Lipton v. Mclean et al

IN THE UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF SOUTH CAROLINA
GREENVILLE DIVISION

IN RE WORLD ACCEPTANCE
CORPORATION DERIVATIVE
LITIGATION

This Document Relates To:

ALL ACTIONS.

Lead Case No. 6:15-cv-02796-MGL

(Derivative Action)

MEMORANDUM OPINION AND ORDER
GRANTING DEFENDANTS’ MO TIONS TO DISMISS
THE VERIFIED AMENDED CONSOLIDATED
DERIVATIVE COMPLAINT

INTRODUCTION

Plaintiffs filed this case as a shareholderivative action. Té Court has jurisdiction

Doc. 68

over the matter under 28 U.S.C. 88 1331 and 1367(a), as well as Section 26 of the Exchange Act,

15 U.S.C. § 78aa.

Pending before the Court is Defendants James R. Gilreath, Charles D. Way, Ken R.

Bramlett, Jr., Scott J. Vassalluzzo, and DarkellWhitaker’'s (OutsideDirector Defendants)

Motion to Dismiss Plaintiffs’ Verified Amended Consolidated Derivative Complaint (Amended

Complaint) for failure to satisfy the heightsh pleading requirements of Rule 23.1 of the

Federal Rules of Civil Procedurd&=CF No. 60. Defendants A. &tander McLean lll, John L.

Calmes, Jr., Kelly M. Malson, Mark C. Roland (Individually Named Defendants, collectively,
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Defendants), and Nominal Defemda/Norld Acceptance (World Acceptance or the Company)

have filed a motion to dismiss in which they join Outside Director Defendants’ Motion to
Dismiss. ECF No. 61. Having carefully consiteithe motions, the response, the replies, the
record, and the relevant law,stthe judgment of the Court Defgants’ Motions to Dismiss will

be granted.

. FACTUAL AND PROCEDRUAL HISTORY

The following facts are takefrom Plaintiffs’ Amended Complaint, the documents
incorporated by reference thereamd public filings of which the @rt may take judicial notice.
World Acceptance is a small-loan consumer rit& business that specializes in sub-subprime
lending, offering short-term installment loans‘¢onsumers who have no other place to turn for
financial help.” ECF No. 55 at 8. The Coamy’s customers “by and large are low-income
consumers with bad credit, léteducational background, and very limited financial resources.”
Id. at 25. The typical installment loan Wabr\cceptance offers is between $300 and $4,000 in
value, and is payable in fully amortizing monthhstallments with terms ranging from four to
forty-two months.Id. at 124. World Acceptance has rapidkpanded over the past decade, and
by the end of the 2014 fiscal year, the Complaag a loan portfolio in excess of 956,000 loans
valued at more than $1.1 billiond.

Although World Acceptance prowd financing that is otiwise unavailable to these
borrowers, Plaintiffs assert thanéincing “amounts to little morthan a form of perpetual debt”
as a result of exorbitant interest rates, unssae credit insurance products frequently forced on
the consumer, and the Company’s practice oberaging customers to refinance, or “renew,”
existing loans.ld. at 8-9. Plaintiffs allege World Accemce aggressively pushed customers to

refinance their loans only two tiree months into an existing loan, which created the perception



the Company was experiencingpié growth in loans and loanevenue and helped avoid
delinquencies.d. at 32. These “small-doll&man renewals” occurred whever a customer took
out a “new” loan by refinancing preexisting loan, at which poitite Company marked the old
loan as paid in full.Id. at 11. Plaintiffs wow Defendants made theslculated perception their
“number one priority”; small-dolialoan renewals comprised amich as 75% of the Company’s
loan portfolio from January 30, 204Ruly 15, 2015 (Relevant Periodd. July 15, 2015, is the
date Plaintiffs brought thiewsuit. ECF No. 1.

The Company later admitted it had improperdg@unted for such loan renewals in direct
violation of Generally Accepted Accountingifriples (GAAP). ECF No. 55 at 11. GAAP
allows an existing loan to becapitalized into a “new” loan onlf the borrower has repaid at
least 10% of the principal. In those instances,dld loan may be recaed as extinguished and a
new loan may be recorded in the lender’s bodkk. In contrast, if a borrower has repaid less
than 10% of the principal, the “new” loan stube accounted for as a “modification” of an
existing loan—not as a “new” loanld. The crux of Plaintiffs’allegations are Defendants
“failed to disclose, or recklessly disredad,” these faulty accounting practices, which
“artificially inflated loan volume androwth during the Relevant Periodld. at 45.

On January 30, 2013, Defendants announce@tmpany’s 2013 thirduarter financial
results by filing a Form 8-K and Form 10-Q with the SECId. at 45, 48. The press release
attached to the filing emphasized the Company’s forty-eighth consecutive year-over-year
guarterly increase in diluted earnings per shatéch the Company attributed primarily to “the
increase in average net loans and thecissal growth in interest and feedd. Total revenue
increased by 10.1%: from $136 million during ttird quarter of theprior year to $149.6

million in the third quarter of 2013, due to loan growtld. at 46. In a flblow-up conference



call, Defendant McLean, in respding to a question by a seities analyst, concluded, “I
certainly don’t believe the outlook for this Company is anything but positivk.at 47.

According to Plaintiffs’ Amended Compid, certain Defendas assured “the
Company’s accounting and reporting policies aradoordance with U.S. GAAP and conform to
general practices within the finance company industri” at 49. Further, the Summary of
Quarterly Results also noted:

An evaluation was carried out under the supervision and with the participation of

the Company’s management, including@sO and CFO, of the effectiveness of

the Company’s disclosure controls and procedures as of December 31, 2012.

Based on that evaluation, the Compa management, including the CEO and

CFO, has concluded that the Company'scltisure controls and procedures are

effective as of December 31, 2012.

Id. (internal quotation marks omitted). DefenttaMcLean and Malson signed certifications
required by the Sarbanes-Oxley Act of 2002 (S@¥ting they had reviewed the Form 10-Q
and it did “not contain any untrue statement of demal fact or omit to state a material fact
necessary to make the statements maddigim of the circumstances under which such
statements were made, not misleading wigpeet to the period coxed by that report.” Id.
(internal quotation marks omitted). The markedated favorably to this report, and the stock
price for World Acceptance rose from $75.31 to $77.55 the next day, and eventually up to
$78.20 per share on February 8, 20k8.at 50.

Following the release of the Form 8-K danuary 30, 2013, cemaDefendants began
selling some of their World Acceptance stock over the course of the next two mddths.
Defendant Roland sold 7,500 shares at $77p&6 share for totaproceeds of $583,193;

Defendant Whitaker sold 1,000 shares at $77.76 per share for total proceeds of $77,370;

Defendant Vassalluzzo sold orused to be sold 34,477 shams$78.77 per share for total



proceeds of $2,715,792; and Defendant and CEO McLean sold 25,000 shares at prices ranging
from $79.01 to $79.55 per share for total proceeds of $1,9781d99.

On April 25, 2013, World Acceptance announdsdourth quarter ashfiscal year 2013
financial results, which closely resembled fiveor announcement, including continued growth
in total revenue, average rieans, and loan volumeld. at 52. During a conference call that
same day, several analysts asked questions iegatee effects of statand federal regulation
on the Company’s refinancingdd. When asked what percentagienew loans written were
refinancings of prior outstamy loans, Defendant McLeaesponded, “If you base it on loan
volume, 77% of our loan volume repeess renewals of existing loandd. at 54.

Following the announcement on April 25, 20D&fendants Roland and Vassalluzzo sold
more stock.Id. at 55. On May 6 and May 8, 2013, fBedant Vassalluzzseold 214,218 shares
of Company stock at pricesanging from $91.08 to $92.93 per share for total proceeds of
$19,863,245; on May 22, 2013, Defendant Roland $88 shares at $88.76 per share for total
proceeds of $156,044d.

The Company released its fourth quarter and fiscal year 2013 fiheasuidts in its 2013
Form 10-K, initially filed with SECon June 14, 2013, and amended July 19, 20d3. In its
Form 10-K, World Acceptance claimed to adh#westringent underwriting practices for its
installment loans, and the Company admitted“actively” marketing the opportunity for
gualifying customers to refinanceisting loans prior to maturityld. The Form 10-K reiterated
the Company’s adherence to GAAP and contained similar SOX certificatidnat 58. Both
the fiscal 2013 Form 10-K and the 2013 ached Form 10-K were signed by, among others,

Defendants McLean, Whitaker, Vassalluzzo, Way, Bramlett, and Gilré&htht 59.



Plaintiffs advance the truth about the Company’s allegedly illinileg practices began
to emerge when World Acceptance filedrffoNT 10-K/A with the SEC on July 3, 2013,
disclosing “the Company was unable to file anpéeted Form 10-K for the fiscal year ended
March 31, 2013, ‘because of unexpected delayating to the need for an ‘additional review
and analysis’ of the Company’s allowance for loan losskk.at 12. The Company disclosed it
was “possible that the Company’s amended FboRK [would] report a mateal weakness in its
internal control over financial reporting relating to its process for determining its allowance for
loan losses.”ld. (emphasis omitted). After these announcements, the Company'’s stock price fell
more than 12% the next trading dag.

On July 25, 2013, Defendant McLean, on liebé World Acceptance, explained the
Public Company Accounting Oversight BoardC@&OB), during an autl of the Company’s
independent auditor KPMG, discovered a aterial weakness” in World Acceptance’s
accounting treatment of small-dollaan renewals asrasult of loans impmperly being recorded
as “renewals” instead of “modifications.Id. at 64. Specifically, “it was determined that the
Company did not have a control to assess leas 10% renewals and had difficulty proving that
they did not materiallyaffect the allowance.”ld. at 61. As Defendant McLean later admitted
during an April 29, 2014, conferea call, the Company “was nptoperly accounting for those
loans with proceeds of less than 10%d” at 35.

Despite the amended 10-Ka admitted material weaks® Defendant McLean, during
his conference call with analysts, said, “I do hetieve that it will represent a material impact
on our operations or resultsld. at 62. Defendant McLean camfied to analysts the Company
already possessed the data neagdsa proper accounting, andguided further assurances “this

situation is well under control.1d. at 64.



Although the Company’s share price fell 4.3%, Plaintiffs claim the drop would have been
much greater had Defendants not (a) downplagecherous analysts’ inquiries, (b) falsely
reassured shareholders the “material wes&hevould not have a significant impact on the
overall operations of the Company movingward, and (c) not simultaneously disclosed
generally positive news regarding the Company’s “record financial results” for the first quarter
of fiscal year 20141d. at 70.

On August 14, 2013, after theosk price had begun to recover from the Company’s
announcement regarding its intafraccounting controls, Defendant Way sold 6,000 shares of
World Acceptance stock at $86.54 per sharddtal proceeds of $519,240; on August 20, 2013,
Defendant Bramlett sold 3,000 shares at $8pdrlshare for totgproceeds of $265,230d. at
68. On September 10, 2013, the Company annoumteethief Financial Officer and Senior
Vice President, Defendant Malson, would retilgé. at 19. On November 4, 2013, the Company
announced its Chief Operatingffioer and President, Defendant Roland, was resigning for
“personal reasons.”ld. According to Plaintiffs, this prn of reporting loan and revenue
growth, continuing inflation othe Company’s stock jme, and subsequent selling of stock by
Defendants continued through the secamd third quarters of fiscal year 2014. at 68-75.

On March 12, 2014, the Consumer Finan&abtection Bureau (CFPB) served World
Acceptance with a Civil Investigive Demand (CID) related todiCompany’s lending practices.
Id. at 43. The Company publicly disclosed thient by filing a Form 8-K with the SEQd.
According to the Form 8-K, the CiDated the CFPB was investigating:

(i) to determine whether finance compan@ other unnamed persons have been

or are engaging in unlawful acts oraptices in connean with marketing,

offering, or extension of edit in violation of Setions 1031 and 1036 of the

Consumer Financial Protection Act, 12 U.S.C. 88 5531, 5536, the Truth in
Lending Act, 15 U.S.C. 88 1601. et seq., Ragah Z, 12 C.F.R. pt. 1026, or any



other Federal consumer financial law anyltG determine whether Bureau action
to obtain legal or equitable reliefonld be in the public interest.

Id. Following this disclosure, the Company'’s stock fell almost 20%%.

On April 29, 2014, Plaintiffs aver Defenuts caused the Company to issue World
Acceptance’s fourth quarter 2014 financial resultsictviivere filed with the SEC in Form 8-K.
Id. at 76, 79. World Acceptance announced inRbiem 8-K it had made some “system changes
that ensured customers were not encourageefittance existing loans where the proceeds from
the transaction were less than 10% of the loan being refinanddd.at 77. The Company
acknowledged “this resulted in a decrease inl@am volume and had an impact on our balances
outstanding and our oxadl yields.” 1d. Following the announcement of the “system changes,”
the Company experienced its lowest geidy growth in nine yearsld. at 78.

Defendants incorporated the Caamg’s fourth quarter and full year financial results into
its fiscal 2014 Form 10-K, which was filed with the SEC on June 12, 2014t 79. The 2014
Form 10-K contained “substantialsimilar statements as thosethe Company’s fiscal 2013
Form 10-K,” including similar SOX certifiteons and an emphasis on adhering to GAA®.
The “system changes” had a significant, negaimpact on the Company’s shareholders. When
an analyst inquired as to the pent of originations that cameom sub-10% renewals before and
after the changes wemnplemented, Defendant McLearsponded, “It's dropped down to the
7% or 8% range from the 20% range that ameounced last yearSo it's dropped down
dramatically.” Id. Regarding the ongoing CFPB investiga, the Company stated in the Form
10-K,

While the Company believes its marketing and lending practices are lawful, there

can be no assurance that CFPB’s ongomagstigation or futurexercise of its

enforcement, regulatory, discretionary,abher powers will not result in findings

or alleged violations of federal consunfieancial protection s that could lead
to enforcement actions, proceedingslitigation and the imposition of damages,



fines, penalties, restitutiommther monetary liabilitiessanctions, settlements, or

changes to the Company’s business prastior operations that could have a

material adverse effect on the Companlgusiness, financial condition or results

of operations or eliminate altogether the Company’s ability operate its business

profitably or on terms substantially simikarthose on which it currently operates.
Id. (emphasis omitted).

According to the Company’s 2013, 2014, and 2015 Proxy Statements, the Board,
including six Defendants, “recesd communications on the mostpartant strategic issues and
risks facing the Company” and received “reguleports from the Company’s Chief Executive
Officer or other senior managersgarding compliance with applicable risk-related policies,
procedures, and limits.Id. at 37.

Plaintiffs aver Defendants mitigated the impact of fourth quarter and fiscal year 2014
financial results by emphasizingagss loan receivables, net incomued interest, and fee income
while “failing to disclose that these improvedsults were the resulif continued improper
lending practices.”ld. at 82. Plaintiffs further alleg@l/though the Company’s stock was still
“artificially inflated,” on May 22, 2014, Defendant McLean sold 4,995 shares of World
Acceptance stock at $80.00 per share for proceeds of $399)800.The next month, on a
conference call, Defendant McLean respondednt@nalyst’s request for an update on the CID
by stating, “We really don't believe that weeatoing anything wrong and it would be very nice
if they would finish their review within theix months and go onto a different projectd’ at 84.

On September 5, 2014, the Company annednKPMG, after serving as World
Acceptance’s independent auditor for the past tygears, had resigned. The Company’s stock
price fell approximately 7.5%he next trading dayld. at 15. On Octolye22, 2014, Plaintiffs

avouch Defendants caused World Acceptancartoounce its second quarter 2015 financial

results via a Form 8-K filed with the SEQd. at 85. During the Company’s quarterly analyst



call, Plaintiffs contend Defenda McLean reaffirmed Defendss’ delays in implementing
proper internal controls, stating, “lI believeetimpact of the changes we had surrounding the
less-than-10% renewables will be lessened dkier next couple of months because of the
implementation date of thhtack in February [2014].’Id. at 88 (emphasis omitted).

On June 2, 2015, the Company announced Defendant McLean'’s retirement, and its stock
price dropped approximately 5%d at 15. On August 10, 2015, the Company announced it had
received a Notice of Opportunity to Respomad Advise (NORA) lger from the CFPB on
August 7, 2015, notifying the Company CFPBBEnforcement Office “is considering
recommending that the CFPB take legal action against the CompanyThe Company’s stock
price dropped over 34% the following day, frarclose of $51.80 on August 10 to a close of
$34.00 on August 11.d. During the Relevant Period,etfCompany’s marketapitalization
decreased by approximately 60%, or approximately $420 millidn.

When Plaintiffs filed theiAmended Complaint, ECF No. 58here were seven members
of the Company’s Board: Dafdants McLean, Whitaker, Vasaako, Way, Bramlett, Gilreath
and non-defendant Jank¢wis Matricciani. Id. at 168. In lieu of fing an Answer, Outside
Director Defendants filed a Motion to Dismi€SCF No. 60, which Defendants Calmes, Malson,
McLean, Roland, and Nominal Defendant Worldc&ptance joined, ECFd\ 61. Plaintiffs
filed a response in opptisn, ECF No. 63, and Outside DirectDefendants filed their reply,
ECF No. 65, which Defendants Calmes, Malson, McLean, Roland, and Nominal Defendant
World Acceptance joined, ECF No. 66.

The Court, having been fully briefed on théexant issues, will nowonsider the merits

of the two motions.
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.  STANDARD OF REVIEW

Outside Director Defendants, joined by Defendants McLean, Calmes, Malson, Roland,
and Nominal Defendant World Acceptance Corporatmove to dismiss all claims by Plaintiffs
for failure to satisfy the heightened standafdr pleading demand futility required by Fed. R.
Civ. P. 23.1. ECF Nos. 60-61. “The authoritydicect the business andfars of a corporation
is delegated to a board of directors, not the sharehold@atblina First Corp. v. Whittle539
S.E.2d 402, 407 (S.C. Ct. App. 2000)A derivative action is, iressence, a challenge to the
board’s managerial authority.ld. at 408. Accordingly, when a derivative plaintiff seeks to
usurp the board’s authority to decide whettlex corporation should pursue legal claims, the
plaintiff must meet a significarptlheightened pleading standard.

Rule 23.1(b), which governs the pleading reguients in derivative actions, states the
plaintiff's verified complaint must:

(1) [A]llege that the plaintiff was a stedrolder or member ahe time of the

transaction complained of .;. (2) allege that the aot is not a collusive one to

confer jurisdiction that the court wallotherwise lack; and (3) state with

particularity: (A) any effortoy the plaintiff to obtain the desired action from the

directors or comparable authority and,niécessary, from the shareholders or
members; and (B) the reasons for obtaining the action or not making the

effort.

Fed. R. Civ. P. 23.1(b).

Thus, as a precondition for bringing a dative action, the plaintiff “must make a
demand on the board which the board refusedllege facts sufficient to show that demand
would have been futile.” Whittle, 539 S.E.2d at 402. “To the extent that a jurisdiction
recognizes the futility excejtn, the jurisdiction placeslanit upon the directors’ usual power to

control the initiation of corporate litigation.Kamen v. Kemper Fin. Serv. In600 U.S. 90, 101

(1991). “A court entertaining a derivative action. must apply the demand futility exception as

11



it is defined by the law of the State of incorporationid. at 108-09. Due to the voluminous
body of Delaware corporate law, the South Carolina Supremd &odirCourt of Appeals have
indicated Delaware law is persuasive in assessing demand fulikty, e.g.Whittle 343 S.C. at
187-88 (noting South Carolina has adopted FedCiv. P. 23.1(b) prockirally, but applying
Delaware law in analyzing demand futility). There are two tests for determining demand futility
under Delaware law; the applicaliést depends on the typeabdim the plaintiffs assert.

A. RalesTest

If a plaintiff challenges the board’s failure @ot, “a court must dermine whether or not
the particularized factual allegations of aidative stockholder complaint create a reasonable
doubt that, as of the time the complaint is filedmajority of] the boaraf directors could have
properly exercised its independent and disinterested bugumdgsient in responding to the
demand.” Rales v. Blasband34 A.2d 927, 934 (Del. 1993).

A director is considered interested whéne or she will receive a personal financial
benefit from a transaction that is remually shared by the stockholdersd. at 936. A plaintiff
can also establish a director is intereste@lBging conduct “so egregiswon its face that board
approval cannot meet the testhnisiness judgment, and a subsitd likelihood of [personal]
director liability therefore exists[.]’In re Citigroup S’holder Derivative Litig.964 A.2d 106,
121 (Del. Ch. 2009). This is so because thefprssumptively a reason to doubt that a director
who faces a substantial likelihoofl personal liability could bdisinterested when responding to
a demand.”ld.

“When the certificate of incorporation expta directors from liability, the risk of

liability does not disable them from considgria demand fairly unlegsarticularized pleading

12



permits the court to conclude that there is lastantial likelihood that #ir conduct falls outside
the exemption.”In re Baxter Int’l, Inc. S’holders Litig.654 A.2d 1268, 1270 (Del. Ch. 1995).

To establish lack of indepdence, a plaintiff must feow that the directors are
‘beholden’ to [the alleged camiling person] or so under theinfluence that their discretion
would be sterilized.” Rales 634 A.2d at 936 (quotinégronson v. Lewis473 A.2d 805, 816
(Del. 1984)). “A plaintiff chargig domination and control of one wrore directors must allege
particularized facts manifestirg direction of corporate conduct in such a way as to comport
with the wishes or interests of the corgtoon (or persons) dog the controlling.” Aronson 473
A.2d at 816 (quotindgcaplan v. Centex Corp284 A.2d 119, 123 (Del. Ch. 1971)).

B. Aronson Test

If the plaintiff challenges a specific boageécision, the court must determine “whether,
under the particularized factslegjed, a reasonable doubt is teehthat a majority of the
directors: (1) are disietested and independent (@) the challenged dnsaction was otherwise
the product of a valid exercise of business judgmeAtdnson 473 A.2d at 814. The business
judgment rule is “a presumption that in makingusiness decision the directors of a corporation
acted on an informed basis,good faith and in the honest beltbat the action taken was in the
best interests of the companyld. at 812. The prongs of tigonsontest are in the disjunctive;
therefore, if plaintiff creates @asonable doubt as to either prarighe test, demand is excused.

Brehm v. Eisner746 A.2d 244, 255 (Del. 2000).

V. DISCUSSION AND ANALYSIS
Regardless of the applicable test, “futilisygauged by the circumstances existing at the

commencement of the derivative suitd. at 810. When evaluatirdemand futility, “Plaintiffs
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are entitled to all reasonablectaal inferences that logically flow from the particularized facts
alleged, but conclusory allegatis are not considered as eegsly pleaded facts or factual
inferences,” and will not be taken as trigrehm 746 A.2d at 255.

In deciding a motion to dismiss, the Courtyntake judicial notie of an exculpatory
provision in a corporation’s cficate of incorporation.See Baxter654 A.2d at 1269. World
Acceptance’s certificate of ingmoration contains a proves exempting the Company’s
Directors from personal monetary liability folexjed negligence in caing out their fiduciary
duties. ECF No. 60-3 1 4(c). “When the cectite of incorporation exempts directors from
liability, the risk of liability does not disabdlthem from considerg a demand fairly unless
particularized pleading permits the court to dade that there is a batantial likelihood that
their conduct falls ouide the exemption.”"Baxter 654 A.2d at 1270. Conduct that falls outside
of the exemption includes “bad faith, intemtal misconduct, knowing violation of law, or any
other conduct for which thdirectors may be liable.1d.

A. Counts I-lll: Misleading Information, Failure to Monitor, and Failure of
Oversight Claims

In Counts I, I, and IlII, Plaintiffs chargeefendants with breaching their fiduciary duties
by disseminating false and misleading informatioshiareholders (Count I), failing to maintain
internal controls (Count Il),ral failing to oversee and manage the Company (Count Ill). These
claims are not challenging a specific Bodetision, and are therefore subject to Radestest.
SeeStone ex rel. Amsouth Bancorporation v. Ritgdrl A.2d 363, 367 (Del. 2006) (applying the
Ralestest to failure of oversight claims). “[itor liability based on the duty of oversight is
possibly the most difficult they in corporate law upon whica plaintiff may hope to win a
judgment.” In re Caremark Int'l Inc. Derivative Litig.698 A.2d 959, 967 (Del. Ch. 1996).

“Only a sustained or systemic failure of a board to exercise oversight — such as an utter failure to
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attempt to assure a reasonable information and reporting system exists — will establish the lack of
good faith that is a necessamgndition to liability.” Id. at 971.

The preceding quotation from the courtGaremark“draws heavily upon the concept of
director failure toact in good faith.” Stone 911 A.2d at 369. “A fiture to act in good faith
requires conduct that is qualitaly different from, and more fable than, the conduct giving
rise to a violation of th fiduciary duty of care .@., gross negligence).ld. The Delaware
Supreme Court iWValt Disneyproceeded to give the following examples of conduct constituting
a failure to act in good faith:

A failure to act in good faith may bé@wn, for instance, where the fiduciary

intentionally acts with a purpose other thhat of advancing the best interests of

the corporation, where thedficiary acts with the intertio violate applicable

positive law, or where the fiduciary intgmmally fails to actin the face of a

known duty to act, demonstrating a caiosis disregard for his duties.

In re Walt Disney Co. Derivative Litig906 A.2d 27, 67 (Del. 2006). “The fiduciary
duty violated by that conduct tke duty of loyalty,” rathethan the duty of careStone

911 A.2d at 370. Thus,Caremarkarticulates the necessary conditions predicate” for
director oversight liability:a plaintiff must plead particatized facts showing (1) “the
directors knew they were not dischiaug their fiduciary obligations” or (2)
“demonstrated a conscious disregard for thesponsibilities such as by failing to act in
the face of a known duty to actld. “In either case, impd#on of liability requires a
showing that the directorknew that they were not stiharging their fiduciary
obligations.” Id. It is within this framework the Court rauanalyze Counts I-lll of
Plaintiffs’ Amended Complaint.

Defendants stress Couanklll are classicCaremarkclaims, and Plaintiffs have

failed to allege particularizethcts sufficient to create r@asonable doubt the Directors

15



were presented with warning signs or rexbf notifying them of a system failure, much
less allege particularized facts sufficientct@ate a reasonable doubt a majority of the
Directors ignored them.

Plaintiffs contend these claims are ndifiire of oversight” claims encompassed
under the duty of care, brather these claims are what Rtdfs mistakenly refer to as a
“good faith claims,” whichStoneclarifies are actually claims alleging a breach of the
duty of loyalty. Plaintiffs aver the Badrknew of the mischacterization of loan
modifications as renewals because that was the Company’s business plan and further
failed to make a good faith effort to preventremedy the accounting issues. Despite the
array of conclusory allegations in Plaffs’ Amended Complaint, the Court holds
Plaintiffs have failed to adequately plegarticularized facts $ficient to create a
reasonable doubt as to whether a majooitthe Company’s Board was incapable of
considering a demand with respect to the failof oversight claims alleged in Counts I-
1.

1. Count 1: Disseminating Falseand Misleading Information to
Shareholders Claim

Plaintiffs’ Amended Complaint containso particularized facts suggesting a
majority of the Board was ever alerted to, lgrored, the internal control issue relating
to accounting for sub-10% renewals. le fears preceding the ROB'’s identification
of the “material weaknesstelated to accounting for the sub-10% renewals, the
Company’s independent auditor, KPMG, gl in the Company’s 2012 SEC Form 10-K
the Company’s internal controls overndincial reporting wereeffective and the

Company’s financial statements weregented in accordance with GAAP.
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The Company’s Directors were entitled tely on the opinions of its outside
auditor, KPMG, and its assessment the Camyfs financial accounting conformed with
GAAP. SeeS.C. Code Ann. 8§ 33-8-300(b) (notirig director is entled to rely on
information, opinions, reports, or statementxluding financial statements and other
financial data, if prepared or presented by public accountants, or other persons as to
matters the director reasonably believesaithin the person’s professional or expert
competence”)see also In re Am. Int'l Grp., Inc965 A.2d 763, 781 (Del. Ch. 2009)
(noting “in corporate law, independent diters are entitled to rely in good faith on
advice from auditors that corporate booksl aecords are accurate and GAAP-compliant
and that corporate interngdic] controls are adequate”) Plaintiffs acknowledge the
inadequate internal controls at issuethis case became knavwonly after the PCAOB,
who is the auditor of the Company’s auditmentified the problenduring a review of
KPMG.

In that regard, the Amended Complamecognizes (i) KPMG, the Company’s
outside auditor, did not identify the issaed previously issued clean audit opinions
before the PCAOB identified it, (ii) th€ompany had announced the internal control
issue regarding sub-10% rendsvhad no material impacin the Company’s previously
reported financial results such thaivéis not required to restate them.

The Amended Complaint also includdkegations concerning the knowledge of
the Audit Committee DirectordDefendants Way, Bramlett, and Whitaker. Plaintiffs
propound these three Audit Committee Directatsof whom are Outside Directors who
have never been employed by the Company, beghatteir fiduciary duty of loyalty by

repeatedly allowing or permitting the disseation of false and misleading statements,
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which caused the Company to fail to complyhnapplicable regulations in contravention
of GAAP. However, as Defendants corregityint out, Plaintiffs’ ecitation of the Audit
Committee’s enumerated responsibilities is nbssitute for the particularized facts “that
the audit committee had clear notice of seriacsounting irregularities and simply chose
to ignore them, or, even worde, encourage their continuationGuttman 823 A.2d at
507.

Plaintiffs allege the PCAOB had preusly questioned whether the Company’s
loan accounting documentation was satisfactord implied, if the documentation was
unsatisfactory, multiple audits would haveb® conducted. Howeveas Plaintiffs note
in the Amended Complaint, the PCAOB reviewed the Company’s audits several years
before the current internal control isswas identified and determined the Company’s
loan accounting documentation was proper at fina. When the internal control issue
was later identified, the Company reportédand began implementing policies and
procedures to remediate the problem.

Plaintiffs declare ararticle published inPropublica regarding the Company’s
lending practices was sufficient to raise a red flag and put the entire Board on notice of
potential illicit lending practices However, a red flag mustaise obvious danger signs
of employee wrongdoing,” and the article uponickhPlaintiffs rely does not conclude
the Company has engaged in any wrongful condi®teBaxter 654 A.2d at 1270.
Additionally, Plaintiffs refram from alleging the Company $&iolated any laws; instead
they primarily rely on the CFPB investigation as evidence of wrongdoing. The Court is
unpersuaded by Plaintiffs’ oatentions because the opera date for determining

demand futility, the date the lawsuit commenced on July 15, 2015, prevents the Court
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from considering a significarportion of the CFPB investion, and more importantly,
the CFPB has yet to determine the Conyplaas engaged in any wrongful conduct.

Therefore, the Court holds Plaintiffs Veafailed to meet the exacting pleading
standard required by BeR. Civ. P. 23.1(b) anRalesto show the Company’s Directors
face a substantial likelihooaf liability for failing to properly oversee World's
operations. As such, Defendantsotions to dismiss on thissue will be granted.

2. Count 2: Failure to Mainte Internal Controls Claim

Plaintiffs repeat many of the conclusoaflegations included in Count | in
alleging a majority of the Company’s Direcs face a substantial likelihood of liability
for failing to implement appropriate internabntrols. A claim predicating director
liability on a failure to implement or maintainternal controls is the quintessential
Caremarkclaim, and, absent bad faith, liabiligenerally exists only when there is an
“utter failure to attempt to aare a reasonable informationdareporting system exists.”
Stone 911 A.2d at 369. “A demanding test lmbility in the oversight context is
probably beneficial to stockholdeas a class, as it is in the board decision context, since
it makes board service by qualified personsramiikely, while continuing to act as a
stimulus to good faith performance of duty by such directoBdaremark 698 A.2d at
971.

Plaintiffs contend the Board was pon notice of the Company’s unlawful
conduct and improper loan growth, and therefwas required to exercise good faith in
taking appropriate action to correct the miscomnduRlaintiffs further allege Defendants
willfully ignored the obviousproblems with World Acceptance’s internal control

practices, and that each Defendants had knowledge ofdaactively participated in,
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approved of, or acquiesced to the wrongdoingibe Court holds Plaintiffs’ conclusory
allegations are totally devoid ofdlparticularized facts required ByalesandCaremark

Plaintiffs’ Amended Complaint ackndedges the Company has an Audit
Committee charged with overseeing the integrity of the Company’s internal control
system, overseeing the audit performancehef Company’s independent accountants,
and facilitating communication betweenethBoard, senior management, and the
independent accountants. The Amendednm@laint further recognizes the Audit
Committee’s creation of the Company’s Compliance Management System (CMS) to
ensure compliance with applidalconsumer financial lawsln addition, the Company’s
Board created the position of Chief ComptanOfficer to oversee CMS. Plaintiffs’
argument a majority of the Company’s Boaadds a substantial likelihood of liability for
failing to implement internal controls lagksufficient factual @pport. Accordingly,
Defendants’ motions to dismiss Count Il failure to make a demand will be granted.

3. Count 3: Failure to Oversee and Manage the Company Claim

Plaintiffs’ final Caremark claim accuses the Defemda of breaching their
fiduciary duty to oversee and manage thenpany. Plaintiffs posit Defendants breached
their duty of oversight and supervision byllfuily or in bad fath allowing Company
officers or other employees to conductk tiCompany’s operations in violation of
applicable laws and regulations, resultinghie Company sustaining significant damages.
The fatal problem with Plaintiffs’ claim is ¢lir failure to allegeparticularized facts
supporting these allegations.

Plaintiffs’ conclusory Hegations, without more, aresufficient to withstand

scrutiny undeRalesandCaremark “No rationally designedhformation and reporting
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system will remove the possibility the corpooatiwill violate laws or regulations, or that
senior officers or directors may nevertlsslesometimes be misled or otherwise fall
reasonably to detect acts material t@ tborporation’s compliance with the law.”
Caremark 698 A.2d at 970. Where, as here, theomtion has in place a set of internal
controls, director oversightdbility only exists if the dectors “consciously failed to
monitor or oversee its operations thus disabthemselves from being informed of risks
or problems requiring their attention3tone 911 A.2d at 370. Plaintiffs’ argument fails
as they have neglected to plead the partiaddrfacts necessary for a finding of director
liability. Accordingly, Defendants’ motiont dismiss Count IIl for failure to make a
demand will be granted.

B. Counts IV and VI: Unjust Enrchment and Insider Trading Claims

Plaintiffs’ unjust enrichmentCount IV) and breach of fiduciary duty for insider
selling (Count VI) claims do not challenge asific Board decision and thus are subject
to theRalestest. See Guttman823 A.2d at 503. A valid claim for insider selling also
states a claim for unjust enrichmeree id)) (noting “directors who misuse company
information to profit at the expense afnocent buyers of their stock should disgorge
their profits” (citing Brophy v. Cities Serv. Go/0 A.2d 5 (1949))). “Adirector is not
‘interested’” whenever a derivative plaintdtirsorily alleges he made sales of company
stock in the market at a time whenpassessed material, non-public informatioid” at
502. Plaintiffs must show “each sale by eawfividual defendant was entered into and
completed on the basis of, and because of, adverse material non-public informiation.”

A non-exhaustive list of factors to considerdetermining whether a plaintiff has

made this showing includes the roles pldyby each director at the company, the
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information that would have come to thaitention, what indicatn there was directors
would have known of information leadingetin to believe the stock was allegedly
overpriced, when the trades occurred, and tmeep¢age of stock sold compared to the
total amount ownedld. at 503-05.

Plaintiffs attempt to distinguisiuttmanon the grounds it involved a highly
technical, obscure accounting issue that ultimately led the company to restate its
historical financial results. &ntiffs allege this case is based on allegations the Directors
sold stock on the basis of their knowledgfea company’s non-public, adverse, “core
informational” and illegal business strategylaintiffs, howeverhave yet to identify
anything about the Company’s opgons that has been deteéned to be illegal, and
there are no particularized facts to indicateether the remaining conclusory allegations
are true. Further, this case is also about an accounting issue that was by any measure an
obscure one.

Plaintiffs fail to address any of th&uttman factors despite Defendants’
particularized explanation of the trades. Specifically, two Outside Directors, Bramlett
and Way, increased the number of shardd bg them during the Relevant Period;
Outside Director Gilreath retained 97% ho§ pre-exercise holdingsf Company stock;
Outside Director Whitaker sold 12% of higabholdings; and thessales spanned from
February 7, 2013, to December 3, 2014. Thess fgmpear to the Cduto decrease the
likelihood Outside Directors tradl on “inside information.’Plaintiffs’ limited factual
allegations suggest the opposite finding,eash stock sale identified in the Amended

Complaint occurred after World issued public reports of quarterly earnings.
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Instead, Plaintiffs rely heavily on this Court’s ruling in the Securities Class
Action, Epstein v. World AcceptancBlo. 6:14-1606-MGL, 2015 WL 2365701 (D.S.C.
May 18, 2015) Epsteir), in which this Court heldDefendant McLean and other
executives not named in this action possgssaterial non-public information and acted
with scienter to manipulate the “flow of infoation” into the market. Plaintiffs insist
this finding supports a similar finding inishcase because Board members had access to
the same information about the Comparggse operations, ardefendants Vassalluzzo,
Way, Bramlett, and Gilreath each sold Compawoglsturing that time. Plaintiffs charge
these allegations alone excuse demand.

Plaintiffs’ reliance onEpsteinis fundamentally misguide In that case, this
Court held executives who were employedsthe Company possessed material non-
public information; in the instant case, the majority of the Board consists of Outside
Directors who are not, and havevee been, employed by the Comparyee Guttman
823 A.2d at 504 (noting presence of securiseit did not give rise to substantial
likelihood of liability on the parbf a majority of the boar@here five of seven directors
were not defendants in the securities sultfcordingly, Defendants’ motions to dismiss
Counts IV and VI for failure to make a demand will be granted.

C. Counts V and VII: Claims Connected to McLean’s Retirement

Counts V and VIl challenge specifiBoard decisions concerning Defendant
McLean’s retirement and the repurchase of shares of the Company’s stock. Plaintiffs
avow demand was excused for Count V becaluseDirectors “wasted” corporate assets
by (1) overcompensating Officers and Direstoand (2) authorizing and effectuating a

stock buyback plan.
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When a plaintiff challenges a specifiedilsion made by the bahra plaintiff must
allege particularized factshewing: (i) a majority of theBoard was interested in the
matter or lacked independence from somerasiied Director, or (ii) the challenged
transaction or decision was not the prodafca valid exercise of business judgmeBee
Aronson 473 A.2d at 814. “The business judgmeute precludes judicial review of
actions taken by a corporate governing bodseab a showing of a lack of good faith,
fraud, self-dealing, or wonscionable conduct."Dockside Ass’'n, Inc. v. Detyern362
S.E.2d 874, 874 (S.C. 1987). This Court, aftir does not sit as some sort of Super
Board second-guessing a board of directorsralseshowing of some sort of nefarious
conduct by the board members.

Plaintiffs do not challenge the independe of the Board in this claim.
Therefore, they must (1) plead particutad facts demonstrating a majority of the
directors face a substantial threat of personal liability for allegedly committing corporate
waste, or (2) plead parti@arized facts to overcome the presumption the allegedly
“wasteful” decisions are proteddy the business judgment rule.

Plaintiffs’ failure to plead particularizethcts is once again fatal. A “plaintiff
must generally show that the board irrationally squanderegoe assets—for
example, where the challenged transacsenved no corporate purpose or where the
corporation received nooaosideration at all.” White v. Panic 783 A.2d 543, 554 (Del.
2001). Plaintiffs fail to allege any pauiarized facts supporting an inference the
challenged compensation, bonuses, and seweraserved no cporate purpose or

involved no consideratipat all to the Company. Witlegard to compensation, directors
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have a “broad corporate powerfto the compensation of officers.Aronson 473 A.2d
at 817.

Plaintiffs’ allegations rgarding the Company’s stoaepurchasing program are
likewise unpersuasive because there are micpkarized facts supporting the allegation
the Company’s stock price was trading ataatificially inflated value. For the same
reasons Plaintiffs fail to meet the first prong of f®nsontest, Plaintiffs also fail to
satisfy the second prong. Tkeare no particularized allegans creating a reasonable
doubt the compensation plans or stock repueehdans were “irrational,” the result of
“fraud,” “self-dealing” or ‘Unconscionable conduct.” Acabngly, Defendants’ Motion
to Dismiss Count V for failure tmake a demand will be granted.

The Court will dismiss Count VII as a ther of law because Plaintiffs’ claim
challenging McLean’s retirement cannot seaga basis to excuse demand because the
underlying facts occurred after this action was filed on July 15, 2@E®, e.g.In re
Ferro Corp. Derivative Litig. 511 F.3d 611, 621 (6th Ci2008) (collecting cases and
noting demand is not excused where pldsitiallegations related to conduct that
occurred after filing the original complaint).

D. Counts VIl and IX: Securities Claims

Plaintiffs advance two additional claims based on the same facts underlying the
Caremarkclaims in Part A. Count Vllirad Count IX are both subject to tRalestest
because they do not challenge a specific Board deciSiea.Rale634 A.2d at 927see
also Guttman823 A.2d at 500. To state a claim un8et0(b), a plaintiff must allege a

majority of the board acted with scienter. &tée can be defined @ intent to deceive
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or severe recklessnesSttmann v. Hanger Orthopedic Grp., In853 F.3d 338, 343 (4th
Cir. 2003).

Plaintiffs state Defendants McLean, Wéker, Vassalluzzo, Way, Bramlett, and
Gilreath face a substantial likelihood ofdility because they signed (1) the 2013 Form
10-K and 2013 Amended Form 10-K; (2etB014 Form 10-K; and (3) the 2015 Form
10-K. In support of this alation, Plaintiffs point Epsteirp which this Court held the
plaintiffs in that case had adequately regir burden by demonstrating the statements
contained in these same documents were false and misleading.

As the Court has already discussede Amended Complaint contains no
particularized facts suggesting a majority of the Board was ever alerted to any improper
accounting practices or any atdly improper lending practiceébat were occurring at
the Company. There are also no partigaéad facts in the Amended Complaint to
support a holding a majority of the Board aktégth scienter, asequired by 8§ 10(b).

Plaintiffs’ § 14(a) claim fails for sligtly different reasons. Section 14(a)
prohibits a corporation from issuing a proxyftaining any statement which . . . is false
or misleading with respect to any material fact, or which omits to state any material fact
necessary in order to make the statements therein not false or misledditigy V. Elec.
Auto-Lite Co, 396 U.S. 375, 383 (1970). Plaintiisouch Defendants made actionable,
material omissions in connection witlorld Acceptance’s 2013, 2014, and 2015 Proxy
Statements. This argument is without merit for several reasons.

First, Plaintiffs never explain howng alleged “failure” to disclose the
Company’s accounting for sub-10% renewals waserially misleading to investors. In

fact, the Company and its independentditor, KPMG, concluded the accounting
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practices did not result in any materiah@curacies in the Company'’s reported financial
results. Additionally, Plaintiffs fail to specify which statements in the Company’s
proxies they contend were rendered falsemisleading because of any such alleged
omission. Finally, Plaintiffs have failed amlequately allege the challenged proxies, as
opposed to any alleged defect therein, were an “essenkaliti a transaction causing
injury to World. SeeMills, 396 U.S. at 384-85. For the above reasons, as well as those
stated in Part A above, Defendants’ motionslitomiss Counts VIII and IX for failure to

make a demand will be granted.

V. CONCLUSION
Wherefore, based on the foregoing disaussind analysis, it ithe judgment of
this Court Defendants’ Motions to Dismiss Plaintiffs’ Amended Complaint are
GRANTED.
IT IS SO ORDERED.
Signed this 28th day of Februa®Q176, in Columbia, South Carolina.
s/ Mary Geiger Lewis

MARY GEIGER LEWIS
UNITED STATESDISTRICT JUDGE
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