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Last month the Delaware Court of Chancery
sent a warning signal to boards by allowing two
lawsuits to proceed against directors allegedly
involved in options backdating. In denying
motions to dismiss complaints in Ryan v. Gifford
and In Re Tysons Food, Inc., the court refused to
apply a statute of limitations or the business judg-
ment rule as hoped by the defendants. Here is a
summary and analysis prepared for clients and
friends of the firm by Robert L. Messineo, a
board member of NACD’s New York Chapter,
and a partner of Weil, Gotshal & Manges LLP.

– The DMX Editors

The Delaware Court of Chancery, addressing
the subject for the first time, has recently denied
motions to dismiss, allowing breach of fiduciary
duty claims against directors to proceed toward

trial in two separate cases alleging intentional
improper board action regarding the timing of
option grants. These cases, Ryan v. Gifford1 and
In re Tyson Foods, Inc.2, decided by Chancellor
Chandler the same day, underscore the type of
claims alleging breach of fiduciary duty by directors
related to option backdating, “spring-loading”
and “bullet-dodging” that will be litigated in
the Delaware courts and elsewhere. These are
claims that the court characterized as involving
“fundamental issues,” “of great import to the
law of corporations.”3 In both cases the court
held that option timing decisions by a board that
circumvent option plan provisions requiring all
option grants to have “at-the-market” exercise
prices cannot be presumed, at least for purposes
of a motion to dismiss, to be entitled to the pro-
tections of the business judgment rule because
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such actions, as alleged, could not be considered to be
taken in good faith. 

In Ryan, a stockholder derivative action, the plaintiff
alleged, among other things, that directors of Maxim Inte-
grated Products breached their fiduciary duty by granting
backdated options from 1998 to 2002 to the company’s
founder, Chair and Chief Executive. The options had been
issued under shareholder-approved stock option plans
that, as described by the court, Maxim had “contracted
and represented” to its shareholders required that the exer-
cise price of all options would be no less than the fair mar-
ket value of the company’s common stock, measured by
its publicly traded closing price on the date of grant.4 The
court ruled: 

[T]he intentional violation of a shareholder approved
stock option plan, coupled with fraudulent disclosures
regarding the director’s purported compliance with
that plan, constitute conduct that is disloyal to the cor-
poration and is therefore an act in bad faith.5

Tyson Foods, also a derivative action, presented claims
involving numerous alleged improper related party trans-
actions approved by directors of Tyson Foods, Inc., one
of which concerned option grants between 1999 to 2003
to corporate insiders made “[d]ays before Tyson would
issue press releases that were very likely to drive stock-
prices higher…”—“spring-loaded” options.6 With rea-
soning similar to Ryan, the Court held that the intentional
grant of spring-loaded options by directors having inside
information in contravention of a shareholder-approved
stock option plan could support a claim for a breach of
fiduciary duty: 

[A] director who intentionally uses inside knowledge
… to enrich employees while avoiding shareholder
imposed requirements cannot…be said to be acting
loyally and in good faith as a fiduciary. 

This conclusion… rests upon at least two premises,
each of which should be… alleged… to show that a

spring-loaded option issued by a disinterested and inde-
pendent board is nevertheless beyond the bounds of
business judgment. First, a plaintiff must allege that
the options were issued according to a shareholder-
approved employee compensation plan. Second, a
plaintiff must allege that the directors that approved
the spring-loaded… options (a) possessed material non-
public information soon to be released that would
impact the company’s share price, and (b) issued those
options with the intent to circumvent otherwise valid
shareholder-approved restrictions upon the exercise
price of the options. 

Such allegations would satisfy a plaintiff’s require-
ment to show adequately at the pleading stage that a
director acted disloyally and in bad faith is therefore
unable to claim the protection of the business judg-
ment rule.7

While not alleged in the case before it, the Tyson Foods
decision noted that the same considerations would apply
to so-called “bullet-dodging” in the granting of options.
The court referred to this practice in general terms as
“granting options to employees after the release of mate-
rially damaging information,”8 apparently having in mind
intentionally postponing the recorded grant date until after
negative information drove the trading price of the related
stock downwards and thereby achieving a more favorable
exercise price than would have been the case at the orig-
inally intended grant date. This decision will undoubtedly
receive significant attention in the already wide-ranging
debate over what is acceptable practice in pricing options
at times when a company has material undisclosed infor-
mation, given that the Securities and Exchange Commission
has not yet taken any enforcement action concerning
spring-loading or bullet dodging9—and an SEC Commis-
sioner has stated publicly that spring-loading may not con-
stitute a violation of the federal securities laws, at least
where there was a business reason for using the practice.10 

Important Aspects of the Decisions 
The decisions will likely have significant impact on the

many cases concerning option grants pending in the
Delaware and other state and federal courts. The views
expressed in the decisions, particularly regarding spring-
loading and bullet-dodging, should also be considered
by board committees that are currently conducting reviews
of past option grant practices as they make determinations
about these practices and the proper remedies for any mis-
conduct found. Companies that have already reviewed
their past option grant practices should consider whether,
taking into account the decisions, any additional review
and reconsideration of such matters is warranted. 
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Demand Was Excused 
The court in both cases held that demand on the

respective boards of directors was excused. The demand
requirement reflects the universally recognized “basic prin-
ciple of corporate governance that the decision of a cor-
poration—including the decision to initiate litigation—
should be made by the board of directors or the majority
of shareholders.”11 As the Delaware Supreme Court has
observed in numerous cases, “‘[t]he directors of a corpo-
ration and not its shareholders manage the business and
affairs of the corporation’… and accordingly, the direc-
tors are responsible for deciding whether to engage in
derivative litigation.”12

Where a decision made by a board of directors is chal-
lenged, the question whether demand is excused is gov-
erned by the test first stated in Aronson v. Lewis, pursuant
to which “particularized facts” must be alleged that, if
true, would create “a reasonable doubt” that “(1) ‘the
directors are disinterested and independent’” or “‘(2) the
challenged transaction was otherwise the product of a
valid exercise of business judgment.’”13 Where board
action is not at issue, a different test, first stated in Rales
v. Blasband,14 applies because no business judgment has
been made and thus the second prong of the Aronson test
is inapplicable. The court only “must determine whether
or not… particularized factual allegations… create a rea-
sonable doubt that… the board of directors could have
properly exercised its independent and disinterested busi-
ness judgment in responding to the demand.”15 Under
Rales, a diasabling interest also may be found where the
potential for outside director liability “is not ‘a mere
threat’ but may instead may rise to ‘a substantial likeli-
hood.’”16 A “substantial likelihood” of director liability
exists only in “rare cases” where the challenged director
conduct is “egregious on its face.”17 

• In Ryan, the plaintiff had alleged that the board mem-
bers violated their fiduciary duties by having “actively
allowed” the backdating of nine option grants to the
company’s CEO over a five year period, causing the
company to receive lower payments upon exercise of
the options, to overstate its profits and to incur adverse
tax effects, while unjustly enriching the CEO.18 Plain-
tiff supported its backdating claim with statistical data
published by Merrill Lynch, indicating that the
recorded date of each option grant was the date of the
lowest market price of the month or year in which
the grant was made—timing the court characterized
as being “too fortuitous to be mere coincidence.”19

Plaintiff further argued that the grants were contrary
to the provisions of company’s shareholder-approved
option plans that required that the exercise price of the
options not be less than the fair market value of the

stock subject to the option on the date the option was
granted. Pointing out that the alleged option grants
were made “not at set or designated times, but by a
sporadic method,” the court found the factual allega-
tions raised a reasonable doubt “that the challenged
transactions resulted from a valid exercise of business
judgment.”20 It explained: 

Plaintiff supports his breach of fiduciary duty claim
and his assertion that demand is futile by pointing
to the board’s decision to ignore limitations set out
in the… plans. The plans do not grant the board
discretion to alter the exercise price by falsifying
the date on which options were granted. 

Plaintiff here points to specific grants, specific lan-
guage in option plans, specific public disclosures
[that options were issued “at the market”], and
supporting empirical analysis to allege knowing
and purposeful violations of shareholder plans and
intentionally fraudulent public disclosures. Such
facts… provide sufficient particularity in the plead-
ing to survive a motion to dismiss for failure to
make demand…21 

• The court in Ryan also concluded that under the cir-
cumstances a majority of the board could not be con-
sidered disinterested with respect to the backdating
claim. It pointed to the plaintiff’s allegations that all
three of the compensation committee members who
approved the challenged grants were still on the board
at the time the complaint was filed; thus, out of the
six-member board, the plaintiff “alleges that three…
approved backdated options, and another… [the CEO]
accepted them.”22 It characterized the situation as “one
of those ‘rare cases [in which] a transaction may be
so egregious on its face that board approval cannot
meet the test of business judgment, and a substantial
likelihood of director liability therefore exist,’” thereby
rendering the directors incapable of making a disin-
terested decision about the lawsuit. The court pointed
out that “a director who approves the backdating of
options faces at the very least a substantial likelihood
of liability, if only because it is difficult to conceive of
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a context in which a director may simultaneously lie
to his shareholders… and yet satisfy his duty of loy-
alty.” The court added in a footnote that the defen-
dant directors’ interest not only arose because of their
duty of loyalty but because: “Were the board to pur-
sue a derivative suit, it might unearth facts that would
subject the directors to further civil and criminal 
liability.”23

• In Tyson Foods, the court excused demand based on
the combination of related party transactions involved
in the case, including alleged quid pro quo arrange-
ments that rendered all directors interested or lacking
in independence with respect to all the transactions.
The court did not refer specifically to the challenged
options in this portion of its decision.24

The Business Judgment Rule Did Not Prevent the
Lawsuits From Going Forward 

In both cases, the court also rejected the defendants’
argument that, even if pre-suit demand were excused, the
lawsuits should be dismissed because the plaintiffs had
not properly alleged by particularized facts that the option
grant was not a valid exercise of business judgment. The
court relied in each case on duty of loyalty and good faith
considerations similar to those considered in Ryan to
excuse demand. 
• In Ryan, the court held that “the intentional violation

of a shareholder-approved option plan, coupled with
fraudulent disclosures regarding the directors’ pur-
ported compliance with that plan, constitute conduct
that is disloyal to the corporation and is therefore an
act in bad faith.” The court commented that it was
“unable to fathom a situation where the deliberate vio-
lation of a shareholder-approved option plan and false
disclosures, obviously intended to mislead shareholders
into thinking that the directors complied honestly with
the… plan, is anything but an act of bad faith. It cer-
tainly cannot be said to amount to faithful and devoted
conduct of a loyal fiduciary.” As an act of bad faith,
the award could not be a valid exercise of business
judgment.25 

• In Tyson Foods, the plaintiffs alleged four instances in

which the compensation committee of the board
granted options to executives shortly before the cor-
poration disclosed highly favorable business develop-
ments that led to substantial increases in the trading
price of its shares. Again, the options were issued under
a shareholder-approved plan that, the plaintiffs alleged,
required the exercise price to be equal to the fair mar-
ket value of the shares subject to the options. Although
concluding that the plaintiffs had failed to allege par-
ticular facts to support a lack of independence on the
part of the compensation committee members,26 the
court found that the plaintiffs had sufficiently alleged
that the committee members had not acted in good
faith. It explained: 

Granting spring-loaded options, without explicit
authorization from shareholders, clearly involves
an indirect deception. A director’s duty of loyalty
includes the duty to deal fairly and honestly with
the shareholders for whom he is a fiduciary. It is
inconsistent with such a duty for a board of direc-
tors to ask for shareholder approval of an… option
plan and then later distribute shares to managers
in such a way as to undermine the very objectives
approved by shareholders. This remains true even
if the board complies with the strict letter of a
shareholder-approved plan as it relates to strike
prices or issue dates.27

Claims Arising Years Before the Statute of
Limitations Period Were Allowed 

In both lawsuits, the applicability of the statute of lim-
itations was at issue, given that many of the alleged acts
of backdating or spring-loading had occurred several years
before the lawsuits were commenced. The court held that
the three year statute of limitations normally applicable
to breach of fiduciary duty claims did not bar the lawsuits
based on the equitable tolling and/or fraudulent conceal-
ment doctrine. As it did in finding demand excused, the
court premised its findings on the inconsistency between
the option plans’ market-value-options-only provisions
and the alleged intentional conduct of directors in departing
from that standard, stating in Tyson Foods for example: 

Plaintiffs allege that defendants knowingly spring-
loaded options to key executives and directors
while maintaining in public disclosures that such
options were issued at market rates. Such partial,
selective disclosure—if not itself a lie, certainly
exceptional parsimony with the truth—constitutes
an act of ‘actual artifice’ that satisfies the require-
ments of the doctrine of fraudulent concealment.

4 – March 20 07 NACD – DM Extra

A “substantial likelihood” of
director liability exists only in
“rare cases” where the
challenged director conduct is
“egregious on its face.”



Even were this not the case, defendants’ roles as
fiduciaries would justify tolling the statute of lim-
itations through the doctrine of equitable tolling.
Plaintiffs were entitled to rely upon the competence
and good faith of those protecting their interests.
It is difficult to conceive of an instance, consistent
with the concept of loyalty and good faith in which
a fiduciary may declare that an option is granted
at ‘market rate’ and simultaneously withhold that
both the fiduciary and recipient knew at the time
that those options would quickly be worth more.28

Unjust Enrichment Claims Were Permitted 
In both cases, the plaintiffs asserted claims of unjust

enrichment against some option recipients, and in both
cases the court determined that such claims could not be
dismissed despite defendants’ arguments that they were
duplicative of the breach of fiduciary duty claims. The
court held that such claims, if proven, permit a recovery
by the corporation inasmuch as the defendant in respect
of such a claim “may be liable ‘even when the defendant
retaining the benefit is not a wrongdoer’ and ‘even though
he may have received [the benefit] honestly in the first
instance.’”29 In addition, in Tyson Foods, where the alleged
spring-loading was part of a series of allegedly improper
transactions between the corporation and various direc-
tors, the court suggested that in some circumstances such
a claim might be maintained against a director who
received an improperly granted option even if he or she
did not violate his or her fiduciary duty in connection with
the grant of the option:

Although neither party develops the concept in their
brief, the structure of the complaint suggests that
were certain of the directors to be found liable for
breaches of fiduciary duty under other theories,
[the unjust enrichment claim in the complaint]
would allow the Court to force other directors to
disgorge, for example, improperly spring-loaded
options or profits from related-party transactions
without having to show a breach of fiduciary duty
on the part of a particular director.30

Implications for Companies That Have Experienced
Option Granting Problems 

While, generally speaking, the decisions may make it
more difficult for Delaware companies and their directors
to achieve the dismissal of cases alleging intentional back-
dating and spring-loading without a trial in some cir-
cumstances, because both decisions concerned motions to
dismiss, for purposes of which the court was required to
assume the truth of the factual allegations and make all

reasonable factual inferences in the plaintiffs’ favor, the
decisions do not address, or address only peripherally, sev-
eral factors that will usually be key in considering options
backdating and spring-loading situations. 
• First, the decisions do not address the knowledge the

directors actually had, or should have had in exercising
their duty of care, regarding the company’s option
granting practices. Instead, they assume that the direc-
tor defendants knowingly and intentionally approved
backdating and spring-loading of options and misled
shareholders regarding the company’s option granting
policies, based only on the court’s finding of the suf-
ficiency at the pleading stage of the particularized alle-
gations referred to above.31

Many companies upon reviewing their option grant
practices have encountered, in contrast, circumstances
that involve unintentional backdating, spring-load-
ing or bullet-dodging. One example is where as a result
of administrative errors the wrong date was recorded
as the grant date for financial reporting purposes and
accounting charges should have been taken. Another
is where a compensation committee, formally or in
practice, delegated to management the authority to
award options, or to finalize the timing of awards, and
the directors intended and had an honest belief that
only “at-the-market” options were being granted.32

While duty of care claims might be asserted where
there were deficiencies in delegation practices or in
director oversight of management’s conduct of the
option granting process, precedent treats such claims
very differently from claims of bad faith and director
disloyalty. Duty of care claims are subject to a gross
negligence standard and personal liability of directors
on such claims may be exculpated by commonplace
certificate of incorporation provisions.33 Moreover,
claims of director liability for failure to establish or
oversee compliance practices must satisfy a higher stan-
dard than where director self-interest is shown in more
traditional duty of loyalty cases.34 In addition, spring-
loading or bullet-dodging may occur where, although
not done accidentally, it was done without any knowl-
edge that the practice was wrongful and without a sub-
jective intent to mislead directors or shareholders about
the timing or pricing of option grants.

• Second, the decisions emphasize that the relevant
option plans permitted (or were assumed to permit)
the issuance of “at-the-market” options only. While
this restriction is not uncommon, especially in plans
adopted in recent years, many of the plans now being
scrutinized permitted or permit “in-the-money”
options, and this may be a distinguishing factor. On
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the other hand, the thrust of the court’s discussion
about good faith seems to be the potential for share-
holders to be misled where options are backdated,
spring-loaded or bullet-dodged, as these practices
depart from shareholders’ expectations that options
are to be issued “at-the-market” and few, if any, com-
panies have indicated in any of their management com-
pensation disclosures that they have departed, or
expect to depart, from the practice of issuing “at-the-
market” options. (This may change as companies write
their first compensation disclosures and analyses under
the SEC’s new executive compensation rules.) 

In Tyson Foods the court commented: “Of course,
it is conceivable that a director might show the share-
holders have expressly empowered the board of direc-
tors (or relevant committee) to use backdating, spring-
loading, or bullet-dodging as part of employee com-
pensation, and that such actions would not otherwise
violate applicable law. But defendants make no such
assertion here.”35 The court made this comment in the
context of considering the application of the business
judgment rule to a motion to dismiss for failure to state
a claim; a company’s disclosures regarding its option
granting practices may have a different significance
where, instead, the court is applying the business judg-
ment rule to a grant decision made by directors. Where
directors do not have reason to think otherwise, they
should be entitled to rely on management and others
involved in the preparation of disclosure materials to
have determined the pertinent facts about the com-
pany’s grants and to have disclosed them properly. As
discussed above, consideration of the directors’ actual
knowledge regarding grant practices and their role in
the disclosures made about them will be pertinent. 

• Third, in both decisions the demand requirement was
overcome on the ground that a majority of the direc-
tors in office at the time the complaint was filed were
not sufficiently independent and disinterested in
respect of the backdating or spring-loading claims
asserted. In many circumstances, this may not be the
case, inasmuch as the composition of the board may
have changed materially from the time challenged
grants were made or the number of directors involved
in the granting and receipt of challenged options may
constitute less than a majority of the board, particularly

where option granting decisions had been delegated
to the compensation committee. In such circumstances
other directors may be in a position to consider the
allegations made in a stockholder complaint and
determine if it is in the company’s interest to pursue
the claims asserted. 

In addition, even in instances where the board at the
time a derivative complaint is filed is not composed of
a majority of directors of sufficient disinterestedness
and independence such that demand is excused, it is
well established under Delaware law that a board of
directors may establish a “special litigation commit-
tee” composed of directors who are independent and
disinterested and empower that committee to act on
behalf of the company with regard to the claims made
in a stockholder derivative lawsuit. Such a committee
likely would seek to stay the stockholder derivative
litigation pending its conduct of an investigation of
the claims, or completion of any further investigation
into the claims that is warranted, and a decision as
to whether it should take over the pursuit of any or
all the claims.36 It should be recognized, however, that
a greater level of judicial scrutiny may be applied in
reviewing the independence of such committees and
the grounds for their decisions than are normally
applied under the business judgment rule.37 

• Fourth, companies that have determined that back-
dating, spring-loading or bullet-dodging problems
existed in their option granting practices should recon-
sider, in light of the discussion in the decisions regard-
ing unjust enrichment claims, whether the actions they
have taken to deal with such problems provide a suit-
able remedy. The decisions consider unjust enrichment
claims only generally in the context of motions to dis-
miss alleged claims against directors or senior execu-
tives who received backdated or spring-loaded options
or actively and intentionally participated in the process
whereby such options were granted, and do not
address the situation of recipients of backdated,
spring-loaded or bullet-dodged options (such as
“rank-and-file employees”) who had no participation
in the option grant process and no reason to believe
there was any irregularity with respect to the options
they received. While case law has not yet addressed
how companies should deal with such option recipi-
ents, there is nothing in the decisions to suggest that,
where a business judgment with respect to such mat-
ters has been made by adequately informed, inde-
pendent and disinterested directors, such a decision
should not be respected. 
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• Fifth, many D & O insurance policies contain exclu-
sions that permit the carrier to deny coverage in cir-
cumstances where directors or management have been
found to have engaged in criminal or fraudulent acts
or to have received a profit or benefit to which they
were not entitled. Companies may wish to be proac-
tive in distinguishing for carriers their circumstances
from those that may be arguably be subject to such
policy exclusions. 

Implications for Option Granting Best Practices 
Finally, companies should consider the decisions, par-

ticularly the discussion of spring-loading and bullet-dodg-
ing in Tyson Foods, in establishing their policies and pro-
cedures regarding equity grants to directors, officers and
employees. We recommend that every company review
their practices in this area. 

For more guidance on compensation, see Weil Briefing:
Corporate Governance—Options and Other Equity Grant
Practices, February 23, 2007, available at “Resources” at
www.weil.com.
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empirical data to support claims of : 1) specific
instances of backdating; 2) violations of shareholder-
approved plans or some other legal obligation; and 3)
fraudulent disclosures regarding compliance with that
plan. If, however, this case reaches the trial stage,
plaintiff may no longer rely on liberal pleading
assumptions. Instead, plaintiff must then rely on evi-
dence presented at trial to demonstrate by a prepon-
derance of the evidence that the defendants in fact
backdated options, and thus are not afforded the pro-
tections of the business judgment rule.” Ryan, slip op.
at 31 n. 49.

32 In Ryan, the court did note that the option grant decisions
had been delegated by the board to the compensation
committee and that this could be an important dis-
tinction in respect of claim against directors who were
not members of the compensation committee in some
instances. However, as in that case the compensation
committee members and the CEO who received
allegedly backdated options constituted a majority of
the board, the court concluded that the acts of the
compensation committee could be imputed to the full
board for purposes of the motions to dismiss before
it did not need to consider the issue further. Ryan, slip
op. at 19-21. 

33 See, e.g., In re Walt Disney Co. Derivative Litigation,
907 A.2d 693 (Del. Ch. 2005), aff’d, 906 A.2d 27
(Del. Sup. 2006); Stone v Ritter, 911 A.2d 362 (Del.
Sup. 2006).  

34 See, e.g., Stone v Ritter, 911 A.2d 362 (Del. Sup.
2006), esp. at 370: (“We hold that … the necessary
conditions predicate for director oversight liability
[are]: (a) the directors utterly failed to implement any
reporting or information system or controls; or (b)
having implemented such a system or controls, con-
sciously failed to monitor or oversee its operations
thus disabling themselves from being informed of risks
or problems requiring their attention. In either case,
imposition of liability requires a showing that the
directors knew that they were not discharging their
fiduciary obligations. Where directors fail to act in the
face of a known duty to act, thereby demonstrating a
conscious disregard for their responsibilities, they
breach their duty of loyalty by failing to discharge that
fiduciary obligation in good faith [footnotes omitted].”) 

35 Tyson Foods, slip op. at 55. Regarding special litiga-
tion committees, see Kaplan v. Wyatt, 484 A.2d 501
(Del. Ch. 1984), aff’d, 499 A.2d 1184 (Del. Sup.
1985). 37 See, e.g., In re Oracle Corp. Derivative Lit-
igation, 824 A.2d 917 (Del. Ch. 2003).
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