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that the remaining Individual Defendants have committed waste. In
addition, Rattner seeks contribution and indemnification from the
Individual Defendants for claims that have been or may be pursued against
the Company based upon the Individual Defendants' alleged misconduct.
Defendants have moved to dismiss each of Rattner's claims under
Court of Chancery Rule 23.1 for failure to make a demand upon the
VeriSign board of directors (the "Board"). They argue that the conclusory
allegations of the Stockholder's Amended Derivative Complaint (the
"Amended Complaint") fail to create a reasonable doubt as to whether a
majority of the Board is capable of rendering an impartial decision
regarding the pursuit of this derivative litigation. Defendants have also
moved to dismiss, under Court of Chancery Rule 12(b)(6), Rattner's claims
for breach of fiduciary duty and waste.
For the reasons that follow, I conclude that, because demand is not
excused under Court of Chancery Rule 23.1, this action must be dismissed.
I. BACKGROUND'
A.

The Parties

Rattner is, and has been at all relevant times, a common stock
shareholder of VeriSign. VeriSign, a Delaware corporation, was founded
in April 1995. It is a leading provider of digital trust services, enabling
various Internet users to engage in secure digital commercial transactions
and communications.
The Individual Defendants are the current directors and the senior
officers of the Company. Sclavos is the Chairman of the Board and Bidzos
is the Vice Chairman of the Board. The remaining directors on the eight
member Board are Moore, Cowan, Compton, Chenevich, Reyes and Kriens
(collectively, along with Sclavos and Bidzos, the "Director Defendants").
Of the current Board members, the only director who held a senior
management position at the time this action was filed2 is Sclavos, who is
also VeriSign's President and Chief Executive Officer.3 Bidzos served as
Chairman of the Board (April 1995 through March 12, 2002) and Chief
Executive Officer (April 1995 through July 1995). Prior to becoming a
VeriSign director in February 2002, Moore had been President and Chief

'This background is taken from the allegations of the Amended Complaint. White v.
Panic, 783 A.2d.543, 547 n.5 (Del. 2001).
2
This action was filed on June 12, 2002; Rattner lodged her Amended Complaint on
October 4, 2002.
3
Sclavos has served as the Company's President and Chief Executive Officer since April
1995.
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Executive Officer of Illuminet Holdings, Inc. ("Illuminet") from December
1995 until December 2001, when VeriSign acquired Illuminet.
The remaining Individual Defendants, with the exception of
Tomlinson,4 are senior officers of the Company. Pereira is VeriSign's
Executive Vice President and General Manager, Enterprise and Service
Provider Division, who formerly, from October 2000 to January 2001,
served as VeriSign's Senior Vice President and Group General Manager of
the Enterprise and Service Provider Division. Wolford serves as VeriSign's
Senior Vice President and Group General Manager of Web Presence
Services. Korzeniewski is the Executive Vice President of Corporate and
Business Development, and has held that position since June 2000. Ulam,
since October 2001, has been Senior Vice President, General Counsel of
the Company; previously he served as Vice President, General Counsel of
VeriSign from the time of his joining the Company in June 2000. Gallivan
is VeriSign's Executive Vice President, Worldwide Sales and Services, a
position he has held since April 1, 1999. Finally, Evan has served, since
January 1,2001, as the Company's Executive Vice President of Finance and
Administration and Chief Financial Officer.
B.

The Misstatements

Rattner principally complains of alleged insider trading and a
failure to oversee properly the accounting practices at VeriSign. Common
to both allegations is a series of allegedly misleading statements made over
a twelve-month period from January 2001 through January 2002 (the
"Relevant Period"). On January 24, 2001, VeriSign released its fourth
quarter and fiscal 2000 financial results (the "January 24 Release"). The
release noted that during the fourth quarter, the Company earned revenues
of $197.4 million, representing a 613% increase over the previous year's
fourth quarter results. For fiscal 2000, VeriSign reported revenues of
$474.8 million, amounting to a 460% increase over revenues in the
previous fiscal year. These revenues resulted in pro forma net income for
the quarter, excluding the amortization of goodwill and intangible assets
and acquisition-related charges of $45.5 million, equivalent to $0.21 diluted
earnings per share; pro forma net income for fiscal 2000 was $129.1
million. However, after including the charges for amortization of goodwill
and intangible assets and other acquisition related charges, the fiscal 2000

4

Tomlinson served as a director (April 1995 until May 2002) and as the Company's
Secretary (April 1995 through October 2000). Tomlinson is also a partner in the law firm of
Tomlinson, Zisko & Master LLP (the "Tomlinson Firm"). In 2000, VeriSign paid approximately
$900,000 to the Tomlinson Firm.
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net loss was $3.1 billion.' The release also highlighted the international
expansion undertaken by the Company in fiscal year 2001. However,
Rattner alleges that the picture was not as rosy as was portrayed.
In the Amended Complaint, Rattner asserts that, because of a
failure to maintain and oversee properly the accounting practices at
VeriSign, the statements contained in the January 24 Release conveyed
inaccurate information. Specifically, VeriSign improperly recorded "round
trip revenue" and barter transactions, thus artificially inflating the
Company's reported revenues for fiscal 2000. VeriSign also failed to
record impairments in the value of certain investments it made in other
companies during a round of private equity financing that commenced in
the third quarter of 2000.6 Thus, Rattner concludes that because the
Company failed to record revenues accurately and write down impaired
asset values on a timely basis, in violation of Generally Accepted
Accounting Principles ("GAAP"), the earnings projections and financial
statements contained in the January 24 Release were overly optimistic and
materially misleading.
Other undisclosed accounting practices of the Company also are
claimed to have contributed to an inflated market price for VeriSign
common stock. Rattner alleges that the Individual Defendants either "were
manipulating" 7 or "should have been aware of the manipulation" 8 of the
reported days sales outstanding (DSO) by including the deferred revenue,
and excluding the accounts receivable, of companies acquired by VeriSign.
Furthermore, Rattner also contends that there were other material
misstatements made during the Relevant Period. Rattner notes that:
[t]he Company also failed to disclose that (i) the
integration of Illuminet and H.O. Systems failed as the
number of enterprise clients declined after the acquisitions; (ii) the Company would incur almost $80 million in
charges, engage a [sic] massive restructuring and layoff a
substantial portion of its workforce as a result of the
acquisitions of Illuminet and H.O. Systems; [and] (iii) the
Company would need to massively increase its allowance
for doubtful accounts. 9

5

Amended Compl. I 48.manipulation).
Charges related to these investments were $74 million in fiscal 2001 and $94.8 million
in the first half of fiscal 2002. Id. 49.
7
1d. 147; cf id. 62 (noting that "VeriSign" engaged in
1d.170.
9
1d. 47. The Amended Complaint only informs that the acquisition of H.O. Systems,
Inc. ("H.O. Systems") closed on February 8, 2002. Id. 76.
6
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These allegedly improper accounting practices and material
misstatements reappeared in numerous financial statements, releases and
public statements during the Relevant Period, rendering each materially
misleading for the reasons previously noted. To this end, the Amended
Complaint quotes extensively from myriad sources publicly disseminated
by the Company during the Relevant Period, each allegedly materially
misleading, including: statements made by Sclavos at a February 1, 2001,
analysts'meeting, the Company's 10K report for fiscal year 2000 issued on
March 28, 2001; an April 26, 2001, press release; a July 26, 2001, press
release; a September 24, 2001, article in Bloomberg; an October 25, 2001,
press release; and a January 24, 2002, press release.' ° The alleged effect
of these numerous material misstatements was to inflate artificially the
stock price of VeriSign over the course of the Relevant Period.
C.

Alleged Wrongdoing by the Individual Defendants

With the knowledge that the market price of VeriSign stock was
artificially inflated, and while in possession of other material non-public
information, during the Relevant Period "certain defendants" sold over
875,000 shares of VeriSign stock for proceeds in excess of $47 million, and
Moore sold approximately 995,000 shares of Illuminet stock for over $37
million. 1' Specifically:

'°See id. U 50-55, 57, 58, 60, 64-69.
"A central problem with the Amended Complaint is that one is never certain who is
selling how much and which sales are being challenged. As with questions surrounding which
Director Defendants have been implicated in certain federal securities class action lawsuits, see
infra text accompanying note 79, this defect stems from the inconsistent use of defined terms and
a failure to use defined terms. Often in the Amended Complaint, Rattner notes that "certain
defendants" engaged in allegedly illicit transactions, but nowhere are these ambiguous assertions
clarified. Particularly unhelpful is the definition provided in the Third Cause of Action, well after
the discussion of the underlying facts of this dispute:
108.
Certain defendants (the "Insider Trading Defendants"), at all
relevant times, occupied fiduciary positions with VeriSign and
were privy to confidential material inside information concerning
VeriSign and its operations.
Amended Compl. 108.
I draw the inference that the challenged sales include all of the sales by Individual
Defendants during the Relevant Period. Therefore, at issue are the sales of VeriSign common
stock and Illuminet options by Bidzos, Cowan, Evan, Gallivan, Korzeniewski, Pereira, Sclavos,
Tomlinson, Ulam, Wolford, and Moore (collectively, the "Selling Defendants") so noted. See id.
137.
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a)

b)

c)

d)

e)

f)

g)

Bidzos sold 15,000 shares of VeriSign common
stock on May 22, 2001, for net proceeds of
$991,890;
Cowan sold 20,800 shares on February 1, 2001;
53,125 shares during the period of May 1-2, 2001;
and 22,000 shares on November 13, 2001 (a total
of 95,925 shares), of VeriSign common stock for
total net proceeds of $5,132,773;
Evan sold 500 shares on January 31, 2001; 6,500
shares during the period of February 1-28, 2001;
3,000 shares on March 1, 2001; 60,100 shares
during the period of May 1-31, 2001; 4,000 shares
during the period of May 17-21, 2001; 12,500
shares during the period of August 1-29, 2001; and
10,000 shares during the period of
November 13-14, 2001 (a total of 96,600 shares),
of VeriSign common stock for total net proceeds
of $5,025,988;
Gallivan sold 37,000 shares during the period of
February 6-28, 2001; 3,000 shares on March 1,
2001; and 82,994 shares during the period of
May 2-8, 2001 (a total of 122,994 shares), of
VeriSign common stock for total net proceeds of
$7,164,007;
Korzeniewski sold 15,000 shares on February 2,
2001; 25,000 shares on May 3, 2001; 74,626
shares during the period of May 3-31, 2001;
15,000 shares on August 27, 2001; and 33,700
shares during the period of November 2-13, 2001
(a total of 163,326 shares), of VeriSign common
stock for total net proceeds of $8,442,775;
Pereira sold 800 shares on January 31, 2001;
9,700 shares during the period of February 6-28,
2001; 2,500 shares on March 1, 2001; 47,600
shares during the period of May 2-31, 2001;
11,000 shares during the period of August 3-31,
2001; and 15,000 shares during the period of
November 7-30, 2001 (a total of 86,600 shares),
of VeriSign common stock for total net proceeds
of $4,676,900;
Sclavos sold 50,000 shares on February 28, 2001;
135,000 shares during the period of May 7-31,
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2001; and 60,375 shares during the period of
August 3-29, 2001 (a total of 245,375 shares), of
VeriSign common stock for total net proceeds of
$13,229,650;
Tomlinson sold 875 shares on January 30, 2001;
1,875 shares on February 26, 2001; 1,875 shares
during the period of May 1-21, 2001; 1,775 shares
on August 1, 2001; and 2,400 shares during the
period of November 7-13, 2001 (a total of 8,800
shares), of VeriSign common stock for total net
proceeds of $476,827;
Ulam sold 8,000 shares on March 1, 2001; 2,711
shares during the period of May 22-31, 2001; and

2,500 shares on August 3, 2001 (a total of 13,211
shares), of VeriSign common stock for total net

j)

proceeds of $697,925; and
Wolford sold 5,000 shares on January 31, 2001,
and 12,900 shares on May 8, 2001 (a total of
17,900 shares), of VeriSign common stock for
total net proceeds of $1,174,000.12

Thus, during the Relevant Period, the Selling Defendants (except Moore)
sold a total of 875,731 shares of VeriSign common stock for aggregate net
proceeds of $47,512,615. Moore disposed of 995,000 in-the-money,
unexercised Illuminet stock options at some point between March 26, 2001
and April 3, 2002, earning net proceeds of $37,113,500."3
Moreover, the material misstatements which opened the door for
the Selling Defendants to engage in improper insider trading were allegedly
the products of the Individual Defendants' breaches of fiduciary duty in
failing to oversee adequately the Company's accounting procedures. The
Amended Complaint maintains that the Individual Defendants "knew, or
were reckless in not knowing, the facts which indicated that the fiscal 2000
and 2001 Form 10-Ks and all of the Company's interim financial
statements, press releases, public statements, and filings with the SEC"
were misleading. 4 Moreover, it is alleged, the Individual Defendants
systematically failed to assure VeriSign's compliance with applicable

2
1 Amended
3

Compl. 37.
' 1d. The per option value received by Moore was estimated by Rattner based upon the
market value of Illuminet common stock as of December 12, 2001, the closing date of the merger
between Illuminet and VeriSign, less the per share exercise price.
4
1 1d. 94.
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federal and state laws, SEC rules and regulations, FASB Statements of
Concepts and GAAP.
D.

Subsequent Events

In February 2002, rumors began circulating as to the accounting
practices employed by VeriSign."5 On March 19, 2002, the Company, in
its 10-K for 2002, disclosed that 10% of its 2001 revenues were derived
from reciprocal deals with either its customers or other companies in which
it had invested. That day, the price of VeriSign shares fell by more than
9%, closing down $2.61 to $26.42.16 On April 25, 2002, a VeriSign press
release noted, in addition to its financial and operating results for the first
quarter of 2002, that DSO had increased to 81 days, and that the Company
was restructuring its operations in order to best accommodate the recently
acquired companies of Illuminet and H.O. Systems. Upon this news, the
price of VeriSign shares tumbled from $18.24 to $9.89.' A July 25, 2002
press release noted that the Company had recorded a $4.6 billion charge in
connection with a non-cash charge relating to a portion of the Company's
goodwill and intangible assets, as directed by FASB Statement No. 142.18
On August 7, 2002, VeriSign announced that its marketing practices were
under investigation by the Federal Trade Commission, regarding allegedly
misleading direct-mail advertising campaigns. The Company is also the
target of several securities fraud class action lawsuits filed in the Northern
District of California.
II. CONTENTIONS
In the Amended Complaint, Rattner primarily advances two
theories of wrongdoing by the Individual Defendants. First, Rattner alleges
that the Selling Defendants, in violation of their fiduciary duties, engaged
in insider trading; that is, the Selling Defendants profited from selling
VeriSign common stock (or, in the case of Moore, selling Illuminet options)
while knowing that improper accounting practices at VeriSign, the products
of which were publicly disseminated through material misstatements,
created an inflated market price.19 In support of this claim, Rattner notes
IId. 71.
'61d. I 72-73.
"When the Amended Complaint was filed, VeriSign traded at $4 per share.
' 8Amended Compl. 79.
' 9Rattner also alleges that some of the Individual Defendants participated in or
encouraged the improper accounting practices. Id. [ 47.
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several aspects of the challenged stock sales executed during the Relevant
Period. First, the Individual Defendants, by virtue of their positions, were
privy to material, undisclosed information concerning the alleged
accounting improprieties. Second, the timing of the sales, in that many of
the Individual Defendants sold their holdings simultaneously and on days
immediately following the release of allegedly misleading information or,
in the case of Moore, after the announcement of the acquisition of Illuminet
yet before that acquisition's closing, raises suspicions that the sales were
part of an overall scheme of insider trading. Third, Rattner alleges that the
sales of VeriSign stock (or Illuminet options) by the Selling Defendants
during the Relevant Period were not consistent with the Individual
Defendants' previous trading activity. Finally, Rattner notes that many of
the Individual Defendants sold substantial portions of their VeriSign (or
Illuminet) holdings for millions of dollars. Rattner further contends that all
of the Director Defendants committed waste by allowing the Selling
Defendants to misappropriate a valuable asset, in the form of proprietary
information, of the Company.2"
Rattner also presses a second set of claims concerning the alleged
dissemination of misleading statements to the market and the improper
oversight exercised in failing to assure the accuracy of VeriSign's
accounting systems. Rattner charges the Individual Defendants with
inadvertent, if not knowing, misdeeds in maintaining accurate financial
reporting and recording systems, conduct which ultimately permitted the
Selling Defendants to engage in insider trading and resulted in damages to
the Company.2 ' More pertinently, in the demand excusal context, and in
essence, Rattner alleges that the Director Defendants "have engaged in a
sustained and systematic failure to exercise their oversight responsibilities
to ensure that VeriSign complied with Federal and State Laws, rules and
regulations and to ensure the integrity of its financial reporting.

Thus, by

failing to oversee adequately the Company's financial reporting and
recording systems, the Director Defendants breached their fiduciary
duties. 3
Because of the Individual Defendants' misdeeds, Rattner claims
that the Company has suffered harm in that VeriSign's goodwill and

integrity in the market have been impugned. Furthermore, the Company
has been injured by bearing the cost of defense and being subjected to
potential liability stemming from the pending class actions in federal court.

2

°These claims will be referred to collectively as the "Insider Trading Claims."
98 101.
22'Amended Compl.
2

Id.1 100.

2Collectively, these claims will be referred to as the "Accounting Oversight Claims."
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Rattner thus requests that the following relief be granted: (1) that the
Individual Defendants account to VeriSign for all damages and costs
sustained now or in the future; (2) that the Individual Defendants return to
VeriSign all salaries and remuneration of any kind received while the
Individual Defendants were in breach of their fiduciary duties; (3) that a
constructive trust be imposed on all profits derived from insider trading by
the Selling Defendants; and (4) a declaration that VeriSign is entitled to
contribution and indemnification for any claims that have been, or may be,
asserted against it in connection with the Individual Defendants' alleged
misconduct.
In response to the Amended Complaint, Defendants have moved to
dismiss this action for failure to comply with Court of Chancery Rule
23.1.24 Defendants argue that Rattner has not pled with particularity in the
Amended Complaint facts which demonstrate that demand is futile. They
contend that Rattner, in the Amended Complaint, does not allege with
particularity facts that would constitute insider trading, and thus a disabling
interest, by a majority of the Board. Similarly, Rattner fails to allege with
particularity that the Board failed to exercise proper oversight regarding the
Moreover,
Company's financial recording and reporting systems.
Defendants note that merely because the Director Defendants would be
asked to authorize suit against themselves does not necessarily prevent a
majority of the Board from exercising disinterested and independent
business judgment in deciding the merits of, and whether to pursue,
Rattner's claims. Therefore, Defendants request that this action be
dismissed.
III. ANALYSIS
Court of Chancery Rule 23.1 requires that, in derivative actions,

"It] he complaint shall.., allege with particularity the efforts, if any, made

by the plaintiff to obtain the action the plaintiff desires from the directors
or comparable authority and the reasons for the plaintiffs failure to obtain
the action or for not making the effort." The demand requirement
embodied in Court of Chancery Rule 23.1 is an acknowledgement that a
shareholder's prosecution of a derivative action necessarily impinges upon
the power and autonomy of a board of directors to manage the affairs of the

24

The Defendants have also moved to dismiss this action pursuant to Court of Chancery

Rule 12(b)(6). However, given my disposition of the Defendants'motions to dismiss under Court
of Chancery Rule 23. 1, the Defendants'motion to dismiss under Court of Chancery Rule 12(b)(6)
will not be addressed. Similarly, I do not address Defendants'contention that this action should
be dismissed because "prosecution of this amended action is not in the best interests of the
Company." Op. Br. in Supp. of Defs.' Mot. to Dismiss at 13.
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corporation, including whether or not to pursue a cause of action belonging
to the corporation.2 ' The hurdle of proving demand futility also serves an
important policy function of promoting internal resolution, as opposed to
litigation, of corporate disputes and grants
the corporation
a degree of
•
21
control over any litigation brought for its benefit.
A critical requirement of Court of Chancery Rule 23.1 is that the
complaint must allege with particularitythe reasons for demand excusal.
Those pleadings must comply with stringent requirements
of factual particularity that differ substantially from the
permissive notice pleadings governed solely by Chancery
Rule 8(a). Rule 23.1 is not satisfied by conclusory
statements or mere notice pleading.... What the pleader
must set forth are particularized factual statements that are
essential to the claim .... A prolix complaint larded with
conclusory language . . . does not comply with these
fundamental pleading mandates.2
In considering whether a derivative plaintiff has satisfied Court of
Chancery Rule 23.1, I am confined to reviewing the well-pled allegations
of the complaint.28 While I am unable to accept cursory contentions of
wrongdoing in light of the obligation to plead facts with particularity, I
must accept as true all well-pled allegations of fact in the complaint, and all
reasonable inferences from non-conclusory allegations contained in the
complaint must be drawn in favor of the plaintiff. 29 With these principles
in mind, I turn to the question of whether Rattner has pleaded with
particularity that demand upon the Board would be futile and, thus, is
excused.
The business judgment rule and demand excusal are "inextricably
bound."3 When a derivative suit challenges decisions made by directors
in accordance with their managerial authority, "stockholder plaintiffs must
overcome the powerful presumptions of the business judgment rule before

2Spiegel v. Buntrock, 571 A.2d 767,773 (Del. 1990); Aronson v. Lewis, 473 A.2d 805,
811-12 (Del. 1984).
26Spiegel, 571 A.2d at 773; In re Delta & Pine Land Co. Sholders Litig., 2000 WL
875421, at *5 (Del. Ch. June 21, 2000).
27Brehm v. Eisner, 746 A.2d 244, 254 (Del. 2000) (footnotes omitted).
28
White, 783 A.2d at 547 n.5; Zimmerman v. Braddock, 2002 WL 31926608, at *7 (Del.
Ch. Dec. 20, 2002); Ash v. McCall, 2000 WL 1370341, at *6 (Del Ch. Sept. 15, 2000).
29Grobow v. Perot, 539 A.2d 180, 187 (Del. 1988).
3
Aronson, 473 A.2d at.812.
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they will be permitted to pursue the derivative claim."'' However, it is also
recognized that the business judgment rule only operates in instances of
action by the board of directors or a conscious decision to refrain from
acting.3 2 The business judgment rule has no role in the case of inaction by
the board of directors.33 From this dichotomy, two overlapping yet
different tests have been developed to determine whether demand is
excused.
If a derivative suit challenges a decision made by a board of
directors, then demand futility is properly evaluated under that test
announced in Aronson v. Lewis. 34 Under the Aronson test, "[t]o determine
whether demand would be futile, the Court must determine whether the
particular facts, as alleged, create a reason to doubt that: '(1) the directors
are disinterested and independent' or '(2) the challenged transaction was
otherwise the product of a valid exercise of business judgment."'35 Thus,
Aronson adopted a two-pronged analysis for determining whether demand
is futile: the first prong inquires into the independence and disinterestedness of the directors, and the second prong focuses on the substantive
36
nature of the challenged transaction and the directors' approval thereof.
The parties, however, agree that, here, because Rattner does not
challenge any particular action undertaken by the Board as a whole, the
standard established in Rales v. Blasband governs the determination of
demand futility. Thus, under the Rales test,
a court must determine whether or not the particularized
factual allegations of a derivative stockholder complaint
create a reasonable doubt that, as of the time the complaint
is filed, 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.37

31

Rales v. Blasband, 634 A.2d 927, 933 (Del. 1993).
32Aronson, 473 A.2d at 813.
33
1d.; Guttman v. Huang, 823 A.2d 492,499-500 (Del. Ch. 2003); Cal. Pub. Employees'
Ret. Sys. v. Coulter, 2002 WL 31888343, at *14 n.39 (Del. Ch. Dec. 18, 2002).
34
Rales, 634 A.2d at 933 ("The essential predicate for the Aronson test is the fact that
a decision of the board of directors is being challenged in the derivative suit."); Haseotes v.
Bentas, 2002 WL 31058540, at *4 (Del. Ch. Sept. 3, 2002).
35
1n re Walt Disney Co. Deriv. Litig., 825 A.2d 275, 285 (Del. Ch. 2003) (quoting
Aronson, 473 A.2d at 814).
36
pogostin v. Rice, 480 A.2d 619, 624 (Del. 1984); Aronson, 473 A.2d at 814.
37
Rales, 634 A.2d at 934.
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Because there has been no action or decision by a board of directors, a
premise of the Aronson test, that of the application of the business
judgment rule, is lacking, and accordingly it is under the Rales test that the
fundamental right of boards of directors to manage the affairs of
corporations is recognized.3 8 Thus, in examining "whether the board that
would be addressing the demand can impartially consider its merits without
being influenced by improper considerations,"39 the focus is upon the
disinterestedness and the independence of a majority of the board of
directors in responding to a demand.
Under the Rales test, demand is excused if the particularized facts
of the Amended Complaint create a reasonable doubt that, at the time the
original complaint was filed, a majority of the Board could have exercised
disinterested and independent business judgment in responding to Rattner's
demand. Rattner does not challenge the independence of any Director
Defendant; thus, the inquiry turns to the disinterestedness of the Director
Defendants at the time this action was filed. Directors are considered
disinterested for purposes of determining demand futility when they
"appear on both sides of a transaction [or] expect to derive any personal
financial benefit from it in the sense of self-dealing, as opposed to a benefit
which devolves upon the corporation or all stockholders generally. '"40
Directorial interest may also be said to exist when "'a corporate decision
will have a materially detrimental impact on a director, but not on the
corporation and the stockholders."'4 1
Often, as is the case here, a derivative suit essentially asks the
directors to authorize a suit against themselves and, thus, to act against their
own personal interests.
The conundrum for the law in this area is well understood.
If the legal rule was that demand was excused whenever,
by mere notice pleading, the plaintiffs could state a breach
of fiduciary duty claim against a majority of the board, the
demand requirement of the law would be weakened and
the settlement value of so-called "strike suits" would
38

1n re FuquaIndus., Inc. S'holders Litig., 1997 WL 257460, at * 13 (Del. Ch. May 13,
1997); Kohls v. Duthie, 791 A.2d 772, 780 (Del. Ch. 2000); see also Rales, 634 A.2d at 933
("[t]he absence of board action . . .makes it impossible to perform the essential inquiry
contemplated by Aronson-whether the directors have acted in conformity with the business
judgment rule [in consciously deciding to act or refrain from acting]").
39
Rales, 634 A.2d at 934.
4°Aronson, 473 A.2d at 812; see also Orman v. Cullman, 794 A.2d 5, 23 (Del. Ch.
2002).
41
Orman, 794 A.2d at 23 (quoting Rales, 634 A.2d at 936).
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greatly increase, to the perceived detriment of the best
interests of stockholders as investors. But, if the demand
excusal test is too stringent, then stockholders may suffer
as a class because the deterrence effects of meritorious
derivative suits on faithless conduct may be too weak.a2
Except in "egregious circumstances," the "mere threat" of personal liability
does not constitute a disabling interest for a director considering a
derivative plaintiff's demand.43 "[Hiowever, a 'substantial likelihood' of
personal liability prevents a director from impartially considering a
It is this difference, between a "mere threat" of personal
demand."'
liability and (i) "a substantial likelihood" of personal liability or (ii) a "mere
threat" in "egregious circumstances," as addressed in the context of the first
prong of Aronson45 and the test established in Rales,a6 that accommodates
and balances the competing policy concerns of adequately policing boards
of directors while guarding against strike suits. With this framework in
mind, I turn to determining whether, at the time this action was originally
filed, a majority of the Board could have impartially considered a demand
7
made upon the Board and, thus, whether demand is excused.
For demand to be excused, the particularized facts of the Amended
Complaint must create a reasonable doubt that, at the time this action was
filed, four of the eight directors on the Board could have exercised their
disinterested business judgment in considering a demand." Rattner argues
that demand is excused for both the Insider Trading Claims and the
Accounting Oversight Claims for several reasons. Rattner asserts that
demand would have been futile because "[c]ertain defendants personally
42

Guttman, 823 A.2d at 500.
H-M Wexford LLC v. Encorp, Inc., 2003 WL 21254843, at * 14 (Del. Ch. May 27,
2003) (citingAronson, 473 A.2d at 815; Malpiede v. Towson, 780 A.2d 1075, 1085 (Del. 2001)).
4Seminaris v. Landa, 662 A.2d 1350, 1354 (Del. Ch. 1995) (quoting Rales, 634 A.2d
also Benerofe v. Cha, 1996 WL 535405, at *6 (Del. Ch. Sept. 12, 1996).
at 936); see
45
See, e.g., Malpiede, 780 A.2d at 1085; Kohls, 791 A.2d at 782 n.36 (noting that "[iun
a way, this inquiry [into whether a defendant director was interested in the decision to bring
litigation because of a substantial threat of personal liability] is relatedto the second prong of the
Aronson test.") (emphasis added); Katz v. Halperin, 1996 WL 66006, at *8-*9 (Del. Ch. Feb. 5,
1996).
46See, e.g., Rales, 634 A.2d at 936; In re Baxter Int'l, Inc. S holders Litig., 654 A.2d
1268, 1269 (Del. Ch. 1995).
47Accordingly, for purposes of determining demand futility, the Individual Defendants
who are not48 Director Defendants are largely irrelevant.
See In re The Limited, Inc. S holdersLitig., 2002 WL 537692, at *7 (Del. Ch. Mar. 27,
2002); Beneville v. York, 769 A.2d 80, 85-87 (Del Ch. 2000). Again, because Rattner never
seriously argues that any member of the Board lacks independence, the sole focus of my inquiry
is into the disinterestedness of a majority of the Board.
43
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profited from the wrongful activities alleged by selling VeriSign stock at
artificially inflated prices. 49 While this allegation carries some uncertainty," I understand Rattner to contend that because four of the eight directors
are alleged to have traded VeriSign (or Illuminet) securities on the basis of
non-public and material knowledge, a majority of the Board is not
disinterested and, thus, is incapable of impartially considering a demand.
Next, Rattner claims that demand would have been futile because all of the
Director Defendants are accused of breaching their fiduciary duties by
having failed to exercise adequate oversight over the Company's financial
recording and reporting systems, thereby leading to the wrongful conduct
complained of in this action. Finally, Rattner notes that "[c]ertain of the
Individual Defendants are defendants in the federal securities class action
suits described [in the Complaint], and face a substantial likelihood of
liability given the misstatements" made during the Relevant Period."
A.

The Insider Trading Claims

In order for demand to be excused with respect to the Insider
Trading Claims, a reasonable doubt must exist that four of the eight
VeriSign directors are incapable of exercising their disinterested business
judgment in considering a demand. Rattner contends that this requirement
for demand futility is satisfied as "[flour of the directors who sold their
shares on the basis of inside information are interested because each of
them received a personal financial benefit from those transactions. "52 With
respect to the Insider Trading Claims, Rattner does not challenge the
disinterestedness of four (Compton, Chenevich, Reyes, and Kriens) of the
directors. Therefore, were Rattner's attack upon any of the remaining four
directors (Bidzos, Sclavos, Moore and Cowan) unsuccessful, a "majority"
of the Board would not be implicated and demand would not be excused.
Before I begin my analysis of demand excusal with respect to the
Insider Trading Claims, it is important to note what facts, in connection
with the Insider Trading Claims, are not alleged, at all or with particularity,
in the Amended Complaint. Rattner merely posits, without any particularized facts, that the Director Defendants knew of inside information, and
49

Amended Compl. I 102(a). The Defendants argue that the allegation that "certain
defendants" are incapable of considering a demand is itself plead with insufficient particularity.
However, I will presume that, in the context of an effort to justify a failure to make demand upon
the Board, Rattner is referring to those Defendants who are directors and who sold shares of
VeriSign.
"See supra note 11.
SlAmended Compl. I 102(d).
52
Pl.'s Answering Br. at 10.
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that they knew of (or directly participated in) the allegedly material
misstatements. 3 Thus, absent from the particularized allegations of the
Amended Complaint are the "precise roles that [the Director Defendants]
played at the [C]ompany [and] the information that would have come to
their attention in those roles."5 4 The Amended Complaint is also devoid of
any particularized facts that could lead to the inference that the timing of
the trades reflected the Selling Defendants' impermissible insider trading.
The Amended Complaint contains no particularized facts regarding the
timing of the Director Defendants' trades in relation to permitted trading
periods; while the pattern observed does reflect trading activity on behalf
of the Director Defendants after the release of allegedly misleading
statements, no particularized allegation of the Amended Complaint answers
whether this temporal proximity was in fact part of the Company's practice
to prevent Company insiders from improperly benefiting from
informational asymmetries." Moreover, although Rattner cursorily alleges
that there were differences between prior years and the Relevant Period, 56
the Amended Complaint does not shed light upon the trading practices of
Finally, the
the Director Defendants prior to the Relevant Period.
Amended Complaint often refers to allegedly improper sales by the
53

Rattner's best effort toward alleging with particularity the Director Defendants'
knowledge, and how they acquired such knowledge, is set forth in Paragraph 33 of the Amended
Complaint:
Because of the Individual Defendants' positions with the
33.
Company, they had access to the adverse undisclosed information about its
business, operations, operational trends, financial statements, markets and
present and future business prospects via access to internal corporate
documents (including the Company's operating plans, budgets and forecasts
and reports of actual operations compared thereto), conversations and
connections with other corporate officers and employees, attendance at
management and Board of Directors[' meetings and committees thereof and
via reports and other information provided to them in connection therewith.
Although Rattner may have sought to satisfy the requirement to plead facts with particularity,
Paragraph 33 of the Amended Complaint charges directors, solely upon the basis of their status
as directors, with knowledge of alleged corporate activity. The conclusory assertions contained
in Paragraph 33 fail to allege with particularity what information the directors knew and how they
acquired such knowledge. The conclusory nature of Rattner's allegations is perhaps most obvious
in Paragraph 34 of the Amended Complaint which provides in part:
It is appropriate to treat the Individual Defendants as a group for
34.
pleading purposes and topresume that the false, misleading and incomplete
information they conveyed in the Company's public filings and press
releases as alleged herein are the collective actions of the narrowly defined
group of defendants identified above.... (emphasis added).
5Guttman, 823 A.2d at 503.
id. at 503-04.
"See
56
Amended Compl. 85(c).
-"SeeGuttman, 823 A.2d at 498.
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Director Defendants as occurring over nearly a one-month time span.
While not determinative, certainly the failure of Rattner to pinpoint the
timing of the challenged sales detracts from her alleged theory of selling
soon after the release of misleadingly bullish statements.
Rattner argues that, with respect to the Insider Trading Claims,
demand is excused because four of the eight directors have been implicated
in alleged insider trading. Delaware has recognized a cause of action
against directors who abuse their knowledge of a corporation's private
information at the expense of unwitting purchasers of their stock.58
Recently, however, this Court noted the differences between archetypical
claims of self-dealing and insider trading claims, concluding:
As a matter of course, corporate insiders sell company
stock and such sales, in themselves, are not quite as
suspect as a self-dealing transaction in which the buyer
and seller can be viewed as sitting at both sides of the
negotiating table. Although insider sales are (rightly)
policed by powerful forces-including the criminal
laws-to prevent insiders from unfairly defrauding
outsiders by trading on non-public information, it is
unwise to formulate a common law rule that makes a
director "interested" whenever a derivative plaintiff
cursorily alleges that he made sales of company stock in
the market at a time when he possessed material,
non-public information."
Thus, critically, "it must be shown that each sale by each individual
defendant was entered into and completed on the basis of, and because of,
adverse material non-public information."'6

58

Brophy v. Cities Serv. Co., 70 A.2d 5, 8 (Del. Ch. 1949).

59

Guttman, 823 A.2d at 502. The Court further explained:

This would create the same hair-trigger demand excusal that Aronson and
Rales eschewed. The balanced approach that is more in keeping with the
spirit of those important cases is to focus the impartiality analysis on
whether the plaintiffs have pled particularized facts regarding the directors
that create a sufficient likelihood of personal liability because they have
engaged in material trading activity at a time when (one can infer from
particularized pled facts that) they knew material, non-public information
about the company's financial condition.
Id
6°Stepak v. Ross, 1985 WL 21137, at *5 (Del. Ch. Sept. 5, 1985); see also Guttman, 823
A.2d at 505 ("Delaware case law makes the same policy judgment as federal law does, which is
that insider trading claims depend importantly on proof that the selling defendants acted with
scienter."); Rosenberg v. Oolie, 1989 WL 122084, at *3 (Del. Ch. Oct. 16, 1989) ("[1]f 'a person
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After reviewing the Amended Complaint, I conclude that Rattner
has not pleaded facts with particularity that create a reasonable doubt that
a majority of the Board is disinterested with respect to the Insider Trading
Claims. It is important to note that only one Director Defendant is a senior
manager of the Company; that is, only Sclavos held a senior management
position with VeriSign at the time this action was filed. The Amended
Complaint alleges general knowledge in a conclusory fashion on behalf of
the Director Defendants, explained solely by virtue of their service in their
various capacities. Thus, even somehow assuming Sclavos suffers from a
disabling interest, nothing has been pleaded with particularity as to the
scienter of seven of the eight members of the Board.61
The Amended Complaint's allegations implicating Moore's sale of
unexercised Illuminet options also fail to taint the disinterestedness of
Moore in considering a demand made upon the Board. On September 23,
2001, VeriSign and Illuminet entered into a merger agreement. As
consideration, VeriSign would exchange 0.93 shares of VeriSign common
stock for each outstanding share of Iluminet and, thus, would issue 30.4
million shares for the outstanding shares of Illuminet, as well as assume
Illuminet's outstanding employee stock options.62 Rattner complains that
"[a]t some point after announcement of the Illuminet acquisition, but prior
to being elected to the [Board], Moore exercised Illuminet options (or
VeriSign options exchanged in the Merger) and sold the underlying
stock."63 The Complaint fails to allege with any specificity when the sales
64
were made or whether the shares were all sold at one time. Moreover, if
trading resulting from the Illuminet options is assumed to be relevant to the
purpose of determining demand futility with respect to the Insider Trading
Claims, the Amended Complaint still fails to allege particularized facts that
compromise Moore's impartiality. Not one particularized allegation in the
Amended Complaint explains what inside knowledge Moore traded upon

"in a confidential or fiduciary position, in breach of his duty, uses his knowledge to make a profit
for himself,61he is accountable for such profit""') (quoting Brophy, 70 A.2d at 8).
As noted above, Rattner has not questioned the independence from Sclavos of the
seven other directors.
62
Amended Compl. 63.
63
1d. 20. The Illuminet acquisition was announced in September 2001; Moore became
a director of VeriSign in February 2002. Rattner also alleges that "rather than convert his
Illuminet options into VeriSign options, defendant Moore exercised and sold off his Illuminet
options." Id. 1 63. Rattner also contends that Moore's disposition of his Illuminet interest was
"unusual in nature and timing," id. 85, because the "sales occurred after announcement of the
acquisition of Illuminet by VeriSign and prior to closing of that transaction." Id. I 85(e).
6'Rattner alleges that, in March 2001, Moore held 995,000 "in the money" options and
by April 2002 had disposed of them. Id. 37 n. 1.

630
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or how he gleaned such information. 65 Therefore, I conclude that the
Amended Complaint fails to allege the particularized facts necessary to
raise a reasonable doubt as to Moore's ability to exercise his disinterested
business judgment.
Additionally, I note that the Amended Complaint fails to allege any
facts with particularity that would permit me to draw a reasonable inference
that the challenged sales were executed upon the basis and because of nonpublic information. Much is made about the timing and size of the sales.
However, as has been noted,' the Amended Complaint does not assist in
determining whether the pattern of executed trades was the product of an
orchestrated scheme to defraud the market and the Company's shareholders
or good faith adherence to Company policy or consistent with prior
individual practices. Additionally, while several Individual Defendants
disposed of large percentages of their stock holdings, of the four Director
Defendants, only two (Cowan and Moore) can be characterized as having
disposed of a "large" percentage of their holdings. 67 Essentially, Rattner
seeks to impose liability and excuse demand on the basis that the Director
Defendants sold VeriSign stock (or Illuminet options) during the Relevant
Period. If accepted, Rattner's theory would take a step toward the
implementation of the very common law rule warned of in Guttman. It is
a step which I decline to take. Thus, I conclude that, with respect to the
Insider Trading Claims, Rattner has failed to plead with particularity
factual allegations which, at the time this action was filed, create a
reasonable doubt that a majority of the Board was disinterested and
therefore incapable of impartially considering a demand.
B.

The Accounting Oversight Claims

Rattner also claims that demand is excused with respect to the
Accounting Oversight Claims because all of the members of the Board are

65Rattner asserts that "Moore, while in possession of other material adverse non-public
information, sold approximately 995,000 of his privately-held Illuminet stock." Id. 82. Rattner
does not identify that "material adverse non-public information" to which she refers.
66See
supra notes 53-55 and accompanying text.
67
In determining whether demand is excused, I am confined to the controlling complaint
and may consider documents referred to in the complaint when such documents are integral to

a plaintiff's claim or are incorporated into the complaint by reference. In re New Valley Corp.
Deriv. Litig., 2001 WL 50212, at *4- *6 (Del. Ch. Jan. 11,2001). Rattner, in her brief, argues that
the large percentages disposed of by the Individual Defendants support her alleged theory of
insider trading. See Pl.'s Answering Br. at 12 n.7 (citing "2002 Proxy"). However, nowhere in
the Amended Complaint did Rattner allege the total personal holdings of the individual Director
Defendants. Here, the "2002 Proxy," a citation subject to uncertainty, was not referred to in the
Amended Complaint. Also, the document is not integral to Rattner's claim.

20041

UNREPORTED CASES

potentially liable for failure to exercise proper supervision over VeriSign's
financial recording and reporting systems. In this situation, the Rales test,
in examining the "interest" of the challenged directors, asks whether "the
directors face a 'substantial likelihood' of personal liability, [and thus
whether] their ability to consider a demand impartially is compromised
'
....excusing demand."68

Rattner's Accounting Oversight Claims are best described as a type
6 9 claim. As was noted in In re Caremark International
of Caremark
DerivativeLitigation,a claim for failure to exercise proper oversight is one
of, if not the, most difficult theories upon which to prevail.70 In the typical
Caremark case, "[iun order to hold the directors liable, [a] plaintiff will
have to demonstrate that they were grossly negligent in failing to supervise
these subordinates." 7' Here, once again, it is instructive to review not what
facts the Amended Complaint alleges, but what facts the Amended
Complaint fails to allege, with particularity.
The Amended Complaint sets forth vast tracts of quoted materials
from public. sources, detailing wrongdoings in the form of alleged
misstatements. The Amended Complaint also summarizes numerous SEC
rules and regulations, and FASB and GAAP standards. However, conspicuously absent from any of the Amended Complaint's allegations are
particularized facts regarding the Company's internal financial controls
during the Relevant Period, notably the actions and practices of VeriSign's
audit committee.72 The Amended Complaint also is similarly wanting of
any facts regarding the Board's involvement in the preparation of the
financial'statements and the release of financial information to the market.
Rattner calls attention to what she suggests should have been a "red
flag" to the Director Defendants, placing them on notice of the systematic
failure of the Company's internal controls. The Amended Complaint,
relatively briefly, attempts to explain that the Defendant Directors should
have been on notice of certain alleged misstatements, noting that
"VeriSign" purchased companies with large amounts of deferred revenues,
allegedly in order to manipulate its DSO by increasing its deferred revenue
and excluding its accounts receivables, thereby creating the false

68Guttman, 823 A.2d at 501.
6Jn re Caremarklnt 7 Deriv. Litig., 698 A.2d 959 (Del. Ch. 1996).
'° ld.at 967; see also Guttman, 823 A.2d at 505-06.
7
"Seminaris, 662 A.2d at 1355.
72 As has been noted, relevant facts include "whether the company had an audit
committee during that periodI, how often and how long it met, who advised the committee, and
whether the committee discussed and approved any of the allegedly improper accounting
practices." Guttman, 823 A.2d at 498.
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impression of growth.73 Specifically, the Amended Complaint alleges that
DSO were steadily rising from the second quarter of 2000 (DSO of 32)
through the first quarter of 2002 (when DSO peaked at 81), which should
have signaled to the VeriSign directors that something was amiss, given
that VeriSign's revenue stream is "mainly derived from subscription based
products and services (over 85% of revenue) which are recognized ratably
'
and ordinarily should carry a low DSO of 45-50 days or less. 74
However,
it is again important to recall the structure of the Board, in that only one
Director Defendant is alleged to have been a senior manager of the
Company at the time this action was filed. There is nothing alleged with
particularity in the Amended Complaint that would either demonstrate or
permit me to draw the reasonable inference that the Director Defendants
were aware of a possibly onerous elevation in a single financial statistic.75
As has been noted, claimed red flags "are only useful when they are either
waived in one's face or displayed so that they are visible to the careful
observer."76 Thus, the Amended Complaint, in the one instance it alleges
a reason why the Director Defendants could somehow have been aware of
alleged misdoings at the Company, still falls short of pleading with
particularity facts that would excuse demand.
None of these allegations contained in the Amended Complaint
(individually or collectively) pleads with particularity sufficient to sustain
an inference that the Defendant Directors were guilty of gross negligence.
While the Amended Complaint is quick to prattle off numerous alleged
infractions of laws, rules and principles, Rattner never notes the accounting
procedures employed by the Company or the Board's involvement in
VeriSign's financial recording and reporting systems. The only information
one can snare from the Amended Complaint is that there exists a body of
rules regarding the accuracy of recording and reporting financial information which may have been violated. Equally as important, I am unable,
from the face of the Amended Complaint, to determine what role, if any,
the Board or its members played in the internal processes of collecting and
disseminating financial information. The most I can safely admit
knowledge of is that Compton, Chenevich and Kriens were members of the
Audit Committee during the Relevant Period and, thus, that the Company
had an Audit Committee.77 Therefore, I am unable to conclude that a
73

Amended Compl.

74

1d.

75

62.

70.

See In re CitigroupInc. S 'holdersLitig., 2003 WL 21384599, at *2 (Del. Ch. June 5,

2003).

76

1d.
771ronically, these Director Defendants are three of the four directors who were not
alleged to have engaged in insider trading.
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majority of the Board faces a substantial likelihood of liability for failing
to oversee VeriSign's compliance with required accounting and disclosure
standards.78
Finally, Rattner asserts another theory as to why demand is
excused: because "[c]ertain of the Individual Defendants are defendants in
federal securities class action suits... and face a substantial likelihood
...
of liability given the misstatements of VeriSign' [sic] earnings and the
trading in VeriSign stock during the stated class period in those actions."79
Here, too, the Amended Complaint leaves far too much to the imagination.
The only particularized facts contained in the Amended Complaint
regarding the federal securities class action lawsuits are that such suits were
filed and are pending in the Northern District of California. One is left to
guess at which of the Individual Defendants, indeed if any of the Director
Defendants, are defendants in the federal securities class action lawsuits.
These conclusory and cryptic allegations are insufficient to satisfy the
demand excusal requirements of Court of Chancery Rule 23.1.
Thus, a symptomatic and ultimately fatal defect to all of Rattner's
claims is a failure to plead facts with particularity. Here, the cause of this
systematic failure is left to supposition, although one suspects that the "first
to file custom" and the resulting "unseemly race to the court house" may be
at fault.8" In her brief, Rattner noted:
[I]t is unclear from a review of public filings how exactly
Moore's Illuminet options were disposed. Indeed, prior to
filing the Amended Complaint, plaintiffs counsel
requested an explanation from defendants' counsel
regarding Moore's disposition since it is critical to the
demand futility analysis. After taking the matter under
advisement, defendants' counsel refused to provide any
information."'

78To the extent that Rattner alleges intentional wrongdoing by the Director Defendants,
I note that, for the same reasons set forth above, the Amended Complaint does not. allege with
particularity facts that at all show knowing participation by any of the Director Defendants (with
the possible exception of Sclavos as the only management director). I also observe that, in
contrast to Rattner's alternative theories of wrongdoing, the issue of demand futility with respect
to claims of intentional wrongdoing would be judged under the two-pronged Aronson standard.
See supra text accompanying note 35. However, given the highly conclusory nature of the
Amended Complaint, the Amended Complaint fails to plead with particularity demand futility

under either prong.
79

Amended Compl. 102(d).
Rales, 634 A.2d at 934-35 n. 10; see also In re CitigroupInc. S'holders Litig., 2003
WL 21384599, at *1.
8
LP.sAnswering Br. at 12 (citation omitted).
8
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Our cases have consistently advised would-be derivative plaintiffs to utilize
the "tools at hand" before filing complaints.82 In particular, the books and
records provisions of 8 Del. C. § 220 may be quite helpful for derivative
plaintiffs confronted with the need to satisfy the pleading requirements of
Court of Chancery Rule 23.1 .L3They might have been helpful here; Rattner
has never stated whether she availed herself of the tools at hand before
embarking upon what is now discovered to have been an ultimately-at
least in this venue-unsuccessful journey. Thus, both the causes of the
Amended Complaint's deficiencies and whether an often overlooked tool
for plaintiffs could have been useful remain a mystery. What is clear is that
the Amended Complaint fails to set forth particularized facts that create a
reasonable doubt as to the disinterest or independence of a majority of the
Board at the time this action was filed so as to excuse demand.
IV. CONCLUSION
For the foregoing reasons, the Amended Complaint will be
dismissed.84 An order will be entered in accordance with this
Memorandum Opinion.

ST. JAMES RECREATION, LLC v.
RIEGER OPPORTUNITY PARTNERS, LLC
No. 19,346
Court of Chanceryof the State of Delaware,New Castle
November 5, 2003
Thomas P. Preston, Esquire, and David K. Sheppard, Esquire, of Blank
Rome LLP, Wilmington, Delaware, for plaintiff St. James Recreation LLC.

8See Brehm, 746 A.2d at 266-67; In re Citigroup Inc. Shiolders Litig., 2003 WL
21384599, at *1; Guttman, 823 A.2d at 504.
83
See e.g., In re The Walt Disney Co. Deriv. Litig., 825 A.2d 275, 279 (Del. Ch. 2003).
4The dismissal as to Rattner will be with prejudice. See Court of Chancery Rule

15(aaa).
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Andre G. Bouchard, Esquire, of Bouchard Margules & Friedlanders,
Wilmington, Delaware, for defendant Rieger Opportunity Partners, LLC,
Halpern Onterra, LLC, Robert J. Rieger, and Jon L. Halpern.
STRINE, Vice Chancellor

Plaintiff St. James Recreation, LLC ("St. James") entered into a
Membership Purchase Agreement dated May 30, 2001 (the "Purchase
Agreement" or "Agreement") with defendants Rieger Opportunity Partners,
LLC ("Rieger Partners"), Halpern Onterra, LLC ("Halpern LLC"), Onterra
Holding Company, LLC ("Onterra Holding"), and Onterra RV Resorts,
LLC ("Resorts"), by which St. James purchased a 50% interest in Onterra
Holding from Rieger Partners and Halpern LLC. On January 10, 2002, St.
James brought this suit seeking to rescind the Purchase Agreement. St.
James alleged that the principals of Rieger Partners and Halpem
LLC--defendants Robert J. Rieger and Jon L. Halpem, respectively-misrepresented and omitted certain allegedly material facts during
the due diligence process leading up to the signing of the Agreement.'
According to St. James, it justifiably relied upon those misrepresentations
in deciding to execute the Agreement.
In response, Rieger Partners and Halpern LLC (collectively, the
"Rieger-Halpern Entities")- along with Rieger and Halpern-moved to
dismiss St. James's complaint, asserting that several provisions in the
Purchase Agreement barred St. James from reasonably relying upon any
representations outside the scope of that Agreement. In a bench ruling on
August 28, 2002 (the "Bench Ruling"), I granted the motion to dismiss.
By the plain language of a "due diligence" provision in the
Purchase Agreement, St. James represented that it had undertaken any and
all due diligence it deemed appropriate, and had made all investigations it
deemed necessary, when it entered into the Agreement. In addition, the
Purchase Agreement contained an integration clause stating that the
Agreement was the full and final understanding of the parties, "superced[ing] any and all prior agreements, commitments, understandings,
discussions, negotiations or arrangements of any nature relating thereto,"2
Therefore, St. James could not reasonably rely upon oral representations

'Although St. James alleges that the defendants omitted various material facts during
the due diligence process, the parties have focused their arguments on the defendants' alleged
misrepresentations. In discussing the claims asserted against the defendants, I therefore focus
only on the2 defendants' alleged misrepresentations.
Second Am. Compl. Ex. A. (Purchase Agreement), at § 8.10 (the "Purchase
Agreement").
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that any of the defendants had made that were not accorded recognition in
the Purchase Agreement itself.
In that regard, I noted that another provision in the Purchase
Agreement-which St. James overlooked in its original complaint-had
warranted the accuracy of "written materials" that were prepared by the
Rieger-Halpern Entities, Onterra Holding or Resorts and delivered to St.
James. Because this provision provided a basis for St. James to claim
reasonable reliance upon written (as opposed to oral) representations made
during the due diligence process, I allowed St. James to amend its
complaint to plead claims based on misrepresentations contained in written
materials produced during due diligence.
Before the court now is St. James's motion for leave to file a second
amended complaint, which asserts breach-of-contract claims against the
Rieger-Halpern Entities, Onterra Holding and Resorts, as well as fraud
claims against Rieger and Halpern in their individual capacities. The
second amended complaint alleges that, in entering into the Purchase
Agreement, St. James "justifiably relied upon the documents and other
information provided by [Rieger and Halpern] during the due diligence
period, inasmuch as [Rieger and Halpern] controlled all of the information
made available to St. James for the purpose of conducting its due diligence
analysis of the investment opportunity."3 St. James alleges that some of the
information in these documents was false and misleading.
Rieger and Halpern have opposed the motion to amend, asserting
that St. James bargained away its right to assert any fraud claims against
any defendant for representations made during due diligence, even if based
on written materials, and is limited to pursuing breach-of-contract claims
based on specific provisions in the Purchase Agreement. Rieger and
Halpern also contend that, even if the Agreement does not preclude all
fraud claims, it precludes St. James from suing Rieger and Halpern
individually for fraud, because they did not make any of the representations
and warranties in the Purchase Agreement, and did not sign it in their
individual capacities. They contend that the proposed second amended
complaint fails to state a claim against them, and that the amendment is
therefore futile.
In this opinion, I conclude that the Purchase Agreement did not
clearly manifest the parties' intention to preclude fraud claims against
Rieger and Halpern based on written materials produced by them during the
due diligence process. The Agreement limited "what" St. James could
reasonably have relied upon by excluding all oral representations but

3

Second Am. Compl.

61.
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preserved St. James's ability to rely upon representations and warranties in
the Agreement itself or information contained in written materials delivered
to it during due diligence. By contrast, I cannot conclude at the pleading
stage that the Agreement also intended to limit "who" St. James could sue
for fraud. The default rule in American law is that corporate officials may
be held individually liable for their tortious conduct even if they were
acting officially for the corporation in committing the tort. Nothing in the
Purchase Agreement explicitly overrides that rule. The proposed second
amended complaint therefore does not fail to state claims against Rieger
and Halpern individually. Because the proposed amendment is not futile,
St. James's motion for leave to file a second amended complaint is granted.
I. Factual Background4
Onterra Holding is engaged in the business of "acquir[ing] and
operat[ing] parks for recreational vehicles throughout the United States,
using a hospitality model, including uniform management practices,
defined operational standards, centralized management and accounting, and
a network reservation system . . . ." Onterra Holding holds an 81 %
interest in Resorts, which was established to provide management services
for the various RV parks that Onterra Holding would acquire. For purposes
of simplicity, I will refer to Onterra Holding and Resorts collectively as
"Onterra."6 The remaining 19% interest in Resorts is held by Onterra RV
Resorts, Inc. ("RV, Inc."), which is allegedly owned and operated by
unrelated parties and has not been named as a defendant.
Before the transaction at issue in this case, each of the
Rieger-Halpern Entities held a 50% interest in Onterra Holding. St. James
alleges that Rieger and Halpern first solicited it about a possible investment
in Onterra Holding in November 2000.' St. James then began to conduct
due diligence and negotiate with the defendants regarding the proposed
transaction. St. James alleges that, during that process, the defendants
made numerous representations, written and oral, regarding a variety of
'he factual background is drawn from the second amended complaint and the exhibits
thereto.

5

Second Am. Compl. 5. Onterra Holding was previously named HR Onterra, LLC.
For purposes of simplicity, I refer to that entity only by its current name.
6
As is not unusual in transactions of this complexity, the parties dealt with each other
through myriad entities. To the extent possible, I have presented the facts without focusing upon
the intricate ownership structures of the entities involved.
7
In the proposed second amended complaint, St. James makes little effort to identify
precisely which of the defendants did what. Instead, St. James treats the Rieger-Halpern
Entities-and, before the closing, Onterra-as being controlled by Rieger and Halpern. For most
of this discussion, I therefore refer to the defendants collectively as a group.
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aspects of the business that their proposed joint venture would conduct.
According to St. James, the defendants attempted to present Onterra as
ready to pursue a highly developed business strategy. St. James alleges that
it relied upon those representations in entering into the Purchase Agreement
with Onterra and the Rieger-Halpern Entities. That Agreement-which
was dated May 30, 2001, more than five months after due diligence and
negotiations began-provided for St. James to purchase a 50% interest in
Onterra Holding from the Rieger-Halpern Entities for approximately
$527,000.8 Each of the Rieger-Halpern Entities continues to hold a 25%
interest in Onterra Holding.
II. The Original Complaint And The August 28, 2002 Bench Ruling
On January 10, 2002, St. James filed its original complaint against
the defendants, alleging, among other things, that it was fraudulently
induced into entering into the Purchase Agreement by numerous oral and'
written misrepresentations made by the defendants during the due diligence
and negotiation process. 9 On April 10, 2002, the Rieger-Halpern Entities
and Rieger and Halpern moved to dismiss the fraud claims on several
grounds. Most importantly for purposes of this motion, they argued that
various provisions of the Purchase Agreement barred the fraud claims.
Following oral argument on August 28, 2002, this court issued a
Bench Ruling holding that St. James had contractually disclaimed any
reliance upon oral representations allegedly made during the due diligence
process, and that St. James therefore could not assert that it justifiably
relied upon such oral statements in entering into the Purchase Agreement.'
Under Delaware law,justifiable reliance is an element of both common-law
frauds" and equitable fraud. 2 When sophisticated parties contractually
disclaim reliance upon representations not included within the four corners
of the written agreement, fraud claims based on those representations are
barred because any purported reliance upon them is unreasonable as a
matter of law. 3 That is, "Delaware courts have held that sophisticated

8Tbe Rieger-Halpern Entities sold their interests in Onterra Holding to St. James
indirectly. The exact mechanics of the sale are not material to this dispute.
9

St. James now takes the position that its original complaint was grounded in breach

of contract, rather than fraudulent inducement. The precise legal theory upon which St. James
first sought relief is not relevant to the disposition of this motion.
'0 Defs.' Br. Ex. A (Tr. of Bench Ruling, Aug. 28, 2002), at 3-4 (the "Bench Ruling").
"Stephenson v. Capano, 462 A.2d 1069, 1074 (Del. 1983).
123Zirn v. VII Corp., 681 A.2d 1050, 1061 (Del. 1996);
S See Progressive Int7 Corp. v. E.L DuPont de Nemours & Co., 2002 WL 1558382, at
*8 (Del. Ch. July 9, 2002) ("[B]y its own binding contractual representation, [the plaintiff]
precluded its ability to reasonably rely on any oral statements made [regarding subject matter of
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parties may not reasonably rely upon representations that are inconsistent
with a negotiated contract, when that contract contains a provision
4
explicitly disclaiming reliance upon such outside representations." |
The Purchase Agreement, which contained 26 single-spaced pages
exclusive of schedules, has several provisions that affect the ability of St.
James, an indisputably sophisticated party, to claim that it reasonably relied
upon oral representations made during the due diligence process. Section
8.10 is an integration and supersession clause, which reads as follows:
Entire Agreement.
This Agreement (including all the schedules and exhibits
hereto), together with the Exhibits, Schedules, certificates
and other documentation referred to herein or required to
be delivered pursuant to the terms hereof, contains the
terms of the entire agreement among the parties with

written agreement].").
4
' 1d. at *7. See also DCV Holdings, Inc. v. Conagra,Inc., 2002 WL 508343 (Del.
Super. Apr. 1, 2002) (holding that contract provisions stating that sellers are not liable for any
statements not expressly contained within the written agreements barred fraud claims based on
oral statements), rev'd in part on unrelated grounds, 822 A.2d 396 (Del. 2003) (TABLE); Great
Lakes Chem. Corp. v. Pharmacia Corp,788 A.2d 544, 556 (Del. Ch. 2001) ("To allow [the
plaintiff] to assert, under the rubric of fraud, claims that are explicitly precluded by contract,
would defeat the reasonable commercial expectations of the contracting parties and eviscerate the
utility of written contractual agreements."); J.A. Moore Constr.Co. v. Sussex Assoc's Ltd. P'ship,
688 F. Supp. 982 (D. Del. 1988) (applying Delaware law and coming to similar conclusion).
Several federal courts have also held that, as a matter of federal law, integration clauses
and similar provisions can bar fraud claims brought under the Securities Exchange Act and the
rules promulgated thereunder, such as Rule I Ob-5, where those claims are based on
representations outside a written agreement. See Rissman v. Rissman, 213 F.3d 381,384 (7th Cir.
2000) (Easterbrook, J.) (holding that "a written anti-reliance clause precludes any claim of deceit
by prior representations"); HarscoCorp. v. Segui, 91 F.3d 337, 344 (2d Cir. 1996) (holding that
purchaser could not bring fraud claims against seller based on alleged misrepresentations outside
the contract because "in essence, [the purchaser] bought the representations [in the contract] and,
according to [an integration clause and a provision disclaiming representations that are not in the
agreement], nothing else"); Jackvony v. RIHT Fin. Corp., 873 F.2d 411, 416 (1st Cir. 1989)
(Breyer, J.) ("Insofar as Jackvony argues that Hospital Trust's pre-Agreement statements
constitute a contractually binding promise, his argument fails in light of the later written contract,
with its explicit statement that it contains the parties'entire bargain."); One-O-One Enters., Inc.
v. Caruso, 848 F.2d 1283, 1287 (D.C. Cir. 1988) (Ginsburg, J.) ("Were we to permit plaintiffs'
use of the defendants' prior representations (and defendants' nondisclosure of negotiations
inconsistent with those representations) to defeat the clear words and purpose of the Final
Agreement's integration clause, contracts would not be worth the paper on which they are
written." (internal quotation marks and citations omitted)); AES Corp. v. Dow Chem. Co., 157 F.
Supp. 2d 346,352 (D. Del. 2001) (holding that "the 'no representation/non-reliance'clauses in the
agreements between Dow and AES are enforceable" and any reliance upon alleged
misrepresentations not in the agreements was unreasonable as a matter of law), rev 'd on unrelated
grounds, 325 F.3d 174 (3d Cir. 2003).
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respect to the subject matter hereof and supersedes any
and all prior agreements, commitments, understandings,
discussions, negotiations
or arrangements of any nature
5
relating thereto.'
St. James and the other parties to the Agreement also made
numerous representations and warranties. Section 4.7 reads:
Due Diligence.
Purchaseror Purchaser'sagents, have undertaken any
and all due diligence deemed appropriateand have made
all investigations deemed, in Purchaser's sole and absolute
discretion to be appropriate, in making the decision to
enter into this Agreement. Subject to the representations
and warranties set forth in this Purchase Agreement,
Purchaser has received adequate responses to its
16
inquiries.
By its clear terms, § 4.7 is a contractual promise by St. James that
it was satisfied with the due diligence that it had conducted, and that, where
it considered the responses to its due diligence inquiries to be inadequate,
it was relying upon the representations and warranties in the Purchase
Agreement for protection. Therefore, St. James bargained away its right to
claim that it was relying upon any representations made to it during the due
diligence process that were not otherwise encompassed within a specific
provision in the Purchase Agreement. This conclusion is buttressed by the
supersession provision in § 8.10 stating that the Purchase Agreement
"supersedes any and all prior agreements, commitments, understandings,
discussions, negotiations or arrangements of any nature relating" to the
subject matter of the Agreement. 7
Because sections 4.7 and 8.10 were clear, the Bench Ruling held
that St. James could not maintain any fraudulent inducement claims against
any of the defendants based on oral representations allegedly made during
the due diligence process.' 8 On the other hand, I noted that §3.15 of the
Agreement-which St. James did not address in its original

5

Purchase Agreement § 8.10 (emphasis added).
§ 4.7 (emphasis added).
11d. § 8.10.
1

'671d.

' 8Bench Ruling at 3-4.
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complaint-provided a "glimmer of hope" for St. James.1 9 That provision
reads:
Disclosure.
To the Best Knowledge of the Members [i.e., the RiegerHalpern Entities], Company [i.e., Onterra Holding] and
Resorts, neither this Agreement, nor any of the schedules,
attachments or exhibits hereto, nor any other written
material prepared by the Company, Resorts, or the
Members, and delivered to the purchaseror any of its
respective managers,officers, employees, representatives
or agents, containsany untrue statement of a materialfact
or omits a materialfact necessary to make the statements
containedherein or therein, taken as a whole, in light of
the circumstances in which they were made, not
misleading. There is no fact that has not been disclosed to
the parties referred to above of which the Company,
Resorts, or the Members or any of the officers or managers
thereof is aware and which constitutes or could reasonably
be anticipated to result in a Material Adverse Change with
respect to the Company (other than general economic
conditions).20
By this provision, Onterra and the Rieger-Halpern Entities
warranted the accuracy of "written material" prepared by them and
delivered to St. James during the due diligence process. Therefore, § 3.15
preserved some basis for St. James to claim that it was justifiably relying
upon written materials produced during the due diligence process2
(although it also reinforced the conclusion that St. James could not
reasonably rely upon any oral representations).
I therefore dismissed, with prejudice, any fraud claims grounded
in oral misrepresentations allegedly made by the defendants, but allowed
St. James to amend its complaint to assert claims grounded in alleged
misrepresentations of fact contained in written materials within the
definition of § 3.15, with the requirement that it attach to its complaint the
specific documents allegedly falling within the scope of § 3.15 and

' 91d. at 6.
2
OPurchase Agreement § 3.15.
2
'Bench Ruling at 8. Moreover, because § 8.10 states that "the terms of the entire
agreement among the parties" are contained in the Purchase Agreement "and other documentation
referred to [tiherein," and § 3.15 "refer[s] to" written materials delivered during the due diligence
process, statements contained in such materials form part of the terms of the parties' agreement.
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containing such misrepresentations.22 In the Bench Ruling, I did not limit
St. James to pleading breach-of-contract claims based on such alleged
misrepresentations of fact, but explicitly suggested that St. James could
also bring fraud claims based on such alleged misrepresentations.23
III. The Amended Complaint And Second Amended Complaint
On October 11, 2002, St. James filed an amended complaint
asserting breach-of-contract claims against all of the defendants, including
Rieger and Halpern. This time, St. James alleged breaches of § 3.15 and
other representations and warranties in the Purchase Agreement, and
attached as exhibits documents purportedly demonstrating those breaches.
On November 26,2002, Rieger and Halpern moved to dismiss the amended
complaint as to them individually, on the ground that they are not parties
to, and made no representations in, the Purchase Agreement, and therefore
could not be held liable for its breach.
Rather than respond to that motion, St. James moved for leave to
file a second amended complaint. The second amended complaint still
asserts the same breach-of-contract claims against Onterra and the
Rieger-Halpem Entities, but drops those claims as against Rieger and
Halpern. Instead, the second amended complaint asserts claims of
intentional misrepresentation (common-law fraud) and negligent misrepresentation (equitable fraud) against them.
Rieger and Halpern oppose St. James's motion for leave to amend
on the ground that the proposed amendment is futile. They argue that the
prior Bench Ruling precluded St. James from asserting any claims against
them for fraudulent inducement of the Purchase Agreement. This is the
court's opinion disposing of that motion.
IV. Legal Analysis
Under Chancery Court Rule 15(a), a motion for leave to amend
should be granted freely "when justice so requires."24 But, "[the] court
should deny leave to amend a complaint when the amendment would be
22

Bench Ruling at 3-4, 6, 8.

23

Id. at 9 ("[T]he strongest type of fraudulent inducement claim is one based on a

specific breach-of-contractual representation and warranty."). It is not uncommon for fraud
claims to proceed alongside breach-of-contract claims based on the same facts. See, e.g., DCV
Holdings, Inc. v. Conagra, Inc., 2002 WL 508343 (Del. Super. Apr. 1, 2002), rev'd in part on
unrelatedgrounds, 822 A.2d 396 (Del. 2003) (TABLE). The parties have not explored the origins
of that practice in their briefs, either now or in their previous dismissal motion papers.
24
Ct. Ch. R. 15(a).
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futile due to the insufficiency of the proposed amendment."25 That is, the
motion may be denied if the proposed amendment "would waste the time
of this Court and that of the parties... [because it] would immediately fall
to a Rule 12(b)(6) motion to dismiss .... 26 Thus, the motion to amend
will be granted unless it appears with "reasonable certainty" that St. James
"could prevail on no set of facts that can be inferred from the pleadings." 27
In addressing this motion, the court must assume the truthfulness of all
well-pled allegations in the complaint. 28
The issue presented by the present motion is subtly different from
that addressed in the Bench Ruling. In the Bench Ruling, I held only that
the Purchase Agreement limited "what" St. James could justifiably have
relied upon. Because St. James had disclaimed reliance upon oral
representations made prior to closing, it could not maintain fraudulent
inducement claims based on such representations. Here, however, the fraud
claims are based on written materials that allegedly fall within the scope of
§ 3.15, which St. James could therefore justifiably rely upon, at least if
those fraud claims had been asserted against Onterra or the Rieger-Halpern
Entities, which are parties to the Purchase Agreement and made the
representations and warranties contained therein. But, the fraud claims in
the second amended complaint are asserted only against Rieger and
Halpern, and thus the issue presented on this motion is slightly different:
Does the Purchase Agreement not only explicitly limit "what"
representations St. James could justifiably rely upon, but also implicitly
limit "who" St. James can sue for fraud? In other words, even if the
Purchase Agreement does not bar fraud claims against Onterra and the
Rieger-Halpern Entities based on misrepresentations of fact contained in
written materials falling within the scope of § 3.15, might it bar fraud
claims against Rieger and Halpern based on such written materials? I
conclude that it does not.
The default common-law rule is that corporate officials may be
held individually liable for their tortious conduct, even if undertaken while
acting in their official capacity.29 This rule applies to claims of fraud,3 °
2Glaser v. Norris, 1992 WL 14960, at * 14 (Del. Ch. Jan. 6, 1992).
2Fisher v. United Techs. Corp., 1984 WL 8252, at *4 (Del. Ch. Oct. 10, 1984).
27
Solomon v. Pathe Communications Corp., 672 A.2d 35, 38 (Del. 1996).
'8n re USA Cafes, LP. Litig., 600 A.2d 43, 47 (Del. Ch. 1991).
29See, e.g., Donsco, Inc. v. Casper Corp., 587 F.2d 602, 606 (3d Cir. 1978) ("A
corporate officer is individually liable for the torts he personally commits and cannot shield
himself behind a corporation when he is an actual participant in the tort."); Brandywine
Mushroom Co. v. Hockessin Mushroom Prods., Inc., 682 F. Supp. 1307, 1311 (D. Del. 1988)
(same); Stonington Partners, Inc. v. Lernout & Houspie Speech Prods., N.V., 2002 WL
31439767, at *8 n.27 (Del. Ch. Oct. 23, 2002) (same); Brady v. PreferredFloristNetwork, Inc.,
791 A.2d 8,21-22 (Del. Ch. 2001) (same); TV. Spano Bldg. Corp. v. Wilson, 584 A.2d 523, 530
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As St.

[v]arious courts of this State have recognized that executives, directors and officers of an entity can be held
individually liable for the fraudulent or tortious acts which
they, in their official capacities, commit, ratify or approve,
despite the fact that they may have acted as an agent for or
performed for the benefit of that entity at the time the
fraudulent or tortious act was committed, ratified or
approved.32
The crucial question, then, is whether the Purchase Agreement
intended to reverse this default rule. Rieger and Halpern make two primary
arguments why the fraud claims asserted against them are precluded. First,
they insist that the answer to the question of "who" St. James could sue for
fraud is "nobody," because St. James bargained away its right to assert any
fraud claims against any of the defendants, regardless of whether those
claims are based on written or oral representations. Rieger and Halpern
argue that the cases reciting the default rule regarding individual liability
do not "involve[] the application of an integration clause or similar
contractual provision manifesting a party's intention to limit its right of
recourse to the specific provisions in the written agreement."33 Indeed,
Rieger and Halpern interpret the Bench Ruling and the case law upon

(Del. Super. 1990) (same), affdsub nom. T. V. Spano Bldg. Corp. v. Dep 't of NaturalRes. & Envtl.
Control, 628 A.2d 53 (Del. 1993). See also 3A William Meade Fletcher et al., Fletcher
Cyclopedia of the Law of Private Corporations § 1135 (perm. ed., rev. vol. 2002) ("Under the
responsible corporate officer doctrine, if a corporate officer participates in the wrongful conduct,
or knowingly approves the conduct, the officer, as well as the corporation, is liable for the
penalties .... Corporate officers are liable for their torts, although committed while acting
officially ....); 18B Am. Jur. 2d Corporations§ 1877 (2003) (same); Restatement (Second) of
Agency § 343 (2003) ("An agent who does an act otherwise a tort is not relieved from liability
by the fact that he acted at the command of the principal or on account of the principal ....).
3°See, e.g., Marino v. Cross Country Bank, 2003 WL 503257, at *7 (D. Del. Feb. 14,
2003) (holding that corporate officials may be held personally liable for fraud); Stonington
Partners,2002 WL 31439767, at *8 (same). See also 3A Fletcher, supra note 29, § 1143 ("A
corporate officer or agent who commits fraud is personally liable to a person injured by the fraud.
An officer actively participating in the fraud cannot escape personal liability on the ground that
the officer was acting for the corporation."); 18B Am. Jur. 2d Corporations§ 1882 (2003) (same).
31
See 3A Fletcher, supra note 29, § 1143 ("Negligent misrepresentation may be the
basis for holding corporate agents accountable for their own misfeasance, even though the agents
were at all times acting on behalf of corporate entities.").
32
Pl.'s Reply Br. at 5.
33
Defs.' Br. at 16 n.8.
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which it was based as giving very broad effect to provisions such as
Sections 4.7 and 8.10, such that St. James could only pursue claims based
on alleged breaches of provisions in the Purchase Agreement, such as
§ 3.15. Thus, Rieger and Halpern contended at oral argument that St.
James could not even assert fraud claims against Onterra or the
Rieger-Halpern Entities based on written materials, because St. James is
limited to its breach-of-contract claims.
Unfortunately for them, the Bench Ruling was not nearly so broad
in scope. In that Ruling, I dismissed any fraud claims that were based on
oral representations, not because the Purchase Agreement indiscriminately
barred all fraud claims, but because those claims did not find their basis in
the Purchase Agreement itself or in "written materials" encompassed within
§ 3.15. As such, the dismissed claims were based on oral statements upon
which St. James could not have reasonably relied, and reasonable reliance
is an essential element of a fraud claim. The second ,amended complaint,
however, asserts fraud claims that are based on written materials allegedly
covered by § 3.15, and I explicitly held in the Bench Ruling that § 3.15
allows St. James to claim that it justifiably relied upon such written
materials.34 Neither the Bench Ruling nor the case law upon which it was
based preclude St. James from asserting fraud claims based on written
materials within the scope of § 3.15.
This brings me to Rieger and Halpern's second argument. They
contend that, to the extent that St. James can bring fraud claims based on
written materials, such claims can only be brought against Onterra or the
Rieger-Halpern Entities, but not against Rieger and Halpern individually,
because the Purchase Agreement implicitly limits "who" can be sued for
fraud. Rieger and Halpern note that they did not sign the Agreement in
their individual capacities, and that the Preamble to Article 1H of the
Purchase Agreement indicates that they did not make any of the
35
representations and warranties contained therein. Therefore, they argue,
3Bench Ruling at 8 ("[Section] 3.15 preserves some ... basis for St. James to rely upon
written material that was produced to them.").
35Article III of the Purchase Agreement contains the representations and warranties
made by Onterra and the Rieger-Halpern Entities. The Preamble to Article III specifies which
of these entities were making each of the particular representations and warranties:
The Company, Resorts, and Members, each make the following
representations and warranties to the Purchaser, as of the date hereof, as
set forth below (as to representations and warranties relating to Resorts,
such representations and warranties are made by the Members, the Company
and Resorts; as to representations and warranties relating to the Company,
such representations and warranties are made by the Members and the
Company; as to representations and warranties relating to each of the
Members, such representations and warranties are made by such Member).
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they personally did not make any "representations" upon which St. James
could have relied.
The distinction between the questions of "what" St. James could
rely upon, and "who" it could sue for fraud, is best illustrated by an
example. St. James alleges that the defendants made various representations during the due diligence process that led St. James to believe that
Onterra held an option to purchase a property located in Lake Elsinore,
California. St. James attached to the second amended complaint two
documents allegedly produced by the defendants during the due diligence
process suggesting that the defendants had already acquired that property
and operated it successfully as a prototype for the proposed business plan
(the "Lake Elsinore Documents"). 36 After the closing, St. James allegedly
discovered that "the purchaser of the Lake Elsinore Property was to be
[RV, Inc.], not any entity in which St. James was to have an ownership
interest."3 7 St. James cites the defendants' alleged failure to inform St.
James of this fact during the due diligence process as "evidence of the kind
of wholesale misrepresentations in which Defendants were engaged. 3, 8
Assume that St. James could show that Rieger and Halpern
themselves prepared the Lake Elsinore Documents as officials of the
Rieger-Halpern Entities, and that they personally handed those documents
to St. James's representatives during due diligence.39 Assume further that
St. James could show that Rieger and Halpern personally made oral
statements to St. James's representatives suggesting that Onterra had an
Purchase Agreement Art. III.
3'An undated document entitled "Onterra Outdoor Resorts-Executive Summary,"
which appears to be marketing material for an entity associated with the defendants, states that
"Onterra acquired a 200 space RV Park at Lake Elsinore, California in May 1999. In its first
fifteen months of operations, park revenues have increased substantially." Second Am. Compl.
Ex. 3 (Executive Summary), at 4. Another document, entitled "Onterra Outdoor Resorts-Value
Creation Report," states that one of the "key accomplishments [of] the Onterra Team" was
"[p]rov[ing] [that the] business plan is profitable with the evolution of Lake Elsinore ....
increasing the value of Lake Elsinore by 100%." Second Am. Compl. Ex. 5 (Value Creation
Report, Apr.
16, 2001), at 2.
37
Second Am. Compl. 45. RV, Inc., which owns 19% of Resorts, is allegedly
otherwise unrelated to the defendants.
38
d. But see Second Am. Compl. Ex. 26 (Letter from Robert J.Rieger to Ted W.
Rollins, Mar. 20,2002), at I ("As you certainly are aware from your extensive due diligence prior
to your investment, ... the Operating Agreement of [Resorts], dated as of June 14, 2000, reflects
the intention and agreement of [RV, Inc.] that it contribute those certain management contracts
owned by [RV, Inc.] that [Resorts] desires to receive, which would include the option to purchase
the Lake Elsinore property." (internal quotation marks omitted)).
39
Although St. James alleges that Rieger and Halpern presented the Lake Elsinore
Documents to St. James, the documents themselves do not indicate whether Rieger and Halpern
were responsible for their preparation. Rieger and Halpern have not premised their motion on the
deficiency of the second amended complaint under Rule 9(b).
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interest in the Lake Elsinore property. In this hypothetical situation, the
Purchase Agreement would preclude St. James from bringing fraud claims
against any of the defendants based on the oral statements regarding Lake
Elsinore, because such statements fall outside the definition of "what" St.
James agreed it was relying upon in entering into the Purchase Agreement.
That was the only conclusion reached in the Bench Ruling. But, the
question here is whether the Lake Elsinore Documents-which, by way of
example, constitute "written material prepared by the Company, Resorts,
or the Members, and delivered to the purchaser or any of its respective
managers, officers, employees, representatives or agents" within the
meaning of § 3.15, and which St. James therefore could justifiably have
relied upon-can form the basis of fraud claims against Rieger and
Halpern.
The Purchase Agreement does not explicitly state that the parties
intended to preclude the assertion of fraud claims against Rieger and
Halpern in their individual capacities. Although the Preamble to Article lH
specifically delineates which of the corporate entities were making each
particular representation and warranty in that Article, Rieger and Halpern
wish to read a deeper meaning into the Preamble to Article III, which
insulates officials of the entity making a representation from personal
liability for fraud. This deeper meaning-which reverses the default rule
of common law holding corporate officials individually responsible for
torts committed in their official capacity-does not emerge readily and
unambiguously from the Purchase Agreement. A more likely intent was to
make sure that, for example, Resorts was not subject to breach-of-contract
claims based on representations made by Onterra Holding or the RiegerHalpern Entities simply because Resorts was also a party to the Purchase
Agreement. If St. James can show that Rieger and Halpern personally
committed fraud by causing the Rieger-Halpern Entities to transmit
important written materials during due diligence that were false, then the
Purchase Agreement does not clearly immunize them from personal
exposure. Although I do not foreclose Rieger and Halpern's contrary
reading as a possible interpretation of the Agreement, it is not the only
plausible one and therefore it cannot sustain denial of the motion to amend.
Of course, the mere fact that St. James may justifiably rely upon
written materials falling within the scope of § 3.15, such as the Lake
Elsinore Documents, is insufficient to hold Rieger and Halpern personally
responsible for deficiencies in those materials. Rather, St. James must
show that Rieger and Halpern were "actual participants" in the alleged

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 29

fraud.4" Thus, under Chancery Court Rule 9(b), St. James will have to
show, for each particular alleged misrepresentation of fact contained in
written material encompassed by § 3.15, and for each of Rieger and
Halpern, that Rieger and/or Halpern knew or should have known that the
written material contained such misrepresentations, and that Rieger and/or
Halpern was responsible for the delivery of the written material to St.
James or its agents. 41 Rieger and Halpern have not attacked the sufficiency
of the proposed second amended complaint on this ground, however, and
its adequacy in those respects need not be considered now.
V. Conclusion
For the foregoing reasons, the plaintiffs motion for leave to file a
second amended complaint is granted. IT IS SO ORDERED.

4°See, e.g., Donsco, Inc. v. CasperCorp., 587 F.2d 602,606 (3d Cir. 1978) (stating that
actual participation in wrongful acts is "crucial predicate" to imposition of individual liability);
3A Fletcher, supra note 29, § 1135 ("[M]ore than mere knowledge may be required in order to
hold an officer liable. The plaintiff must show some form of participation by the officer in the
tort, or at least show that the officer directed, controlled, approved, or ratified the decision which
led to the plaintiffs injury.").
41
The American Jurisprudence volume on Corporations states:
To fasten personal liability upon a corporate officer for fraud, it must be
shown that he knew or should have known that the statement was false, that
he intended it to be acted upon by the parties seeking redress, and that it was
acted upon to the injury of the party ....
.. .One seeking to impose liability for fraud upon an agent,
officer or employee of a corporation as an individual.., must both allege
and prove facts sufficient to impose liability upon him as an individual
defendant. This is particularly true when, for example, two or more agents
are involved and the facts relating to liability are different as between them,
with the result that one or more agents might not be held to be individually
liable for the fraud, depending upon such facts.
18B Am. Jur. 2d Corporations§ 1882 (2003).

