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UNITED STATES DISTRICT COURT
FOR THE NORTHERN DISTRICT OF ILLINOIS
EASTERN DIVISION

MARVIN H. MAURRAS REVOCABLE TRUST and
YONGQIAN ZHAO, derivatively on behalf of
ACCRETIVE HEALTH, INC, 12C 3395

12 C 6019
Plaintiffs,

Judge Feinerman

)

)

)

)

)

)

VS. )

)

EDGAR M. BRONFMANJR., J. MICHAEL CLINE, )
STEVEN N. KAPLAN, STANLEY N. LOGAN, )
DENIS J. NAYDEN, ARTHUR H. SEHGEL lll, and )
MARY A. TOLAN, MARK A. WOLFSON, )
)

Defendants, )

)

and )

)

)

)

)

ACCRETIVEHEALTH, INC.,

Nominal Defendant

M EMORANDUM OPINION AND ORDER

In these consolidated shareholder derivative lawsuits, Marvin H. Maurrasa®éoc
Trust(“Maurras Trust”)and Yonggian Zhao claim on behalfddminal Defendanfccretive
Health, Inc., thafccretive’s directors-Edgar M. Bronfman, Jr., J. Michael Cline, Steven N.
Kaplan, Stanley N. Logan, Denis J. Nayden, Arthur H. Spiegel Ill, Mary A. Tolan, arkdAla
Wolfson—violated fiduciary duties they owed Accretive under Delaware law and breached
federal secuties law. In particular, thel 30page four-count consolidated verified shareholder
derivative conplaint allegs that Defendantg1) breached their duties of loyalty and good faith
by knowingly causing or permitting Accretive to violate various state atetdélaws with the

result that Accretive’s stock value plummeted wheraitegyed violations came to ligh2)
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breached theifiduciary duty to maintain internal controls regarding Accretive’s d@npe with
federal and state healthcare, debt ctilbe; and consumer protection Igw8) madeuntrue
statements or omissions of material fact in connection with the purchase drAatective
stock, in violation of § 10(b) of the Securities Exchangedkd934 15 U.S.C. § 78j(b), and
SECRule 10b-5, 17 C.F.R. 8 240.18band (4) breache®l 29(b) of the Securities Exchange
Act, 15 U.S.C. § 78cc(b), by receiving incentive compensation and feeswatgeng 8 10(b)
and Rule 10b-5. Doc. 72Jnless otherwise noted, all docket references are toX2a8e3395.

Defendants have moved to dismiss the complamfailure toadequately allege demand
futility underFederal Rulef Civil Procedure23.1(b)(3)(B)and, alternatively, for failure to state
a claim upon which relief can be granted. Doc. B8e complaint is dismissed for failure to
adequately allege demand futility, but the dismissal is without prejudice and awthtkzefile an
amended complaint.

Background

In considering the motion to dismiss, the court assumes the truth of the complaint’s
factual allegations, though not its legal conclusidBeseMunson v. Gae{z73F.3d 630, 632
(7th Cir. 2012). Besides the complaint itself, the court must consider “documechedtta the
complaint, documents that are critical to the complaint afiedresl to in it, and information that
is subject to proper judicial notice,” along with additional facts set forth intPisiifrief
opposing dismissal, so long as those facts “are consistent with the pleadbegsosky v. City
of Chicagg 675 F.3d 743, 745 n.1 (7th Cir. 2012). The facts set batibw are stated as
favorably to Plaintiffs as permitted by the complaint and the other materiatagnsioned, with
all reasonable inferences drawn in Plaintiffs’ favBeeWestmoreland Cnty. EmRBet.Sys. v.

Parkinson __ F.3d __, 2013 WL 4266586, at *8 (7th Cir. Aug. 16, 2013) (in evaluating whether



plaintiffs in a derivative suit have adequately pleaded demand futility,ifdenences
reasonably drawn from the factual allegations of the complaist be viewed in the light most
favorable to the plaintiffs”) (quotinin re Abbott LabsDerivative Sholder Litig, 325 F.3d 795,
803 (7th Cir. 2003)).

The distinction between factual allegations that must be taken as true andagnclus
asseribns that must be ignored is crucial to the resolution of this moktaintiffs repeatedly
submit that their theory of demand futility restoton the premise that Defendants were unaware
of Accretive’s ongoing (alleged) legal violations due to inadequate reportirfgamems, but on
the premise that Defendantenew about [Accretive’s] violations of debt collection and health
privacy laws, but decided to forego costly compliance and put short-term unlawfubgae a
the interest of [Accretive].” Doc. 108 at 3ge also idat 32 (“the Court must apply the
Aronsontest [for demand futility] because Plaintiffs allege that a majority of AccrstiBeard
had actual knowledge of illegal wrongdoing, yet consciously decided not to takéeas to
prevent or remedthe situation”)jd. at 35 (“Plaintiffs do not allege mere lack of oversight, and
no fair reading of the Complaint supports that conclusjod.)at 36 (“Here, Plaintiffs provide
particularized facts that the Individual Defenddatswabout [Accretives] unlawful debt
collection practices and systematic violations of patient rights and yet failecetartglaction to
prevent or remedy the issuesif); at 39 (“the Individual Defendants knowingly permitted
Accretive to systematically violate numerowebticollection and patient privacy laws in its quest
to maximize shorterm profits at the expense of the |aegm value of the Company”)As
discussedh detailbelow, Plaintiffs have adequately alled)that Accretive broke the law. But
given Plaintiffs’ theory of demand utilityesolution otthis motion turns on whethé&aintiffs

have adequately allegéioltthe Defendants other than Tolan Isadficientknowledge of



Accretivés illegal actionsand yet consciouslsefrained from takingteps to remedthe

situation Because this is a long opinion, and in an effort to most clearly set forth the court’s
rationale forconcluding that demand futility has not been adequately alleged, the Background
section will address certapleading issues when recounting certain of the complaint’s key
allegations.

Accretive’s business and histanAccretive is a Delaware corporatitimt is publicly
traded on the New York Stock Exchange. Doc. 72 at  21. Accretive is a debt collect®r whos
business is contractingitiv hospitalsto collect payments frorther patients and their insurers.
Id. at 3. Accretive is distinguished from run-of-th@H debt collectors by its use pfivate
patient data tonake predictions about individual patients that gilide its debcollection
practices and by its integration of its debt collection services interttire cycle of healthcare
provision; in Accretive’s words, it offers erd-end “revenue cycle management services” to
help hospitals “more efficiently manage theireaue cycles, which encompasgtient
registration, insurance and benefit verification, medical treatment documeraad coding, bill
preparation, and collectionsld. at {31. Accretive’s board of ilectors consists of the eight
individual defendantsand one director emeritus, who is not permitted to vote and who will not
be mentioned againd. at 21. One defendantMary Tolan, is both a director and éetive’s
CEOand Presidenthe other sevenaflendants are outside directors, meaning thgtahe not
Accretive officers.ld. at 122-29. Accretive also has an Audit Committee, which during the
period of alleged wrongful conduct (November 2010 through November 2@k2pmposed of
Logan, Kaplan, and Wolfsorid. at{2, 265.

Accretive wadormed in 2003 by two private equity and hedge fund firms, Accretive

LLC (“Accretive LLC,” to distinguish it frormominal defendamccretive Health, Inc., whicls



referredto as “Accretive”) and Oak Hill Capital ManagemddtC. Id. at § 32. These two
firms have controlled Accretive throughout its existence: they hired Tolan todretie’s
founding CEO, each firm has tvad its officers on Accretive’s 8ard Bronfman, Cline,
Nayden, and Wolfson), and they continued to wield influence through their ownership of a
substarial portionof Accretive’s stock Ibid. Accretive held an initial public offering in May
2010 and a second public offering in March 20Id..at 133, 36. Most of theefendants—
Tolan, Cline, Bronfman, Nayden, Wolfson, and Spiegelade millons of dollars each from
sales of Accretive stocKd. at 1933-38.

Defendants’ debt collection historyThe complaint details the “tarnished history
regarding debt collection practices” of one of Accretive’s two foundimgsfi Accretive LLC
Id. at §139-44. In short, Accretive LLC got in trouble witie MinnesotaAttorney Generalin
2009 after buying substantial ownership and control stakes in both a Minnesota-basstbarbitr
company which handled many consumer credit card collections arbitrations, and a major debt
collection agencyld. at{{ 39-40. Théttorney Generahlleged that the arbitration company
misled consumers and the public by holdisglit out as a neutral forudespite its extensive
crossties with Accretive LLC ands debt collection firm, which created a conflict of interest.
Id. at 141. Soon thereafter, the arbitration company left the consumer arbitration basidess
the debt collector filed for bankruptcyd. at 42. Plaintiffs submit that Bronfman, Gé,
Nayden, Wolfson, and Tolan were familiar with these transactions and with theeittor
General’'sobjection to them, and therefore “were aware of the highly regulatory history in
Minnesota regarding debt collection practices and of the Minnesota AttGereeral’s
successful tigation against [the arbitration company] They knew that Lori Swanson, who

was elected Attorney General in 2006 anélexted for a fouyear term in 2010, would not



tolerate fast and loose debt collection practices thaeth@nsumers in her statdd. at 144.
This personal knowledge and experience could be relevant here because a ceattiahaithe
this lawsuit, discussed below, is that Defendants failed to monitor Accretietycirough to
prevent it from engaging in unlawful debt collect practices, or even that Defendakiew
about those practices but did nothing to stop them.

The Fairview contracts Fairview Health Services is a noofit that owned several
hospitals in Minnesotat all relevant timeand had fiscal year 2010 revenues of around $2.8
billion. Id. at 45. Accretive’s business relationship with Fairview was formed through two
contracts made in 2010d. at 46. The firstvas the “Revenue Cycle Operations Agreement”
(“RCA”) signed in Mart 2010. Ibid. Under the RCA, Fairview outsourced dayday revenue
cycle operations (that is, billing and debt collectitmAccretive; Fairview executed a power of
attorney to empower Accretive to make billing decisions on its behalf as reldiksditare,
Medicaid, and thirgarty insurers.bid. In 2011, Accretive’s revenue under the RCA was
around $100 million, which was roughly 12% of Accretivigial revenue that yearbid.
Accretive received both a base fee and incentive payments from Fairviewrtasimg the
percentage of the money owed to Fairview by patients and their insurersathacttually paid.
Id. at 48. The RCA empowered Accretive to control, reassign, and fire Fairview engsloye
associated with the revenue cycld. aty 47. Accretive’s RCA with Fairview was one of
approximately fifty similar agreements Accretivad with other hospital groups in the United
States.ld. at 52.

The second contract between Accretive and Fairview was the “Quality and Tadtaf Cos
Care”contract ("QTCC"). Id. at 153. Plaintiffsdescribe the QTCC as “Accretive’s crown jewel

and the template for its future business plan”; Fairview was the first (aad e fonly) client to



sign a QTCC with Accretive, but Accretive hoped that the Fairview QTCC would asra

model to be duplicated with other hospitald. at 1153, 56. The QTCC greatly increased
Accretive’s integration into Fairview’s business by allowing Accretive tsaBairview in
negotiations with HMOs and insurers, to manage health risk assessmentsefus pti

automate care plans, to manage the pharmacy, and to decide the duration of heygpital st
Fairview patients.d. at 153. The QTCCalso allowed Accretive to rate and assess the financial
performance of Falew’s doctors, to assign patients to various risk categories, and to pay
incentives to the more “efficient” doctobsised on their patients’ risk scordg. at 154.

Accretive projected that it would take in $60 million in revenue for every $1 billion in net
revenues to Fairview, with the bulk of this income coming from incentive fdeat {154-55.

The entire Accretivboard (other than Logan, who was not yet a director) approved the
QTCC on October 21, 2010, aftegingextensivéy briefedon itsterms. Id. at § 57. Due to the
QTCC's central place in Accretive’s business model, tegdreceived regular updates on it.

Id. at 60. For example, at the board meeting held on November 2, t(t@bdard was

presented with the QTCCdetails andnformed thatt was expected to cut almost $500 million
in healthcare costs for Fairview by 2016id. As Accretive’s CEQTolanmade severgublic
statements promoting the value to Accretive of the QTCC, and in its FoKfile@ with the

SEC on February 29, 2012, Accretive claimed that it expected to earn $60 million in revenue
from theQTCC each yearld. at 161-62.

Key to the QTCC was a software system called “Accretive@.’at 159. AccretiveQ
took as its inputs highly personal patientadandts outpus were‘risk scores” for use in
managing care plans, pharmacy management, and hospital stay durddibn#\ccretiveQ’s

computer model identified “high priority” patients, those whaatretive viewed as the sickest



5% of the population and expected to account for 50% of healthcare ikndtsThe model also
generated “Willingness to Pay” scores for patients, which incorporatedisepsitient
information such as race, religion, zip code, and medical histbity.

Accretive’sallegedlyunlawful debt collection practicesTo maximize Fairview’s
savings and, concomitantly, its own incentive revenues, Accretive sought to shiftukeat
Fairview in a way that would increase savings and income at the expense dfqaaigeld. at
1 63. For instance, Accretive made Fairview staff understand that if they diollaot money
from patients who were seeking emergency room treatment, they would bddiratlf64.
“Accretive’s moneycollecting techniques included concerted#s to collect from patients
before they were admitted to the hospital, at their bedside, and even in the esnevgan
itself. Accretive and Fairview tracked and graded each Fairview employee babedpatient’s
estimated share of the bill they @adted each week. ... [A]n Accretive manager sent an email to
several Fairview employees after one of them collected a past due balance from aspatremt
‘I witnessed the entire event and it was like poetryd’ at 167.

Accretive prepared scripteifemergency room attendants to use with patients and their
families that were intended to imply (falsely and unlawfully) that the patienldwwt be treated
until the payment was madéd. at §68. A Fairview risk management consultant suggested that
Accretive’s aggressive debt collection practices might be violating trerdemcy Medical
Treatment and Active Labor Act (“EMTALA”), 42 U.S.C. § 1395eldseq, also known as the
“Patient AnttDumping Law,” which requires hospitals to provide stabiliziegitments to
patients with emergency conditions without regard to insurance coveragdatgrtalmhy. Id. at
1 78. Ultimately, Fairview was found to have violated EMTALA and other fedenahpat

protection laws.ld. at §79.



Fairview personnel comgihed that Accretive’s tracking of their collection rates was
demeaning anbdarmful tostaff morale while contributing little to collections, but Accretive Vice
President of Business Development Peter VanRiper replied that “we’ll cotiitiu it asis.

Our experience is that collections performance just doesn’t get to targetpent® without this
level of rigor.” Id. at 170. Plaintiffs’ allegations continue along the lines of the foregoilt.
atf171-78.

Accretive’s debt collection behavior Bhirview’s hospitals and elsewhere resulted in a
large number of civil suits being filed agat Accretive under thigair Debt Collection Practices
Act (“FDCPA”), 15 U.S.C. 8§ 1692t seq, andsimilar Minnesota statuteoc. 72 at 1 80, 85-
88. For example, Accretive was sued for leaving a message about a debt coveddd®rson on
another person’s answering machine, contrary to the FDCPA's prohibition on communigation b
a debt collector with persons other than the deldtbrat 185;seel5 U.S.C. § 1692c(b).
Moreover, despite entering in March 2010 into FBagviewRCA, under which Accretive began
to act as Fairview’s debt collector, Accretive did not become licensed as a detti@molhgency
with the Minnesota Department of Commerce until January 2011. Dat.183.

For purposes of this motido dismissthere is no dispute about thkkegations just set
forth; as it must at the pleadings stage, the courttakk as tru¢hat Accretive engaged in that
allegedconductand that it therebyiglated the FDCPAthe EMTALA, and Minnesota law.The
more important issuis what level of awareness Defendants had cfebdawful activities

Plaintiffs allege that thanlawful practices were in keeping with “the tone at the top set
by at least fie Board members ... —Bronfman, Cline, Nayden and Wolfson—and the CEO
Tolan, who were all more concerned with shertn gain than faithfully stewarding the leng

term interests of” Accretived. at 63, and that “[u]pper management at Accretive, particularl



Defendant Tolan, knew of and approved of this strong arm approdcht”{65. Plaintiffs do

not make angpecific allegations to back up theonclusory statemeng&bout the “tone at the
top”; they do not say, for instance, that Tolan or any otafgrdiant told Fairview employees
that they would be fired if they did not demand pre&tment payments from emergency room
patients, or that thegirected Accretive employees to tell Fairview employees those things.
Rather, Plaintiffs’ specific allegatis are of actions by Tolan’s inferiors, including VanRiper,
Ken Stoll {Vice President of Client ServicggeJim Barry (President of Qualify an emplygee
named Brandon Weber, and an employee named Andrew @Gooskom Plaintiff$ counsel
immaturely and unprofessionally refer as “Andrew ‘I Am Not A’ Croold’ at 1163-64, 66.
Plaintiffs allege that “Barry directlyeported to Defendant Tolan and Crook, in turn, directly
reported to Barry,id. at 165, but absent any factual allegation suggesting that Tolan knew of or
encouraged the illegal practices, one cannot reasonably infer that Barryomkdr©uld have
told Tolan that they were encouraging unlawful behavidrer& is no general rule that corporate
officials are presumed to know everything their subordinates know or tharégygesumed to

be complicit in their underlings’ laavreaking To the contrary, “Delaware courts routinely
reject the conclusory allegation that because illegal behavior occurredalrdentrols must

have been deficient, and the board must have known®esimone v. Barrow®24 A.2d 908,
940 (Del. Ch. 2007). The principle applies even to members of an audit committee or other
subsection of the boar&eeSouth v. Baker62 A.3d 1, 17 (Del. Ch. 2012) (“As numerous
Delaware decisions make clear, an allegation that the underlying cause arateomauma

falls within the delegated authority of a board committee does not support angefdrat the
directors on that committee knew of and consciously disregarded the problem for pafpose

Rule 23.1.”)(citing cases).

10



Plaintiffs alsoallege that “Accretives Boardknew about, and indeed approved the
QTCC contract in October 2010, and yet still failed to ensure that the Comparhenaetyt
minimal requirement of license” to act as a debt collector in Minnesotd. at 183. However,
Plaintiffsdo not allege that the directors were aware that Accretive was opearétiogt a
license and nor do they allege thiie “very minimal”task of compliance with applicable
licensing regimes is the sort of thing tkad rise or should have risen to theabd level.
Drawing such an inference in Plaintiffs’ favor would not be reasonable,ap@ate board is
permitted to assume that direction or oversight from the board is not needed to enshee that
firm’s employees take care of such mundane taSke=in re Pfizer, Inc. Derivative Sec. Litig.
307 F. App’x 590, 593 (2d Cir. 2009) (refusing to infer that the Pfizer board had knowledge of
“the existence of [a scientificiedy] that may have found cardiovascular risks related to [a Pfizer
drug] ... simply because it existed and was related to Pfizer’'s ‘core’dassnin re ITT Corp.
Derivative Litig, 653 F. Supp. 2d 453, 461-62 (S.D.N.Y. 2008)ecting the plaintiffs’
stbmission that the board ofdefense manufacturing company was aware of the company’s
failure to obtain temporary export licengesits night vision goggles, a matter fohich outside
counsel had been retained, where the complaint did not allege that the issue was brbeght to t
board’s attention)ierre v. McGrath 2007 WL 1180650, at *6 (S.D.N.Y. Feb. 16, 2007)
(“Allegations of knowledge explained solely by the directors’ serviadirastors, without more,
are insufficient as a matter of laneven whee, as here, the plaintiff alleges that the matters in
suit relate to the corporation’s ‘core’ businesss8e also In re Caremark Int’l Inc. Derivative
Litig., 698 A.2d 959, 968 (Del. Ch. 1996) (“Most of the decisions that a corporation, acting
through its human agents, makes are, of course, not the subject of director attergaily, the

board itself will be required only to authorize the most significant corpors®atransactions:

11



mergers, changes in capital structure, fundamental changesime$s) appointment and
compensation of the CEO, €fc

Plaintiffs allegethatseveral 6the FDCPA lawsuits escribed in the complaint were
settled and that Defendants, or at least some of gesumably wee aware of the settlements.
Doc. 72at 188. The argument is that the lawsuits (or the underlying violations) constituted
“‘compliance inciderjs] at a B level or higher,” that Accretive’s Director of Internal Audit was
supposed to bring such incidents to the Audit Committee’s attention and presumably did so, that
someDefendants sat on the Audit Committee, and that the Audit Committee would have to
disclose the risk creatday the lawsuits to the entire boaribid. The court takes all this as true
for purposes of this motion: Defendants knew Accretive was being sued for FDCR#ovis|
and could have concluded that theright have beenosne merit to the accusat®nBut all that
means is that Defendants knew about possible prior violations and were on notice of the
possibility of present or future violations; that doesmake it reasonable to inferat
Defendantdiad actual knowledge of ongoing violations, much less that they encowraged
condoned such violationsSeeln re SAIC Inc. Derivative Litig. F. Supp.2d __, 2013 WL
2466796, at *18 (S.D.N.Y. June 10, 2013) (noting that “magnitude and duration [of a company’s
alleged wrongdoing] may h@obativeof whether the Board knew or should have known about a
violation of the law, though these factors will rarely suffice in their owint tig satisfy Rule
23.1’'s requirement ... that plaintiffs allege with particularity actual ortcoctsve board
knowledge,” andefusing to infer that the board had knowledge of the ongoing wrongdoing
solely based on the fact that one project’s costs “baéid from $63 million in 2001 to $700
million by 2010”) (citation and internal quotation marks omittéae Intel Corp. Derivative

Litig., 621 F. Supp. 2d 165, 174 (D. Del. 2009) @ad that even where there is evidence that

12



thedirectors knew of “the ongoing investigations into Intel’s alleged anti-cotivedbusiness
practices,” that alone is “insufficient for the Court to draw the significdarence that the
Directors had constructive knowledge that an alleged failure to respond todtflags would
be a breach of their fiduciary duties,” given that “Plaintiff fails to identihatthe Directors
actually knew about the ‘red flags’ and how they responded to thes®)also Jacobs v. Yang
2004 WL 1728521, at *6 n.31 (Del. Ch. Aug. 2, 2004) (holdingdleatand futility wasot
adequatelypleaded where the plaintiff assertdtt “the current board had knowledge of [the
challenged transactions, which began several years earlier] and failed &r @cdehalf of [the
company] for any wrongdoirip

Given this, the complaint does not adequately allege that Defendants were dihsivaul
been aware that Accretive was committing FDCPA violations of such magnittal¢hasaten
the company’s relationship with Fairview or its ability to do besfin MinnesotaThe
distinction between actual knowledge of the alleged violations (or intent that theovislati
occur), on the one hand, and the mere failure to monitor for possible violations, on the other, is
significantbecause Plaintiffs’ theoryf demand futility is premiseih substantial part on the
allegation that “a majority of Accretive’s Board hactual knowledgef illegal wrongdoing, yet
consciously decided not to take any steps to prevent or remedy the situation,” antithet tha
board was unaware of illegal wrongdoing due to its failure to institute proper niagitor
mechanisms. Doc. 108 at 32 (emphasis added). Thus, the inquiry turns on the extent of
Defendants’ actual knowledge of ongoing violations. As discussed below, Pidiatké not
adequately pleaded that Defendants other than Tolan possessed the requisitegknowled

The complaint also addressesourtordered agreement between Fairview and the

Minnesota Attorney Gener#hat existed throughout Accretive’s relationship with Fairview and

13



thatplaced further restrictions on Fairview’s (and, by extension, Accrelidelst collection
practices.Doc. 72at 1193-121. These allegations do not add much to those just discussed, so a
brief summary suffices. Fairview became concerned that some of Aetseatebt collection
policieswere putting Fairview in violation of itagreement with the Mnesota Attorney

General Id. at 199. After numerous complaints from Fairview, and responses from Accretive
that Fairview found inadequate to address its concerns, Fairview decidechsititiraits debt
collection business away from Accretive effective January 31, 2adi24t 1119. Shortly

thereaftey Fairviewterminated all relations with Accretivéd. at §120.

Again, the key question for purposes of this motion is not whether Accretive was causing

Fairview to violate its agreement with theriiesota Attorney @neral—Plaintiffs have
adequatehallegedthat it was—but how much Defendants knew about the gravity of the
situation Plaintiffs allege that when Fairview employees began to be concerndathetive
was making them violate tregreement, “[tlhe alarm escalated through Fairview’s organization,
reaching its Board of Directors, and escalated through Accretive’s oatjanizcoming on
numerous times directly to the attention of Defendant CEO Mary Télasmreasonable to infer
that Defendant Tolan briefed the entire Board, the Audit Committee anchbettes four
private equity directors [Cline, Bronfman, Nayden, and Wolfson] about the frustrdtairtbé
Fairview Board was expressing to her about Accretive’s glaring violabiothe law.
Nevertheless, the minutes of the Audit Committee and of the Board of Directorstretidine
Board took absolutely no action to remedy the egregious violations of federal anddaniasv
by Accretive executives and employee&d! at 199 (emphasis added).

Plaintiffs have adequately allegttht Tolan had actual kmtedge of Fairview’s

complaintsand that Accretive had violated the laBut contrary to Plaintiffs’ assertion, it reot

14



reasonable to infer from those facts that Talauld have explained i situationto the board,

and in particular it is not reasonable to infer that she would have toldiné that Accretive

was engaged in “glaring violations of the law.” That the board and Audit Commithees

show that Defendants took no action on the issue does not plausibly suggest that Defendants
werebriefed onthe AccretiveFairview drife and its underlying caesbut decidedo take no
action. SeeWood v. Baun®53 A.2d 136, 142 (Del. 2008) (“Delaware law on this point is clear:
board approval of a transaction, even one that later proves to be improper, without more, is an
insufficient basis to infer culpable knowledge ... on the part of individual directdrsr#g;
Bidz.com, Inc. Derivative Litig773 F. Supp. 2d 844, 856 (C.D. Cal. 2011) (holding that the
allegation that “each individual director had knowledge of the existence of shill bialdBidz,

yet faled to take any action to curb the shill bidding,” did not sufficiently allege demuaitityf
because the plaintiffs “failed to allege particularized facts demonstratinthéhf@irectors]

actually knew about the alleged shill bidding, failed to act in light of such knowleddjejcdso
knowing their conduct breached their fiduciary duties to the company or otheraksetbe

law”) (internal quotation marks omitted) (citirgjone v. Ritter911 A.2d 362, 369-70 (Del.
2006)). More generally, it is notasonable to infer that whenever a comgaag/ violated a law
and the CEO is aware of that violatitne CEO will inform the bard—particularly where, as

here the violationsare alleged to have beparsuant to the CEO'’s plan to put shiemm profits
before principles Doc. 72 at 1 63eeln re Johnson & Johnson Derivative Liti@65 F. Supp.

2d 545, 571-72 (D.N.J. 2011) (refusing to infer that the board had knowledge of an ongoing
violation, even where the CEO “had knowledge of, and responsibility for, and approved and
ultimately as CEO directed the use of the Company’s ... kickback strategy” anecleackd

warning letters from the FDA, reasoning that “[w]ithout allegations that [tH@]GRkared his

15



knowledge with the Board, the Court cannot conelticht the Board was ever aware of the FDA
letters”).

Plaintiffs alscallegethatTolan and otheAccretive executives put together a “Fairview
Accretive Partnership Discussion,” whisét forth“ldeas to Address Issues with AG and Overall
Relationship.” Doc. 72t f1107-109. Among those “ideas” was “Board oversight on
relaionship,” and Plaintiffs allegthat the referenced board is Accretive’s, not Fairviewds.at
1109. But the fact that Accretive’s executives suggested buael oversight aswaay of
addressing Fairview’s concerns with Accretive’s practam®ss not support a reasonable
inference that thboard (other than Tolan) was aware of allegedAccretive misconduct giving
rise to those concerns; to the contraing, fact that the exatives suggested more oversight
reflecs the executives’ view that the board was not aware of the specifics of the Fairview
Accretive strifeat the time théPartnership Discussion” was formulated. Moreoteere is no
allegation that the “board oversigiplan was ever implemented.

Plaintiffs make another attempt to establactual knowledge in § 92 of their complaint:

All of the above [that is, the allegations about various unlawful debt collection
activities including violations of the coudrderedagreement between

Fairview and the Minnesota Attorney Geneledt imposed further

restrictions, Doc. 72 at 1 90] was clearly known by the Individual Defendants.
The Company’s 2010 10-K and the 2011 10-K both stated that “our new
business opportunities have historically been generated througletiaih-
industry contacts of members of our senior managementaedrnoards of
directorsand positive references from existing customers.” The Board also
knew, as stated in both 2010 and 2011 10-Ks, that “in rendering our services,
we must comply with customer policies and procedures regarding charity
care, personngtompliance and risk management as well as applicable
federal, state ahlocal laws and regulations.” Despite their own description

of their duties and responsibilities, and despite the Board’s familiarity with the
RCA and the QTCC contracts, whose execution required that Accretive
adhere to Fairview’s obligations under its agreement with the Minnesota AG,
the Board failed to even oversee that tleenpany was appropriately

registered as a debt collector in the state of Minnesota. Moreover, the Board
knew that under both the RCA, and especially the QTCC contract, Accretive
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would be intimately involved with the operations of the ten Fairview

hospitals. Nevertheless, the Board minutes reveal that neither the Board nor

the Audit Committee took any steps to ensure that Accretive’s debt collection

practices complied with the FairvieMinnesota Attorney General

Agreement.
Doc. 72 at 1 92These factualleegations suppor®laintiffs’ contentions that “the Board failed
to even oversee that the Company was appropriately registered as a debt’taliddioat
“neither the Board nor the Audit Committee took any steps to ensure thativesrdebt
collection practices complied with the” agreement between Fairview anditineddta Attorney
General However,nothing in this passage or the compla@sta wholeaises the reasonable
inference that Defendants actudtlyewof Accretive’s unlawful practices, agpposed to being
simplyignorantof those practicesTrue, nothing in the complaint mecessarilynconsistent
with Defendants’ having knowledge of Accretive’s unlawful activities,rbete consistency
does not suffice; Plaintiffs must make factual gdigons that give rise to a reasonable inference
of knowledge, and they have failed to do SeMcReynolds v. Merrill Lynch & Co., Inc694
F.3d 873, 885 (7th Cir. 2012)Where a complaint pleads facts that are ‘mecslgsistent with’
a defendans liability, it ‘stops short of the line between possibility and plausibility of
entitlement to relief’) (quotingBell Atl. Corp. v. Twomb|y550 U.S. 554, 557 (2007)n re
Capital One Derivative ‘Solder Litig., __ F. Supp. 2d __, 2013 WL 3242685, at *17 (E.D. Va.
June 21, 2013) (“It is not enough for plaintiffs to plead that the directors as a whole became
aware of the red flags because they were disclosed in the financial statelamtiffs must
plead with particularity that each individual directeas aware of the red flags.1 re Forest
Labs., Inc. Derivative Litig.450 F. Supp. 2d 379, 387 (S.D.N.Y. 2006) (“Because Rule 23.1

requires particularized allegations, the pleading standard is higher thaarti@rdtapplicable to

a pleading subjeéd¢o a motion to dismiss pursuant to Rule 12(b)(6).”).
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Finally, Plaintiffs allege:

All five Defendants affiliated with Accretive LLC (Defendants Cline,

Bronfman, Nayden, Wolfson and Tolan) knew about the importance to the

Minnesota Attorney General of detollection practices from their prior

experience of the Attorney General’s lawsuit that effectively dismantied th

Forum. They also knew of the critical importance of the Fairview contracts to

the Company’s revenue. ... Despite this knowledge and in loifabeir

fiduciary duties of loyalty to the Company, these five directors neglécte

see that Accretive took any meaningful steps at all to comply with Minnesota

law in its implementation of the Fairview contracts.
Doc. 72at 1121. Thisallegationdoes not suggest that Defendants were actually aware of
Accretive’s violations, but merely that they should have taken steps that would hadey¢hea
aware through better monitoring and compliance systems, and yet failed to do so. rin othe
words, it is pecisely the kind of allegation that Plaintitfssclaimmaking in support of their
position on demand futility. Doc. 108 at 35 (“Plaintiffs are not asserting that thd Bwatered
itself blissfully unaware of Accretive’s ongoing violations by havirepiequate reporting
mechanisms”)id. at 32, 36, 39.

Accretive’s allegediolations of patent privacy laws As mentioned above, Accretive
possessed a great deal of highly sensitive personal medical and finafiocrabtion about
patients at the hospitals it contracted witboc. 72at §122. That sort of data is subject to
privacy protection laws that rafate the steps that firnmssessg thedata must take to prevent
it from being obtained by persons not authorized to see or use it; among theaecsldlae Health
Insurance Portability and Accountability Act of 1996 (“HIPAA”), 42 U.S.C. § 13&0skq, and
the Health Information Technology for Economic and Clinical Health Act{B@H Act”), 42
U.S.C. 8§ 1792%t seq, dong withregulations promulgtedthereunder.Plaintiffs allegethat

Accretive violated these statutes or their appurtenant regulations by failmgleanent the

policies and procedures they require. Doc. 72 at § 122.
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Plaintiffs focus on one incident in particular. Accretive’s employees warianly on
laptops, with the result that private patient data was on the laptops’ hard didvas{124. In
February 2011, Accretive acknowledged that four such laptops had been stolen out of
employees’ cars, that in each case the eyga had irresponsibly left the laptop in his or lear ¢
in plain view, and that the laptops often contain “tons of patient health and financial
information.” Ibid. Accretive further acknowledged that such thefts raise the specter of “HIPAA
fines and penalties up to $1.5m per incident & significant loss of reputatioid.” Yet
whatever steps Accretive took to prevent fartthefts were insufficient, dive additional
laptops were stolen during 201M. at 125. Worse, Accretivemployees had failed to encrypt
the data o thirty laptops in 2011, meaning that any data on those laptops would be especially
susceptible to disclosure were they to fall into the wrong halivats.

In July 2011, the laptop of an Accretive employee named Matthew Doyle was stol
from his unattended rental cdd. at §127. The laptop was unencrypted and contained vast
guantities of private data on some 23,000 patielbisl. This was contrary to the HIPAA and
the HITECH Act, which provide that employees should havessonly tothe data set
necessary to the performance of their dutidsat § 130. After the theft became public,
Fairview began hearing complaints from patients about the invasion of theypridaat
9 128. Accretive’s response was just tdl fes staff todo a better job of hiding their laptops
when they leavéhem intheir cars.ld. at §129.

Again, the important question at this stage of the litigation is how much Defendants knew
about Accretive’s violations. Logan, Wolfson, Kaplan, and Tolan were informed of thetheft
Doyle’s laptop at Audit Committee meetings in September and November RDHL.{133-

134. The Audit Committedid not discuss remedial measures at the September méetirag,
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the November meeting decided to “develop procedures and communications protocol to ensure

that employees periodically remove client data from laptops,” recognizahédaretive’s

“policies require our employees to access only the minimum amount of [persbeiat gata]

needed to perfon their duties.”ld. at 1135, 137. Even then, the committee did not discuss

encryption. Id. at 137. Itis reasonable to infer thatembers of the Audit Committee were

aware that the Doyle theft was not the only laptop theft Accretive had exqeetidd. at 1138.
Another source of patient privacy trouble wasretive’soperations in Indiayvhere

Accretive had outsourced much of its business and where the majority of its esspi®re

located. Id. at 1139. Wolfson, Kaplan, and Tolan learned about the privacy risks posed by the

India operations at an Audit Committee meeting in February 2RIL@&t §142. In particular,

they were told that an “internal risk assessment survey” had concluded tRatAidata

privacy” was a “high risk” area fokccretive, a risk that included “information being transferred

to India.” Ibid. Theyalso were informed that there were not “enough resources in this area [data

privacy] to provide all of the in-depth healthcare expertise/regulatory kdgest®r individuals

unfamiliar with the industry,” though it is not clear from the complaint whether thisimgawas

with reference to India or to Accretive’s operations in gendbadl. The Audit Committee was

given more warnings about potential weaknesses in Acei®data privacy policies at meetings

held in February 2011 and February 201.at 1143. Plaintiffs allege that there was “no

indication that any action whatsoever had been taken in the intervening mdbtts.Plaintiffs

do not point to any@ual legal violations associated with Accretive’s India operatigthgy

refer in passing to a “password sharing incident in Indib,at 141, but the reference is so

ambiguous as to be meaningless—aaddo Plaintiffssay that anyone ever broughegal

action against Accretive arising out of those operations. Their allegatioer, igtthat the Audit
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Committees apparenkack of concern about warnings regarding the India operations supports
the inference that Defendants were not taking the nagesteps to implement internal policies
to monitor and prevent data privacy violations, despite knowing that such violations could have a
substantial negative impact on Accretive’s businédsat 146.

Accretive’s allegediolations ofanti-discrimination laws Plaintiffs allege tht
Accretive violated antdiscrimination laws by calculating and applying “Willingness to Pay”
(“WTP”) scores for Fairview patientdd. at §9147-153. The model used by Accretive to
calculate the scores sought to esterfar each patient how much of that patient’s bill the patient
was likely to pay.ld. at 1147. Accretive would then use that score to choose the method by
which it would attempt to collect from thpatient. Id. at 1148. For instance, where the model
suggested that a patient had a high willingness to pay, Accretive would ofgetdvesr
discount than it otherwise would, while patients with medium WTP would be “aceelerat
through the process and move to legal sooner than accounts in other segth&hts.”

The data mining model used by Accretive to generate WTP scoresaeliet? data
points about each patient, including zip code, gender, marital status, religioangestype,
average household income (the average in the patient’s zip code, presumedrhge
dependents in the patient’s zip code, and so fddhat 1149. Plaintiffs point out that th&qual
Credit Opportunity Act, 15 U.S.C. 8§ 16@)(1), prdibits creditors from discriminatinpn the
basis of ... religion ... or marital statti Doc. 72 at | 151Plaintiffs also assert that Accretive’s
“use of religion, sex and marital status in calculating its WMiBfated the Minnesota Human
Rights Act. Id. at 11152-153. Plaintiffs do not suggest that Defendants had actual knowledge
that Accretive’s computer model relied in part on prohibited factors, and nor do theytsbhgges

Accretive was ever subjected to legal action for these alleged violations.
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Accretive’s public statementsPlaintiffs recount many publistatements made by
Accretive to supportheir claims that Defendants violated federal securities ldwat 7154-
236. The bulk of these statements were press releases, particularly press releases @
guarterly financial results; Forms-IDand 10K filed with the SEC and conference calls
associated with each press reledigengwhich Tolan discussed Accretive’s financial results and
business plansPlaintiffs attribute the press releases to Defendants and the conference calls to
Tolan alone.E.g, id. at 11156, 160.The gist of Plaintiffs’complaint about those statements is
thatAccretive said things that would give the public the impression that Accretivelirteghtd
future, and that Accretive did not say that it was simultaneously threateningtthratly failing
to take steps to prevent FDCPA, patient privacy, and other violations that might jeepiasrdi
relationship with Fairview and the substantial profits provided by that relhtpnisl. at 1154-
155. Representative is 357, which deals witthe press release issued by Accretive twance
the signing of th&TCC contract with Fairview. After referring to various actions byrgibee
(those discussed in detail above) that threatened its relaponghiFairview, Plaintiffs alleg
that “[a]sa result of the foregoing, the Individual Defendants lacked a reasonableobdséesrf
positive statements regarding the Company’s working relatiomathg=airview and the
Company’s financial condition and future business prospetds 4t 1157(e).

The Minnesota Attorney General’'s enforcement actiom February 2012, Accretive
signed a consent order with the Minnesota Department of Commidrc. §237. As part of
the consent order, Accretive agreed to cease debt collection activities ieddliaribid.

On March29, 2012, Accretive made public the fact that it would no longer be collecting
debts on behalf of Fairviewd. at 1239. That same day, Accretive’s stock price fell nearly

19%. Id. at 1240. In April, the Minnesota Attorneye@eralreleased a report describing alleged
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violations by Accretive of federal and state health, debt, and consumerithvas 1241. The

New York Timesubsequentlyan an articlgitled “Debt Collector Is Faulted for Tough Tactics

in Hospitals,” whichreferred to the Mnesota Attorney @nerals allegationsand quoted a

Fairview employee as saying that “[p]atients are harassed mercilessly” by ides eebt

collectors. Id. at 242. The report and article caused a further 41% fall in Accretivek sto

price. Id. at 1243. As of November 2012, the stock price was $10.97 per share, down from $20-
$27 per sharghe range awhich it had been trading prior to the negative publicity beginning in
March 2012.1bid.

In May 2012, Accretive was subjected to congressional investigations, including a
hearing at which Accretive Senior Vice President Greg Kazarian apologizezhalf of the
companyfor its improper debt collection practiceldl. at 245. In July 2012, the Minnesota
Attorney Generalfiled a“second amended and supplemental complaint” against Accréddive.
at 1246. On July 30, 2012 ccretive entered into a settlement agreement with timaé4ota
Attorney Generalpursuant to which it paid $2.5 million in fines, agreed to wind dowof i
Minnesota business operations, and agreed not to conduct business in Minnesota or on behalf of
a Minnesota client for up to six yearsl. at §247.

The present lawsuit This consolidated lawsuit was initially filed &wvo separate suits by
Maurras Tust and Zhao. Doc. 1 (12 C 3395); Doc. 1 (12 C 6019). The cases were consolidated
under Case 12 C 3395, Doc. 68 (12 C 3395), after which Plaintiffs filed a Consolidated Verified
Shareholder Derivative Complaint, Doc. 72. Neither Plaintiff made a deamaAdcretive’s
board; rather, as discussed below, they allege that demand was futile and shdole there
excusedecausehere is reasonable doubt as to whe#tdeast half of Accretive’s eight

directors aralisinterested and independamd in thealternative pecause there is reasonable
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doubt as to whether Defendants are entitled to business judgment rule protectidimesince
knowingly caused Accretive to break the lala. at 11276-299.

Two other related derivative suits filed against Defatslan Illinois state court were
removed to this court, Nos. 12 C 6781 and 12 C 6798, but the court remanded those suits upon
concluding thatt lacked subject matter jurisdictiorseeHaith ex rel. Accretive Health, Inc. v.
Bronfman __ F. Supp. 2d __, 2013 WL 788214 (N.D. Ill. Mar. 1, 2013). Those suits did not
present any federalaims and the parties those suitsvere notcompletely diverseld. at *1.

As for this casesubject matter jurisdiction is secure. The court has jurisdiction over the
federal securities claims under 28 U.S.@.381 and supplemental jurisdiction over the
Delaware law claims under 28 U.S.C1367(a). Even putting aside the federal claims, the court
hasdiversityjurisdictionunder 28 U.S.C. 8332(a). The parties are completely diverse.

Plaintiff Maurras Trust is a citizen of Arkansas because its trustee,iMdrWaurras, is a

citizen of that State. Doc. 72 at § $8eGrede v. Bank of New York Mello98 F.3d 899, 901
(7th Cir. 2010) (“a trust’s citizenship ibat of the trustee, rather than the beneficiaries, for the
purpose of 28 U.S.C. § 1332(a)”). Plaintiff Zhao is a citizen of Massachusetts. Doc.2 at
Defendants Tolan, Cline, Kaplan, and Logan are citizens of lllinois; DeferBieortfnan and
Spiegel are citizens of New York; Defendant Nayden is a citizen of Rhode lalah@efendant
Wolfson is a citizen of Californiald. at §22-29. Finally, nominal defendant Accretive is a
citizen of Delaware, its state of incorporation, and lllinois, liisqipal place of businesdd. at

1 21;see28 U.S.C. 8.332(c)(1);Weinstein v. €hwartz 422 F.3d 476, 478 (7th Cir. 2005) (for
diversity jurisdiction purposes, “a corporation is aligned as a defendant in a starshol
derivative suit”). The amouir controversy exceeds1832(a)’s $75,000 threshold. Doc. 72 at

1 16.
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Discussion

As noted aboveRlaintiffs claim that Defendants (1) breached their duties of loyalty and
good faith by knowingly causing or permitting Accretive to violate varioue ata federal laws
with the result that Accretive’s stock value plummeted when the alleged violadcasb
public; (2) breached their fiduciary duty to maintain internal controls regardiagte’s
compliance with federal and state la\{®) made untrustatements or omissions of material fact
in connection with the purchase or sale of Accretive stock, in violatitedefal securities law;
and (4) breached federal securities awreceiving incentive compensation and fees while
violating 810(b) and Rule 10b-5The parties agree that Delaware law applies to Counts | and I
because Accretive is a Delaware corporgts@eBagdon v. Bridgestone/Firestone, In@¢16
F.2d 379, 382 (7th Cir. 199(gorporate governance lawsuits are decided under the law of the
corporation’s state of incorporation), and t@aiunts Il and IV argoverned by federal law.

Defendants have moved to dismiss the complaint on the ground that Plaintiffs have not
adequately pleaded demand futility under Rule 23.1(b) and, alternatively, that none of the
complaint’s four counts states a claim upon which relief can be granted. Betainsiéfs have
failed to adequately plead demand futility, there is no need to reach the aleeamgtiment—
although there is some substantive disicussf the federal securities claims in the section of the
opinion addressing whether Plaintiffs have adequately alleged for demaibgdutposes that a
requisite number of Defendardee disinterested under Delaware laBefore addressing
demand futility, it is necessary to reach Defendants’ argument that cextagrggphs of the

complaint should be stricken under Rule 12(f).
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Defendants’ Motion to Strike

Rule 12(f) provides in relevant part that “[tjhe domay strike from a pleading an
insufficient defense or any redundant, immaterial, impertinent, or scandalous’miagér R.
Civ. P. 12(f). Defendants contend that the court should strikeothelaint’ssixty or so
paragraphs that supposedly “piggyback” off of the unproven allegations Mitimesota
Attorney General’'s complaint against and consent order with Accretive. 9Da@t 20-23 & n.5
(listing the supposedly immaterial paragraphs)¢.0@®0 at 38-40. Defendants s&taintiffs’
Complaint relies heavily on allegations raised moa/-defunct complaint filed by the Minnesota
Attorney General and a related Compliance Review. None of these allegatiovithar the
personal knowledge of Plaintiffs; rather, they are simply copretbasted or paraphrased from
the Attorney General’pleadings and press anmzements.” Doc. 97 at Z11.

As an initial matter, it is not at all clear thab$h allegations are not based on Plaintiffs’
personal knowledge. Although many of Plaintiffs’ allegations overlap with thabe i
Minnesota AtorneyGenerals complaint, Plaintiffs assert that their “allegations are based upon
personal knowledge as to themselves and their own acts, and upon information and belief
developed from the investigation and analysis of their counsel, which includes, amang othe
things, the review of certain of [Accretive’s] Board of Director minutes, Audih@ittee
minutes, Board packages and standard operational manuals garnered through a requlest for suc
information pursuant to 8 Del. C. 220, materials received from the Minnesota Attorney General
pursuant to the Data Practices Act (Minn. Stat. 18tGeq 2012), public filings by Accretive
with the [SEC], presgleases, news reports, analggiorts, matters of public record available
from various state and federal government websites, complaints pending pyanstive] in

state and federal courts, and other information available in the public domain.” Doc. 72-at pp. 1
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2. Defendants do not explain how the court can conclude on the pledditigsintiffs’
allegationstracking the Minnesota Attorney €nerals allegations are not based on Plaintiffs’
own knowledge derived from the other matertakst Plaintiffs reviewedIf Plaintiffs’ factual
allegations are true, as theurt must assume at this statheen it is hardly surprising that the
Minnesota Attorney @neraland Plaintiffs reached the same conclusions about Accretive
through their separate investigations.

Defendants submit that “as a matter of vagttled law, Plaintiffs may not rely on the
MinnesotaAttorney General's investigation or Accretive Health’s settlement of the Idatae
Attorney General’s lawsuit-which involved no admission of fault or liability by the
Company—in support of their Complaint.” Doc. 97 at 21. To support this submission,
Defendants cite only a few federal district court opiniolas.at 21-22. As the Seventh Circuit
has “noted repeatedly, a district court decision does not have stare dffeisifand] ... is not a
precedent,” and that “[t]he fact of such a decision isarmaiason for following it.”"Midlock v.
Apple Vacations West, Inel06 F.3d 453, 457-58 (7th Cir. 200%)ne of the cases cited by
Defendants speaks of “the welttablished precedejtolding] that references to preliminary
steps in litigations and adnistrative proceedings that did not result in an adjudication on the
merits or legal or permissible findings of fact are, as a matter of law, immatetel Role
12(f).” In re Rough Rice Commodity Litj012 WL 473091, at *4 (N.D. Ill. Feb. 9, 2012)
(internal quotation marks omitted). Although it described that rule as astlblished,Rough
Ricealso noted that no decision of the Seventh Circuit or of any other court of appeals other than
the Second Circuit had spoken to the question “whethesitfficient for a plaintiff to plead a
manipulation violation by merely parroting a CFTC settlement, entered intoutvaldenitting or

denying any of the allegationsld. at *5 (internal quotation marks omitted).
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The Second Circuit decisionligpsky v Commonwealth United Corb51 F.2d 887 (2d
Cir. 1976). The plaintifin that case included within tle®mplaint “a series of references to
SEC objections to various [of the defendant’s] registration and proxy staténaatsttached
to thecomplaintan SEC complaint that had been filed against the defendathabbid been
resolved by consent decree, with no admissions or findings of lialdiityat 892. The
defendant contended that Heoreferenceshould be stricken as immaterial under Rul@)12
because neither ti®ECcomplaint nor the consent decree could be introduced into evidihce.
at 892-93. Both the Second Circuit ahd plaintiff agreed that those documents were
inadmissible as evidencéd. at 893. The Second Circuietermine on thatasis that the SEC
complaint and consent decree were indeed immatarddr Rule 12(f).Seebid. (noting that “it
is settled that the motion [under Rule 12(f)] will be denied, unless it can be shown that no
evidence in support of the allegation would be admissible,” but holding that “neitbempdamt
nor references to a complaint which results in a consent judgment may pragpeitycbin the
pleadings under the facts of this caseThe court concluded: “The order of the district court
[granting the motion to strike] is modified to the extent that plaintiff be permitted to amend his
complaint to particularize the alleged inadequacies ..., omitting any refetertbescomplaint
of the SEC against [the defendant]. Rule 12(f) should berceaksstrictly against striking
portions of the pleadings dhegrounds of immateriality, and if the motion is granted at all, the
complaint should be pruned with cardd. at 894.

This court understandsipskyto stand for the proposition thah allegation as to what a
complaint (or other document) filed in another litigatsagsis immaterial under Rule 12(f)
where that complaint is inadmissible as evidenfas is a narrow proposition, in keeping with

the Second Circuit’s view that “Rule 12(f) should be construed strictly agaikstgortions
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of the pleadings othegrounds of immateriality.”Ibid. By contrast, where a plaintiff does not
make allegations about tisententof an inadmissiblelocumenbut rather allegesmidependently
sourced ad appropriately supportddcts thatrack (“piggyback on”) thatnadmissible
documen factual allegationsthe plaintiff's allegations are not immaterial undepskys
interpretation of Rule 12(f) because the rationaleipgky—that an allegation is immaterial if it
could not possibly be supported by admissible evidence—is inapplioahigt instance
Under this readingf Lipsky, most or all of the allegations challenged by Defendants are

perfectly acceptable under Rule 12(f). For instance, Defendants contend thattfiet6 of
complaint is immaterial. Doc. 97 at 23 n.5. That paragraph states:

Fairview and Accretive entered into two contracts defining their business

relationship in 2010. On March 29, 2010, Fairview and Accretive entered into

the “Revenue Cycle Operations Agreement” (“RCA”), under which Fairview

delegated to Accretive the authority to manage altdaday aspects of the

revenue cycle operations, going so far as to execute a power of attorney to

fully empower Accretive to make billing decisions for the hospital as it related

to Medicaid, Medicare, and third-party insureeeExhibit A at 4.

According to Accretive’s Form 1# filed with the SEC on February 29,

2010, Accretive received approximately $100 million from Fairview in 2011

just from the RCA, which accounted for roughly 12% of Accretive’s revenue

in 2011.
Doc. 72 at  46. That allegation is not covered by the rulgekybecause it could be proved
by evidenceother than the inadmissible Minnesota Attorney Geremaplaint and consent
decree most obviously, it could be proved e RCA and the Form 10-Keferenced in the
allegation Most of the challenged paragraphs are similarly undisturbé&goblty thoughwhere
the complaint does simply allege the contents of inadmissible documents, the dalisreghrd
those allegations. To the extent that the nonprecedential district court oiteahisy

Defendantgio beyond.ipskyto reach allegations that simply allege the same &dletged in the

Minnesota Attorney @nerals complaint,this court declines to follow those cases

29



. Demand Futility

Federal Rule of Civil Procedure 23.1(b), which establishes the pleading regpiiseor
federal court derivative actions, provides it complaint must “state with gigcularity: (A)
any effort by the plaintiff to obtain the desired action from the directorsmopa@ble authority
and, if necessary, from the shareholders or members; and (B) the reasons forimagdh&
action or not making the effort.” Fed. R. Civ. P. 23.@3p) Plaintiffs concede that “[n]o
demand was made on the Board,” but contend that demand would have been futile and therefore
was not required under Rule 23.1(b)(3)(B). Doc. 72 at § JFederal law governs the degree
of detail that tle plaintiff must furnish when it gives its ‘reasons for not obtaining the action or
not making the effort.””Westmoreland Cnty. Emp. R8s, 2013 WL 4266586, at *1 (quoting
Fed. R. Civ. P. 23.1(b)(3)(B)Delaware substantive law governs whether thrafaint’s
demand futility allegations are sufficietat plead demand futilitySeeKamen v. Kemper Fin.
Servs., InG.500 U.S. 90, 96-98, 108-09 (1991) (noting that the demand requirement is
substantive and thus is governed by state law with respdettédaw~ causes of action, and
holding that federal common law incorporates state demand futility law wibae® federal
causes of actionyWWestmoreland Cnty. EmRet.Sys, 2013 WL 4266586at *4; Abbott Labs.

325 F.3d at 804.

There are two distot demand futility tests under Delaware |lamg arising from
Aronson v. LewisA73 A.2d 805, 814 (Del. 1984), and the second fRaites v. Blasband34
A.2d 927, 934 (Del. 1993)SeeWood 953 A.2d atl40 (describing both testspefendants
argue that th®alestest applies, Doc. 97 at 25; Doc. 120 atl#3while Plaintiffs maintain that
“the Court must apply thA&ronsontest because Plaintiffs allege that a majority of Accretive’s

Board had actual knowledge of illegal wrongdoing, yet consciously decided nké tanga steps
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to prevent or remedy the situation,” Doc. 108 at B2.pressingAronsonas opposed tRales
Plaintiffs have forfeited anlikely waived any argument that their allegations sat&iles

“The Aronsontest applies to claims ilving a contested transactioa., where it is
alleged that the directors made a conscious business decision in breach of theryfalues.
That test requires that the plaintiff allege particularized facts creatinganreadoubt that (1)
the drectors are disinterested and independent or that (2) the challenged tbansast
otherwise the product of a valid exercise of business judgméndd 953 A.2dat 140
(footnotes, brackets, and internal quotation marks omittéih)e test is ‘in thelisjunctive[:] if
either prong is satisfied, demand is excusetlvéstmoreland Cnty. EmBet Sys, 2013 WL
4266586 at *4 (Seventh Circuit's alteratior{fjuotingBrehm v. Eisner746 A.2d 244, 256 (Del.
2000)). The court will consider both prongs in turn.

A. Disinterestedness and Independence

Demand futility is sufficiently alleged whetkere is reason to doubt tledtleast half of
the directors lack disinterestedness or independe®eeBeneville v. York769 A.2d 80, 85-86
(Del. Ch. 2000) (demand is excused where at least half of the directors on a board vt an e
number of directors are interested or non-independent). The board in this case abeigjbts
directors, so Plaintiffs must adequately allege that foaiedher interested oon-independent.
The court assumébatTolan, as President and CEO of Accretive, lacks independence, and so
Plaintiffs must allegéacts giving rise to a reason to doubt that three of the other seven directors
were interested or non-independeBeeln re Goldman Sachs Grp., Inc. S’holder Lifig011
WL 4826104, at *7 (Del. Ch. Oct. 12, 2011) (“It can be assumed that Blankfein and Cohn, as

officials of Goldman, would be found to be interested or lack independence.”).
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1. Disinterestedness

Plaintiffs arguethat at least three directors other than Tolan lack disinterestedness for
either of two reasonsThefirst is that at least three directors face a substantial likelihood of
personal liability for their connection to the wrongdoing alleged in this lawsuithe seconds
that at least three directarsceived illicit personal financial gains from the alleged wrongdoing.

To show lack of disinterestedness on the grounddinattors face a substantial
likelihood of personal liability, a plaintiff met do more than merely name the directors as
defendants and plead a claim against them that is sufficient to survive dismgesaRule
12(b)(6). As Aronsonexplains “the mere threat of personal liability for approving a questioned
transaction, standgnalone, is insufficient to challenge either the independence or
disinterestedness of directors, although in rare cases a transaction magiegeae on its face
that board approval cannot meet the test of business judgment, and a substantial likelihood of
director liability therefore exists.” 473 A.2d at 815. In other words, the possibidit a
director may be found personally liaklsually isinsufficient; rather,it renders him non-
disinterested only whie the challenged transactiango egreigus as to fall outside the
protection of the business judgment ruRaintiffs have failed to establish that demand is
excused due tasubstantial likelihood of personal liability because they have not alleged that
directors other than Tolan were responsible for a decision “so egregiousaweittiat the
business judgment rule could not apply.

The business judgment rule is “a presumption that in making a business decision the
directors of a corporation acted on an informed basis, in good faith and in the honesdielief
the action taken was in the best interests of the comp&@witler v. Stephen965 A.2d 695,

705-06 (Del. 2009) (quotingronson 473 A.2d at 812)lt is axiomatic that “a court will not
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substitute its judgment for that of theard if the .. decision can be attributed to any rational
business purposelld. at 706 (quotingJnocal v. Mesa Petroleum Gal93 A.2d 946, 954 (Del.
1985)) (internal quotation marks omitted). Plaintiffs contend that Defendants aetitiet! to

business judgment rule protection because they consciously decided to alletwador break
the law. Doc. 108 at 38-39, 45-48.

“The business judgment rule normally protectdaadiful actions of a board of directors,
provided they were taken in good faiti<ahn ex rel. DeKalb Genetics Corp. v. Robe6#9
A.2d 460, 465 (Del. 1996). The presumption is rebutted by a showing of bad faith, which “may
be shown where ‘the fiduciary ... acts with the intent to violate applicable positiwé IRyan
v. Gifford 918 A.2d 341, 357 (Del. Ch. 2007) (quotiatpne 911 A.2d at 360 There are other
scenarios in which the business judgment rule is inapplicable, but this is the onlpioti&dI
have argued. Doc. 108 at 38-39 (“Corporate directors cannot act beyond their lawful powers,
and their conscious decision to allow illegal conduct is not a valid exercise ofdsusidgment.
... [T]he Individual Defendants knowingly permitted Accretive to systemativadhate
numerous debt collection and patient privasydan its quest to maximize shdgrm profits at
the expense of the long-term value of the Company.’plltws that Plaintiffshave forfeited at
least for purposes of this motion to dismesyother scenariothat might apply SeeKirksey v.
R.J. Reynolds Tobacco C@68 F.3d 1039, 1041 (7th Cir. 1999) (“Our system of justice is
adversarial, and our judges are busy people. If they are given plausible reastsmsissing a
complaint, they are not going to do the plaintiff's research and try to discover witiette
might be something to say against the defendants’ reasoning.”).

The question, then, is whether Plaintiffs have adequately alleged thaditiecters other

than Tolan acted with the intent to violalbelaw or that they knew Agetive was violating the
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law and did nothing about itAs discussedhore specificallyin the Background section above,
Plaintiffs have failed to adequately allege that Defendants other than Tdl&ndwledgeof
Accretive’s unlawful activities.See Desnong 924 A.2d at 940 (“Delaware courts routinely
reject the conclusory allegation that because illegal behavior occurred, ... tHerhstrhave
known so0.”). It necessarily follows that Plaintiffsave failed to allege that those Defendants
intentionallybroke the law, intentionally caused Accretive to do so, or knowingly permitted
Accretive to do soSeeln re Lear Corp. S’holder Litig.967 A.2d 640, 654-55 (Del. Ch. 2008)
(noting that “a very extreme set of facts would seem to be required to sudisloyalty claim
premised on the notion that disinterested directors were intentionally disregtrelir duties,”
and rejecting the plaintiffs’ liability theory as “untenable” because tadgdf to plead facts
suggesting knowledge that their actions would injure the company or its stockh@danigy v.
Arnold, 2012 WL 5269147, at *8 (S.D. Ohio Oct. 23, 2013) (explaining that “[a] plaintiff must
plead with specificity which documents, which conversations, which employees,abr whi
reports show the supposed failure and the necessary intent to harm or recldgssd]iso as to
substantiate the accusations of demand futility,” and concluding that the confglathto
adequately allege demand futility because “there are no allegations of refgbe®ard or any
evidence of the Board’s knowledge of any purported failure to comply with the fiagmgé
(internal quotation marks omittedjtrong ex rel. Tidewater, Inc. v. Tayl&77 F. Supp. 2d 433,
445 (E.D. La. 2012) (“[what is glaringly missindrom Plaintiff’'s Complaint are any allegations
that any one of the Individual Defendaki®winglymade a deceptive or incomplete
communication”) (emphasis added).

The circumstances presentediinbott Labs.where the Seventh Circuit held that the

plaintiffs had adequately alleged board action “so egregious on its face that boardabpprov
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cannot meet the test of business judgmeXitghson 473 A.2d at 815are materially different
than those presented here.Alobott Labs.

The chairman of the boardceived copies of the two Warning Letters in
1994 and another in early 1999. Although the district court described the
language in the Warning Letters as “boilerplate” and stated that the plaintiffs
“ascribe much greater importance to the warning lettens they probably
deserve,” continuing violations of federal regulations over a period of six
years cannot be minimized. ...

The FDA met at least ten times with Abbott representatives, including
White and other senior officers, concerning the continuing violations. The
WALL STREET JOURNALpublished information about AbbaitFDA
problems in 1995. By 1999, even a third-party analyst questioned why Abbott
continued to “drag [ ] their feet fixing the [FDA] problems.” Although Abbott
sought to negate the effects of this news in its press release of 1999, the
release itself substantiates the fact that the company, and, correspgriimg|
board of directors, knew of the problems and were aware that the FDA had
threatened to file an injunction against Abbott.

* * %

... We find that six years of noncompliance, inspections, 483s, Warning
Letters, and notice in the press, all of which then resulted in the largest civil
fine ever imposed by the FDA and the destruction and suspension of products
which accounted for approximately $250 million in corporatetass®licate
that the directorstlecision to not act was not made in good faith and was
contrary to the best interests of the company.

325 F.3d at 808-O@lterations in the originaljnternal citations omitted)

The allegations of director knowledge in this case do not even remotely compargeto t
in Abbott Labs.there were no questions third-partyanalysts no regulatory inspections or
inquiries into Accretive’s conduct, and no regulatory warnitigisissued to Accretiveand
while there was an article about Accretive in the priesppeared after the time period during
which most if not all of Defendants’ misfeasance is alleged to have occurrmbudth the facts

in Abbott Labscertainly donot set a floor for purposes of what must be pleaded to allege that

director defendants violated the business judgment rule, the allegations hesdl fstlost of the
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line. Seeln re Capital One Derivative 8blder Litig, 2013 WL 3242685, at *13 n.18
(distinguishingAbbott Labson similar grounds)n re SAIC Derivative Litig.2013 WL
2466796, at *1R2 (same)Gulbrandsen ex rel. Wells Fargo & Co. v. Stunafl3 WL
1942158, at *5 (N.D. Cal. May 9, 2013) (same)re Abbott Depakote Bolder Derivative
Litig., 909 F. Supp. 2d 984, 998 (N.D. Ill. 2018xkn¢; Garza ex rel. Navistar Int’l Corp. v.
Belton 2010 WL 3324881, at *8-9 (N.D. lll. Aug. 13, 2010) (same).

The Seventh Circuit’'s recent decisionifestmoreland County Employee Retirement
Systems distinguishable for much the same reason. The plaintiffs in that case aiagtte
directors of Baxter International, Inc., consciously disregarded gsponsibility to bring
Baxter into compliance with a 2006 consent decree witfetheralFood andDrug
Administration (“FDA”")that required the company to take remedial steps regarding a particular
product, which caused Baxter to lose more than $500 million after annk@ated recall of
that product in 2010Westmoreland CntfEmp Ret Sys, 2013 WL 4266586, at *1. The
plaintiffs alleged that the Baxter directors were aware of the 2006 consent dee@@npany’s
efforts to comply with the decree, and the FDA'’s severe dissatisfactibthoge efforts, and
yetfailed to ensure that the cgany complied with the decree to the FDA'’s satisfaction;
ultimately, the FDA had enough with Baxter’s languishing efforts and atdeeerecall.ld. at
*2-3. Specifically, the plaintiffs alleged: “Despite repeated warnings fltenFDA that Baxter’'s
remedial efforts were insufficiertwarnings that were directly communicated to CEO Parkinson
and passed along to the board of directettie board took no action to ensure the company’s
timely compliance with the law, choosing instead to work on the new [ptjodiespite its legal

obligations regarding the old [product, which had been subject to the 2006 consent dédree].”
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at *6 (emphasis added)Here, by contrast, as set forth in detail ab&aintiffs’ allegations do
not permit a reasonable inference that Defendants had anywhetbataeegree of knowledge.
An allegation that at least three Defendants other than Tolan violated federgiesecu
law by causing Accretive to make false public statements that inflated its sioekght
excuse demanbly threatening those Defendants with personal liabiggeln re Countrywide
Fin. Corp. Derivative Litig.554 F. Supp. 2d 1044, 1057 (C.D. Cal. 2008) (noting the substantial
overlap between the standard for stating a claim under 8§ 10(b) of the Seé&ixuenge Act
and the standard for excusing demand, and finding a strong inference of scieedasrbas
plaintiffs’ allegations “that the Individual Defendants misled the public withneketp the rigor
of Countrywide’s loan origination process, the lgyaf its loans, and the Company’s financial
situation”);id. at 1082 (adding that “[flor the same reasons that it found a strong inference of
scienter, the Court finds that the Complaint pleads evidence of a ‘sustamsyedemnatic failure
of the boardo exercise oversight,” sSo as to create a substantial likelihood of liability fo
[Individual Defendants]”). Plaintiffs, however, have failed to adequatédge securities law
violations by Defendants other than Tolan. “The elements of a sectionSE(mjties
Exchange Act claim are: (1) a material misrepresentation or omission by thdatefen
connection with the purchase or sale of securities; (2) scienter; (3) reli@nheeonomic loss;
and (5) loss causation AnchorBank, FSB v. Hofe649 F.3d 610, 617 (7th Cir. 2011).
“Scienter” in this context “means ‘knowledge of the statement’s falsity or rectlisegard of a
substantial risk that the statement is fals€Utigh v. Tribune Cp521 F.3d 686, 693 (7th Cir.
2008) (quotinHigginbothanmv. Baxter Int'l, Inc, 495 F.3d 753, 756 (7th Cir. 2007)).
Heightened pleading standards apply to Plaintiffs’ federal securitiesd@aws due to the Private

Securities Litigation Reform Act of 1995 (“PSLRA”), which requiresiil#s to “state with
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paticularity facts giving rise to a strong inference that the defendant adie the required state
of mind.” 15 U.S.C. 8§ 78u-4(b)(2). The Supreme Court explained what is meant by “strong
inference” inTellabs, Inc. v. Makor Issues & Rights, L6851 U.S. 308 (2007):

It does not suffice that a reasonable factfinder plausibly could infertfrem

complaint’s allegations the requisite state of mind. Rather, to determine

whether a complaint’s scienter allegations can survive threshold inspection for

sufficiency, a court governed by [8 78u-4(b)(2)] must engage in a comparative

evaluation; it must consider, not only inferences urged by the plaintiff ... but

also competing inferences rationally drawn from the facts alleged. An

inference of fraudulent intent mée plausible, yet less cogent than other,

nonculpable explanations for the defendant’s conduct. To qualify as “strong”

within the intendment of [§ 78u-4(b)(2)], we hold, an inference of scienter

must be more than merely plausible or reasonatileiust e cogent andt

least as compelling as any opposing inference of nonfraudulent.intent
Id. at 314 (emphasis added).

As described in the Background section, Plaintiffs’ allegations anecmtsistentvith

the possibility that Defendants (other than Tolan) knew the facts that, acctrdifantiffs,
made Accretive’s public statements false. But the far more compelling icéemerthe
pleadings is that those directors were not aware of Accretive’s variouvielgdilons and so did
not act with scienter in causing Accretive to make optimistic public statements about its
relationship with Fairview. Thus, Plaintiffs have not adequately alleged th&efegdant
other than Tolan made or caused Accretive to make statements with knowledgesiat th
statenents were false or that there was a substantial risk that they wereSa&#inters v.
Stemberg529 F. Supp. 2d 237, 251 (D. Mass. 2008) (holding that the plaintiffs insufficiently
alleged scienter based on their claim that the defendants filed gteggynents inflating the
financial health of the company and hiding the alleged fact that backdating d¢caasoning

that the plaintiffs “allege only eleven fifty-onestock option grants occurred at suspicious

times, and this Court can readily inag plausible, nonculpable explanations for the goait
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rise in stock price with regard to this small subséti)e Verisign, Inc., Derivative Litig531 F.
Supp. 2d 1173, 1206 (N.D. Cal. 2007) (rejecting the plaintiffs’ allegation that comparnpidirec
acted with scienter by holding and exchanging company stock in the midst of atbagkd
scheme that inflated stock prices, reasoning that the plaintiffs “fail[] to alatierespect to
each defendant, facts giving rise to a strong inference that each such deferdanttact
deliberate recklessness or engaged in conscious misconduct,” and dismisgienetadities”
the facts pled-“that dozens of options were backdated, that such alleged backdating violated the
applicable option plans, that the alleged backdating occurred on multiple occasions, tred that
VeriSign stock price rose after the alleged grants”). And absent thatgieed?laintiffs have
not adequately alleged that any Defendant other than Tolan is sufficiently nieckatih
peronal liability for purposes of establishing demand futility.

Plaintiffs’ second reason for findinpatseveraldefendantgCline, Bronfman, Nayden,
Wolfson, and Tolanlack disinteestedness ithat they gained financially from Accretive’s
illegal behavior “by taking advantage of a lucrative secondary stock offarimggme when the
Company’s stock was artificially inflated.” Doc. 108 at 48. Plaintiffsteay Accretive’s stock
price was atrtificially inflated by Defendants’ positive public statemaintsit Accretive’s
business prospects ahbgtheir failure to disclose factsAccretive’s violations of the FDCPA,
patient privacy laws, and so forth—that would have cast doubt on those positive statardents
led the market tdecreasés valuation of Acecetive. Plaintiffs conclude that “[b]ecause
defendants Cline, Bronfman, Nayden, Wolfson, and Tolan received millions of dollars in
personal financial benefit that was not shared by either the stockholders or thangpthose

directors cannot be considerdisinterested.’Id. at 49.
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The trouble with this theory is thatdirector does not become interested for demand
futility purposeamerely because he has selthres of the company’s stock. As the case cited by
Plaintiffs explains, “the mere fact thstbcks were traded by an officer or director does not
establish a breach of the duty of loyalty. A director is free to trade in the dioptsatock
without liability to the corporation. In fact, when directors and officers owrk sgtoceceive
compensation in stock, they should be expected to trade those securities in the noseaifcour
events.” McCall v. Scott239 F.3d 808, 825 (6th Cir. 2001) (citations omitted@¢alsoBeam ex
rel. Martha Stewart Living Omnimedia, Inc. v. Stew883 A.2d 961, 974 (Del. Ch. 2003)
(holding that directors’ sales of stock in the company did not “place[] thenposition inimical
to their duties to the Compafiyand remarking that “[w]ere [the coutd decide otherwise,
directors of every Delaware corporatimould be faced with the ev@resent specter of suit for
breach of their duty of loyalty if they sold stock in the company on whose Boardtthegféd,

845 A.2d 1040 (Del. 2004%5uttman v. Huang323 A.2d 492, 502 (Del. Ch. 2003) (“Although
insidersales are (rightly) policed by powerful foreescluding the criminal laws-to prevent
insiders from unfairly defrauding outsiders by trading on non-public information, it isemnov
formulate a common law rule that makes a dire‘aberested’'wheneveia derivative plaintiff
cursorily alleges that he made sales of company stock in the market at a timeewltasessed
material, norpublic information); In re Burlington Coat Factory Sec. Litigl14 F.3d 1410,

1424 (3d Cir. 1997) We will not infer fraudulent intent from the mere fact that some officers
sold stocK’). Thus, that Defendants made a lot of money from selling Accretive stock does not

excusePlaintiffs from meeting the demand requirement.
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2. Independence

Plaintiffs contend that “five Defendants—Spiegel, Bronfman, Cline, Nayden, and
Wolfson—ack independence because they have longstanding personal and lucrative financial
relationships with their intertwined private equity firms and each other, asuthsthese
countervailing strong loyaes render these men incapable of making a decision with only the
best interests of the corporation in mind.” Doc. 108 at 42. “In making the required pidgme
to whether a director is independent,] no single facgureh as receipt of directorial
compensation; family or social relationships; approval of the transactiokedtaar other
relationships with the corporatioa.{, attorney or banker)ay itself be dispositive in any
particular case. Rather, the question is whether the accumulatdriaaftors creates the
reasonable doubt [that the directors are independent] to Whactsonrefers.” Harris v. Carter,
582 A.2d 222, 229 (Del. Ch. 1990plaintiffs saythatthe following facts show that those five
Defendants lack independendgoc. 108 at 43-44.

First, Plaintiffs allege thatlayden, Wolfson, Cline, and Bronfman are partners attbe t
firms that founded Accretive-©ak Hill and Accretive LLG—andthatthose firms continue to
own interests in Accretive. Specifically, Nayden and Wolfs@managing partners at Oak
Hill, which Wolfson founded, while Cline and Bronfman are partners at Accretive Which
Cline founded. Oak Hill owns 8.2% of Accretive’s common stock, and Accretive LL@setai
unspecified interest in Accretive. Plaffg suggest that Bronfman owes his position at Accretive
LLC to Cline (who founded that firm), making Bronfman dependent on Cline. Sdelamatiffs
allege thatNayden, Wolfson, Cline, Bronfman, and Spiegel each own substantial shares in
Accretive (ranghg from 1.4% to 8.2% of its stock); Nayden, Bronfman, and Spiegel personally

profited by selling Accretive stock in Accretive’s two public offerirfg#th profits rangingrom
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$6.6 million to $45.9 million); and each of these five receives a salary ficoretve for serving
as a director (ranging from $155,000 to $175,000 in 20Thixd, Plaintiffs allege that Cline
serves on the boards of other firms along with other various Atioeetive directorsHe serves
on the board of Arise Virtual Solutions (which is owned by Accretive LLC) with;aa the
board of Accolade, Inc., with Spiegel; and on the boards of Fandango and AlphaStedigbot
owned by Accretive LLC) with Bronfman.

These allegations do not raise a reasonable doubt as to the inceeenio@ny director
other than TolanTheoutsidedirectorDefendants are not rendered non-independent by their
affiliations with Oak Hill and Accretive LLGCgventhough those affiliations presumably are the
reason why they were made directofs Aronsonexplained[l]t is not enough to charge that a
director was nominated by or elected at the behest of those controlling tbmewta
corporate election. That is the usual way a person becomes a corporate. ditéctbe care,
attention and sense of individual responsibility to the performance of one’s dutidg not t
method of election, that generally touches on independegerison 473 A.2d at 816.
Fundamentally, th allegationsegarding Defendants’ affiliations with Oak Hill and Accretiv
LLC simply mean thatheyhave substantial control over Accretive through the firms that they
control, which for practical purposes is indistinguishable from their personatiyngwarge
stakes in AccretiveSeeln re J.P. Morgan Chase & Co. S’holdetti., 906 A.2d 808, 822 (Del.
Ch. 2005) folding that the complaint failed adequately allege that Bechtel, a JPMorgan
director, was not independent based on the fact that he was the CEO and director of another
company that did lucrative business with a bank managed by JPMorgdhedacdtthat his
company was engaged in an investment partnership with JPMorgan andigtesfifeasoning

that “[a]lthough Bechtel’s company has received over $2 billion from [a bank managed by
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JPMorgan] ..., the plaintiffs do not allege that the money was somehow connected &'8echt
relationship with [JPMorgan] or that future [funding for Bechtel's comparmy]ldvbe

jeopardized if Bechtel voted against [JPMorgan’s CEORN i is not clear what relevance
Defendantsbwnership of Accretive stock could have to the independence analysis. Indeed, “it
has been thought that having directors who actually owned a meaningfuletongemmon

stock stake was a useful thing, because that would align the interests of the indiegheacters

with the common stockholders and give them a personal incéatiu#ill their duties

effectively.” LC Capital Master Fund, Ltd. v. Jamé&90 A.2d 435, 452 (Del. Ch. 2010).

Nor is Defendants’ independence affected by the fact thasstiidysome of their stock
and made a great dezflmoney from doing so. As noted above, “when directors and officers
own stock or receive compensation in stock, they should be expected to trade thosessecuriti
the normal course of eventsiMcCall, 239 F.3d at 825. Plaintiffs focus heavily on Defendants’
wealth, lut they do not explain how Defendants’ ownership and sale of Accretive stock could
make them non-independent. They certainly do not suggest that Defendants other thareTolan
beholden to Tolan for their money.

As for the fact that Accretive pays its directors rather than expebtngtio work for
free, “the mere fact that a director receives compensation for her service as a bobed ateis
little or nothing to demanéltility analysis,without more—i.e., unless the pleadings
demonstrate, for example, that the status or compensation was somehow ‘natéeal
director or otherwise outside the nornkKhanna v. McMinn2006 WL 1388744, at *16 (Del.

Ch. May 9, 2006) (footnote and intatrgquotation marks omitted)f a CEO somehow had
effective power to terminate the director, thenfdu that the director's compensation for being

a directorwas a substantial part of the director’s total income migyder him dependent on the
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CEO ar thereby undermine his independence. But there is no allegation that Tolan had that
power here, and no allegation that Defendants’ compensation for serving asvAdirettors

were material in comparison to their total incons®eMCG Capital Corp. v. Maginri2010 WL
1782271, at *20 (Del. Ch. May 5, 2010 For director compensatido creatandependence
problems, however, it must be shown thatdbmpensatioms materialto the director);

Selectica, Inc. v. Versata Enters., 2010 WL 703062, at *14 (Del. Ch. Feb. 26, 2010) (same).
And Plaintiffs provide no basis to conclude that director compensation of $155,000 to $175,000
per year is “outside the norm” for corporations of Accretive’s scale.

The two cases cited by Plaintifis support their argument thRefendants’ director
compensatioms material Doc. 108 at 42 n.14, are irrelevant because they discuss not
compensation paid by the corporation to its directors for their services dsmiréct money
paid to the directors by other interested parties for other wiaekKahn v. Portnoy2008 WL
5197164, at *8-9 (Del. Ch. Dec. 11, 2008) (holding thatdirectors weraot independent of the
CEO where they held paid positions with other entities controlled by the QE@)The
Limited,Inc. S’holders Litig, 2002 WL 537692, at *6 (Del. Ch. Mar. 27, 2002) (holding that the
director wasot independent of the firm’s CEO where he was paid $150,000 annuséigvtoa
consultant to the firm and where the CEO controlled who the firm hir@smassultany. There
IS no suggestion that Tolan effectively controlled who waeldle on Accretive’'sdard or tlat
any of the other directors held other paid positions from which Tolan could fire them.

Nor areDefendants rendered non-independsntheir personal relationshipShe
Delaware Supreme Couras held that reasonable doubt as to a director’s independence could
“arise either because of financial ties, familial affinity, a particularlyectmsintimate personal or

business affinity or becaa of evidence that in the past the relationship caused the director to act
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non-independently vis a vis an interested direct@&eam ex rel. Martha Stewart Living
Omnimedia, Inc. v. Stewa@45 A.2d 1040, 1051 (Del. 2004). That said, the Delaware Sepre
Court leldin the same decisioffS]Jome professional or personal friendships, which may border
on or even exceed familial loyalty and closeness, may raise a reasonable luethletr & director
can appropriately consider demanikhis is particularly me when the allegations raise serious
guestions of either civil or criminal liability of such a close frietbt all friendships, or even
most of them, rise to this level and the Court cannot makasonablenference that a

particular friendship does so without specific factual allegations to support sanblaston.”

Id. at 1050 (quotin@eam 833 A.2d at 979).

Applying that standard, the Delaware Supreme Court heldh®dbllowing allegations
were insufficient to create such a dothzt a fim’s other directors were dependent on Martha
Stewart who controlled the firm in question:

Allegations that Stewart and the other directors moved in the same social
circles, attended the same weddings, developed business relationships before
joining the board, and described each other as “friends,” even when coupled
with Stewart’'s 94% voting power, are insufficient, without more, to rebut the
presumption of independence. They do not provide a sufficient basis from
which reasonably to infer that Martinezpbfe and Seligman may have been
beholden to Stewart. Whether they arise before board membership or later as
a result of collegial relationships among the board of directors, such
affinities—standing alone-will not render presuit demand futile.
Id. at 1051. The alleged relationshipBi@amwere much stronger than the relationships alleged
here amondpefendants. It follows that teealleged relationshipdo not cast a reasonable doubt
on Defendants’ independenc8eeKhanng 2006 WL 1388744, at *16 (plkaining that “[t]he
Court’s analysis ilBBeamwas primarily directed at social relationships, but it also may inform

the evaluation of allegations of business relationships,” as “the heightenedhstreng

relationship required to find that a director’sscretion would be sterilized’ renders allegations
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concerning most ordinary relationships of limited value, at maStipan v. Cullman794 A.2d
5, 27-28 (Del. Ch. 2002) (holding that “[tjhe naked assertion of a previous business relationship
is not enough to overcome the presumption of a director’s independence,” and finding that the
plaintiffs failed to challenge the independence of certain directors who hagbtémding
business relations” with other board membédfsguler v. Parkey 803 F. Supp. 2d 630, 646 n.24
(S.D. Tex. 2011)r(oting that'Delaware courts have made clear that a plaintiff showing that
demand would be futile must do more tha[n] conclusorily assert entanglingca#i.

As required by Delaware lawhe court has considered Pldiist argumentsegarding
independence boteparately and togetheBeeHarris, 582 A.2d at 229 (“the question is
whether the accumulation of all factors creates the reasonable doubt [thattharsliare
independent] to whicAronsonrefers”). Havingreviewed the allegations, the court concludes
that theyare insufficient to raise a reasonable doubt as to the independence of Defendants othe
than Tolan.

B. Business Judgment Rule

Where, as heretfie underlying transaction was approved lysinterested and
independent board majority, then the court moves to the s@oquidy: whether the plaintiff
‘has alleged facts with particularity which, if taken as true, suppodasonable doubt that the
challenged transaction was the product of a valid exercisesofiess judgment.”In re China
Agritech, Inc. Siolder Derivative Litig. 2013 WL 2181514, at *15 (Del. Ch. May 21, 2013)
(quotingAronson 473 A.2d at 815). Under this second prong ofAfensontest, “demand may
be excused if ‘in rare casadransaction may be so egregious on its face that board approval

cannot meet the test of business judgment, [resulting in] a substantial likelihooglctdrdi
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liability.”” Abbott Labs.325 F.3d at 808 (quotirBrehm 746 A.2d at 259) (Seventh Circuit’s
alterations).

As noted above, Plaintiffs’ position that Defendants are not entitled to the pnoseacti
the business judgment rulests on the premise that Defenddmsw of Accretive’s misconduct
and deliberately chose to take no action in response. Doc. 108 at 8Bx®&. these
circumstancesgnalysis undeAronsons second prong overlaps entirely with the discussion of
the business judgment rule in the “substantial likelihood of personal liabilitybpaot the
disinterestedness inquiry in $ien II.A.1, supra SeeAronson 473 A.2d at 815 the mere
threat of personal liability for approving a questioned transaction, standimg, & insufficient
to challenge either the independence or disinterestedness of directorgylaithcare cases
transaction may be so egregious on its face that board approval cannot meebthmitsess
judgment, and a substantial likelihood of director liability therefore éxidtsre INFOUSA,

Inc. S’holders Litig. 953 A.2d 963, 972, 995 (Del. Ch. 20@olding that certain directors
faced a significant likelihood of personal liability based on their willisgrte issue Form 1Ks
that contained material misrepresentations of the bepeditsded to onelirector, and noting
that “[ijn many cases, theelevant analysis [to resolve plaintiffs’ allegations challenging the
business judgment of the board] will include a showing by the plaintiffs that dsectoe either
interested in the transaction or dominated by [a certain directbr]f@ SAIC Denvative Litig,
2013 WL 2466796, at *13 (“the particularized allegations essential to creating reastoai
as to a substantial likelihood of personal liability for breach of fiduciary dotégsalso
implicate the question whether the Board can ats®lfiof business judgment protections”).
Indeed, Plaintiffs’ argument that there is a reasonable doubt as to Deféddantisrestedness

under the firsAronsonprong is materially identical to their argument under the seAooigison
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prong. Doc. 108 at 36-39, 45-4&e In re Am. Int'|l Grp., Inc. Derivative Litig/00 F. Supp. 2d
419, 431 (S.D.N.Y. 2010) (“Plaintiffs frequently argue that there is reason to doubt that a
majority of directors ardisinterestedecause the complaint alleges directordtmnso
egregious orits facethat board approval cannot meet the test of business judgment, and a
substantial likelihood of director liability therefore exis}gihternal quotation marks omitted)
Accordingly, as to the second prong of Arensontest Plaintiffs’ contention that Defendants’
actions do not enjoy the protection of the business judgment rule is rejected fostmes rgigen
in Section Il.A.1supra
Conclusion

Plaintiffs’ complaintis dismissed becausedibes noadequately pleademand ftility .
As Plaintiffs request, Doc. 108 at 62 n.25, the dismissal is without prejudice and witlholeave
replead.SeeFed. R. Civ. P. 15(a)(2) (“The court should freely give leave [to amend] when
justice so requires.’Bogie v. Rosenbey@05 F.3d 603, 608 (7th Cir. 2013) (“When a complaint
fails to state a claim for relief, the plaintiff should ordinarily be giveo@portunity at least
upon request, tamendthe complaint to correct the problem if possibleF)ster v. DeLuca
545 F.3d 582, 584 (7th Cir. 2008Dfstrict courts routinely do not terminate a case at the same
time that they grant a defendanthotion to dismiss; rather, they generally dismiss the plaintiff's
complaint without prejudice and give the plaintiff at least one opportunity to amend her
complaint.”). Plaintiffs have untiDctober 22, 2013, to file an amended consolidated complaint;

Defendants will have until November 19, 2013, to answer or otherwise plead.

September 242013 (‘:Z‘! ; o

itell States District Judge
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