvey, Comment, Mergers and Double
Derivative Actions: The New Frontierin Derivative Standing, Blasband v. Rales (1992), 38
VILL. L. REv. 1194 (1993) (reviewing the Third Circuit decision).
"Rales, 634 A.2d at 930. Although originally filed in the United States District Court
for the District of Delaware, this case reached the Delaware Supreme Court on a certified
question of law. See infra text accompanying notes 97-103.
"Rales, 634 A.2d at 930. The merger agreement provided "for Easco shareholders to
receive .4175 shares of Danaher common stock for each of their shares of Easco common
stock." Blasband v. Rales, 971 F.2d 1034, 1038 (3d Cir. 1992). Consequently, Blasband
received 458 shares of Danaher stock in exchange for his Easco common stock. Id.
'6Rales, 634 A.2d at 930.
Prior to the Merger, the Rales brothers were directors of Easco, and together
owned approximately 52 percent of Easco's common stock. They continued
to serve as directors of Easco after the Merger.
The Rates brothers also own approximately 44 percent of Danaher's
common stock. Prior to the Merger, Mitchell Rales was President and Steven
Rales was Chief Executive Officer of Danaher. The Rales brothers resigned
their positions as officers of Danaher in early 1990, but continued to serve as
members of the Board.
Id. The court noted that Steven Rales was chairman of the board of Danaher and Mitchell
Rales was chairman of the executive committee of the board. Id. at 930 n.2.
"7Rales, 634 A.2d at 935.

"Id. at 930.
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(2) funding corporate expansion, and (3) general corporate purposes." '
The plaintiff's complaint alleged that the Easco board of directors
misused the proceeds from the offering to buy over $61.9 million in junk

bonds offered through Drexel Burnham Lambert, Inc.'

After the district

court dismissed the complaint, the United States Court of Appeals for the

Third Circuit vacated the district court's order and allowed the plaintiff
to amend his complaint."0 ' The defendants moved to dismiss the
amended complaint and moved to certify the following question of law
to the Delaware Supreme Court:

a at 930-31. The prospectus also promised to "invest the balance of the net
proeeds ... in government and other marketable securities" in order to secure "a lower rate
of return than the rate of interest home by the Notes." Id. at 931.
"'Id, at 931. The amended complaint also described the prior business dealings
between the Rales brothers and Drexel. Id The Rales brothers' association with Drexel
Burnham Lambert is highly questionable since three months after the Easco Note Offering and
subsequent junk bond investment, Drexel pled guilty to six felony counts in conjunction with
the Michael Milken insider trading scandal. See MARY ZEY, BAMNWG o, FaUD 8 (1993).
"°'Rales,634 A.2d at 930. The district court had dismissed. the complaint for failure
to make demand, failure to demonstrate demand futility, and lack of standing. Blasband exreL
Danaher Corp. v. Rales, 772 F. Supp. 850, 853-59 (D. Del. 1991), vacated,Blasband v. Rales,
971 F.2d 1034 (3d Cir. 1992). However, the court of appeals found that Blasband did, in fact,
have standing. Blasband, 971 F.2d at 1044.
This holding was partly based on the Third Circuit's characterization of the merger as
a reorganization, rather than a true merger between entirely separate entities. d at 1041. See
also Schreiber v. Carney, 447 A.2d 17, 22 (Del. Ch. 1982) (holding plaintiff maintains an
"equitable right" to sue derivatively where the "merger had no meaningful effect on the
plaintiff's ownership of the business enterprise"). The Third Circuit found that Blasband
retained an "indirect financial interest in the litigation" as a shareholder ofDanaher. Blasband,
971 F.2d at 1043. ContraLewis v. Andeison, 477 A.2d 1040, 1049 (Del. 1984) (asserting "[a]
plaintiff who ceases to be a shareholder, whether by reason of a merger or for any other reason,
loses standing to continue a derivative suit"); see Bonime v. Biaggini, 1984-2 Trade Cas.
(CCH) 1 66,313, at 67,363, 67,365 (Del. Ch. Dec. 7, 1984), reprintedin 10 DEL . CorP'. L.
610, 615-16 (1985) (refusing to grant plaintiff standing and distinguishing the merger which
involved two distinct corporations from the merger in Schreiber which involved a mere
reorganization). However, "there are two recognized exceptions to this rule" governing
standing in merger situations. Lewis, 477 A.2d at 1046. The first exception exists "where the
merger itself is the subject of a claim of fraud"; and the second exception exists "where the
merger is in reality a reorganization which does not affect plaintiff's ownership of the business
enterprise." ,L at 1046 n.10.
In an attempt to circumvent the Third Circuit's holding, the district court then issued
a certified question of law on the standing issue back to the Delaware Supreme Court.
Blasband v. Rales, 979 F.2d 324, 325-26 (3d Cir. 1992). The Third Circuit then approved
Blasband's petition for a writ of mandamus to bar the district court from such evasive tactics
and ordered the district court to withdraw the certified question. Id.at 326, 329. The district
court then issued another certified question of law on the matter of demand futility, to the
Delaware Supreme Court which promptly accepted it. Rales v. Blasband, 626 A.2d 1364, 1366
(Del. 1993).
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In the context of this novel action, which is neither a simple
derivative suit nor a double derivative suit, but which the
United States Court of Appeals for the Third Circuit
describes as a "first cousin to a double derivative suit," has

plaintiff Alfred Blasband, in accordancewith the substantive
law of the State of Delaware, alleged facts to show that
demand is excused on the board of directors of Danaher
Corporation, a Delaware corporation?'0 2
The Delaware Supreme Court accepted the certified question" 3 and
enumerated the test to determine demand futility in this case." 4 The
court explained that in the context of a double derivative suit, "a

stockholder of a parent corporation seeks recovery for a cause of action
belonging to a subsidiary corporation.'

05

As in any derivative suit, the

stockholder must either make demand on the directors to redress the
wrong or plead that demand is excused because the directors have
wrongfully refused to pursue the claim or "are incapable of making an
impartial decision." ' 6 In addition, the court reiterated the usual rule that
"the stockholder plaintiffs must overcome the powerful presumptions of
the business judgment rule before they will be permitted to pursue the
derivative claim."'0 7 In this case, however, the Danaher directors never
made a decision relating to the challenged transaction; 0 s rather, the

"'Rales,634 A.2d at 932.
'°3Rales, 626 A.2d at 1366.
0'4Rales, 634 A.2d at 931-32. The plaintiff advocated the application of the two-prong
test for demand futility enunciated in Aronson v. Lewis. Id. at 932. The defendants preferred
a more rigorous test than Aronson "to protect corporations from strike suits." Id. "The
Aronson test was designed, in part, with the objective of preventing strike suits by requiring
derivative plaintiffs to make a threshold showing ... that their claims have some merit." Id.
at 934 (citing Aronson, 473 A.2d at 811-12).
0
-ld. at 932 (citing Sternberg v. O'Neil, 550 A.2d 1105, 1123-24 (Del. 1988). In a
classic double derivative action, the plaintiff's right to maintain the suit on behalf of the
subsidiary "is 'based upon the fact that the parent or holding company has derivative rights"'
in the subsidiary's cause of action. Blasband,971 F.2d at 1046-47 n.14 (emohasis omitted)
(quoting 13 FLETCHER CYC. CORP., supra note 8, § 5977, at 240). In any derivative action,
Delaware law requires that the plaintiff own stock at the time of the challenged transaction,
DEL. CODE ANN. tit. 8, § 327 (1991). In this case, the plaintiff never alleged that the parent
company was a stockholder of the subsidiary company at the time of the challenged transaction.
Blasband,971 A.2d at 1046 n.14. Therefore, the lawsuit was characterized as "first cousin
to a double derivative suit" because it failed to meet the technical requirements of a double
derivative suit. Id. at 1047 n.14.
'06Rales, 634 A.2d at 932.
'71d. at 933.
O8ld
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former Easco board made the decision.'

9

The court established that there

can be no Aronson inquiry for demand futility where the challenged

decision was made by the board of a different corporation." 0

It is

crucial, in order to apply the business judgment rule, that there have been
a conscious decision by the directors to act or refrain from acting."'
The court held that when the board addressing the demand did not

make the challenged decision, the court must ask "whether the board that
would be addressing the demand can impartially consider its merits
without being influenced by improper considerations.""' 2 The burden on
the plaintiff is to establish that a reasonable doubt existed, as of the time
the complaint was filed, that "the board of directors could have properly

exercised its independent and disinterested business judgment in
responding to a demand. If the derivative plaintiff satisfies this burden,
then demand will be excused as futile.""' 3 In a double derivative suit, the
plaintiff is still required to establish demand futility on both the
subsidiary and the parent board." 4
To determine whether the Danaher board could consider a demand
impartially, the court looked at the two step process the board would be

obligated to follow in considering a demand upon it."' First, the board
members would have been obligated to inform themselves by the best

means possible of all information relating to the alleged wrongdoing.",6
Then, the board would have to consider the available alternatives to
respond to the demand." 7

'09. at 930.
"°Rales, 634 A.2d at 933. "Consistent with the context and rationale of the Aronson
decision, a court should not apply the Aronson test for demand futility where the board that
would be considering the demand did not make a business decision which is being challenged
in the derivative suit." ld at 933-34. The court stated, "[N]ot all derivative suits fall into the
paradigm addressed by Aronson and its progeny." Id at 933.
.'Id (citing Aronson, 473 A.2d at 813). Situations where the board considering the
demand would not have made the challenged decision include:
(1) where a business decision vas made by the board of a company, but a
majority of the directors making the decision have been replaced; (2) where
the subject of the derivative suit is not a business decision of the board; and
(3) where, as here, the decision being challenged was made by the board of
a different corporation.
Id. at 934 (footnotes omitted).
.2Id at 933-34 (emphasis added).
' 1d. at 934 (emphasis added).
1Rales, 634 A.2d at 934.
"Id. at 935.
161a
"71d at 935. "If a factual investigation is required, it must be conducted reasonably

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 20

In the instant case, of the eight directors on the Danaher board at
the time the complaint was filed, three were Easco directors at the time

the junk bonds were purchased."' The court established that director
interest exists when the directors receive some personal pecuniary

advantage, "not equally shared by the stockholders"" 9 or when a

corporate decision would have a harmful impact on the director, "but not
on the corporation and the stockholders.'

2

"In such circumstances, a

director cannot be expected to exercise his or her independent business
judgment without being influenced by the adverse personal consequences
resulting from the decision."'' Therefore, the court concluded that the
presence of the three directors on the board represented a disqualifying

financial interest
that disabled the board from impartially considering the
2
demand.
Although the court established that some of the directors possessed
disqualifying interests in the subject of the plaintiff's demand, the other
directors were still presumed to be disinterested. 3 Notwithstanding the
presumption of director disinterest, the court inquired "whether. the

remaining Danaher directors were sufficiently independent to make an

impartial decision."' 24 The court explained that the directors must be
capable of making a decision "based on the corporate merits of the
subject before the board rather than extraneous considerations or

influences."'"

In this case, Blasband had to illustrate on the facts of the

complaint that the directors were incapable of acting in their own
discretion and under the influence of the Rales brothers.' 26

and in good faith." Id. (citing Levine, 591 A.2d at 213) (footnote omitted). In evaluating the
alternatives, the board must consider the possibility of"implementing internal corrective action
and commencing legal proceedings." Id.
'"Rales, 634 A.2d at 936. The Rales brothers were two of the three directors who had
served on the Easco board, in addition to Mortimer Caplin. Id.

119d.
2

' 01d.

I21/d.
1-Rales, 634 A.2d at 936. "iT]he Third Circuit has already concluded that, 'Blasband
has pleaded facts raising at least a reasonable doubt that the [Easco board's] use of proceeds
from the Note Offering was a valid exercise of business judgment."' Id. (quoting Blasband,
971 F.2d at 1052) (alteration in original). Because that determination is binding on the
Delaware Supreme Court's review of this case, "the potential for liability is not 'a mere threat'
but instead may rise to 'a substantial likelihood."' Id. (quoting Aronson, 473 A.2d at 815).
23
ld.
1241d"
'Id. (quoting Aronson, 473 A.2d at 816).
126Rales, 634 A.2d at 936.
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The court questioned the independence of two particular directors,
George Sherman and Donald E. Ehrlich, because the Rales brothers were
in a position to exert substantial influence over these two board
members. 27 As president and chief executive officer of the Danaher
Corporation, Sherman's annual salary was valued at almost $1 million.'
Given the strategic placement of both Steven and Mitchell Rales within
the corporation,' 29 the two brothers almost certainly exerted influence
over Mr. Sherman. 30 Thus, there was "a reasonable doubt that Sherman
[could] be expected to act independently considering his substantial
financial stake in maintaining his current offices."''
Mr. Ehrlich, on the other hand, was president of a company in
which the Rales brothers were not only directors but also owned a
majority of the stock.' The court determined that this situation raised
a reasonable doubt as to Mr. Ehrlich's "ability to act independently since
it [could] be inferred that he [was] beholden to the Rales brothers in light
of his employment."'3 Given both Mr. Sherman's and Mr. Ehrlich's
"substantial financial interest" in preserving their relationship with the
Rales brothers and Danaher, it is highly unlikely they would undertake
3
a decision to act which would be detrimental to the Rales brothers.'
Based on the apparent interest and lack of independence of a
majority of the Danaher board of directors, as was evident from the facts
of the complaint, the Delaware Supreme Court excused demand. 135 In
answering the certified question in the affirmative, the supreme court
expanded the traditional demand futility analysis and held that the test in
this type of double derivative action "is whether ... [the] complaint

raises a reasonable doubt regarding the ability of a majority of the Board
to exercise properly its business judgment in a decision
on a demand had
36
one been made at the time this action was filed."'1

'7. at 937.
'12Id.
'"Id.Steven Rales was chairman of the board of Danaher, and Mitchell Rales; was

chairman of the executive committee. Id.
"ORales, 634 A.2d at 937.
13"id

MId. Mr. Ehrlich was the president of Wabash National Corporation and employed
two of his own brothers as vice presidents. Id
133Id

"4 Rales, 634 A.2d at 937.
13Sld.
1361d
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V. 1994 CHANCERY COURT CASES

A. Kahn v. Roberts
The pertinent issue in Kahn v. Roberts'" was whether the plaintiff
alleged sufficient facts in his complaint to excuse pre-suit demand in a
stockholder derivative action. 3 The challenged transaction involved a
stock repurchase by the defendant, Dekalb Genetics Corporation (Dekalb)
from two of its directors, Thomas H. Roberts, III and Thomas H.
Roberts, Jr.'39 The plaintiff claimed that approval of this Class A
Common Stock repurchase constituted a breach of the fiduciary duties of
loyalty and care. 4 Except for the "failure to [exercise] due care" claim,

the court dismissed Count I for failure to make pre-suit demand. 4 '

The only claim that successfully demonstrated demand futility was
42
the claim that the repurchase approval manifested a lack of due care.
'37[1993-1994 Transfer Binder] Fed. Sec. L. Rep. (CCH)
1994).

98,201 (Del. Ch. Feb. 28,

3

SId. at 99,409. Count I of the complaint was the derivative claim which pled demand

futility, while Count II of the complaint stated a class action claim for breach of the duty of
candor. Id. at 99,409-99,410. Before addressing the demand futility issue, the court addressed
three other issues. First, the court granted plaintiff's motion to amend the complaint to add
four additional directors as defendants and also to add the Count II claim. Id. at 99,409.
Second, the court denied the defendants' motion to dismiss the Count II claim because it did
state a claim against the directors for breach of the duty of candor. Id. The court next
dismissed Count I against the Thomas Roberts defendants and granted their motion for
judgment on the pleadings. Id. Finally, the court denied the remaining defendants' motion to
dismiss. Id.
9
1d. at 99,409.
"0 d. at 99,412.
"'Kahn, [1993-1994 Transfer Binder] Fed. Sec. L. Rep. (CCH) 98,201, at 99,411.
Plaintiff alleged several theories to advance the claim of demand futility: (1) that the Dekalb
board was dominated and controlled by the Roberts family, (2) that pursuit ofplaintiff's cause
ofaction would endanger the defendants' employment status and financial security, (3) that the
stock repurchase was prompted by entrenchment motives, and (4) that the repurchase comprised
corporate waste. Id. at 99,412.
"4'Id.at 99,413. The previous claims were primarily dismissed for failure to allege
particularized facts. Id. at 99,412-99,413. "Conclusory allegations of domination and control,
without particularized facts showing that an individual person or entity interested in the
transaction controlled the board's vote on the transaction, are insufficient to excuse pre-suit
demand." Id. at 99,412 (citing Aronson, 473 A.2d at 816). "Nor does the Complaint contain
any particularized facts demonstrating that prosecution of the plaintiff's claims would
jeopardize the directors' positions as directors or employees." Id. Furthermore, "an
entrenchment theory based on supposition rather than alleged fact does not excuse pre-suit
demand." Id. (citing Grobow I, 539 A.2d at 188). Plaintiff's complaint also failed to show
that the purchase of the Class A stock at a $4 premium demonstrated, corporate waste. Id. at
99,413.
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Despite having appointed a special committee to negotiate the repurchase
agreement, the Dekalb defendants were not able to establish that the stock
repurchase approval was properly managed. 43 The plaintiff alleged in the

complaint that the committee only conducted one conference call in
reference to the repurchase and that the committee received no written

material in preparation for that meeting.'"

In addition, the plaintiff

claimed that the board convened a vote on the repurchase agreement

without having heard a recommendation from the special committee." 5
The fact that the board voted to approve the repurchase with virtually no

information from the committee, and that the board did so in such a
seemingly
haphazard manner, raised doubts as to its exercise of due
46
care.

1

47
Because the allegations in the complaint were accepted as true,"
and "[a]ny inferences that may be reasonably drawn therefrom [Were]...
construed in favor of the plaintiff,"' 48 the court held that the plaintiff
raised sufficient doubt as to whether the Dekalb board of directors acted
according to its duty of care, and thus the board was not entitled to the

protections of the business judgment rule. 49 Therefore, the plaintiff
pleaded sufficient facts to support a holding of demand futility regarding
the claim of due care."'

43

1 Ida
44

at 99,413.
Id
' 45Kahn, [1993-1994 Transfer Binder] Fed. Sec. L. Rep. (CCH) 98,201, at 99,413.
The board of directors met and voted to approve the repurchase only two days after the special
committee conducted their telephonic meeting. Id Such a short time of deliberation only
served to further the plaintiff's claim.
"'Id The complaint maintained that the board of directors not only voted without a
report from the special committee but that it decided without distributing any written
documentation on the repurchase, nor did it discuss any possible alternatives to the proposed
repurchase. Ide
47
"'
d at 99,413 (citing Grobow v. Perot, 539 A.2d 180 (Del. 1988)).
""l (citing Delaware State Troopers Lodge v. O'Rourke, 403 A.2d 1109, 1110 (Del.
Ch. 1979)). However, "neither inferences nor conclusions of fact unsupported by allegations
of specific facts upon which the inferences or conclusions rest are accepted as true." Grobov,
1, 539 A.2d
at 187 n.6.
"9Kahn, [1993-1994 Transfer Binder] Fed. Sec. L. Rep. (CCH) 98,201, at 99,413.
'sold
1
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B. Yaw v. Talley
The issue in Yaw v. Talley s ' was whether letters from the plaintiff
shareholder, Robert E. Yaw II, to the directors of the RAMCO Holding
Company (RAMCO) 5 2 could be interpreted as a demand.'53 The court
determined that the letters could not be construed as a demand upon the

board of directors." 4 Furthermore, after subjecting the plaintiff's claims
to a demand futility analysis,' the court excused demand for four of the
six claims.' 56
The plaintiff complained of six incidents which allegedly
manifested "self-dealing, waste of corporate assets, corporate
mismanagement and usurpation of a corporate opportunity."'5 7 These
incidents included claims of excessive compensation,'
"improper
expense account reimbursements,"'5 9 superfluous expenditures for office

' 5 No. 12,882, 1994 Del. Ch. LEXIS 35 (Del. Ch. Mar. 2, 1994), reprintedin 20 DEL.
J. CORP. L. 454 (1995). Vice-Chancellor Jacobs authored the opinion for the court. Id. at *2,
reprintedin 20 DEL. J. CORP. L. at 458.
" 2 RAMCO is a Delaware corporation. Id. at *2, reprintedin 20 DEL. J. CORP. L. at
459.
' 3 d. at * 19, reprintedin 20 DEL. J. CORP. L. at 466. The current RAMCO directors
named as defendants were: Dr. William W. Talley II, Mr. Larry E. Lee, and Mrs. Pieter A.
Fisher as an individual and as executrix of her late husband's estate. Id. at *2, reprintedin 20
DEL. J. CORP. L. at 459. Alex Massad was also named in his capacity as a RAMCO director
from 1991-1992. Id.
'" 41d. at * 19, reprintedin 20 DEL. J. CORP. L. at 466.
ISYaw, No. 12,882, 1994 Del. Ch. LEXIS 35 at *27-28, reprintedin 20 DEL. J. CORP.
L. at 470. In order to survive a motion to dismiss for failure to comply with Chancery Court
Rule 23.1, the plaintiff must establish demand futility for each of the alleged claims in the
complaint. Needham v. Cruver, [1993 Transfer Binder] Fed. Sec. L. Rep. (CCH) 97,673, at
97,118 (Del.
Ch. May 12, 1993), reprintedin 19 DEL. J. CORP. L. 383, 392 (1994).
"1 6Yaw, No. 12,882, 1994 Del. Ch. LEXIS 35, at *28, reprintedin 20 DEL. J. CORP.
L. at 470. The plaintiff's second claim, alleging self-dealing and corporate waste in
conjunction with computer and furniture equipment purchased in 1988, was barred by the
statute of limitations and therefore dismissed. Id. at * 19, reprintedin 20 DEL. J. CORP. L. at
466.
' 71d. at *5, reprintedin 20 DEL. J. CORP. L. at 460.
ISSId. Yaw claimed that Talley, Lee, and Mr. and Mrs. Fisher collectively received
over $2 million in excessive compensation: $600,000, $800,000, and $300,000 respectively
during 1991 and 1992. Id. Yaw asserted that the $2 million in earnings constituted corporate
waste and consequently left RAMCO unable to fulfill all of its short term obligations in the
amount of $4 million. Id.
'"Id. at *6, reprintedin 20 DEL. J. CORP. L. at 461. Yaw also claimed that Talley and
Lee were improperly reimbursed for over $150,000 in personal expenses from the company
expense account. Id.
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redecoration, 6" negligent management of corporate debts,'

of a lucrative investment offer."

and refusal

The plaintiff's final claim contended

that a 1988 purchase of computer and office equipment amounted to a
waste of corporate assets and self-dealing.6
On September 24, 1992, Yav wrote a letter to Talley alleging the

above-mentioned corporate harms.'

In this letter Yaw proposed that the

directors consider selling their outstanding shares of RAMCO to a third

party.'65 Yaw also insisted that he be compensated for the alleged
corporate mismanagement and misallocation of corporate resources
through the proceeds of the sale of RAMCO shares. 66

Yaw also

threatened in the letter to bring suit in federal court against all of the
directors if Talley refused to meet with him and discuss these

propositions. 67

The correspondence and negotiations continued through February
of 1993.68 When the directors refused to consider one $16 million offer

'60Yaw, No. 12,882, 1994 Del. Ch. LEXIS 35, at *6, reprintedin 20 DEL J. CORP. L.
at 459. Additionally, Yaw claimed that the company paid over S1.5 million for the RAMCO
Tulsa offices to be redecorated and that a significant part of this money went to%,rard the
personal use of Mr. and Mrs. Lee. Ia The court allowed Yaw to amend his complaint as to
this claim in order to allege more facts that would demonstrate a majority of the directors
approved of the transaction or were interested in it. Ia at *32, reprintedin 20 DEL J. CORP.

L. at 472.

'6Id at *7, reprintedin 20 DEL. J. CORP. L. at 461. Yav also maintained that the

directors managed RAMCO in a"grossly negligent manner" which resulted in aworkdng capital
deficit and left the company vulnerable to breach of fiduciary duty claims. Id at "7, *29,
reprinted62in 20 DEL. J. CORP. L. at 461, 470-71.
1 Id at *7-8, reprinted in 20 DEL. J. CORP. L. at 461. Plaintiff's final assertion vs
that the board made preliminary inquiries into purchasing an interest in a pipeline, yet voted
to reject the offer from the Trust Company of the West. Id at *8, reprintedin 20 DEL J.
CoRP. L. at 461. However, the board members subsequently bought interests in the venture
for themselves as individuals and then sold their investment over a year later at a net profit of
almost $3 million. Id
I631aM at *5-6, reprintedin 20 DEL. J. CORP. L. at 460-61. Yaw claimed that Talley
fraudulently induced the board to approve the sale. Id. at *5, reprintedin 20 DEL.J. CoRP. L.
at 460.
'"Yaw, No. 12,882, 1994 Del. Ch. LEXIS 35, at *8, reprintedin 20 DEL J. CORP. L.
at 461. Yaw retained counsel to assist in this endeavor. Id
MIa
at *9, reprinted in 20 DEL. J. CoRP. L. at 462.
.6.1d Yaw also wrote similar letters to Mrs. Fisher, Mr. Lee, and the attorney for
Talley and Lee, Mr. Hargis, containing the same claim that a sale of the company would bring
a halt to the ongoing overcompensation of the directors. Id at *8-13, reprintedin 20 DEL J.
CORP. L. at 461-64.
'"Yaw, No. 12,882, 1994 Del. Ch. LEXIS 35, at * 12, reprintedin 20 DEL J. CORP.

L. at 463.
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to buy the company and another offer for all of the RAMCO shares, Yaw

issued an ultimatum;' 69 if the directors failed to execute a binding contract
for the sale of RAMCO by February 28, 1993, Yaw's attorney would file
suit based on the draft complaint included in the correspondence. 70
Pursuant to the letter, Yaw filed suit on March 2, 1993.' 7
The defendants argued that the letters from Yaw to the board
members represented a demand upon the board and that the demand was
properly refused.' 72 The plaintiff, on the other hand, asserted that the
letters were addressed to the defendants in their capacity as stockholders,
not as directors. 173 In addition, the plaintiff argued that the letters simply

sought the sale of the defendants' stock in the corporation but did not

specifically address the claims of the plaintiffs complaint. 74 The
plaintiff sought to avoid characterizing the letters as a demand because
by making a demand a plaintiff concedes that a majority of the board is
independent.' 75 Based on the requirements and policies of Chancery
Court Rule 7623.1, the court determined that the letters did not constitute
a demand.
The court, relying on precedent, asserted that the delineation of the
technical requirement of a demand is heavily fact bound.177 Therefore,
the court defined three integral requirements that a stockholder

communication must contain in order to constitute a demand.7 7 First, the

'691d. at * 10-11, reprintedin 20 DEL. J. CORP. L. at 462-63.
0
'7 1d. at *11, reprintedin 20 DEL. J. CORP. L. at 463.
'id. at *3, reprintedin 20 DEL. J. CORP. L. at 459.
"' Yaw, No. 12,882, 1994 Del. Ch. LEXIS 35, at *13, reprintedin 20 DEL. J. CORP.
L. at 464.
'"Id. at *26 n.ll, reprintedin 20 DEL. J. CORP. L. at 469 n.1l.
4
1
d. at *26, reprintedin 20 DEL. J. CORP. L. at 469.
17i1d. at *19-20, reprintedin 20 DEL. J. CORP. L. at 466-67.
176Yaw, No. 12,882, 1994 Del. Ch. LEXIS 35, at * 19-26, reprintedin 20
DEL. J. CORP.
L. at 466-69.
'7d. at *21, reprintedin 20 DEL. J. CORP. L. at 467. See, e.g., Allison on Behalf of
G.M.C. v. General Motors Corp., 604 F. Supp. 1106, 1117 (D. Del. 1985), affid, 782 F.2d
1026 (3d Cir. 1985) ("Adequacy of demand must be determined on a case[-]by[-Jcase basis.").
Cf Bergstein v. Texas Int'l Co., 453 A.2d 467, 469 (Del. Ch. 1982) (holding that where no
demand has been made, the case must be "carefully scrutinized and analyzed according to its
own unique set of facts").
178Yaw, No. 12,882, 1994 Del. Ch. LEXIS 35, at *22-23, reprinted in 20 DEL. J.
CORP. L. at 468. Other courts have set forth the requirements of a demand. See, e.g., Allison
on Behalf of G.M.C., 604 F. Supp. at 1117 ("At a minimum, a demand must identify the
alleged wrongdoers, describe the factual basis of the wrongful acts and the harm caused to the
corporation, and request remedial relief') (emphasis added); Leslie v. Telephonics Office
Technologies, No. 13,045, 1993 Del. Ch. LEXIS 272, at *32-33 (Del. Ch. Dec. 30, 1993),
reprinted in 19 DEL. J. CORP. L. 1237, 1255 (1994) ("For an action to constitute a valid
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communication must identify the alleged wrongdoers." 7

Second, the

communication must include the alleged wrongful acts and the subsequent
harm-to the corporation."8 ' Finally, the demand must state the action the
board should take on behalf of the corporation.'" A communication to
the board incorporating these three factors would enable the board to

comply with its duty to investigate the claims and ameliorate the

situation."8 2
Despite including specific allegations of wrongdoing by named
individuals and describing the resulting injury to the corporation, the
letters in Yaw failed to enumerate the specific conduct required to
alleviate the corporate wrongs." While requesting that each of the other
shareholders sell their stock, the letters never sought a formal board
decision to sell the corporation. 8 4
A court will impose "severe procedural consequences" on the
plaintiff if it finds that a communication is a demand.l" Such a finding
prohibits the plaintiff from pleading demand futility.'86 Therefore, a letter
to the board that is vague and ambiguous creates a presumption against
the finding of a demand. 7 Furthermore, the burden of proving that a
communication to the directors contains all three requisites falls on the
party maintaining that a demand was made.' 88

demand, it must embody a specific request for the board to take legal action on behalf of the
corporation.").
79
Yaw, No. 12,882, 1994 Del. Ch. LEXIS 35, at *22 (Del. Ch. Mar. 2, 1994),
reprinted in 20 DEL. J. CoRP.L. at 468.
1Id at *22-23, reprintedin 20 DEL J. CoRP. L. at 468.
'"Ild1at *23, reprintedin 20 DEL.J.CoRP. L. at 468.
1ijd
"3 Yaw, No. 12,882, 1994 Del. Ch. LEXIS 35, at *25-26, reprintedIn 20 DEL J.COnp.
L. at 469. The plaintiff's assertion that the letters were sent to the defendants in their capacity
as shareholders and not as directors is contradicted by the fact that the plaintiff also sent a letter
to Mr. Massad, who never owned shares of RAMCO. Id at *26 n.1 1, reprintedIn 20 DEL J.
CoRp. L. at 469 n.11.
1 4
8 1d at *26, reprintedin 20 DEL J.CORP. L. at 469.
at *24, reprintedin 20 DEL. J.CORP. L. at 468.
I5lda
"Id One consequence of a pre-suit demand is that plaintiffs are barred from
challenging the disinterestedness and independence of the board. Id. See also Leslie, No.
13,045, 1993 Del. Ch. LEXIS 272, at *32, reprinted in 19 DEL. L CoRP. L. at 1255 ("[A]
demand on the board to take action is said to concede (and waive any challenge to) the board's
ability to exercise a binding business judgment.").
'" Yaw, No. 12,882, 1994 Del. Ch. LEXIS 35, at *24, reprinted In 20 DEL J.CoRP.
L. at 468.
"Iad "[O]nly then will the communication acquire the dignity of a legally significant
act that would entitle the board to argue that a demand was made and properly refused." Id.
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The Yaw court concluded that a demand on the board for the
plaintiffs claims of excessive compensation, improper reimbursement,
and usurpation of corporate opportunity would have been futile.'8 9 The
complaint alleged that a majority of the directors had derived personal
This selffinancial benefit from each of the challenged transactions.'
dealing was sufficient to satisfy the first prong of Aronson and create a
reasonable doubt that a majority of the directors were disinterested in the
challenged transactions. 9 '
The court held that since the claims of corporate mismanagement
did not involve an interested director claim, the business judgment prong
of Aronson would apply to determine futility for those claims.' 92 The
court found that the plaintiff created a reasonable doubt that the board's
practice of mismanaging the company's accounts was not the result of a
valid exercise of business judgment.'93 The plaintiff did so by alleging
facts demonstrating that the defendant directors "fail[ed] to pay the
company's debts in a timely manner," leaving the corporation susceptible
to possible litigation for breach of fiduciary duty.'94 The plaintiff also
claimed that the directors, by failing to file audited statements, caused the
company to breach its credit agreement with Chase Manhattan Bank.9
These facts created a reasonable doubt that the board applied valid
therefore, the
business judgment when making these challenged decisions;
96
court found that demand would have been futile.
C. Kahn v. Tremont Corp.
In Kahn v. Tremont Corp., the court of chancery determined
when allegations of domination and control of a special committee are

'"Id.at *27-28, reprinted in 20 DEL. J. CORP. L. at 470.
1901d. at *27, reprintedin 20 DEL. J. CORP. L. at 470. The defendants attempted to

refute the plaintiff's claims with evidence that the directors did not benefit in identical dollar
amounts from the challenged transactions. Id. at *28, reprintedin 20 DEL. J. CORP. L. at 470.
However, the court was not persuaded that this information was relevant to the demand futility
analysis. Id.
"91Yaw, No. 12,882, 1994 Del. Ch. LEXIS 35, at *28, reprintedin 20 DEL. J. CORP.
L. at 470.
2
'9 1d. at *28-29, reprintedin 20 DEL. J. CORP. L. at 470-71.
"-Id.at *29, reprintedin 20 DEL. J. CORP. L. at 471.
'"Id, reprintedin 20 DEL. J. CORP. L. at 470.
'Yaw, No. 12,882, 1994 Del. Ch. LEXIS 35, at *29, reprintedin 20 DEL. J. CORP,
L. at 470.
Id., reprintedin 20 DEL. J. CORP. L. at 471.
'97No. 12,339, 1994 Del. Ch. LEXIS 41 (Del. Ch. Apr. 21, 1994).
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sufficient to establish demand futility.

The dispute arose out of

Tremont's purchase of 7.8 million shares of stock in NL Industries, Inc.

for an estimated $96 million in cash. 9 ' The seller of the NL Industries'
stock was Valhi, Inc.'9 9 The plaintiff, Alan R. Kahn, challgnged this

transaction for two reasons. 00 First, the plaintiff alleged that Tremont,
Valhi, and NL Industries were all controlled by Mr. Harold C. Simmons.

Consequently, Mr. Simmons was able to manage the entire transaction.20 '

Second, the plaintiff claimed that the acquisition of NL Industries stock

did not benefit Tremont but rather resulted in a great financial loss.2 In
addition, the plaintiff contended that the facts surrounding the transaction
warranted a finding of demand futility because independent directors
would never have pursued and approved such a transaction.2 "3

The court divided its analysis into two parts.2 First, the court
examined the complaint to determine whether the pleading requirements

of Rule 23.1 were satisfied." 5 The court held that the allegations of the

complaint were sufficient to excuse demand.206 Second, the court applied
the two prong Aronson test for demand futility and tested the accuracy of

9

' sM *1-2.

The 7.8 million shares represented 15% of the corporate stock of NL

Industries. 1I at *1.
' Ii at *2.
..I. at *3-4. The court noted that "the NL Industries stock that Tremont bought was
unregistered under the Securities Act of 1933... [and, therefore,] the stock may not now be
resold in a public distribution and is illiquid to that extent." Id at $2. See 15 U.S.C. § 77e(c)
(1981) (making it unlawfiul to offer to sell an unregistered security).
'Kahn, No. 12,339, 1994 Del. Ch. LEXIS 41, at *2. The court described Mr.
Simmons's interest as follows:
The relevant corporate structure is as follows. Prior to the challenged
transaction, Valhi owned approximately 62% of the outstanding voting stock
of NL Industries, and about 44% of the outstanding voting stock of Tremont.
Contran Corporation owns 90% of Valhi's outstanding voting stock.
Contran's outstanding stock is owned by a trust for the benefit of Mr.
Simmons's children and grandchildren, and of which he is the sole trustee.
Mr. Simmons is Chairman of the Boards of Contran, Valhi, and NL Industries,
and is the Chief Executive Officer of Contran and Valhi.
Id at *3 n.l. •
" " at *3.The loss to Tremont was caused by the dramatic drop inthe market price
of the NL Industries stock: from $12.75 to $4.75 per share, within a year of the purchase. Id.
at *3-4.
2031d at *4.
"4I'M at *7, * 10. While the defendants purported to submit a motion to dismiss, they
had based their argument on "facts outside the complaint." let at *5.
"OKahn, No. 12,339, 1994 Del. Ch. LEXIS 41, at *7.
2"'II at *7-8.
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the allegations.2"7 The court found that the evidence raised sufficient

doubt to excuse demand. 0 8 Specifically, the facts in the complaint
alleged that a majority of the Tremont board of directors were prejudiced
by their own pecuniary interests.20 9 The plaintiff also alleged that Mr.

Simmons's personal interest in Valhi enabled him to dominate and
control the Tremont board because Valhi was also the owner of Tremont
and NL Industries.2"' The court held that these pleadings satisfied the
burden of creating a reasonable doubt that the Tremont board voted
impartially on the stock purchase of NL Industries. 21 ' Due to the
directors' alleged financial interest, the court concluded that the board
21 2

would not have litigated the matter had a demand been made.
2 13

Accordingly, the court held that a demand would have been futile.
The court moved beyond the factual allegations of the complaint
because: (1) the defendants relied on facts not in the complaint; 2 4 and
(2) evidence was available "including the deposition testimony and

limited documents produced."2 5 The defendants contended that if an

independent committee of disinterested directors, in fact, approved the
transaction for Tremont, the plaintiff's claim of demand futility would
fail. 2 6 The court was ultimately persuaded by evidence that there was a
reasonable doubt regarding the special committee's disinterest and
independence.217

2071d. at * 12.
2"'Id at *22.
20'Kahn, No. 12,339, 1994 Del. Ch. LEXIS 41, at *8. Two of the Tremont directors
were also officers of NL Industries. Id. at *9 n.5. Ms. Susan E. Alderton was vice president
and treasurer for NL Industries and Tremont. Id. Additionally, Mr. J.Landis Martin was
president and chiefexecutive officer of NL Industries, and chiefexecutive officer and chairman
of the board of Tremont. Id. It was alleged that both of these Tremont directors were
beholden to Mr. Simmons because of his connections with NL Industries and Valhi. Id. at *9.
The plaintiff also alleged that three additional Tremont directors were officers and directors of
either Valhi or Contran. Id.
"'Id. at *9.Mr. Simmons served concurrently as chairman of the boards of Vaihi,
Contran, and NL Industries. Id. at *10 n.6.
2111d. at *9-10.
212Id.
2"Kahn, No. 12,339, 1994 Del. Ch. LEXIS 41, at *9-10.
'"Id. at *4-5.
2'"Id. at * 12. The court noted that while most motions to dismiss for failure to comply
with Rule 23.1 are confined to the face of the complaint, it is not necessarily required that they
be so limited. Id. at *11.
2'61d. at * 10-11. The defendants claim that this independent committee was comprised
of three directors of whom the plaintiff made no mention in his complaint. Id.
2"kahn, No. 12,339, 1994 Del. Ch. LEXIS 41, at *12-13.
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Under the first prong of Aronson, the court must be convinced that
the special committee "was truly independent in fact (and not unduly
limited by the resolution establishing it as to its powers), energetic,
informed, and well motivated."2" 8 While the three directors who served
on the independent committee were not engaged as officers or directors
of either NL Industries, Valhi, or Contran at the time of their
appointment,2 19 there was evidence that "all had a history of personally

beneficial affiliation with Simmons-controlled entities and efforts."" 0 On
the basis of the committee members' close ties to Simmons, the court
determined that a reasonable doubt was created regarding the directors'
disinterest and independence." 1
Next, the court analyzed the business judgment element of the

transaction.'

The court indicated that the plaintiff "cast doubt" on the

merits of the special committee's decision as well as the process the

committee followed in reaching its decision.'

The record gave the

appearance that the committee was unduly influenced by Mr. Stein, "the

member arguably most interested in the transaction."
2'8I

4

Further, the

at *12. See also Spiegel, 571 A.2d at 778 (addressing a committee's good faith

and reasonableness of investigation in response to a demand); cf Levine, 591 A.2d at 214
(describing a board of director's duty to act on an informed basis when addressing a demand).
219Kahn, No. 12,339, 1994 Del. Ch. LEXIS 41, at *13.
I'IdM One special committee member, Mr. Avy Stein, had been employed as a full
time consultant to NL Industries and had been compensated approximately S445,000 between
1988 and 1989. Id Once appointed as chairman of the Tremont special committee, Mr. Stein
recommended that an affiliate of his current employer advise the committee. l The second
member of the special committee, General Thomas P. Stafford, had also been previously
associated with NL Industries and Mr. Sirdmons up until 1989. fd at* 14. In conjunction dith
Simmons's attempt to gain control of Lockheed, General Stafford earned approximately
$300,000 in compensation. lId The third member of the special committee, Mr.Richard J.
Boushka, was personally chosen to sit on the board by M,r. Simmons, in part, to assist
Simmons in his effort to win the proxy contest, which later failed, for control of Lockheed.
Id,at *15.
'-"Id at *17. In its analysis, the court noted that compensation of a director is not
enough to indicate interestedness. Id at * 15. See also Grobowl,539 A.2d at 188 (explaining
that financial compensation for services rendered as a director is inadequate to establish
financial interest under the first prong of Aronson). Cf Pogostin, 480 A.2d at 624 ("The
question, of independence flows from an analysis of the factual allegations pertaining to the
influences upon the directors' performance of their duties generally, and more specifically in
respect to the challenged transaction.").
m
' Kahn, No. 12,339, 1994 Del. Ch. LEXIS 41, at *17. The second prong of the
Aronson test for demand futility inquires into whether the challenged decision by the board of
directors resulted from a valid exercise of business judgment. Aronson, 473 A.2d at 814.
'Kahn, No. 12,339, 1992 Del. Ch. LEXIS 41, at *18.
'-"Id at *18. See supra note 220 for the details of Mr. Stein's involvement and past
association with Simmons's enterprises.
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record revealed that the special committee specifically authorized Mr.
Stein to settle the deal with Valhi and NL Industries in the absence of the

other committee members.225 Given the significance of this information,

the court was persuaded that the plaintiff created a reasonable doubt

concerning the business judgment of the NL Industries stock purchase.226

The court also noted the potentially "problematic" character of the
actual investment itself.227 In addition to the allegations of self-dealing,
the evidence reasonably indicated that NL Industries was a poor
investment choice.228 Furthermore, the plaintiff alleged that the Tremont

board should have been on notice of the potential risk involved in this

stock purchase.2 29 In fact, the NL Industries stock plummeted from
$12.75 to $4.75 per share in less than one year after the investment.2 30
After reviewing numerous facts to sustain both prongs of the Aronson test
and meeting the stringent pleading requirements of Chancery Court Rule
23.1, the court concluded that the plaintiff
demonstrated that this was an
23
appropriate case for demand futility. '
D. The Status of the Race to the Bottom in 1994
These recent demand futility cases are indicative of the trend away
from the strict application of the Aronson rule. While courts are still
applying the same two-prong test for demand futility, they are developing
a more evenhanded approach- to derivative actions. By subjecting the

225

Kahn, No. 12,339, 1994 Del. Ch. LEXIS 41, at * 19. The court considered minutes
from a special committee meeting: "'The Special Committee then authorized Mr. Stein to
consummate negotiations with Valhi and NL of the foregoing terms and on such other terms
as Mr. Stein, acting in his best businessjudgment, should determine to be proper under the
circumstances."' Id. at *19 n.14 (quoting the deposition of Mr. Boushka) (emphasis added).
2
.1d. at *19.
27
1d. at *20.
22

81d

29

1 Kahn, No. 12,339, 1994 Del. Ch. LEXIS 41, at *20. It was public knowledge that
NL Industries and its subsidiaries were expected to suffer from the global surplus of its primary
product, titanium oxide. Id.
' 3 Id. The court suggested the second prong of the Aronson test was analogous to the
test used for corporate Waste. Id. at *21. Compare Saxe v. Brady, 184 A.2d 602, 610 (Del,
Ch. 1962) (declaring the judicial test for corporate waste to be "whether what the corporation
has received is so inadequate in value that no person of ordinary, sound business judgment
would deem it worth what the corporation has paid") with Levine, 591 A.2d at 206 (holding
"a plaintiff in a demand futility case must plead particularized facts creating a reasonable doubt
as to the 'soundness' of the challenged transaction sufficient to rebut the presumption that the
business judgment rule attaches to the transaction").
231
Kahn, No. 12,339, 1994 Del. Ch. LEXIS 41, at *22.
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underlying corporate transactions in these cases to close scrutiny, courts
are exhibiting an inclination away from the extreme deference to
corporate directors that was evident following the early decisions
applying Aronson. These recent cases signify a move toward a level
playing field in the corporate realm of derivative actions. As a result,
corporate directors will be more frequently required to demonstrate that
their actions were consonant with a sound exercise of business judgment.
VI. CONCLUSION

In conclusion, these cases demonstrate a deviation from the
traditional application of the business judgment rule and demand futility
analysis which Delaware courts have adhered to in the past. They
represent a new deference to derivative plaintiffs which was uncommon
in Delaware during the height of the Aronson application. There appears
a greater likelihood that courts are inclined to give plaintiffs the benefit
of the doubt and inquire more deeply into the facts of the challenged
transaction when adjudicating demand futility cases. If the court
continues this trend, derivative actions may enjoy greater success in
Delaware.
These recent decisions, finding that demand was excused, manifest
the courts' intent to refute the notion that Delaware isprevailing in the
race to the bottom. While Delaware will still utilize its managementfriendly laws of corporate governance, the application of these laws will
be more balanced than in the past. Future rulings will demonstrate a
more venerable reason for other states to emulate Delaware corporate law
when trying to compensate for disparities of their own. An evenhanded
approach to corporate-shareholder conflicts will better serve to enhance
the reputation of the Delaware General Corporation Law and Delaware
judicial system. Moreover, the equitable administration ofjustice in these
shareholder derivative actions may prove to be a reconciliation of past
maltreatment of corporate shareholders, and a step toward the "race to the
top."
Elzabeth A. Wilburn
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KAHN v. LYNCH COMMUNICATION SYSTEMS, INC.:
A MAJOR STEP TOWARD CLARIFYING THE ROLE
OF INDEPENDENT COMMITTEES
I. INTRODUCTION
Uncertainty regarding the standard of review for interested mergers
directed by a controlling shareholder has recently generated interesting
discussion in Delaware courts.' Specifically, the state's court of chancery
split along case lines regarding the standard of judicial review in
evaluating majority shareholders' actions during interested mergers.2 The
disagreement centered on the effect of independent committees and
minority shareholder ratification on the standard of review in such
mergers In Kahn v. Lynch CommunicationSystems, Inc.,4 the Delaware
Supreme Court clarified the standard in addressing such a situation.
In Kahn,5 the supreme court reemphasized the rules of law
articulated in two of its earlier decisions, Weinberger v. UOP, Inc.6 and
Rosenblatt v. Getty Oil Co.' In doing so, the Kahn court also rejected the
view espoused in In re Trans World Airlines, Inc. Shareholders
Litigation.' Trans World held that approval of an interested merger by
an independent negotiating committee or a majority of the corporation's
minority shareholders shifts the burden to the plaintiffs to demonstrate
that the transaction curtails the rights of minority shareholders. 9 Now, as
dictated in Kahn, entire fairness is the appropriate standard of judicial

'Kahn v. Lynch Communication Sys., Inc., No. 8748, 1993 Del. Ch. LEXIS 151, at
13 (Del. Ch. July 9, 1993), reprintedin 19 DEL. J. CORP. L. 784, 791 (1994).
2
Id.
3
1d. As the chancery court noted in Kahn, the differing views were expressed in In re
Trans World Airlines, Inc. Shareholders Litig., No. 9844 (Cons.), 1988 Del. Ch. LEXIS 139
(Del. Ch. Oct. 21, 1988), reprinted-in 14 DEL. J. CORP. L. 870 (1989), and Citron v. E.I. D11
Pont de Nemours & Co., 584 A.2d 490 (Del. Ch. 1990). Kahn, No. 8748, 1993 Del. Ch.
LEXIS 15 1, at * 13, reprintedin 19 DEL. J. CORP. L. at 791. Chancellor Allen described this
uncertainty as being "[t]he principle area of unclarity in recent years." Cinerama v.
Technicolor, No. 8358, 1991 Del. Ch. LEXIS 105, at *31 (Del. Ch. June 21, 1991), reprinted
in 17 DEL. J. CORP. L. 551, 570 (1992).
'638 A.2d I 110 (Del. 1994).
5
1d. at 1116.
A.2d 701 (Del. 1983).
7493 A.2d 929 (Del. 1985).
6457

'No. 9844 (Cons.), 1988 Del. Ch. LEXIS 139 (Del. Ch. Oct. 21, 1988), reprintedin
14 DEL. J. CORP. L. 870 (1989).
91d. at

*

19, reprintedin 14 DEL. J. CORP. L. at 883.
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review to assess a controlling shareholder's actions in all interested
mergers.'0

Kahn is important for two reasons. First, the application of the
entire fairness standard to situations involving a controlling shareholder
in interested mergers affects both procedural and substantive aspects of
litigation." Controlling shareholders will now have more difficulty

justifying their actions when directing interested mergers.' 2 Second, the
decision indicates that some of the current practices

involving

independent negotiating committees must be changed.' 3 The independent

committee must give increased attention to maintaining its impartiality.' 4

Also, a controlling shareholder must not remove the independent
committee's ability to bargain at arm's length by issuing an ultimatum."

Only when such 1ractices are employed will independent committees be
considered indicative of fair dealing by the courts.' 6
II. BACKGROUND
A. Entire Fairnessand the Business Judgment Rule as
Competing Standardsof JudicialReview

A standard of review is the test a court applies when it "reviews an
actor's conduct to determine whether to impose liability or grant
injunctive relief."' 7 Often the standard applied by the court predetermines
"OKahn, 638 A.2d at 1116.
"Cinerama, No. 8358, 1991 Del. Ch. LEXIS 105, at *35, reprintedIn 17 DEL. J.
CoRP. L. at 572. In fact, the invocation of the entire fairness standard is sometimes described
as outcome determinative. Nixon v. Black-well, 626 A.2d 1366, 1376 (Del. 1993) (citing Mills
Acquisition Co. v. Macmillan, Inc., 559 A.2d 1261,1279 (Del. 1988)). However, the Delaware
Supreme Court, in Nixon, noted that "(a]pplication of the entire fairness rule does not ...
always implicate liability of the conflicted corporate decision maker, nor does it necessarily
render the decision void." Id In Nixon, the court held directors subject to the entire fairness
standard because they stood on both sides of a transaction. Id at 1375-76. Ultimately,
however, the defendants were able to meet the standard of entire fairness. Id at 1381.
Another case in which a defendant successfully met the entire fairness challenge is
Citron v. E.I. Du Pont de Nemours & Co., 584 A.2d 490 (Del. Ch. 1990).
"Jesse A. Finkelstein, Independent Committees in Interested Transactions,21 DEL.
LAw., Fall 1994, at 18, 19.
3Craig B. Smith, Kahn v. Lynch Communication Systems, Ina: New Skepticism
Toward the Independence of Special Committees in Delaware,8 INSIGHTS 27,29 (July 1994).
141
FRANKLIN BALOTrI & JESSE A FINKELSTEIN, THE DELAWAP.E LAW OF
CORPORATIONS AND BusINEss ORGANIZATIONS § 9.31, at 9-62 (2d ed. 1990 & Supp. 1993).
"Kahn, 638 A.2d at 1121; Finkelstein, supra note 12, at 20.
6
Finkelstein, supra note 12, at 21.
"Melvin A. Eisenberg, The Divergence of Standards of Conduct and Standards of
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the outcome of the litigation."8 For example, a merger driven by a
controlling shareholder is more likely to be upheld if the court applies the
less onerous business judgment standard, rather than the entire fairness
standard.' 9
Generally, a controlling shareholder owes a fiduciary duty to
minority shareholders, and when involved in an interested merger, a
controlling shareholder's actions must be evaluated under the entire
fairness standard.20 Under this standard, the proponents of an interested
merger bear the burden of proving a transaction's entire fairness." In
Weinberger, the Delaware Supreme Court described fairness as having
two basic aspects: fair dealing and fair price. The former
embraces questions of when the transaction was timed, how
it was initiated, structured, negotiated, disclosed to the
directors, and how the approvals of the directors and the
stockholders were obtained. The latter aspect of fairness
relates to the economic and financial considerations of the
proposed merger, including all relevant factors: assets,
market value, earnings, future prospects, and any other
elements that affect the intrinsic or inherent value of a
company's stock. ... All aspects of the issue must be
examined as a whole since the question is one of entire
fairness.22
The business judgment rule, on the other hand, is described as a
deferential "presumption that in making a business decision the directors
of a corporation acted on an informed basis, in good faith and in the
honest belief that the action taken was in the best interests of the
company."23 It is both a procedural and a substantive rule24 under which

Review in Corporate Law, 62 FORDHAM L. REv. 437, 437 (1993).
"Dennis J. Block et al., The Duty ofLoyalty and the Evolution of the Scope ofJudicial
Review, 59 BROOK. L. REv. 65, 70 (1993) (quoting Mills Acquisition Co., 559 A.2d at 1279).
But see Nixon, 626 A.2d at 1381 (stressing that imposition of the entire fairness test "is not,
alone, outcome determinative").
'"Block et al., supra note 18, at 70.
2
Kahn, 638 A.2d at 1115 (citing Weinberger, 457 A.2d at 710).
211 BALoTri & FINKELSTEIN, supra note 14, § 9.30, at 9-56.
2
1 Weinberger, 457 A.2d at 711 (citations omitted).
231 BALorn & FINKELSTEIN, supra note 14, § 4.6, at 4-40 (quoting Aronson v. Lewis,
473 A.2d 805, 812 (Del. 1984)).
24
Citron, 584 A.2d at 499.
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[t]he burden falls upon the proponent of a claim to rebut the
presumption by introducing evidence either of director selfinterest,.. or that the directors either lacked good faith or
failed to exercise due care ....
If the proponent fails to
meet [its] burden of ... rebutting the presumption, the
business judgment rule ... will attach to protect the
directors and the decisions they make.'
If this rule applies, "decisions of the disinterested directors will not 2be
6
questioned if they can be attributed to any rational business purpose."
Prior to Kahn, there was a partial movement in the court of
chancery to apply the business judgment rule to the controlling
shareholders in interested mergers. 7 Under such an application, the
plaintiffs would be forced to meet the burden of the business judgment
rule and show that the transaction at issue infringed upon the minority
shareholders' rights.2 8
Notably, the two standards of review are often applied differently
to different defendants.29 One standard may apply to one fiduciary while
another fiduciary in the same transaction is subject to a different
standard.3" Accordingly, a corporation's majority shareholder would often
be subject to the entire fairness standard, while the directors' actions
would be critiqued under the business judgment rule.3 '
The differences between these two standards are important. As
Chancellor Allen wrote in Cinerama,"Invocation of the entire fairness
test is a significant event for the defendants."32 Most importantly, it may
shift the burden of proof and require an application of different

"Id (citations omitted).

& FnK EiN, supra note 14, § 4.6, at 4-40.
"7 See, e.g., Trans WorldAirlines, No. 9844 (Cons.), 1988 Del. Ch. LEXIS 139, at * 19,
reprintedin 14 DEL. J. CoRP. L. at 883.
"'Idt The business judgment standard is much harsher on the plaintiffs than the
defendants.
291 BALoTrn & FNKELSTE N, supra note 14, § 9.30, at 9-58 to -59.
"Id at 9-58. Generally, when examining decisions dealing with the burden of proof
in merger litigation, both the context in which the decision is made and each defendant's role
in the transaction must be examined. Id at 9-59.
31
' d. at 9-58 to -59.
32
Cinerama, No. 8358, 1991 Del. Ch. LEXIS 105, at 035, reprinted in 17 DEL. J.
CoRp. L. at 572. As previously discussed, the decision to invoke entire fairness is not always
outcome determinative. See Nixon, 626 A.2d at 1381. However, defendants "tend to lose
fairness cases when the burden is placed on them." Lawrence E. Mitchell, Fairnessand Trust
in CorporateLaw, 43 DuKE LJ. 425, 465 (1993).
261 BALoTn
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substantive law. 3 Under the business judgment rule, a plaintiff must
show that the defendant was grossly negligent.3 4 In contrast, under the
entire fairness standard, the defendant must demonstrate that the price and
dealing were entirely fair.35 If the defendant fails to show such

"fairness," then the defendant is liable.36 Conversely, if the burden shifts

to the plaintiff because the transaction was approved by an independent

committee or by an informed majority of minority shareholders, the

plaintiff must prove that the transaction was unfair.37 One last major

difference is that rescission or rescissory damages are available under the
entire fairness standard while only compensatory damages are available
under the business judgment rule.38 This is noteworthy because rescissory
and may
damages could exceed the corporation's and shareholders' losses
39
also "capture [the] defendants' profit from the transaction.
B. Independent Committees as a Source of Uncertainty
According to the chancery court in Cinerama,a "principle area of
unclarity in recent years has centered on the appropriateness of a
particular form of judicial review when an allegedly independent entity
has been interposed between a controlling shareholder and the
effectuation of a transaction in which it is interested."40 When a parent
corporation seeks to merge with its subsidiary, attorneys often attempt to

obtain independent approval to insulate the merger.4

The inclusion of

procedural protection such as an independent committee is believed to

33Cinerama, No. 8358, 1991 Del. Ch. LEXIS 105, at *35, reprinted in 17 DEL. J.
CoRp.L. at 572.
4
Cede & Co. v. Technicolor, Inc., 634 A.2d 345 (Del. 1993) (reversing the chancery
court's holding that a shareholder claiming a breach of the duty of care must show a breach
of the duty and injury as a result of the breach).
3"Cinerama, No. 8358, 1991 Del. Ch. LEXIS 105, at *35, reprinted in 17 DEL. J.
CoRP. L. at 572.
361d. at *35-36, reprintedin 17 DEL. J. CoRP. L. at 572.
37Kahn, 638 A.2d at 1117. The court stated the "initial burden of establishing entire
fairness rests upon the party who stands on both sides of the transaction." Id. (citing
Weinberger,457 A.2d at 710-11). This is an easier standard for the plaintiffto meet than the
business judgment rule. Block et al., supra note 18, at 70.
3Cinerama, No. 8358, 1991 Del. Ch. LEXIS 105, at *30, reprinted in 17 DEL. J.
CORP. L. at 569.
39Id.

'Old. at *31-32, reprintedin 17 DEL. J. CORP. L. at 570.
411 BALoTrI & FINKELSTEIN, supra note 14, § 9.31, at 9-59.
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assist in defending against an action challenging an interested merger's
fairness.42
If employed properly and in good faith, independent director

committees can arguably provide adequate protection to shareholders.43
For these committees to be effective, the directors serving on a committee
should not have financial interests that are adverse to the corporation's

minority stockholders."

It is also essential that committee members

understand their role and are motivated to promote the minority's

interest.4" Practitioners often advocate that these committees be used to
shift the burden of proof in an interested merger to the plaintiffs.46
Notably, the appropriate standard of review when independent committees
are employed was unclear until recently.47
C. Weinberger and Rosenblatt -

Two Key

Delaware Supreme CourtDecisions
In order to fully understand the impact of Kahn on the usefulness
of independent committees, two Delaware Supreme Court decisions
should be reviewed. In Veinberger v. UOP, Inc., the Delaware Supreme

Court examined a parent-subsidiary, cash-out merger in light of
ratification by a majority of the minority shareholders'
In that case,
49
Signal, Inc. was the parent corporation of UOP, Inc. Signal proposed
"2Id For example, in Weinberger,the Delaware Supreme Court examined a case where
minority shareholder ratification was ineffective. Weinberger, 457 A.2d at 709. The
Weinbergercourt noted that "[a]lthough perfection is not possible, or expected, the result here
could have been entirely different if [the subsidiary] had appointed an independent negotiating
committee of its outside directors to deal with [the majority shareholder] at arm's length." Id.
at 709 n.7.
4
Freedman v. Restaurant Assocs. Indus., [1987-1988 Transfer Binder] Fed. Sec. L.
Rep. (CCH) 93,502, at 97,220 (Del. Ch. Oct. 16, 1987), reprintedin 13 DEL.J.CoRP. L 651
(1988).
41 BALorI & FINKELSTEIN, supra note 14, § 9.31, at 9-61.
45
l
'Finkelstein, supra note 12, at 18.
47Kahn, 638 A.2d at 1115. As noted by Mr. Balotti and Mr. Finkelstein, the "burdenshifting effect [was] subject to question in a parent-subsidiary context." I BALorr &
FNINLSTEN, supra note 14, § 9.31, at 9-61. Today, however, there is no question that if
properly employed, such committees shift the burden of proving that the transaction was unfair
to the plaintiff. Kahn, 638 A.2d at 1117.
4
"Weinberger, 457 A.2d at 701. Note that the theoretical effect of a minority's
ratification of a merger is equivalent to the effect of an independent committee's review. They
both result in shifting the burden of proof to the plaintiff. Kahn, 638 A.2d at 1117. What
standard applied after the burden shifted was not uniform until Kahn v. Lynch. Id at 1115.
49
Weinberger,457 A.2d at 704.
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a cash merger to acquire, at $21.00 per share, all stock of UOP which it
did not already own. 50 The transaction was to be approved by a majority
of the minority shareholders.'
Importantly, the only significant
information given to the shareholders before the vote was that an
independent
appraiser evaluated the merger price and determined it was
52
fair.
After approval by the majority of the minority shareholders, the
plaintiffs learned that two of UOP's directors, who were also Signal's
directors, knew that Signal would have paid up to $24.00 per share. 3
Because the minority stockholders were denied this critical information,
"an approval by a majority of the minority was meaningless. 5 4
Consequently, the court held that the transaction was not fair.5
Significantly, the court stressed that "[t]he' requirement of fairness is
unflinching in its demand that where one stands on both sides of a
transaction, he has the burden of establishing its entire fairness."56' Signal,
the majority shareholder, stood on both sides of this transaction;
therefore, it had the burden of proving the transaction's entire fairness. 7
In the second important case, Rosenblatt v. Getty Oil Co.,' the
court maintained a similar approach. In that case, the plaintiffs, claiming
Skelly's merger into Getty Oil Company was not fair, brought a class
action suit on behalf of Skelly, Inc.'s minority stockholders. 9 Both Getty
and Skelly were oil companies with international assets, and Getty was
the controlling shareholder of an investment company which controlled
Skelly.6 ° Getty anticipated litigation after the merger so it structured the
transaction carefully. 6' Attempting to insulate itself, Getty employed both
minority shareholder ratification and approval by an independent
committee established by Skelly.62 Additionally, Getty took great pains
to structure the transaction fairly by having an independent petroleum

sold. at 707.
5Id.

-"Id.at 708.
"Weinberger, 457 A.2d at 709.
4Id. at 712.
"Id.
"Id.

at 710.

"Weinberger, 457 A.2d at 710.
5493 A.2d 929 (Del. 1985).
'91d. at 931.
6Id. at 931-33.
6id. at 934.
6"Rosenblatt, 493 A.2d at 936.
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engineering firm evaluate both companies' oil, gas, and mineral
reserves.63 As a threshold matter, the court noted that
[c]learly, Getty, as a majority stockholder of Skelly, stood
on both sides of this transaction and bore the initial burden
of establishing its entire fairness. However, approval of a
merger, as here, by an informed vote of a majority of the
minority shareholders... shifts the burden of proving the
unfairness of the merger entirely to the plaintiffs."
The court held that Getty had met its initial burden by having a truly
independent board of directors approve the transaction, as well as an
informed ratification by a majority of the minority shareholders.'
Weinberger and Rosenblatt formed the foundation for the debate
within the chancery court regarding the effect of an independent
committee or minority shareholder ratification on the judicial standard of
review.
D. Divergence in Approaches
After the Weinberger and Rosenblatt opinions, there was
uncertainty regarding the applicable standard of review in interested
mergers where a controlling shareholder effectively employed a safety
device. 6 Trans World Airlines typified the first view which held that a
properly functioning safety device would shift the judicial standard of
review to the business judgment rule, thereby placing the burden on the
plaintiffs to rebut the presumption.67 The other view, espoused by the
court in Citron, was that entire fairness was the sole standard for parentsubsidiary mergers, regardless of which party held the burden.6"
In Trans World Airlines,69 Carl Ichan, a controlling shareholder,
sought to acquire ninety percent of Trans World Airlines' voting stock
63

jIa at 933. The purpose of such an action would presumably be to show that Getty

offered a fair price for the purchase of Skelly.
Id at 937 (citing Weinberger,457 A.2d at 703) (emphasis added).
"Id. at 936, 945.
("Kahn,638 A.2d at 1115. Safety device refers to majority of the minority ratification
and independent director committees.
6"Trans WorldAirlines, No. 9844 (Cons.), 1988 Del. Ch. LEXIS 139, at * 19, reprinted
in 14 DEL. J. CoRp. L. at 883.
"Citron, 584 A.2d at 500.
"'No. 9844 (Cons.), 1988 Del. Ch. LEXIS 139, reprintedin 14 DEL. J. CoRP. L. 870
(1989).
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through a cash-out merger.7" A majority of the minority shareholders and
a special negotiating committee approved the merger.7 The chancellor
held that when a special negotiating committee of disinterested directors
and a majority of the minority shareholders properly approved an
interested merger, the business judgment rule was applicable.72 In this
case, however, the court declined to shift the burden to the plaintiff. 3 It
did so because neither the independent committee nor the minority
ratification operated in a proper manner.7 4 The court noted that if the
minority shareholders were not fully informed, or the special committee
failed to understand its function, the burden would rest on the defendant
to show that it met the entire fairness standard.75
Interestingly, the court in Citron v. E.L Du Pont de Nemours &
Co. (Citron)76 declined to follow the Trans WorldAirlinesdecision which
created confusion as to the proper standard of review.7 7 In Citron, the
parent company, DuPont, sought to merge with its subsidiary, Remington,
via a stock-for-stock merger. 78 Because DuPont considered litigation
likely, it had Remington set up an independent committee and provide for
minority ratification. 79 The court held that "in
a parent-subsidiary merger
context, shareholder ratification operates only to shift the burden of
persuasion, not to change the substantive standard of review (entire
fairness). '
Importantly, the court also noted that employing an
independent committee did not alter the standard.8" Vice-Chancellor
Jacobs read Rosenblatt to indicate that these safety devices in a parent7

Id.at *2, reprintedin 14 DEL. J.CoRp. L. at 875. The remaining 10% was to be

owned by an employee stock ownership plan. Id.
7Id. at * 16, reprintedin 14 DEL. J. CORP. L. at 882.
2
7 1d.at *19, reprintedin 14 DEL. J.CORP. L. at 883. In another opinion, Chancellor
Allen postulated that "not every arguable financial interest in a merger differing from the
stockholders' interest. ..is sufficient to invoke the entire fairness form ofjudicial review."
Cinerama,No. 8358, 1991 Del. Ch. LEXIS 105, at *33, reprintedin 17 DEL. J. CORP. L. at
571. The chancellor's unwillingness to invoke the entire fairness standard uniformly was
premised on his recognition of the substantive differences in law between the two standards.
Id. at *36, reprintedin 17 DEL. J.CoRP. L. at 572.

71Trans WorldAirlines, No. 9844 (Cons.), 1988 Del. Ch. LEXIS 139, at *21, reprinted
in 14 DEL. J. CORP. L. at 884.
74Id. at *21-22, reprintedin 14 DEL. J.CoRP. L. at 884-85.
7"Id.
76584 A.2d 490 (Del. Ch. 1990).
77Id. at 500.
7
$1d.at 492-93.
791d. at 493.
0

"Citron, 584 A.2d at 502.
d. at 502.

81
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subsidiary merger would not evoke the business judgment rule.'
Furthermore, the court reasoned that maintaining entire fairness as a
uniform standard of review serves an important function.' It provides
added protection for minority shareholders against the inherent danger
present whenever a controlling shareholder directs an interested merger.8

III. ANALYSIS
A. Kahn v. Lynch Communication Systems, Inc.
Kahn v. Lynch Communications Systems, Inc. is an important
decision because it clarifies which standard of review should be used in
all interested mergers directed by a controlling shareholder. 5 Apparently,
Delaware courts will no longer apply the business judgment rule as the
standard of review regarding a controlling shareholder's actions when a
merger has been approved by an independent committee of disinterested
directors or ratified by a majority of the minority shareholders.86 Instead,
7
the "exclusive standard of judicial review is ...entire faimess."3
1. Facts
Alcatel USA Corporation (Alcatel) sought to acquire Lynch
Communications Systems, Inc. (Lynch) by a cash-out merger.8" Lynch
designed, manufactured, and sold telecommunications equipment, and
Alcatel was a subsidiary of a large French corporation, Compagnie
Generale d'Electricite (CGE), that did similar work." Alcatel owned
2

Ijdat 501-02.

'31d at 502.

8Citron,584 A.2d at 502. Regardless of the outcome of the proposal, the majority
shareholder controls and will continue to control the corporation. Id. Because there is
potential that the majority shareholder could influence minority shareholder votes through
coercion, threats of retaliation, or withdraval ofshareholder dividends, entire fairness provides
minority shareholders "procedural protections beyond those afforded by full disclosure of all
material facts." Id
'See Kahn, 638 A.2d at 1116.

71d at 1117.
'Id. at 1113. A "cash-out merger" is a merger where the majority forces minority
shareholders to exchange their equity in a corporation in exchange for cash or other securities,

while the controlling shareholder maintains its equitable interest. Block et al., supranote 18,
at 92. Such mergers are also referred to as "freeze-out," "squeeze-out," and "take-out" mergers.
Id
-Kahn, 638 A.2d at 1112.
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43.3% of Lynch's outstanding stock and designated five of Lynch's board
of eleven directors. 90
Prior to Alcatel's offer, Alcatel proposed that Lynch merge with
Celwave Systems, Inc., an indirect subsidiary of CGE. 91 A committee of
independent directors established to negotiate with Celwave unanimously
opposed this merger, thus prompting Alcatel to withdraw its proposal.92
Alcatel then made an offer to acquire the balance of Lynch's outstanding
shares at a price of $14.00 per share.93 The independent committee found
the offer inadequate and made a counter-offer of $17.00 per share.94
Alcatel then responded with subsequent offers of $15.00 per share,
$15.25 per share, and finally $15.50 per share.95
After Alcatel's final offer, the independent committee was
informed that Alcatel was "'ready to proceed with an unfriendly tender
at a lower price' if the $15.50 per share price was not recommended by
the independent committee and approved by the Lynch board of
'
After this prompting, the independent committee voted
directors."96
unanimously to approve Alcatel's $15.50 per share price.9 7 Lynch's
board met and subsequently approved the merger.9" In response, Alan
Kahn sued to enjoin the merger in 1986.1' Kahn's suit was later
transformed into a class action suit on behalf of Lynch's minority
shareholders. 0
2. Chancery Court Opinion
The chancery court held that "Alcatel [was] not required to satisfy
the standard of entire fairness because the tender offer and merger were
negotiated by an independent committee."'0' The court began by noting

9ld.
9Id.

"Id. at 1113. The independent committee consisted of Hubert Kertz, Paul Wineman,
and Stuart Beringer. Thomas McKinnon Securities Inc. and Kidder Peabody & Co. Inc.
advised the committee. Skadden, Arps, Slate, Meagher & Flom served as the legal counsel of
the independent committee. Id.
"Kahn, 638 A.2d at 1113.
9

Id.

"Id.
96d. (quoting Mr. Beringer, an independent committee member).
"7Kahn, 638 A.2d at 1113.
931d.
"Id. at

1111.

'0Id.
" Kahn, No. 8748, 1993 Del. Ch. LEXIS 151, at *13, reprintedin 19 DEL. J. CORP.
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that "a minority stockholder that exercises control over the business
affairs of a corporation is accountable as a fiduciary."'
By examining
the evidence, Vice-Chancellor Berger noted that Alcatel repeatedly
dominated the board. 3 Consequently, the court concluded that Alcatel,
although only a 43.3% stockholder, did control the Lynch board of
directors.' °4
Alcatel's status as controlling stockholder, however, did not require
it to bear the burden of proof regarding the transaction's propriety."S
With respect to the merger and its approval, the court held that by using
the independent committee, Lynch "appropriately simulated a third-party
transaction, where negotiations are conducted at arm[']s-length and there
is no compulsion to reach an agreement."'0 6 Specifically, the committee
was "sufficiently well informed ... and aggressive to simulate an
arm[']s-length transaction."'0° Such a transaction shifted the burden of
proof to the plaintiff. °
The vice-chancellor recognized the split of authority regarding the
standard of judicial review when an independent committee has
participated in an interested merger.'0 9 The court declined to resolve this
ambiguity because it felt that even under the stricter standard of entire
fairness, the defendants would prevail." 0 The court found that the
plaintiff had not met his burden of showing that the price was unfair to
Lynch's stockholders, or that Alcatel was responsible for unfair dealing."'
As a result, the chancery court concluded that the defendants had not
breached their fiduciary duties to the minority shareholders."'
3. The Delaware Supreme Court's Opinion
In Kahn v. Lynch, the Delaware Supreme Court held that "the
exclusive standard of judicial review in examining the propriety of an

L. at 790.

'J21d. at *6, reprinted in 19 DEL. J. CoRI'. L. at 788 (citing Ivanhoe Partners v.
Newrnont Mining Corp., 535 A.2d 1334, 1344 (Del. 1987)).
'IaW at *7-8, reprintedin 19 DE. J. CORp. L. at 788-89.
'41d. at *8, reprintedin 19 DEL. J. CORP. L. at 789.
"'Kahn, 1993 Del. Ch. LEXIS 151, at *13, reprintedin 19 DEL J. CoRP. L. at 791.
HIdat * 10, reprintedin 19 DEL. J. CORP. L. at 790.
71d. at *12-13, reprintedin 19 DEL. J. CORP. L. at 791.
a"'id. at *13, reprintedin 19 DEL. J. CORP. L. at 791.
"Kahn, 1993 Del. Ch. LEXIS 151, at "13, reprintedin 19 DEL J. CORP. L at 791.
,Old "

'"ld. at *22, *25, reprintedin 19 DEL J. CoRP. L. at 795-96.
'd. at *25, reprintedin 19 DEL. J. CORP. L. at 796.

