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Delaware Supreme Court Clarifies That Plaintiffs Must Plead a
Non-Exculpated Claim of Breach of Fiduciary Duty to Survive
Motion to Dismiss, Even Where Entire Fairness Applies

Last week, the Delaware Supreme Court cleared up a confused area of the law and held that in a stockholder
suit challenging an acquisition by a controlling stockholder, a plaintiff seeking monetary damages from
independent directors who negotiated and approved the merger must allege with specificity that each director
protected by an exculpatory charter provision breached their duty of loyalty or good faith, even where
Delaware’s stringent entire fairness standard of review applies to the court’s evaluation of the transaction.

In re Cornerstone Therapeutics Inc. and In re Zhongpin Inc. S’holders Litig. both involved squeeze-out
mergers led by significant, if not controlling, stockholders, the terms of which had been negotiated by
independent special committees of the respective boards and ultimately approved by a majority of the minority
stockholders. Plaintiffs sued not only the controlling stockholder and its affiliated directors, but also the
independent directors who had negotiated and approved the mergers. Neither transaction qualified for the
deferential business judgment standard of review available under Kahn v. M&F Worldwide Corporation and
the Court of Chancery therefore held that the stringent “entire fairness” standard—requiring the controlling
shareholder who is the proponent of the transaction to carry the burden of proving that the deal is fair to the
minority stockholders—was applicable. Although both companies had adopted a charter provision pursuant to
Section 102(b)(7) of the Delaware General Corporation Law that exculpated directors from claims for damages
to the fullest extent permitted by Delaware law, the Court of Chancery held that claims for breach of fiduciary
duty against independent directors survive a motion to dismiss whenever the entire fairness standard applied to
the transaction, even if the claims against the independent directors were covered by the exculpation provision
in the target’s charter. On appeal, the Supreme Court disagreed and held that:

» A plaintiff must plead non-exculpated claims against each particular director for a complaint to
survive dismissal with respect to that director, regardless of the standard of review applicable to the
transaction — The Supreme Court held that even if plaintiffs can plead facts supporting the application
of the entire fairness standard to the transaction, and thus the allegedly-interested fiduciaries were
automatically subject to a duty of loyalty claim, it does not follow that all of the independent directors
are also subject to such a claim. As to the independent directors who enjoy the benefit of an
exculpatory provision, plaintiffs must plead facts indicating that the director breached the duty of
loyalty (i.e., he or she was interested in the transaction or otherwise acted in bad faith) in order for the
claim against such director to survive dismissal.

» Independent directors are entitled to the protection of the business judgment rule in controlling
stockholder transactions unless the plaintiff pleads facts that the presumption should not apply — The
Supreme Court stated that holding otherwise would “create more harm than benefit for minority
stockholders” because independent directors would then be incentivized to avoid serving on special
committees or to reject transactions “solely because their role in negotiating on behalf of the
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stockholders would cause them to remain as defendants until the end of any litigation challenging the
transaction.”

This opinion emphasizes that independent directors who fulfill their fiduciary duty of care should be free to
approve a transaction that is in the best interests of the stockholders, even when such transaction involves a
controlling stockholder.
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