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Thisisastockholder’ sderivative suit. A minority ssockholder in Lafarge Corporation sued the
directorsof thecorporation, inthe name of the corporation, aleging breach of fiduciary duty, waste, and
grossnegligence! Thosedamsaroseout of atransaction between Lafarge and its controlling stockhol der,
aFrench corporation named Lafarge SA. (LSA), inwhich cartain assetsearlier purchased by LSA were
sold to Lafarge for an amount that, in the plaintiffs' view, exceeded their worth by $190 million.

Theissuebefore usisnot whether theplantiffs have avaid complant but whether, dueto their
falureto mekeademandfor remedid action onthecorporation prior tofiling suit, they areableto proceed
withther lawsuit. The Circuit Court for Montgomery County, in granting summary judgment for the
defendants, concluded that such ademand, unlessit would have been futile, isaprerequistetofilinga
derivetive action; that the demand would not have been futileinthis case; and, for thet reason, thefailure
onthepart of the plaintiffsto makeit could not beexcused. Theissueraisesquestionsof both substantive

corporate law and judicial procedure. In the end, we shall affirm.

BACKGROUND

Most of theunderlying factsinthiscasearenot in subgtantia digpute, dthoughthepartiescertanly
disagree over some of theinferencesthat may properly be drawn fromthosefacts. Lafargeischartered
in Maryland but heedquarteredin Virginia It producesand sdls concrete, cement, and gypsum wallboard,
and engages in road building and other related activities. LSA isaFrench corporation that owns

gpproximatdy 52% of the outstanding sharesof Lafargeand s, therefore, itsmgjority and controlling

Thesuitwasinitialy filed by Harbor Finance Partners. During the courseof thelitigation, that
entity dropped out of the case and wasreplaced by two other minority sockholders, Norman Werbowsky
and Lenore Tom.



shareholder. Theremander of Lafarge s70 million sharesare publicly traded ontheNew Y ork, Toronto,
and Montreal Stock Exchanges.

In 1995, L SA began planning an acquisition of Redland PLC, aUnited Kingdom congtruction
materid scompany with businessassetsand operationsaround theworld, including substantid operations
conducted through subgdiariesin the United Satesand Caneda. Inearly 1996, LSA inquired of Lafarge' s
senior management whether Lafargewould beinterested in any of Redland sAmericanor Canadian asts,
and the answer at the time was “no.”

In October, 1997, LSA commenced ahostile takeover of Redland. Bertrand Collomb, who
served asCharman of the Board of Directorsof both Lafargeand LSA and CEO of L3A, informed the
Lafargedirectorsof LSA’soffer and of itsintention, in the event of asuccessful takeover, to proposeto
the Lafarge board the acquisition by Lafarge of some of Redland’ s American and Canadian assets.
Although Redland’ smanagement initidly ressted thebid, by December, LSA had acquired amgority of
the shares, paying apremiumfor them. On December 11, 1997, Collomb reported to the Lafargeboard
the success of the takeover and of LSA’ sintent, in the near future, to formulate an offer to Lafarge
regarding certain of Redland’ sNorth American assstsand operations. Hesaid that he had confirmed with
Harold Kleinman, whose firm served as outsde counsd to the Lafarge board, that it would be necessary
to gppoint aspecid committee of independent directorswith authority to take al steps, including the
gppointment of afinancid advisor, to consder the offer that LSA intended to make. In that regard, he
caled agpecid meating of the board for December 16 to congder interim arrangementsfor the overaght
of Redland’s North American operations pending action on the proposed transaction.

Lafarge has 16 directors. The parties now agree, for purposes of this case, that Sx of those
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directors— Mess's. Collomb, Kasridl, Rose, Lefevre, Murdoch, and Piecuch— are“ingde” or non-
Independent directorsin that, a therelevant times, they dso served asofficersor directorsof LSA. The
partiesa o agreethat three of theremaining directors— Mess's. Rodgers, Dauman, and MacAvoy —
are“outsde’ independent directorswho arenot conflicted or controlled by LSA. They disagreeabout the
datus of the other seven directors— Ms. Maone and Mess's. McDonad, Cohen, Southern, Redfern,
Buell, and Nadeau. Themesting called by Collombwasheld by tdlephone. Fourteen of thedirectors—
al but Dauman and Maone— participated. The minutesof that meeting show that Collomb iterated the
intention of LSA to offer to Lafarge certain North American assets of Redland and hisview that it would
bein the best interest of the corporation for the board to appoint aspecial committee of independent
directorsto evaluate the offer and make arecommendation to the board with respect to it. After
discussion, theboard sdlected five of their members— Cohen, Maone, McDonad, Rodgers, and
Southern — to sarve asthe specid committeeto eval uate and make adetermination with respect to the
anticipated LSA offer. The resolution authorized the special committeeto retain (1) independent legd
counsd, (2) investment advisorsto review and evauate the acquisition proposd and, if the committee
determined the acquistion wasinthebest interest of Lafarge, to provide an opinion astowhether theprice
isfair to the shareholdersfrom afinancid point of view, and (3) other independent advisors and consuiltants
asit deemed appropriate.

The specid committee met later that day. 1t dected McDondd as chair and gppointed Kleinman
to serveascounsd tothespecid committee. Atitsnext meeting, on December 30, the specid committee
recelved presentationsfrom two investment banking firms— Dona dson, Lufkin & Jenretteand SBC-

Warburg Dillon Read (Dillon Read) — and selected thelatter asitsinvestment banking advisor. On
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January 19, 1988, the committee met with the senior officersof Lafarge and with theteam from Dillon
Read. Itwasreported that, in addition to Dillon Read, anumber of other consultants had been retained,
including the acoounting firms of Coopers& Lybrand and Arthur Andersen & Co. and the conaulting firm
of Trinity Assodaes Lafarge schief finandd officer and senior vice president, Larry Waisanen, noted that
goproximately 100 people wereinvolved in the due diligence effort. The Dillon Reed team summarized
theraethar firmwould play in performing confirmetory duediligence, andyzing the proposed transaction,
and determining thefarness of any proposed transaction fromafinancia point of view. Theoffer from
L SA was expected on January 23. The committee designated \WWai sanen asthe principa negotiator of
speaificterms, to besupported by advisorsfrom Dillon Reed, Arthur Andersen, and Thompson & Knight.
Eventudly, three separateteamswere created to evaluate the LSA proposdl, from both thefinancid and
operational aspects.

Thepriceinitially proposed by LA for the Redland assetswias $785 miillion. Between thereceipt
of the offer and mid-March, 1998, the eva uation teamsreviewed the proposa and made reportsto the
gpecid committee. In January and February, McDonad and Cohen, on behdf of the specid committeg,
met in Zurich, Switzerland, with Collomb and Kasrid, representing LSA, to discussanumber of issues,
induding price. At onepoint, according to Cohen, the committee members mede dear that the pricewould
haveto bewithinthe Dillon Read fairnessrange. Meanwhile, thegpecia committee continued tomeet on
aregular basisto consder the progress being made with respect to the due diligence undertaking and
variousother agpectsof thetransaction. Minutes showed meetingson January 19 and 30, February 5and
9, and March 6, 1998. On March 3, 1998, Dillon Read recommended to Waisanen that Lafarge acquire

three properties of Redland — Wegstern Mobile, Inc., which operated in Colorado, Redland Gendar, Inc.,
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which operated in Maryland, and Redland Quarries, Inc., which operated in Ontario— and opined that
(1) aprice of $650 millionwasin linewith financid vauation, excluding vaue for Srategic opportunity,
Improvement of portfolio, future expansion of Lafarge’ s business, and additiona synergiesand
improvements, and (2) redidicaly, to reech an agreament, the purchase pricewould haveto bein therange
of $670 to $695 million. OnMarch 15, McDonad and Cohen had their find negotiating session with
Callomb and Kasrid and agreed on aprice of $690 million, net of debt, and on other contract termsthat
McDonald and Cohen regarded as favorable.?

That sameday, March 15, the specid committee met with MacAvoy and Redfern, who were
regarded by thecommitteeasindependent directors, Wa sanen, Kleinman, insdecounsd for Lafarge, and
representativesfrom Dillon Read. M cDondd reported onthe negotiationsand themgor terms. Copies
of the proposed contract for the purchase of Redland’ s United States assets had been submitted to the
membersof the specia committee, and McDonald noted that asimilar agreement would shortly be
prepared with repect to the Canadian assets. According to the minutes of the meeting, therefollowed an
extendvediscusson of variousaspectsof theagreement. Therepresentativefrom Dillon Reed Sated that,
onthebag sof theinformation currently available, hisfirmwould beableto ddiver afarnessopinionwith
respect to the price and termsdescribed by McDondd. After further discusson, thecommittee adopted
aresolution gpproving the transaction and recommending it tothe Lafarge board. Thefollowing day, the

full board of Lafarge gpproved therecommendation of the specid committeeand the purchase of thethree

2 McDonad stated in deposition testimony that theinitia offer from LSA contained termsand
conditions, other than price, that heregarded as“too grandiose,” inthet Lafarge would be picking up too
many of Redland’ sliahilities, and that most of the discussion at the March 15 meeting concerned those
other terms and conditions.
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companies, intheform of the gock and assat purchase agreements previoudy submitted to the members,
with the price not to exceed $690 million.

On March 18— oneday after announcement of the transaction and without any communication
with thecompany or itsdirectors— thissuit wasfiled, dleging, in agenera way, that Lafarge had overpad
for the assets purchased from L SA and charging the directorswith breech of their fiduciary duty and with
thewaste of corporate assetsand gross negligence. The complaint dleged that any pre-suit demandon
the directorswould have been futile because (1) amgority of the board and amgority of thealegedly
Independent directorsactively participated inthewrongful actsat issueand, by reason of the persona
finanaa bendfit they would redlizethrough the proposed acquistion, they each had anirreconalable conflict
of interest regarding the prosecution of theaction, (2) they could not defend their actionsby any dleged
independent businessjudgment sincethewrongful actsaleged condtituteabreach of their fiduciary duties
and thewaste of corporate assets, and (3) it waslikely that, by reason of languagein the corporation’s
directors and officers ligbility insurancepolicies, the corporationwould be precluded frombringing an
action against the directors. The complaint also aleged that any demand upon the stockholdersto
prosecute the action would befutile, one, because, with some 70 million shares outdtanding, such ademand
would beimpractical, and, two, failure of ademand was excusable because L SA wasthe mgority
stockholder.

The defendants responded to the complaint with amotion to dismissbased on lack of jurisdiction
over theforagn directors who had no contact with Maryland, insufficiency of process and fallureto meke
demand on the directorsfor remedid action. With respect to thefallure of demand defense, they averred

that (1) ademand wasnot futilesmply because the board contained someinterested membersand that,
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evenif amgority of the board memberswereinterested directors, thelaw alowstheboard to appoint a
gpecid litigation committee cond sting of independent directorsto consider the objectivemeritsof the
proposed lawsuit; (2) demand was not excused under Maryland law merely because amagjority of
independent directors goproved the transaction; (3) the plaintiffsdid not explain what persond benefit the
directorsreceived from thetransaction other than payment for continued sarviceonthe Lafargeboard and
that done did not establish the futility of ademand; and (4) demand was not excused because of any
provisonsinthecorporate officars and directors ligbility insurance policies. The defendantsaso urged
that the plaintiff wasnot excused from making apre-suit demand on the sockholders, which they daimed
was aprerequidte under Maryland law, elther because LSA was amgority stockholder or because of
practical difficulties.

The court granted themation to dismiss, solely on thebag sthat the plaintiff had not sufficiently
aleged corporatewadte. That led to theamended complaint that isnow beforeus. Inthat complaint, so
charging breach of fiduciary duty, waste, and grossnegligence, theplaintiffsaverredin greater detall the
nature of the contral it contended L SA exercised over Lafarge and thetransaction. It dleged that LSA
controlled the L afarge board and that, of the 16 L afarge directors, 12 were conflicted by reason of either
their employment or directorshipswith LSA or ongoing busnessrelationshipswith Lafargethat could be
terminated by LSA. It implied that Dillon Read was conflicted in thet one Lafarge director — Mr. Budl
— a0 served asadirector of SwissBank Corporation, which isthe parent of Dillon Read, and that,
shortly after renderingitsfairness opinion, Dillon Read was sdected to co-managethe underwriting of $650
millionin Lafarge notesused to financethe purchase of the Redland assats, and that Arthur Andersenwas

asoconflictedinthat it provided accounting sarvicesto Lafarge. Threemembersof thegpecid committee
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— Cohen, Mdone, and Southern— it said, had anirreparable conflict of interest through their affiliation
with companiesthat had significant businessrelationshipswith L afarge. Theplaintiff also complainedthat
Collomb and Kasridl, who represented L SA in the negotiations, voted for the proposal as Lafarge
directors, inferring, as aresult, that the negotiations were not arms length.

With respect to the transactionitself, the amended complaint aleged that thetrue valueof the
Redland assets purchased by Lafargefrom LSA was between $480 and $523 million, and that Lafarge
therefore overpaid by between $165 and $210 million. Demand on the Lafarge board, it averred, was
unnecessary inlight of thedlegationsof waste and, inany event, would have been futile. Condgtent with
theinitid complaint, the plaintiff asserted that any demand would have been futile because (1) amgority
of thedlegedly independent directors actively participated in thewrongful conduct, which wasthedirect
and proximateresult of their grosdy negligent failuretoinform themse vesadequatdly asto thecompany’ s
affairsand harmful effectsof the proposed purchase; (2) the directorsof Lafarge received substantial
compensation asboard membersand, inlight of LSA’ sdomination and contral of Lafarge, had anincentive
to gopease LA inorder to maintain their pogition ontheboard; and (3) inlight of the corporateinsurance
palices nather thedirectors nor the company could be expected to pursue the dams mede by the plaintiff.
Findlly, asalleged intheinitia complairt, the plaintiff contended that any demand on the tockholdersto
ingtitute the action would befutile because of, one, theimpracticdity of contacting dl of the stockholders
and, two, the control exercised by LSA.

Theamended complaint dso wasmet withamotionto digmiss, onthesamethreegrounds, which
wasdenied. With respect to demand futility, the court trested the motion as presenting two more focused
Issues (1) if amgority of theboard are“interested directors,” doesthe* busnessjudgment” rule goply, and
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(2) whenamgority stockholder isinvolved in thetransaction, how may director interest be established?
The court noted that the Maryland courts had not ruled directly on thoseissues and that both sides
thereforerdied heavily on Delawvarelaw. 1t accepted that, for reasons of public policy, it wasincumbent
upon ashareholder to make ademand on theboard of directors before bringing aderivative action and
that, in theabsence of such ademand, the plaintiff must alegefactsthat would demondratethat sucha
demandwould have beenfutile. Applying Delawarelaw, asenunciatedin Pogostinev. Rice, 480 A.2d
619, 624 (Dd. 1984), the court condluded that thetest for determining demand futility requiresabifurcated
andyssinwhich thefactsaleged in the complaint are examined to determine whether they createa
reasonable doubt that (1) the directors are disinterested and independent, and (2) the challenged
transaction wasthe product of avaid exercise of businessjudgment. Under that tes, if the court “is
sidied that the plantiff hasaleged factswith particularity which, taken astrue, support areasonable doubt
asto either aspect of [that] analysis, the futility of demand is established and the court’ sinquiry ends.”
Applying that Delaware test, the court concluded that, on the facts alleged in the amended
complaint, there was areasonable doubt asto whether at least 12 of Lafarge’ s 16 directors were
Independent, disnterested directors. The six that were aso employeesor directorsof LSA had adirect
interest in thetransaction. Six of the remaining 10, it found, were directors or employees of other
corporaions*“that have subdantid busnessinterestswith Lafarge’ and that, “[w]hiletheseinteressare not
with [LSA], they are neverthel ess substantialy influenced by or controlled by [LSA] by virtue of its
contrallinginterestinLafarge.” A mgority of the specid committes, the court aso found, congsted of
directors having those busness rdaionshipswith Lafarge. Thosefacts, dong with atherspled, the court

conduded, were* sufficient to cresteareasonable doubt about the disnterestedness of themgority of the
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board gpproving thetransaction, induding the mgority of the goecid committes” and thet reasonable doulot
was “sufficient to establish demand futility.”

Thecourt diginguished thevariousMaryland casesdited by the parties. Inthat regard, it conduded
that, to the extent our holding in Parish v. Milk Producers Assn., 250 Md. 24, 242 A.2d 512 (1968),
could beread asaruling that demand futility is established when the pleadings smply dlegethat amgjority
of the board participated in the wrongdoing, asthe plaintiffs contended, such areading was overbroad, as
it would “ makethe prerequisite of ademand or pleading demand futility meaningless.” The court dso
rejected the notion, drawn from Edge Partners, L.P. v. Dockser, 944 F. Supp. 438 (D. Md. 1996),
that alack of insurance coverage for named directors can excuse a demand.

After anunsuccessful interlocutory gpped fromthat ruling by the defendants, discovery ensued,
following which the defendants, through amotion for summary judgment, asked the court torevigt the
demandissue. By that time, the status of the 10 L afarge directorswho were not actually serving as
directorsor officers of LSA had been documented with evidence and thus did not have to be resolved
basad solely on thedlegationsin the amended complaint. Asnoted, the plaintiffsdid not chalengethe
Independence of three of them — Rodgers, Dauman, and MacAvoy. Noneof theremaining seven had
any direct connection with LSA. Thefacts posited as establishing areasonable doubt asto their
independence were as follows:

(1) Ms Mdonesarved on the boards of the Federd Resarve Bank of Richmond and severd mgor
corporations, including Dell Computer Corp., Hasbro, Inc., Houghton Mifflin Company, SAIC Corp.,
Union Padific Resources Corporation, and Lowe sCompanies. In1997, Lowe s purchasad gpproximeatdy

$2.1 million of gypsumwallboard from Lafarge, and in 1998, it purchased gpproximeately $5.8 million of
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that product from Lafarge; thereisno evidencethat it did any busnesswith LSA. Those purchasesby
Lowe scondtituted thed osebus nessconnection dleged to have made her aninterested, non-independent
director. Ms Maon€e sunrebutted affidavit Sated that she had no involvement in those purchasesand thet,
tothebest of her knowledge, they were routine commercia transactions, at competitiverates, handled by
employees of the two companies. She stated further that her compensation asadirector of neither
company was dependent on the level, profitability, or success of those routine purchases.

(2) Alonzo McDondd sarved as Chairman and CEO of Avenir Group, Inc., devel opment bankers,
Therewas no indication that Avenir did any businesswith either Lafarge or LSA. McDonad's
Independence was questioned because Robert Murdoch, who served asadirector of both Lafargeand
LSA, wasliged asa“principd” in Avenir. The nature of that relationship, which was vaued at about
$300,000, isnot entirdy dear from therecord beforeus. The Circuit Court determined that Murdoch had
noownershipinterestin Avenir but smply, on anindependent bad's, invested hisown fundsin companies
that Avenir had also invested in. The plaintiffs have not challenged that finding.

(3) Marshdl Cohenwasadirector of severa corporations, including American Barrick Gold
Corporation (Barrick) and American Internationd Group, Inc. (AlG). 1n1997, Lafarge sold $1,674,000
of fly ashand cement to Barrick. Inan unrebutted affidavit, Cohen assarted that thosetransactionswere
routinecommercid transactions, at competitiverates, handled by employeesof thetwo companies, that
they had never been discussed or voted on by thedirectors of either company, and that his compensation
packagefrom neither corporation hasany relaiontothelevd, profitability, or successof commercid
transactionsin the ordinary course of business between thetwo companies. A whally-owned subsidiary

of Al G, Nationd Union Firelnsurance Company of Rittsburgh (National Union), providedinsuranceto
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Lafargeagaing employeetheft. Cohen affirmed that hedid not sit on Nationa Union’ sboard, that hehad
no responghility for individud transactions by Nationa Union, and that his compensation package was not
affected by thelevd, profitability, or successof ordinary-course-of-businesscommercia transactions
between National Union and Lafarge.

(4) Ronad Southern served on the boards of severa Canadian corporations, including Xerox
Canada, Inc., Chryder Canada Ltd., and Canadian Padific Limited. Hewasaso Chairman of the Board
and CEO of ATCO Ltd., apublicly traded Canadian corporation. 1n 1996, ATCO sold just over $1
million of natural gasto Lafarge Canada, Inc. (LCl), awholly-owned subsidiary of Lafarge. Inan
unrebutted affidavit, Mr. Southern averred that ATCO' sratesfor the sdle of naturd gasweretotally
regulated under Canadian law, that LCI was not amgor cusomer of ATCO, and that, becausethe price
wasregulated, ATCO wasindifferent asto whether it sold natural gasto LCl or any other particular
customer. Headded that he never had any respongibility for entering into transactionsto sall naturd gas
to LCl or anyoneds=— that it was aroutine commerda transaction, a fully regulated rates, handled by
employessof thetwo companies. Canadian Padific Limited, aCanadian railroad, sold $9.17 million of rall
trangportation serviceto Lafarge in 1997 and $7.38 million in 1998. Southern attested that those
transactionswere routinecommerdal transactions, at competitiverates, handled by employessof thetwo
companies, that they hed never come beforethe board of either company, that he had no responghhility for
them, and that his compensation package was not affected by that business.

(5) John Redfern sarved as Chairman of the board of LCI and wasaso adirector of Montred
Trust Company from the 1970'sto 1997. He had retired from the trust company board before he voted

onthelLafarge-L SA transaction. Over theyears Montred Trust Company provided certain pensonand
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trust servicesfor Lafarge, including themailing of proxy statements. Therecord does not indicate how
much compensation it recalved for thosesarvices: Inan unrebutted affidavit, Redfern asserted thet hehad
norespongbility for the provison of thosesarvices, whichwereroutinecommercia transactions, that they
werenot discussed at board meetings, and that hiscomjpensation packagewas unaffected by thebusiness.
(6) BertinNadeau served asadirector of Sun Life Assurance Company of Caneda(Sun). 1n1997
and 1998, Sun provided lifeinsuranceto employeesof LCl. Theamount of busnesswasnot disclosed
in therecord. In an unrebutted affidavit, Nadeau asserted that, as a director of Sun, he had no
regpongbility for individua insurance agreements, that the business between Sun and LCI wasroutine
commercid busnessat competitiverateshandled by employeesof thetwo companiesand was never
discussed at board meetings, and that his compensation package was unaffected by that business.
(7) Thomas Budl wasadirector of several corporations, including B.C. Gas, Inc. and Placer
Dome, Inc. 1n1996, B.C. Gass0ld $3.8 million of naturd gasto LCl; in 1997 and 1998, theannud sdes
amounted to $1.4 millionand $1.1 million, respectively. Aswiththecaseof ATCO, thesesdeswereat
regulated prices, and thus B.C. Gaswasindifferent to whether it sold gasto L Cl or any other particular
customer. According to Budl’ sunrebutted affidavit, L Cl wasnot amgor customer of B.C. Gas, the
businesswith L Cl wasroutine commercia businessat fully regulated rates, for which hehad no
regponsbility, thetransactionswere not discussed a any board meeting, and hiscompensation package
wasunaffected by them. In1997 and 1998, Placer Dome purchased $1.68 million and $2.16 millionin
fly ash, cement, and concretefrom Lefarge. Budl assarted that these were routine commerad transactions
a competitiveratesthat were handled by employeesof thetwo companies, that he had no respongibility

for them, that they were not discussed at any board meetings, and that hiscompensation packagewas
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unaffected by them.

Onthisevidence, and continuing to usethe two-prong slandard adopted by the Delaware court,
the court concluded that the plaintiffs had failed to establisn areasonable doubt that amgority of the
Lafarge board lacked independence. In effect, it concluded that 10 of the 16 directors wereindependent.
The court dso conduded thet there was no genuine dispute thet Lafarge received subgtantid assetsfrom
LSA inreturn for the congderation paid and, quoting from Grobow v. Perot, 539 A.2d 180, 189 (Ddl.
1988) (quoting Saxev. Brady, 184 A.2d 602, 610 (Dd. Ch. 1962)), declared that the plaintiffs had
falled toshow that “whét the corporation hasrecalved isso inedequatein va uethat no person of ordinary,
sound bug nessjudgment would deemit worth that which the corporation haspaid.” Uponthosefindings,
the court held that demand was not excused and dismissad theaction for fail ureto makeapre-suit demand
onthelLafargeboard. Thecourt did not addressthe dternative defense of failureto makeademand on
the stockholders of Lafarge; nor did it rule upon the persond jurisdiction and sufficiency of process

defenses.

DISCUSSION

Raintiffs make, essentidly, two complaintsin thisgpped. Firg, they assart that the question of
whether ademand upon thedirectorsfor remedia action would have beenfutileisonethat isto be
addressed inamoation to dismiss, based upon thedlegationsinthe complaint, andisnot to berevidted as
afactud matter onsummary judgment. That questionwasproperly, andfindly, resolved, they urge, when
the court denied the second mation to dismiss. Second, they contend thet the burden ison the defendants

to provethat the transaction wasfair and thet, on therecord in this case, the defendantsfailed to mest that
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burden, especidly in the context of summary judgment. Under either our holding in Parish v. Milk
Producers Assn., supra, 250 Md. 24, 242 A.2d 512, or the standard adopted by the Delaware courts
and goplied here by the Circuit Court, they maintain that the court erred in conduding that ademand would

not have been futile. We shall deal with both of those complaints, but in a somewhat reordered format

Derivative Actions

Asagenad rule, thebusnessand affars of acorporation are managed under the direction of its
board of directors. Except to theextent that atransaction or decison must, by law or by virtue of the
corporate charter, be gpproved by the shareholders, the directors, either directly or through the officers
they gppoint, exercisethe powersof the corporation. See Maryland Code, 8 2-401 of the Corporations
and AssodiaionsArticle. Shareholdersare not ordinarily permitted to interferein the management of the
company; they arethe ownersof the company but not itsmanagers. Thus, any exerciseof the corporate
power toinditutelitigation and the contral of any litigationto which the corporation becomesaparty rests
with thedirectorsor, by delegation, the officersthey appoint. Asacheck on thisbroad manageria
authority, directorsarerequired to perform their dutiesin good faith, in amanner they reasonebly believe
to bein the best interest of the corporation, and with the care that an ordinarily prudent personinalike
position would useunder smilar circumstances. 1d. 8§2-405.1(a). That obligationruns, however, tothe
corporation and not, at least directly, to the shareholders.

Theshareholder’ sderivative action was devel oped in the mid-19th Century asan extraordinary
equitable deviceto enable sharehol dersto enforce a corporate right that the corporation failed to assert

onitsown behdf. That right couldincdludetherecovery of lossesoccasioned by saif-dedling or fraudulent
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or grosdy negligent misconduct on the part of the corporate directorsor officers. AsHetcher describes
It:

“The nature of the derivative proceeding istwo-fold. Firg, itisthe

equivadent of asuit by the shareholdersto compe the corporationto sue.

Second, itis[d it by the corporation, assarted by the shareholder onits

behalf, against thoseliabletoit. The corporation isthereal party in

interest and the shareholder isonly anomind plantiff. Thesubgtantive

cdambdongsto thecorporation. . . . The proceedingistypicaly brought

by aminority shareholder, because amgority or controlling shareholder

can usually persuade the corporation to sue in its own name.”
13WILLIAM MEADE FLETCHERET AL., CYCLOPEDIA OF THE LAW OF PRIVATE CORPORATIONS
§5941.10 (1995 Rev. Val); seealso Aronson v. Lewis, 473 A.2d 805, 811 (Del. 1984). Thefact
thet the action ison bendf of the corporation, rather than the sharehol der, has Sgnificant implications, not

the least of which is the extent to which the corporation can control the litigation after it isfiled.

The Demand/Futility Rule

Both because a shareholder’ s derivative action necessarily intrudes upon the manageria
prerogativesordinarily vested inthedirectorsand to curtail collusveactivitiesby the corporation and
mischief and abuse onthe part of disgruntled shareholders, thelaw soon attached to thisnew mechanism
the condition that, before being alowed to proceed with aderivative action, ashareholder first mekea
good fath effort to have the corporation act directly and explain to the court why such an effort ether was
not made or did not succeed. Initsinitid formulation, thisrequirement was quite strict. See Hawesv.
Oakland, 104 U.S. 450, 460-61, 26 L. Ed. 827, 832 (1881), in which the Court stated:

“[B]eforethe shareholder ispermitted in hisown name, toingtitute and
conduct alitigation which usualy belongsto the corporation, he should
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show, to the satisfaction of the court, that he has exnausted dl the means
within hisreach to obtain, within the corporation itsdlf, the redress of his
grievances, or action in conformity to hiswishes. He must make an
earnes, not agmulated effort, with the managing body of the corporation,
toinduceremedid action onthar part, and thismust be mede goparent to
thecourt. If timepermits, or haspermitted, he must show, if hefallswith
thedirectors, that he has made an honest effort to obtain action by the
glockholdersasabody, inthe matter of whichhecomplains. And hemust
show acass, if thisisnot done, whereit could not be done, or it was not
reasonable to require it.”

In Federd actions, therequirement of ademand, unlesslawfully excused, remainsfixed asbotha
subgtantive and pleading prerequisite. Proceduraly, Fed. R. Civ. P. 23.1 requirestha acomplaintina
derivative action “shdl aso dlege with particularity the efforts, if any, made by the plaintiff to obtain the
action the plaintiff desiresfrom the directors or comparable authority and, if necessary, fromthe
shareholdersor members, and thereasonsfor theplaintiff’ sfailureto obtain the action or for not making
theeffort.” InKamenv. Kemper Fin. Servs,, Inc., 500 U.S. 90, 95-97, 111 S. Ct. 1711, 1716, 114
L. Ed. 2d 152, 163-64 (1991), involving a Maryland corporation, the Court made clear that pre-suit
demandwasnot merdly apleading requirement, but, throughincorporation of Statelaw, asubgtantiveone:

“To prevent abuseof thisremedy, however, equity courtsestablished as
a‘precondition for the suit’ that the shareholder demondratethat ‘the
corporationitself had refused to proceed after suitable demand, unless

excused by extraordinary conditions” Rossv. Bernhard, [396 U.S.
531, 534,90 S. Ct. 733,736, 24 L. Ed. 2d 729, 734 (1970)].

* * *

The purpose of the demand requirement isto * affor[d] thedirectorsan
opportunity to exercisetheir reasonable businessjudgment and “waive a
legd right vested inthe corporationin the belief that itsbest interestswill
be promoated by not ingging on such right.”’ [citation omitted] Ordinarily,
itisonly when demand isexcusad that the sharehol der enjoystheright to
initiate ‘ suit on behalf of hiscorporation in disregard of the directors
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wishes.” [citation omitted] In our view, the function of the demand
doctrinein ddimiting therespective powersof theindividud shareholder
and of thedirectorsto control corporatelitigation clearly isametter of
‘substance,’ not ‘ procedure.’”?

See also Levinev. Smith, 591 A.2d 194, 207 (Del. 1991).

Mog, if not al, of the States have adopted some version of thisrequirement as part of their
corporation law. See DEBORAHA. DEMOTT, SHAREHOLDER DERIVATIVE ACTIONS: LAW AND
PRACTICE §5.03 (1999). InParishv. Milk Producers Assn., supra, 250 Md. 24, 81-82, 242 A.2d
512, 544, weregarded it as wdl-established that courtswould not ordinarily entertain aderivative suit by
ashareholder on behaf of acorporation “ until it gppearsthat theintra-corporate remedies have been
unsuccessfully pursued by the complaining stockholder,” which meansthat, “ generaly speeking, the
complaining sockholder must make demand upon the corporation itsdf to commencethe action, and show
that thisdemand hasbeenrefused or ignored.” Weadded, however, that that generd rule“issubject to

awell-recognized exception, i.e., that no such prior demand is required when it would be futile.”

Evolution of the Futility Exception

Asnoted, the concept of ashareholder’ sderivative action, to which was attached the demand

 The essentia point in Kamen wasthat, even for purposes of aderivative action under the
Investment Company Act of 1940, which invoked principles of Federd common law, the Federd courts
wereto gpply the presumption of Statelaw incorporation enunciated in Burksv. Lasker, 441 U.S. 471,
99 S. Ct. 1831, 60 L. Ed. 2d 404 (1979) and | ook to therelevant State corporation law in determining
the circumstances under which ademand may be excused asfutile. The Court concluded that aFederd
court that entertainsaderivative action under the [CA “must apply the demand futility exception asitis
defined by the law of the State of incorporation.” Id. at 108-09, 111 S. Ct. at 1723, 114 L. Ed. 2d &
172.
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requirement and the futility exception, wasacommon law devel opment established and fashioned by the
courtsasajudtifiable, but l[imited, intrusion upon the generd authority of the directorsto managethe
busness affairs of the corporation, and, for most of the century-and-a-hdf of itsexisence, it remained
largdly withinthe domain of thecommonlaw. InMaryland, it retainsitscommon law status* Inmuch of
the country, however, itisnow governed by satutes, many of which have ether repeded or sgnificantly
curtalled thefutility exception. Wehavenot visted the doctrine snce Parishin 1968, and wetherefore
need to take account of what has transpired in the meanwhile— both by statute and through the course
of common law development in other States.

Wefirst entertained the device of the derivative action in Booth v. Robinson, 55 Md. 419
(1881), where sharehol ders of acorporation sued the directorsto recover for thelossin vaue of their
stock by reason of what they asserted waswillful and fraudulent mismanagement of the affairs of the
corporation. We recognized that directorswere not to be held accountable “for the consequences of
unwiseor indiscrest management, if thair conduct isentirely dueto meredefault or mistakesof judgment,”
but that they would be liable upon clear proof of “fraud, combination, or grossnegligence.” 1d. at 438.
We observed that, in such cases, the proper party to complain wasthe corporation itsdf, becausethe duty
owing by thedirectorsisto the corporation and not directly to the shareholders, and thusheld that “to
enableashareholder . . . to maintain abill agang directorsfor such fraud or breaches of trust, he must

dlege and show, not only theviolations of duty or breachesof trust onthe part of the directors, but that

“Compare 88 4A-801 through 4A-804 and 88 10-1001 through 10-1004 of the Corporations
and AssociationsArticle, dedling with derivative actionswith respect to limited liability companiesand
limited partnerships.
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he as stockholder has been damnified thereby, and that the corporation hasfailed or refusad to take the
proper legal stepsfor the redress of thewrong.” 1d. at 439 (emphasis added).

Booth cameto this Court from ajudgment entered on the merits after trid. The complaint was
directed primarily againg two of the s directors, who were charged with ddliberatly ruining the company
in order to achieve persond objectives, emanating from their connectionwith competing interests, thet
conflicted with their duties to the corporation. Inthe course of our discussion of the requirement that the
plantiff show thet the corporation had failed to take corrective action, we stated that “if the alegations of
the bill are sustained by proof that amgority of the shares are owned by [the competing company] and
that amgority of thedirectorsare adverseto theinterest of the plaintiffs, and are combined againg them,
and would, by means of the control that they exercise, frustrate and defeat any attempt to
iInduce the corporation to take action for the redress of the wrongs alleged; such facts would
beasufficient excusefor not making or dleging aforma demand upon the corporation to take action.”
|d. at 439 (emphasis added).

The Court ducidated further on thefutility exceptionin Davisv. Gemmdl, 70 Md. 356, 17 A.
259 (1889), whereasharehol der sued to have ajudgment that had been entered inthename of an assgnee
of the presdent of the corporation declared to be the property of the corporation. The company owned
acod mine and could have entered into acontract to supply cod to aralroad a $1.15/ton. Instead, the
directorsauthorized the president of the company, individually, to enter into the contract and to pay the
company 10 cents/ton for the coal taken. When therailroad breached the contract, the president
recovered ajudgment, which heassgnedto athird party. Theaction by thedirectors wehdd, condituted

aplain breach of trugt on ther part and wasin fraud of the rights of the sockholders. Noting thet redress
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of suchinjury wasnormaly for the corporation to pursueand that, to give sockholdersagtanding in court,
“it must gppear that the directorshave refused to indtitute proceedingsin behdf of the company, or that for
certain reasons they are not proper persons to be entrusted with prosecuting the suit,” we concluded:

“If, however, the directors, or officers of a corporation having the

authority to direct itslitigation, are themselves guilty of the wrong

complained of, a Court of equity will interfere at theinstance of the

gockholders, and this, too, without proof of ademand and refusd onthe

part of the corporate authorities. And for the reason that ademand upon

themwould, under such drcumgancesbe usdess and further thet it would

beagang theplainest principlesof justiceto permit the perpetratorsof the

wrong to conduct alitigation against themselves.”
Id. at 376, 17 A. at 265.

We commented on the demand requirement in Eider v. Eastern Sates Corp., 182 Md. 329,
333,35A.2d 118, 119 (1943) and Waller v. Waller, 187 Md. 185, 49 A.2d 449 (1946), although
neither caseturned on that requirement. In Eider, the shareholder sued the corporation, seeking the
gopointment of arecaver to inditute action againg the directors and officers. The corporation was solvert,
mogt of thetransactions complained of occurred before the plaintiff became ashareholder, and therewas
noindication that any other sharehol dersweredi st fied with the current management. Wedfirmedthe
denid of relief but observed that, with repect to transactions that occurred after the plaintiff became a
shareholder, he was entitled to seek redressin aderivetive action “after having requested thet company’ s
officersto take action, and having beenrefused.” Eider, 182 Md. at 336, 35 A.2d a 121 (quoting
Williamsv. Messick, 177 Md. 605, 609, 11 A.2d 472, 474). Waller was a direct action by a
shareholder againg corporate officersand directors. Wedfirmed thedismissd of theaction, holding thet

the action should have been brought asaderivative one. Inthat regard, we observed that “if the courts
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would open their doorsto al complaining stockholders without requiring them to show that it was
impossbleto obtain redressthrough regular corporate action, litigation of thiskind would be endless”
Waller, & 192, 49 A.2d & 453. Thus, we continued, “ before astockholder will be permitted to maintain
asuit for injury tothe corporation, hemust dlegeand prove herequested the directorsto ingtitute suit
In the name of the corporation, and they refused.” Id. (emphasis added).

In McQuillen v. National Cash Register Co., 22 F. Supp. 867 (D. Md. 1938), aff'd, 112
F.2d 877 (4th Cir. 1940), cert. denied, 311 U.S. 695, 61 S. Ct. 140, 85 L. Ed. 450 (1940), the U.S.
Didrict Court conddered thefutility issue, whichwasoneof saverd groundsraisedinamotiontodismiss
ashareholder’ sderivative action. The plaintiffsoffered asan excusefor faling to make demand on the
directorsor shareholdersfor remedid action that the company was“dominated and controlled” by the
individua defendantsand that, if they were permitted to conduct the suit, it would be prosecuted by them
for thecompany agang themsdalves. TheDidtrict Court agreed that, onthat dlegation, “an gpped tothe
directorswould befutile, anceitisagpparent ontheface of the pleedingsthat their interestsareantagonistic
to those of the plaintiffs.” McQuillen, 22 F. Supp. at 874.

Although McQuillen was decided under principlesof Federd, rather then Maryland, law,” Judge
Coleman’ s pronouncement in that case wastreated by usas authoritativein Parish. Parishinvolved a
derivativeaction by saverd membersof an incorporated cooperative association againg the association

andanumber of individud officersand directors, complaining of fraud, mismanagement, and s8if-dedling

> McQuillen was decided by the District Court one month before the Supreme Court filed its
opinionin Erie Railroad Co. v. Tompkins, 304 U.S. 64, 58 S. Ct. 817,82 L. Ed. 1188 (1938). No
Maryland cases were cited for the court’s holding on futility.
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onthepart of theofficersand directors. The case reached usfrom the sustaining of demurrersupona
finding that the complaint failed to state a cause of action.

Theprindpd question that dominated the 82-page opinionin that casewaswhether the subdantive
dlegaionsweresufficent, but onesub-issuewaswhether thecomplaint dleged sufficent groundsto excuse
theplantiffs falureto seek remedid actionfromthedirectorsbeforefiling suit. Noting that thecomplaint
dleged acts of fraud, conced ment, illegdlity, gross negligence, wagte of corporate assets, and conspiracy
to conceal losses on the part of the directors and averred aswdll that amgjority of the current board
participated in some of those acts, we concluded that “it would befutile for the plaintiffsto make demand
upon those directorsto causethe Assodation to suethem to recover for their own wrongful injuriestothe
Asodiation.” Parigh, 250 Md. a 83, 242 A.2d a 545. Our determination of futility ssemsto have been
basad on two somewhat different precepts. (1) it wasnot likely that the culpabledirectorswould, infact,
agreeto parmit the company to suethem; and (2) evenif they would so agree, because of their conflicted
datus, acourt should not permit themto do so. Thefirg of theseisapragmatic futility; the secondismore
palicy-oriented. Wenaoted thet, in congdering theentire question, “it should be kept inmind that thetrend
Inthe more modern authoritiesisto be moretolerant of the derivative suits of minority membersor
gockholders’ inthat “[t]he Sze and complexity of corporate transactions makes necessary and important
thisform of ‘legal therapeutics.’” Id. at 86, 242 A.2d at 546.°

Whatever may have been the percaived trend in 1968, when Parish was decided, the trend Snce

then hasbeen to enforcemore trictly the requirement of pre-suit demand and at least to circumscribe, if

®Itiscuriousthat, athough we quoted the brief passage from Eider and alonger passagefrom
McQuillen, we neglected even to mention Waller v. Waller in our discusson of thefutility exception.
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not effectively diminate, thefutility exception. Asnoted, mos, if notal, of the States had adopted & least
agenerdized prerequidteof apre-suit demand and most had recognized aswell afutility exception to that
requirement. Until Kamen, supra, 500 U.S. 90, 111 S. Ct. 1711, 114 L. Ed. 2d 152, some of the
Federa courts had fashioned a Federal common law that embodied both the requirement and the
exception. The problem wasthat, though generdly accepting the principle“that someleve of directorid
involvement inachalenged transaction excusesdemand,” the courtshad “frequently disagreed over how
togpply thisprinaple’ andjurisdictions* differ Sgnificantly inthedrcumstancesdeamed sufficent toexcuse
demand.” 2 AMERICAN LAW INSTITUTE, PRINCIPLES OF CORPORATE GOVERNANCE: ANALYSIS
AND RECOMMENDATIONS § 7.03 cmt. d (1994); see also DEMOTT, supra, § 5.07. Professor
Swanson hasnoted thet the futility determination “ sometimesturns on whether dl directorsare named as
defendants, whether the alleged wrongdoers condtituteamgjority of theboard, or whether ademand would
likely prod thedirectorsinto corrective action,” and that [ €] ven among these generd gpproaches, eech
datejurisdictiontendsto haveadightly different formula” Carol B. Swanson, Juggling Shareholder
Rights and Strike Suits in Derivative Litigation: The ALI Drops the Ball, 77 Minn. L. Rev.
1339, 1351-52 (1993).

Thedisaray inimplementation may well havebeentheproduct of differing responses tocompeting
bad c viewpointsabout derivative lawaits, played out in awide variety of contexts— complaintsagainst
directors, against corporate officersor employees, agains mgority shareholders, against third parties,
complaints based on nonfeasance, as opposed to misfeasance or malfeasance, complaintsaleging
mismanagement or wadte, complaintsaleging fraud or sdf-dedling, Stuationswherethedirectorssmply
gpproved achdlenged decison or transaction and Stuationswhere they participated more actively inthe
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alegedly wrongful conduct, Stuationswherethedirectorshad adirect persond interest inthetransaction
or decison and stuationswherether persond interest wasmoreremote. Asnoted by Swanson, supra,
77Minn. L. Rev. at 1340-41, one pergpective“ embraces derivative suitsas an inval uable procedura
vehide pamitting shareholdersto champion ther corporation’ srightswhen corporate management refuses
todoso,” whileanother “ cautionsthat corporations, not the courts, should resolveinterna conflicts, and
that derivative litigation necessarily raisesthe specter of shareholder strike suitsand unduejudicial
interference with the business judgments of management.”

Beginninginthe 1980's, some courtsand other interested groups began to seerch for and develop
amore objective and articul able ba ance between the competing viewpoints. InAronsonv. Lems, 473
A.2d 805 (Dd. 1984), the Ddlaware Supreme Court fashioned the two-prong test that was gpplied by the
Circuit Courtinthiscase. The Ddaware court began by recognizing thet the demand requirement was“a
recognition of thefundamenta precept that directorsmanagethe busnessand effairsof corporations.” 1d.
a 812. Thecourt viewed the question of demand futility as*inextricably bound to issues of business
judgment and the tandards of that doctring sgpplicahility.” Id. Thebusnessjudgment rule, inturn, was
both an acknowledgment of themanagerid prerogativesof directorsand “apresumption that inmakinga
busnessdecison thedirectorsof acorporationacted on aninformed bags, in good faith and in the honest
belief that the action taken wasin the best interests of the company.” 1d.” Absant an abuse of discretion,
that judgment will be respected by the courts.

Thefunction of thebus nessjudgment rule, the court continued, was* of paramount Sgnificance’

" See Maryland Code (1999), Corps. & Ass nsart., § 2-405.1(e), establishing the same
presumption for directors of Maryland corporations.
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In the context of aderivative action, coming into play “in addressing ademand, in the determination of
demand futility, in efforts by independent disnterested directorsto dismissthe action asinimicd tothe
corporation’ shest interests, and generally, asadefenseto themeritsof thesuit.” Id. Itsprotection,
however, can be clamed only by “disnterested directors whose conduct otherwise meetsthe tests of
busnessjudgment.” 1d. From the Sandpoint of interest, “this meansthat directors can neither gopear on
both sdesof atransaction nor expect to derive any persond financid benefitfromitinthesenseof sdf-
dedling, asopposed to abenefit which devolves upon the corporation or dl sockholdersgenerdly.” Id.
Accordingly, if that kind of director interest is present and the transaction is not gpproved by amgority
consisting of disinterested directors, the business judgment rule has no application.

Apart from an absenceof that kind of conflict, the court noted that, to avail themselves of the
busnessjudgment rule, directorshave aduty to inform themsaves of dl materid informeation reasonably
avalabletothemandto act with requigtecareinthedischarge of their duties. Thetest for director ligbility
in Delaware is predicated on concepts of gross negligence.

Turning then to the demand futility issue, the court observed that the rule emanaiing from earlier
caseswasthat “whereofficersand directorsare under aninfluencewhich serilizesther discretion, they
cannot be cons dered proper personsto conduct litigation on behdf of thecorporation,” but concluded that
those cases“ cannot be taken to mean that any board gpprova of achalenged transaction automaticaly
connotes’ hodtileinterest” and guilty participation’ by directors, or someother form of serilizinginfluence
uponthem.” 1d. a 814. Werethat S0, the court stated, “the demand requirements of our law would be
meaningless” 1d. Thebalancestruck by thecourt, in determining whether apre-suit demand would have

beenfutile, wasfor thetrid court to decide, under the particularized factsdleged, whether “ areasonable
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doubt iscrested that: (1) the directorsare disinterested and independent and (2) the challenged transaction
wasotherwisetheproduct of avaid exerciseof busnessjudgment.” Id. Only if theparticularized facts
“support areasonable doubt that thechdlenged transaction wasthe product of avalid exerciseof business
judgment” is ademand excused. Id. at 815.

Asgpplied by the Ddaware courts, that formulation is an exacting requirement. In Aronson, the
court made dear that the* shorthand shibbaleth of * dominated and controlled directors isinaufficient,” and
that “itisnot enough to charge thet adirector was nominated by or dected at the behest of those contralling
the outcome of acorporatedecison,” for “[t]hat isthe usud way aperson becomesacorporaedirector.”
Id. at 816. Nor is*“meredirectoria gpproval of atransaction, absent particularized facts supportinga
breech of fiduciary duty dlaim, or otherwise establishing the lack of independence or disinterestedness of
amgority of thedirectors’ sufficient to excusedemand. Id. at 817. Later cases have made clear that
Interest or dependence may not befound merely from thefact that directorsare paid for their servicesor
on speculative, non-specific dlegationsthat they acted in order to secure their retention as directors.
Grobow v. Perot, supra, 539 A.2d 180. Withrespect to dlegations of corporate waste, thetest, both
astoultimateligbility and with repect to demand futility, iswhether what the corporation hasrecaived “is
ninadequetein vauethat no person of ordinary, sound businessjudgment would deem it worth that which
the corporation haspaid.” 1d. a 189 (quoting Saxev. Brady, 184 A.2d 602, 610 (Dd Ch. 1962)). See
also Levine v. Smith, supra, 591 A.2d 194.

Both before and after the formulation of the Delaware te, the Section of BusinessLaw of the
American Bar Assodaion (ABA) andtheAmerican Law Indtitute (AL ) wereworking on Satutory modds

to deal with thedemand futility problem. 1n 1950, the ABA section drafted thefirst Modd Business
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Corporation Act, which had no provison deding with derivativeactions. In 1960, anew versonof the
Modd Act contained an optional provision on derivative suits, but it said nothing about ademand
requirement. Thefird insertion of ademand requirement camein 1981, upon the recommendation of the
section’sCommittee on Corporate Laws, and was essentidly apleading requirement comparableto Fed.
R. Civ. P. 231, requiring thet aderivative action complant alege“with particularity theefforts if any, made
by the plaintiff to obtain theaction he desresfrom the directorsand thereasonsfor hisfallureto obtainthe
action or for not making the effort.” See Report: Proposed Revisions of the Model Business
Corporation Act Affecting Actions by Shareholders, 37 Bus. Lawyer 261, 262 (1981). Therewas
no discussionintherecommendetion asto the Sandardsto be goplied in excusing thefalure of ademand,
only that “plaintiff should be excused from the demand when he pleads factswhich show that the effort
would be useless.” |d. at 264.

IN1989, theABA Section of BusnessLaw cametoadramaticaly different conclusonand, upon
therecommendation of itsCommitteeon CorporateLaws, proposad afla “universd” demand requirement.
See Changes in the Model Business Corporation Act — Amendments Pertaining to
Derivative Proceedings, 44 Bus. Lawyer 543 (1989). New § 7.42 of the Model Business
Corporation Act now provides:

“No shareholder may commence a derivative proceeding until:

(1) awritten demand has been madeupon the corporation to teke sLiteble
action; and

(2) 90 days have expired from the dete the demand was made unlessthe
shareholder hasearlier beennotified thet thedemand hasbeen rgjected by
thecorporation or unlessirreparableinjury tothecorporationwoul d result
by waiting for the expiration of the 90-day period.”
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TheOfficd Comment to § 7.42, taken verbatim from the recommendation of the Committeeon
Corporate Laws, explains:

“This gpproach has been adopted for two reasons. Frg, eventhough no
director may beindependent, the demand will givethe board of directors
the opportunity to re-examine the act complained of inthelight of a
potentia lawsuit and take correctiveaction. Secondly, theprovision
diminatesthetime and expense of thelitigants and the court involvedin
litigating the question whether demand isrequired. Itisbeieved that
requiring ademand indl casesdoesnot impose an onerous burden snce
arelatively short waiting period of 90 daysis provided and thisperiod
may be shortened if irreparableinjury to the corporation would result by
waiting for the expiration of the 90-day period. Moreover, the casesin
which demandisexcused arerdaivey rare. Many plaintiffs counsd as
amatter of practicemakeademand in dl casesrather than litigate the
issue whether demand is excused.”

In 1978, the ALI, building on earlier initiatives, began work on its Project on the Structureand
Governance of Corporations. In 1992, it approved and published its comprehensive Principles of
Corporate Governance: Analysisand Recommendations, Part V11, Chapter 1 of which dealt with
derivaiveactions. With repect to the demand requirement, the AL I adopted apogtion very doseto that
of the ABA Section on BusinessLaw. Section 7.03 of the Principles, captioned “ Exhaustion of
Intracorporate Remedies: The Demand Rule,” provides:

“(a) Beforecommencing aderivativeaction, aholder or adirector should
berequired to makeawritten demand upon theboard of directorsof the
corporation, requesting it to prosecute the action or take suitable
corrective measures, unless demand is excused under 8 7.03(b). The
demand should give naticeto the board, with reasoneble pedificity, of the
essential facts relied upon to support each of the claims made therein.
(b) Demand on the board should be excused only if the plaintiff makesa
gpedific showing thet irreparableinjury to the corporationwould otherwise

result, and in such instances demand should be made promptly after
commencement of the action.
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(c) Demand on shareholders should not be required.

(d) Except asprovidedin § 7.03(b), the court should dismissaderivative
action that is commenced prior to the response of the board or a
committee thereof to the demand required by 8 7.03(a), unlessthe board
or committee fails to respond within a reasonable time.”

The ALI gaveanumber of reasonsfor its recommendation. It first Sated the severd recognized
objectives of the demand requirement, each of whichit regarded aslegitimate. 1t noted aswell thet courts
had traditionally accepted the principlethat “ someleve of directorial involvement in achalenged
transaction excusesdemand” but that they “ differ sgnificantly” in thedrcumstances deemed aufficient to
excusedemand. Thelngitutefound, however, that al of theformul ationswere* somewhat inexact and
reflect alargely outmoded view of the function of the demand rule.” Seecmt. dto § 7.03.

TheALI took noteof the Delawaretwo-prong test but concluded thet, by applying areasonable
doubt gandard, it “seemsto inject asubgtantia measure of subjectivejudicid discretioninto thedecison
whether to excuse demand” and noted that anumber of Federa cases gpplying Ddaware law had found
areasonable doubt about the board' s performancethat might not have sufficed in Ddaware. Id.; ssealso
Sarrelsv. First Natl. Bank of Chicago, 870 F.2d 1168, 1175 (7th Cir. 1989) (Easterbrook, J.,
concurring) (questioning gpplicability of crimind standard of proof in corporate context); and John Coffee,
New Myths and Old Realities. The American Law Institute Faces the Derivative Action, 48
Bus. Lawyer 1407, 1412-13 (1993) (second prong of standard “is susceptible to highly variant
interpretation and gpplication”). The® universd demand” proposd, it sad, “ diminatesmuch of thethreshold
litigetion, collaterd tothemeritsof theaction, that today dowsthe paceand increasesthe codt of derivative

actions,” inthat, under § 7.03(b), “ courtswould not need to resol ve the often complex, but ultimately
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periphera, issuewhether demand was necessary before reaching the central issue of the board' sor
committee’ sjustificationsfor dismissal of theaction . ...” Principles of Corporate Governance,
Upra, a 8 7.03 cmt. e. It observed, aswdl, that, “ because making demand ontheboard isardatively
codlessgep, imposing thisrequirement placeslittle burden on the plaintiff” and thet, conversdy, demand
may sometimesinduce the board to take corrective action that moots or permitsan early resolution of the
action. 1d.
Fndly, the ALI suggested that auniversa demand rule better enabled the corporation to respond

In those crcumstancesin which ademand might be excused because the directors were interested and
therefore disqualified. In that regard, it noted:

“ Although requiring demand when amajority of the board isclearly

interested in the challenged transaction has struck some courtsasan

exeraseinfutility, thisview misconcavestherange of optionsdill opento

the board. Evenin such acase, the board as awhole can appoint the

minority of theboard that isdignterested, or someof them. . . toaspecid

committee, which can consider the demand, or, once litigation has

commenced, canmove. . . todismisstheactionor . . . can seek to settle
it.”

Theserecommendaionsfromthe ABA andthe ALI havehad aconsderableimpect. Atleast 17

States have, by Satute, adopted § 7.42 of the Moded Business Corporation Act® and one more, Florida,

8 SeeAriz. Rev. Stat. Ann. § 10-742; Conn. Bus. Corp. Act § 33-722; Ga. Code Ann. § 14-2-
742; Haw. Rev. Stat. § 414-173; |daho Code 8§ 30-1-742; Me. Rev. Stat. Ann. tit. 13A § 630; Mich.
Comp. Laws Ann. 8 450.1493a; Miss. Code Ann. § 79-4-7.42; Mont. Code Ann. § 35-1-543; Neb.
Rev. Sta. § 21-2072; N.H. Rev. Stat. Ann. 8 293-A:7.42; N.C. Gen. Stat. 8 55-7-42; Tex. Bus. Corp.
Act Ann. art. 5.14(C); Utah Code Ann. § 16-10a-740(3); Va Code § 13.1-672.1(B); Wis. Stat. Ann.
§ 180.0742; Wyo. Stat. § 17-16-742.
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established auniversa demand requirement in different language.® The Pennsylvania Supreme Court
adopted anumber of sectionsof thePrinciples, induding § 7.03, by judicid decison, conduding that they
provided necessary guidance and were consistent with Pennsylvania precedent. See Cuker v.
Mikalauskas, 692 A.2d 1042 (Pa. 1997); Drain v. Covenant Life Ins. Co., 712 A.2d 273 (Pa.
1998). InBolandv. Engle, 113 F.3d 706 (7th Cir. 1997), the Court of Appedsfor the Seventh Circuit,
aoplying Indianalaw, predicted thet the Indiana Supreme Court would modify itsdated common law and
follow § 7.03 of the Principles, dthough, inlight of itsfinding that the plaintiff’ sfailure to make demand
could not be excused under existing Indianalaw, the court did not need to rest its decision on that
prediction. Noting theadoption of the ABA/ALI recommendation diminating thefutility exceptionby 11
States at thetime, the Federa court rgected the suggestion that Indianawould follow the Delaware
gpproach and concluded, “[r]ather, we surmisethat the highest court in I ndianawoul d today be persuaded
by the generd trend in thelaw towards narrowing, if not eiminating, the exceptions from the demand
requirement.” 1d. a 712.°° In 1996, the New Y ork Court of Appedlslooked with some gpparent favor
on 8§ 7.42 of theModd Business Corporation Act and § 7.03 of the Principles, but, inlight of thefacts
that (1) those provisionswereincons stent with an existing New Y ork statute, and (2) billsto codify a
“universa demand” had been thricergected by theNew Y ork legidature, the court declined to do what

the Pennsylvania court did. See Marx v. Akers, supra, 666 N.E.2d 1034.

® SeeFla. Stat. Ann. 8 607.07401(2), requiring that aderivative action complaint alege with
particularity “the demand madeto obtain action by the board of directorsand that the demand wasrefused
or ignored.”

Y Se Barthv. Barth, 659 N.E.2d 559, 562-63 (Ind. 1995), in which the Indiana court adopted
§ 7.01(d) of the ALI Principles.
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The Maryland Response

In Kamen v. Kemper Fin. Servs,, Inc., 939 F.2d 458 (7th Cir. 1991), the Court of Appeals
for the Seventh Circuit, on remand from the Supreme Court (see Kamen v. Kemper Fin. Sarvs,, Inc,,
upra, 500 U.S. 90, 111 S. Ct. 1711, 114 L. Ed. 2d 152), attempted to predict how Maryland would
reect to these developments. Citing Waller, Eider, and Parish, the court noted that Maryland requires
demand asanorm but excusesit when therequest would befutile, but that it had “ donelittieto develop
the scope of itsfutility exception.” 1d. & 460. Theplantiff pogted Sx reasonswhy apre-suit demand on
thedirectorswould have beenfutile, induding (1) theseven independent directorson the 10-person board
received aggregate remuneration of $300,000/year for their servicesasdirectors, (2) thedirectorsvoted
to circulate the proxy statement complained of, (3) they opposed her [awsuit on both procedura and
substantive grounds, (4) a demand would have been tantamount to arequest that the directors sue
themselves, and (5) the directors were under the control of Kemper.

The court did not read Parish asexcusing demand onany of thosegrounds. |f remuneration or
agenerd dlegaion of control were sufficient, the court noted, “the demand rulewould be negated — for
amog dl directorsrecavefees, and independent directors cometo aboard after being dated by corporate
indders” Id. Inthe particular case, the plantiff was not seeking damagesagaing the directorspersondly,
so the third reason offered had no relevance. In dealing with the assertionsthat al of the directors
approved the proxy statement and opposed her lawsuit, the court noted that whether the directors
involvement inthetransaction complained of excusesademand dependson thefunction of thedemandrule
If demand sarvesonly to dert thedirectorsto agrievance, then thair involvement would excuseademand,

“becausethey dready know what they havedone.” 1d. a 461. If, however, demand “ether recognizes
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the dlocation of powerswithin the corporation. . . or sarvesascreening role (aform of dternative disoute
resol ution hel ping to weed out weak cases), thenthefact that the directors participated in thetransaction
isnot enough.” 1d. Maryland, the court held, had “not spoken clearly to the function demand serves”
athough“Waller treets demand asa useful screen for the courts, and Parish says that gpplication must
be made unlessthe directors are ‘wrongdoers.’” Id. Participants who are not wrongdoers, the court
continued, “may evaluate their acts and change their minds.” 1d.

Although noting casesthat appeared to support Kamen' s gpproach, the Seventh Circuit court
observed that “[t]hetide isrunning against this gpproach.” Id. Citingthe ALI Principlesand the
Ddawareview, thecourt determined that “ [t] he prevailling contemporary view isthat demand isnecessary
If thedirectorsare disnterested — and because of the businessjudgment ruledirectors may befinancidly
dignterested evenif they took part intheactsof which the plaintiff complains” 1d. The court concluded:

“Inresolving doubt about the scope of itsdemand requirement, Maryland
could well beinfluenced by the recommendations of the American Law
Indtitute and the American Bar Assodiation, both of which bdievethet the
futility exception to the demand requirement should be diminated rather
then expanded [ditationsomitted]. So, too, Maryland might beinfluenced
by the burgeoning research casting doubt on the value of derivative
litigation for investors[extendvedtaionsomitted]. Staelegidatureshave
begun to adopt universa--demand requirements. Thereisno counter
movement toward enlarging thefutility exogption. Wethinkit likely, then,
that if Maryland does not abolishthefutility exception it will cagtitslot
with the atesthat require demand on directorswho face no subgtantial
risk of persona liability.”
Id. at 461-62. See also Grill v. Hobitzell, 771 F. Supp. 709 (D. Md. 1991).
Thereismuchto besaidfor the ABA/ALI approach, but, unlikethe Pennsylvaniacourt, we are

not prepared, at thispoint, to engraft it as part of our common law. Itisnotjust 8 7.42 (or 8 7.03 of the



Principles) that isinvolved. That sectionispart of alarger schemelaid out in other sectionsof the Modd
Code and Principles, and careful attention needsto be givento the provisonsin those sectionsaswell.
SeeMBCA §7.41 (slanding requirements), 8§ 7.43 (stay of proceedings pending corporateinquiry), 8
7.44 (circumstances under which court may dismiss action on motion of corporation), 8 7.45
(discontinuance or settlement), 8§ 7.46 (payment of expenses), and 8 7.47 (applicability to foreign
corporations), and Principles 88 7.01 through 7.17. The approach taken by the ABA and ALI
conditutesaradica departurefrom our current commonlaw, and, dthoughitiscertainly within our power
to make such modifications, thisisamatter that should besubjected to legidative hearings, a which all
interested groups, and not jugt thelitigantsin one case, can present their views. Wethereforedecline, at
this point, to adopt the ABA/ALI approach of eliminating altogether the futility exception.

Nor arewedisposed, a thispoint, to adopt in full the Delaware gpproach. Although, duetothe
respect properly accorded Delaware decisions on corporate law, the Delaware approach is often
mentioned and thebus nessjudgment ruleisgenerdly regarded asgpplicablein ademand futility andlyss
few, if any, States have abandoned their exidting law in favor of that gpproach, and some of the riticiam
of it needs to be taken into account.

We agree with much of what the Seventh Circuit court said in Kamen, however, and are not
willing to excuse the failure to make demand smply because amgority of the directors gpproved or
participated in someway in the challenged transaction or decision, or on the basis of generalized or
Speculative dlegationsthat they are conflicted or are controlled by other conflicted persons, or because
they arepaid well for their services asdirectors, were chosen asdirectors at the behest of controlling

stockholders, or would be hostileto the action. The demand requirement isimportant. Directorsare
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presumed to act properly andin the best interest of the corporation. They enjoy the benefit and protection
of the busnessjudgment rule, and their control of corporate affairs should not beimpinged basad on non-
specific or goeculaivedlegationsof wrongdoing. Nor should they, or the corporation, be put unnecessarily
at risk by minority shareholdersbent Smply on mischief, whofilederivativeactionsnot to correct abuse
as much to coerce nuisance settlements.™

Weagree, moreover, withthe ABA/ALI that, in most cases, apre-suit demand onthedirectors
isnot an onerousrequirement. Asthe Saventh Circuit court noted, it givesthedirectors— eveninterested,
non-independent directors— an opportunity to congder, or reconsder, theissuein disoute. 1t may be
ther first knowledge that adecision or transaction they made or gpproved isbeing questioned, and they
may chooseto seek the advice of agpedd litigation committes of independent directors, which hasbecome
acommon practice, or they may decide, asabusiness maiter, to accedeto the demand rather than risk
embarassang litigation. Thefutility exception essentidly diminatesany chancea meaningful pre-litigation
dternativedisputeresolution. Itasovirtualy assuresextensveand expendvejudicia wranglingover a
peripherd issuethat may resultin preiminary determinationsregarding director culpability thet, after trid
on the merits, turn out to be unsupportable. If ademand ismade and refusad, that decison, and the basis

for it, can be reviewed by a court under the business judgment rule standard.

' Wedo not, in any way, impinge the motives of the plaintiffsin this case. Evidence was
presented, however, that the entity that initidly filed thisaction, based on its ownership of 20 shares of
Lafargestock, had filed 64 shareholder lawsuits againgt various corporationssnce 1994, many withina
day or two after announcement of the transaction being challenged.

12 See Burks v. Lasker, supra, 441 U.S. 471,99 S. Ct. 1831, 60 L. Ed. 2d 404 (1979);
Rosengarten v. Buckley, 613 F. Supp. 1493 (D. Md. 1985); DEMOTT, supra, 8 5.14; Swanson,
supra, 77 Minn. L. Rev. at 1356-59; JAMES J. HANKS, JR., MARYLAND CORPORATION LAW §
7.21]c] at 272-75 (1999 Supp.).
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Weadhere, for thetimebeing, to thefutility exception, but, condstent with what gppearsto bethe
prevailing philosophy throughout the country, regard it assavery limited exception, to begpplied only when
thedlegationsor evidenceclearly demondrate, in avery particular manner, either that (1) ademand, or
adeday in awaiting aresponseto ademand, would causeirreparable harm to thecorporation, or (2) a
mgority of thedirectorsareso persondly and directly conflicted or committed to the decisonin disoute
that they cannot reasonably be expected to respond to ademand in good faith and within the ambit of the
busnessjudgment rule. That focusesthe court’ sattention onthered, limited, issue— thefutility of apre-
Uit demand — and avaidsinjecting into apreliminary proceeding issuesthat go moreto the meritsof the
complaint— whether therewas, infact, sdf-dedling, corporatewaste, or alack of businessjudgment with
respect to thedecision or transaction under attack. 1t doesnot preclude, however, gppropriatejudicia
review, under the bus nessjudgment rule, of the response (or non-response) to ademand. See Harhen

v. Brown, 730 N.E.2d 859 (Mass. 2000).

This Case
Asnoted earlier, theplaintiffsmake two basic complaints about thejudgment entered by the Circuit
Court — that it was error for the court to decide the futility issue on summary judgment after concluding
that theamended complaint sufficiently aleged futility, and thet, on the standard gpplicableto asummary
judgment motion, the evidence sufficed to demonstrate futility. We find no merit in either complaint.
Although theissue of demand futility isoften raised and decided in thecontext of amotionto
dismiss, based onthedlegationsof thecomplaint (see Parish, supra, 250 Md. 24, 242 A.2d 512), there

IS no requirement that the issue be resolved in that context. See Booth v. Robinson, supra, 55 Md.
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419; Davisv. Gemmdll, supra, 70 Md. 356, 17 A. 259. Obvioudy, if the complaint failsto allege
aufficient factswhich, if true, would demongtratethe futility of ademand, it isentirely appropriateto
terminatethe action onamotionto dismiss. But theissueisnot foreclosed Smply because the complaint
isauffident. Rlantiffscan dlegemaos anything, and, if the court werebound to condder only thedlegations
of thecomplaint, thefutility exogptionwould swalow inonegulp thedemand reguirement. Thefutility issue
may be resolved asafactud matter. See Good v. Getty Oil Co., 518 A.2d 973, 974 (Ddl. Ch. 1986);
Unigroup, Inc. v. O’ Rourke Storage & Transfer Co., 834 F. Supp. 1171 (E.D. Mo. 1993), aff'd
sub nom. Unigroup, Inc. v. Winokur, 45 F.3d 1208 (8th Cir. 1995). Aswe stated, quitedirectly,
inWaller, supra, 187 Md. a 192, 49 A.2d a 453, before commencing aderivetive action, asharehol der
mugt “dlegeand prove’ tha he, she, or it requested the directors to suein the name of the corporeation.
(Emphasis added.)

Demand futility is, however, aprdiminary issuethat isdiscrete, that doesnot go to the meritsof the
underlying complaint, that needsto beresolved beforethe court undertakesto consder themerits, and,
asthe plaintiffs conceded, thet isresolvable by the court, not ajury. If it survivesamationtodismiss, itis
aperfect candidate for resol ution pursuant to Maryland Rule 2-502. Under that rule, the court may

isolatethefutility issue, takeevidenceonit, and makeultimatefindingsof fact withregpect toit. Although

B Rule2-502 provides: “If a any Sage of an adtion aguestion arisesthat iswithinthe sole province
of the court to decide, whether or not theactionistriable by ajury, andif it would be convenient to have
the question decided before procesding further, thecourt, onmotion or onitsowninitiative, may order that
the question bepresented for decison in the manner the court deemsexpedient. Inresolving thequestion,
the court may acoept facts sipul ated by the parties, may find facts after recaiving evidence, and may draw
inferencesfrom thesefacts. The proceedings and decisons of the court shall be on the record, and the
decisions shall be reviewable upon appeal after entry of an appealable order or judgment.”

-38-



we seeno reason why the court cannot, upon aproper motion, enter asummary judgment on that issue,
itwould ordinarily bebetter, and much moreefficent, for thecourt to utilizetheruleand makethe ultimate
findingsof fact which, if supported by the evidence, arethen essentially final and unimpeachable, rather then
usesummary judgment, which requiresthe court to view the facts and theinferences from them inthelight
most favorable to the party opposing the motion.

Here, the court used asummary judgment procedure but, onthisrecord, did not err in doing so.
Aswe haveindicated, theissue, as presented to thetria court, really came down to the seven directors
whose satuswas contested. The plaintiffsurgethat al of them are conflicted because of the feesthey
meke as Lafarge directors and their presumed desireto retain thar directorships, which, according to the
plantiffs, isdependent on their maintaining good rdaionswith LSA and itssenior management, thet ax of
them are conflicted because of the businessthat other companies of which they aredirectorsdo with
Lafarge, and that M cDond d was conflicted because of hiscompany’ srdationship with Murdoch, an LSA
director. Wehaverecounted therdevant factsregarding each of thosedirectorsand concludethat, even
viewing the evidencein alight most favorable to the plaintiffs, those directors were not conflicted or
controlled by LSA to the point that ademand upon them would have been futile. Therewasno evidence
presented thet their service as L afarge directorswoul d have caused themto rgject ademand for any reason
not within the ambit of the businessjudgment rule. Nor wasthere evidence that any routine business
between other companies onwhose boardsthey sarved and Lafarge or aLafarge subddiary interfered with
their ability to act independently. Therewas smokeand pecul ation, but no evidence. Even onthetheories
argued to the Circuit Court, much lessthe standard adopted in this Opinion, summary judgment was

properly granted.
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JUDGMENT AFFIRMED, WITH COSTS.
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