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A stockholder plaintiff seeking to bring derivative claims on behalf of a corporation must choose one of two
paths. The shareholder makes the threshold directional decision whether to: (1) make a pre-suit demand on
the board of directors asking it to pursue the alleged claim, or (2) initiate litigation, purportedly on behalf of
the corporation, and allege that pre-suit demand is excused as futile. If a shareholder makes a demand on the
board rather than alleging that demand is excused, in litigation challenging the demand refusal the law deems
the shareholder to have conceded that a majority of the board is disinterested and independent for purposes
of reviewing the demand. This in turn limits judicial inquiry to the due care and good faith of board
consideration of the demand. When the board delegates to a special committee the consideration of a
stockholder pre-suit demand, the question arises whether the stockholder’s tacit concession of the full board’s
ability to consider the demand impartially extends to the committee. In City of Tamarac Firefighters’ Pension
Tr. Fund v. Corvi, 2019 WL 549938 (Del. Ch. Feb. 12, 2019), Delaware Vice Chancellor Kathaleen S.
McCormick ruled that the “tacit concession” arising from pre-suit demand does not extend to the members of
the special committee, so that a court evaluating whether plaintiff has offered particularized allegations of
wrongful demand refusal may consider whether a committee to which demand review is delegated in fact
conducted a reasonable investigation in good faith.

Background

Of the two potential paths available to a stockholder seeking to pursue derivative litigation—alleging demand
excusal with particularity or making a pre-suit demand—*“the former is a steep road, but the latter is ‘steeper
yet.”” Corvi, 2019 WL 549938, at *5. Once demand has been made, the shareholder lacks standing to pursue a
derivative claim unless and until the board wrongfully refuses to assert the claim. By making pre-suit on the
board, the stockholder tacitly concedes the disinterest and independence of a majority of the board members
in responding. If demand is refused, the “tacit concession” by plaintiff that a majority of the board can fairly
respond narrows the court’s inquiry to the board’s good faith and the reasonableness of the investigation, i.e.,
business judgment rule review. There is no prescribed procedure that a board must follow when investigating
a demand under Rule 23.1. To survive a motion to dismiss, plaintiff must plead with particularity facts
sufficient to create a reasonable doubt that (1) the board or special committee decision to deny the demand
was consistent with its duty of care to act on an informed basis (i.e., was not grossly negligent); or (2) the
board or special committee acted in good faith, consistent with its duty of loyalty. Ordinarily, the plaintiff is

*Joseph M. McLaughlin is a Partner and Shannon K. McGovern is an Associate at Simpson Thacher
& Bartlett LLP.

PAGE 1



Simpson

not entitled to discovery in the derivative action in seeking to meet the particularized pleading requirements
of Rule 23.1.

‘Corvt’

In Corvi, a stockholder of United Continental Holdings, Inc. sought rescission and return of amounts paid
under the company’s separation agreements with certain executives entered into after government
investigations into alleged bribery involving the CEO. Plaintiff made two pre-litigation demands on the United
board. It made an initial pre-suit demand on the board to recoup compensation from the CEO and the other
United executives and modify its clawback policies. The board delegated consideration of the initial demand
to a special committee of ten independent directors. Five of the ten committee members also had previously
negotiated and approved the separation agreements with the executives. The special committee considering
the demand retained the service of the same counsel it had used in negotiating the separation agreements.
Five months after receiving the demand, the committee rejected it in a letter detailing its significant
investigation.

Asserting wrongful demand refusal, the stockholder plaintiff sued the CEO and the 15-member board alleging
breach of fiduciary duty and waste, arguing that the board was grossly negligent in delegating the demand to
the same special committee initially formed to oversee the company’s response to government investigations
into the bribery allegations. The plaintiff argued that the board’s delegation of the demand to the committee
was grossly negligent (and therefore not protected by the business judgment rule) because, having approved
the separation agreements, the special committee could not impartially consider whether payments made
under the agreements should be clawed back. After defendants moved to dismiss the putative derivative
complaint, plaintiff issued a supplemental demand, which prompted the special committee to form a
subcommittee comprising five of its members who were not on the special committee (or the board) when the
separation agreements were approved. The subcommittee used the same counsel the full committee had used
on the initial demand. Two months after receiving the supplemental demand the subcommittee rejected it,
citing the findings of the government investigations, the challenges of successfully rescinding the separation
agreements, and the disruption to or distraction from the company’s business that the demanded litigation
would cause.

Defendants sought dismissal of the putative derivative complaint under Rule 23.1, arguing that Spiegel v.
Buntrock, 571 A.2d 767 (Del. 1990), limited the court’s demand refusal review to the good faith and
reasonableness of the committee’s investigation, and precluded examination of committee-level conflicts of
interest. In Spiegel, the board had formed a committee to respond to a plaintiff’s pre-suit litigation demand.
The Spiegel plaintiff argued that the board’s formation of the committee was a concession that the board was
conflicted on the subject of the demand. The Delaware Supreme Court rejected this argument, stating that
“[t]he same standard of judicial review is applicable when a board delegates authority to respond to a demand
to a special litigation committee. The issues are solely the good faith and reasonableness of its investigation.”

In Corvi, the Court of Chancery rejected defendants’ assertion that Spiegel precluded evaluation of
committee-level conflicts, concluding “that the plaintiff’s tacit concession does not establish for all purposes
the disinterest and independence of every member of the board.” The concession only acknowledges that a
majority of the full board would have been capable of considering a demand. Delaware law requiring courts to
consider director bias or self-interest when evaluating whether a board acted in good faith when responding to
a demand, the court reasoned, also required the court to consider whether the board acted with due care and
in good faith when delegating demand review to a special committee. The court’s evaluation into good faith
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and due care must include “whether the members of the committee were ‘biased [or] lacked independence,’ in
addition to whether the committee conducted a ‘reasonable investigation.” To bolster its conclusion, the court
offered an extreme hypothetical of a board with nine independent directors and the CEO: A stockholder
demands that the board claw back the CEO’s compensation; the board establishes a one-person special
committee consisting of the CEO and empowers the committee to respond to the demand; the CEO refuses
the demand. “[I]t is easy to understand,” the court stated, “why the board’s decision to delegate the litigation
demand to the CEO could be grossly negligent or evidence of bad faith. A court can only reach this conclusion,
however, by analyzing whether the CEO is conflicted. Under Defendants’ reading of Spiegel, the making of
demand would concede even the disinterestedness and independence of the CEO, such that a reviewing court
would have to blind itself to the obvious conflict that the CEO faced when considering the demand.”

As the application of these principles in Corvi shows, the stockholder’s burden to allege wrongful demand
refusal remains daunting. A putative derivative plaintiff challenging a demand refusal by a special committee
with delegated authority to review the demand must allege particularized facts creating a reasonable doubt
that the board acted with due care (i.e., was grossly negligent) in authorizing the special committee to
consider a stockholder demand. The court’s evaluation of such allegations may entail consideration of
allegations that the special committee was incapable of acting disinterestedly and independently in
responding to the pre-suit demand. In Corvi, the court rejected plaintiff’'s argument that certain committee
members’ prior involvement in the decision to approve the separation agreements compromised their ability
to consider a demand impartially, in the absence of any facts suggesting “a financial or personal benefit.” As to
the initial demand, the court held that no special committee member was conflicted concerning the request
that the board exercise rights under the clawback provisions which had been in place prior to their board
service: “A person is not conflicted when deciding whether to exercise a contractual right for which that
person negotiated, at least not by reason of the fact that the person negotiated for the right.” As to the
supplemental demand, the court noted that none of the five directors on the second subcommittee were
involved in the decisions to approve the separation agreements, which negated plaintiff’s prior-involvement
theory as to the supplemental demand.

Conclusion

In addition to reminding practitioners of the steep burden facing a derivative plaintiff seeking to plead that a
board wrongfully refused its pre-litigation demand, Corvi provides guidance on several recurring aspects of
board responses to demands. A court’s demand refusal analysis may consider particularized allegations
addressing whether directors (or a committee) acted disinterestedly and independently when investigating
and responding to a stockholder demand. It is important to eliminate or neutralize any potential basis for
subsequent challenge the independence of any committee member or its counsel. Whether board member or
special committee member, any director participating in the review process should have no material personal
interest in the relevant underlying transaction or face a substantial risk of personal liability arising from the
transaction (and must be independent from any person who has such interests). Corvi illustrates that
plaintiffs asserting wrongful demand-refusal also will look for potential conflicts arising from director
involvement in the negotiation or approval of the relevant transaction. Particularly when recusal of certain
directors does not alleviate conflict concerns, this leads some boards to appoint a new director or directors
with no connection to the transaction to evaluate a demand. But Corvi further teaches that whether director
“prior involvement” exists and presents conflict concerns depends on the facts, including what aspect of
transaction is challenged.
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The importance of conflict-free counsel to the board or demand review committee prominently features

in Corvi—the selection of qualified and independent counsel goes directly to consideration of the board’s due
care in responding to the demand. For most demands, under board or committee supervision independent
counsel takes a leading role in structuring and performing the investigation. Counsel properly may do the
heaviest lifting, including the formulation of search terms for documents, the initial review and culling of
documents, and if appropriate even conduct all of the witness interviews—as long as counsel receives
adequate input and direction from the board or review committee.

This article is reprinted with permission from the June 12, 2019 issue of the New York Law Journal. © 2019 ALM Media
Properties, LLC. Further duplication without permission is prohibited. All rights reserved.
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