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Questions Presented

(D Whether the pre-suit demand requirement in a shareholder
derivative case would be excused as futile where, by the time the case was filed,
the nominal defendant corporation’s board of directors had already created a
special committee to investigate the underlying wrongdoing, and the special
committee had promptly hired independent counsel and accountants, obtained key
admissions from the company’s three most senior officers, and shared its findings
with government regulators, and the company had publicly announced the
investigation and the potential need for a restatement of the company’s financial
statements. The court below correctly ruled that demand would not have been
futile.

(2) Whether, for purposes of determining whether the pre-suit
demand requirement in a shareholder derivative case would be excused as futile,
outside directors are considered interested simply by virtue of having made sales of
properly acquired stock at allegedly artificially inflated prices where the derivative
plaintiffs failed to allege with particularity that the sales resulted from the
possession of inside information, that the directors knew of any improper conduct,
or even that the shares had been acquired at prices that were not likewise allegedly
artificially inflated. The court below correctly held that the outside directors are

not considered interested.
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3) Whether a corporation’s statutorily authorized charter provision
exculpating its directors from liability for actions short of bad faith or intentional
misconduct prevents the corporation’s outside directors from having any
substantial fear of liability with respect to the transactions that are the subjects of a
shareholder derivative complaint where the complaint lacks particularized
allegations of reckless, knowing, or intentional misconduct by those directors. The
court below did not reach this question, but instead opined only that the business

judgment rule did not protect certain outside directors from liability.

Introduction

The Commercial Division of the Supreme Court for New York County
dismissed Appellants’ shareholder derivative complaint because they failed to
make the pre-suit demand required under the state’s Business Corporations Law
and were not excused from that requirement despite their claims it would have
been futile where, before Appellants ever filed suit, the board of directors formed a
special committee of two disinterested directors to investigate potential stock
options backdating, and, again before the instant case was filed, the committee
hired independent counsel and accountants, obtained key admissions from the three
most senior officers of the company, shared its findings with government
regulators, and publicly announced its investigation and the potential need for a

financial restatement. Shortly thereafter, the committee secured resignations from

2
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the officers — the Chairman and Chief Executive Officer, the Chief Financial
Officer, and the Senior General Counsel — and stripped them of their vested and
unvested compensation. Moreover, the board’s and committee’s swift actions and
cooperation with governmental authorities led to the prompt filing of civil and
criminal charges against the former executives and plaudits from the government
and the press.

Those actions led the Commercial Division to conclude — correctly — that
the derivative plaintiffs had failed to allege with particularity why the very
directors who formed the special committee that conducted the investigation,
shared its findings with government authorities, and removed the most powerful
executives in the company could not have considered fairly a demand to take
action against those same executives and/or less prominent individuals. As a
result, the decisions as to what further actions to take in light of the committee’s
findings can remain in the hands of the special committee instead of being usurped
by a handful of shareholders (and their counsel) who have no apparent experience
in assessing the best interests of the corporation or determining and executing
strategies to advance those interests. That result is in full accord with New York
law, which gives a corporation’s board, not its shareholders, the power to decide
whether and how to pursue the corporation’s legal remedies, and with the Court of

Appeals’ self-described reluctance to permit shareholder derivative suits.
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Nevertheless, Lead Plaintiffs-Appellants Leonard Sollins and Timothy
Hill (“Appellants” or “Derivative Plaintiffs”) seek to overturn the Commercial
Division’s Decision and Order (“Decision”) granting the motion to dismiss of
Nominal Defendant-Respondent Comverse Technology, Inc. (“Comverse” or
“CTT”), but the grounds for reversal advanced in their appeal brief (“Brief” or
“Br.”) have no merit. First, their argument that the court should not have
considered the pre-suit actions of Comverse’s board of directors (“Board”) and the
two-person special committee it created (“Special Committee™) conflicts with
unanimous case law and the very purpose of the demand requirement by
pretending the Court of Appeals’ traditional test for predicting how a board would
respond to a demand requires one to ignore what a board has actually done in a
situation where, as here, the directors’ actions make any such prediction
unnecessary.

Second, Appellants’ characterization of the Special Committee’s
investigation as a “sham” is demonstrably unfounded when it is undisputed that the
pre-filing efforts of that investigation secured confessions that were reported to the
government and produced indictments and civil regulatory charges against the
company’s top executive, top accountant, and top lawyer. In fact, the very

allegations for (and the language of) Derivative Plaintiffs’ Consolidated and
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Amended Shareholder Derivative Complaint (“Complaint™) are largely copied
from the government’s charging papers.

Third, Appellants’ claim that outside directors who received none of the
intentionally backdated options are interested by virtue of having sold validly
acquired shares of stock at prices that, unbeknownst to them, may have been
inflated as a result of the backdating finds no judicial support and is entirely too
conclusory to meet the particularity requirements of Section 626(c) of the Business
Corporations Law.

Finally, Appellants’ assertion that the outside directors could not have
considered a demand objectively because of a substantial fear of liability due to an
absence of business judgment rule protection for having allegedly “rubberstamped”

2 [13

management’s “egregious” conduct ignores the fact, which the Supreme Court had
no occasion to reach, that Comverse’s statutorily authorized director exculpation
provision eliminated any potential liability concerns where, as here, the outside
directors’ actions or inactions did not amount to bad faith, but instead have been
described in terms no worse than negligence by two different judges.

Thus, though the ordinary rule that corporate decisions are entrusted to a
company’s board of directors is subject to a very narrow exception for the rare case

where a majority of directors have disabling financial conflicts or are otherwise

incapable of acting in the best interests of the corporation, this case represents the
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antithesis of such a situation, as here none of the outside directors who comprised a
majority of Comverse’s Board had any financial interest with respect to the options
backdating, and their prompt appointment (some four weeks before this case was
filed) of a special committee to investigate and take all action relating to option
grant issues ended the need to scrutinize their ability objectively to consider a
demand, which, had it been made, would have gone to the special committee that
quickly took decisive action even without having received a demand. That action

conclusively demonstrates that a demand to take action would not have been futile.

Statement of Facts

On March 10, 2006, more than a month before this action was
commenced, the Board created the Special Committee to investigate all issues
relating to Comverse’s historical stock option grants (R. 122-23, 49 144, 149) and
delegated to that committee the power to take all actions necessary to deal with any
issues it discovered and to respond to any inquiries or litigation (see R. 501). The
Special Committee’s members — Raz Alon and Ron Hiram — were from outside the
company and never received backdated options. See infra p. 11. Independent
counsel was promptly retained and, on March 14, the company promptly
announced to the public the Special Committee’s formation and the potential for a
restatement. R. 123-24, 9 149. Contrary to certain representations in Appellants’

Brief (see Br. at 5, 15), the Complaint does not and could not allege that any press

6
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report (particularly including the first Wall Street Journal article on March 18,
2006 (R. 125, 9 155)) or government inquiry preceded this announcement.

Within days, the Special Committee secured admissions from the most
senior officers of the company — CEO Kobi Alexander, CFO David Kreinberg, and
Senior General Counsel William Sorin (collectively, the “Former Executives”),
two of whom (Alexander and Kreinberg) had unsuccessfully urged that
independent counsel not be hired (R. 122, § 143). For example, “[i]n a March 16,
2006 interview with the Special Committee, Alexander admitted that option grants
were backdated to dates before” approval for such grants was obtained from the
Compensation Committee, as required by the company’s employee stock option
plans. R. 124, 9 150; see also id., § 152. Likewise, Kreinberg admitted during his
interview with the Special Committee that he began participating in the backdating
of options in 1998, and that “Alexander and he would discuss which dates would
be good option grant dates and advised Sorin of their chosen dates.” Id., 9 153; see
also R. 124-25, 9 154. During Sorin’s March 23, 2006 interview with the Special
Committee, he ultimately “admitted that, in hindsight, ‘maybe’ disclosure to the
Compensation Committee was not proper.” R. 126, 9 157. The results of each of
these interrogations were promptly reported to the government. R. 124-26, 9 150-

54, 156-57; R. 302, n.49.
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On April 17, 2006, Comverse announced that the Special Committee had
reached a preliminary conclusion that the company would need to restate certain of
its financial statements (R. 198-203),' and, by May 1, the Special Committee had
secured the resignations of the Former Executives from their officer and director
positions (R. 58-60, 128-29, 99 12, 14, 21, 160), essentially eliminated their
salaries, and suspended their rights to receive equity or incentive compensation, to
exercise vested options, and to have options vest (R. 214-22). In fact, the
Complaint acknowledges the Special Committee’s prompt results by quoting from
a May 6, 2006 Wall Street Journal article observing that Comverse, “for one, acted
swiftly. Within days of beginning a probe led by outside directors, it said it would
probably have to restate results. Within weeks, the investigation led to the
resignation of Kobi Alexander, who founded Comverse more than two decades ago
and built it into a major supplier of voice-messaging software and other products.
Two other executives also resigned.” R. 129, 161.2

On August 9, 2006, the United States Securities and Exchange

Commission (“SEC”) announced the filing of civil charges, and the Department of

! The Supreme Court was entitled to consider publicly available SEC filings when ruling

on the motion to dismiss. See Levin v. Kozlowski, No. 602113/02, 13 Misc. 3d 1236(A), 2006
WL 3317048, at *2 n.1 (Sup. Ct. N.Y. Cnty. Nov. 14, 2006) (R. 205) (citing Gibraltar Steel
Corp. v. Gibraltar Metal Processing, 19 A.D.3d 1141, 1142 (4th Dept. 2005)).

2 A subsequent Wall Street Journal article echoed that point, reporting that the criminal

charges “rested on information from [the Special Committee’s] lawyers,” who “kept government
officials informed every step of the way.” James Bandler & Kara Scannell, Legal Aid: In
Options Probes, Private Law Firms Play Crucial Role, Wall St. J., Oct. 28, 2006, at A1 (R. 224).

8
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Justice (“DOJ”’) announced the filing of criminal charges, against the Former
Executives. R. 131, 7 164-65; see also R. 58-60, 9 12, 14, 21. Deputy Attorney
General Paul McNulty, whose congressional testimony Derivative Plaintiffs quote
in the Complaint (see R. 133-35, 9 172), explicitly credited Comverse’s

cooperation for allowing the government to bring charges quickly:

In this particular case, we also had the added benefit of
cooperation. If you look at some of the dates in here, you’ll
note that this conduct became known only in March of this
year, and here we are today in early August. So you see that a
great deal has been accomplished in a relatively short period of
time, and that’s attributable to the fact that we got good
cooperation from Comverse and the assistance that companies
often provide in bringing information to light that they have
found through their efforts, and we see this operating here. [q]
And so that helped get sufficient information faster, and that’s

the kind of cooperative approach that we really seek from
corporations.

R. 232.

A week later, Comverse announced that, in accordance with
determinations of the Special Committee, the company was providing notice to the
Former Executives “terminating all prior employment or similar agreements or
arrangements with the company . . . and revoking any and all vested and unvested
unexercised options, restricted stock and any other equity compensation previously
granted.” R. 131-32,9167. Comverse further announced that it would not make
“any severance or other payments to” them, and that it would “pursue rights and

remedies against them in respect of their acts or omissions relating to stock option
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grants.” (Id.) Additionally, in July and November 2006, the Board recruited and
elected no fewer than six new members who had no prior affiliation with the
company, and added to the Special Committee. R. 234; R. 240-42; R. 247.

Nevertheless, on April 11, 2006, co-lead plaintiff Sollins filed the first of
several derivative complaints against Alexander, Kreinberg, Sorin, and a number
of other current and former officers and directors, as well as Comverse’s auditor.
The Complaint alleges that it was Comverse “executives [who] caused the
Company to engage in an undisclosed and illicit scheme to backdate the grant dates
of the stock options” (R. 57, 4 (emphasis added)) from 1991 through 2001 (R. 55,
75, 78-106, 99 1, 50, 60-102), and it acknowledges that the Compensation
Committee members did not intend to grant in-the-money options (R. 154-55,
9 209(c)(iv)), but were deceived by company executives (R. 111-12, 159-60,
99 112, 114, 115, 209(f)(iii), 209(f)(iv)). Meanwhile, Comverse’s Certificate of
Incorporation provides, in relevant part, that no director shall be personally liable
to the corporation or its shareholders so long as his acts or omissions are not
adjudged to have been “in bad faith” or to have “involved intentional misconduct
or a knowing violation of law.” R. 470.

The Complaint admits that no demand was made on Comverse’s Board
(R. 147, 9207), which, at the time of the first complaint, consisted of three inside

or employee directors — Alexander, Sorin, and Itsik Danziger — and four outside
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directors who held no other positions with the company (“Outside Directors”) —
John Friedman, Sam Oolie, Hiram, and Alon.> As the Supreme Court recognized
(see R. 18), the Complaint does not and could not identify a single backdated
option received by any Outside Director (see R. 79-81, 83, 85, 87, 89, 99-100, 116-
17,99 62, 65, 69, 72, 76, 80, 86, 91, 128) and it expressly acknowledges that Alon

“was not a recipient of backdated options” (R. 62, q 30; see also R. 148, 4 208(c)).

Moreover, the Special Committee, which would have considered any demand, then
included Hiram, who did not become a Comverse director until June 2001 (R. 59,
9 15) (i.e., just prior to the last allegedly backdated option grant), and Alon
(R. 251), who became a director in December 2003 (R. 62, § 30) and “was neither
a director nor employee of CTI or any of its subsidiaries and/or affiliates during the
time when backdated options were granted” (id.).

Comverse moved to dismiss under Bus. Corp. L. § 626(c) and
C.P.L.R. 3211, and, in its Decision entered August 14, 2007, the Commercial
Division granted the motion. R. 11-22. In doing so, the court explained that the
case was filed “approximately a month after the Board learned about the
questionable practices,” and, by that time, the Board had “already authorized the

Special Committee’s formation to investigate the allegations, and secured

3 Nor did Derivative Plaintiffs make a demand before filing their consolidated amended

complaint in September 2006, by which time the Special Committee consisted exclusively of

directors who joined the Board well after the last backdated options had been granted. See
R. 234,

11
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