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|. OVERVIEW

The Plaintiff here, a stockholder, made a demandth® Defendant
corporation, asking the corporation to prosecutnw against its officers and
directors for violating theiCaremarkduties. The individual Defendants not only
failed to respond to the demand over the next teary, but allegedly took actions
making a meaningful response to the demand unliketpt impossible. Under
these facts, the Plaintiff may pursue an actionbemalf of the corporation
derivatively, notwithstanding Court of Chancery &aB.1.

* ok x

This Opinion concerns a motion brought by Defendami International,
Inc. and its directors to dismiss a derivative ctaimp alleging breaches of
fiduciary duty. Fuqi, a Delaware entity whose saset is stock of a Chinese
jewelry company, completed a public offering in tdaited States in 2009. In
March 2010, Fuqi announced the need for restateroénts 2009 financial
statements. Following this announcement, Fugqilaked additional problems it
had, including the transfer of $120 million of castit of the company to third
parties in China. In July 2010, Plaintiff GeorgetRr Jr., a Fuqi stockholder, made
a demand to the board of directors to remedy besadf fiduciary duty and
weaknesses in Fuqi’'s internal controls. Fugi’s i@bmmittee commenced an

investigation, which was abandoned in January 2@ildh management’s failure to



pay the fees of the Audit Committee’s advisors.uqifs independent directors
have since resignéd.

Plaintiff Rich brought this action in June 2012]eging breaches of
fiduciary duty undeCaremark Now, the Defendants have moved to dismiss the
Complaint under Rule 23.1, because the Fuqi boas ot yet rejected the
Plaintiffs demand. Having found that the Plaihtias pled particularized facts
that raise a reasonable doubt that the directaesi ac good faith in response to the
demand, | deny the Rule 23.1 Motion. Second, Fumyed to dismiss under Rule
12(b)(6) for failure to state a claim upon whichliae can be granted.
Notwithstanding the well-known difficulty of previaig on aCaremarkclaim, the
Plaintiff has pled facts that, assumed true, leadareasonably infer that the Fuqi
directors knew that its internal controls were defit, yet failed to act. Therefore,
| deny the Motion to Dismiss under Rule 12(b)(&inally, the Defendant has
moved to dismiss or stay this case undemMic¥v/anedoctrine, in favor of several
prior-filed cases in New York. | deny that Motias well, because | doubt that
courts sitting in New York have personal jurisdhetiover the Defendants.

In summary, the Defendants’ Motion to Dismiss ay3his case is denied.

! One formerly independent director is currentlywaeg as Fugqi’'s CEO.
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I. BACKGROUND FACTS
A. Parties

Plaintiff George Rich, Jr. is, and at all relevantes has been, a stockholder
of Fugi International, Inc. (“Fugi”. Nominal Defendant Fugi is a Delaware
corporation whose principle offices are locatethia People’s Republic of Chirfia.
Fuqi is engaged in selling high quality, precioustah jewelry® Fuqi shares were
traded on the NASDAQ until they were delisted inrbhaof 2012 and now trade
on the pink sheet market for approximately $1 pers’

Defendant Yu Kwai Chong (“Chong”) is the princidaunder of Fugi and
has served as Chairman of the Board since Fugiapiion’ Chong also served as
Fugi's CEO from April 2011 until June 20%1. Defendant Lie Xi Zhuang
(“Zhuang”) has served as Fuqgi's COO since April 2@hd as a director since
20087 Defendant Ching Wan Wong (“Wong”) served as FdCFO from
January 2004 until his resignation in July 2011;ng/also served as a Fuqi
director from 2008 until he resigned in June 2811.Defendant Lily Lee Chen

(“Chen”) served as a Fugi director from June 200iil tner resignation in March

2 Compl. 11 11, 61, June 13, 2012.
31d. 7 1.

41d. 7 2.

>Id. 7 9.

°1d. 7 2.

"1d. 7 13.

81d.

°1d. 7 15.

0d. 7 14.



2012 Defendants Eileen B. Brody (“Brody”) and Victor. AHollander
(“Hollander”) served as Fugi directors, and as memlof the Audit Committee,
from June 2007 until their resignations in Jani20¥2'? Defendant Jeff Haiyong
Liu (“Liu”) has served as a director of Fuqi fromn& 2007 to the present, and has
also served as a member of the Audit Committee.lle@ively, | refer to
Defendants Chong, Zhuang, Wong, Chen, Brody, Hd#anand Liu as the
“Individual Defendants.”

B. Fugi's Background and Organizational Structure.

Fuqgi’'s primary operations are conducted through &olly-owned
subsidiary, Fuqi International Holdings Co., Ltda, British Virgin Islands
corporation (“Fuqgi BVI”) and its wholly owned sulsary, Shenzhen Fuqi Jewelry
Co., Ltd. (“Fugi China”), a company established emthe laws of Chin&

Fugi was born of a reverse-merger transaction (Reverse Merger”)
involving Fugi BVI and VT Marketing Services, INEVT"), a corporation formed
as part of the Chapter 11 reorganization plan sitalk.com, Inc®* Prior to the
Reverse Merger, Chong was the sole stockholdeuqf BVI. On November 20,

2006, Chong, Fuqi BVI, and VT entered into a slexehange agreement to effect

1d. g 16.
121d. 99 17, 18.
Bd. g 27.
141d. 91 28, 29.



the Reverse Mergér. Under the agreement, Chong agreed to exchangé laits
shares of Fuqi BVI for shares of VT, and VT agreedcquire all of the issued and
outstanding capital stock of Fugi BWA. The Reverse Merger closed on November
22, 2006, and VT issued 11,175,543 shares of constamk in exchange for all of
the issued and outstanding shares of Fugi BVIUpon the Reverse Merger's
closing, VT became the 100% parent of Fugi BVI asdumed the operations of
Fugi BVI and Fugi China as its sole busin®ssOn December 8, 2006, VT
reincorporated in Delaware, having previously beeganized under the laws of
Nevada’®’ and changed its corporate name from “VT Marke@®sgvices, Inc.” to
“Fuqi International, Inc®

C. Fugi's Public Offering and Associated Disclosures.

Fugi's Reverse Merger facilitated Fuqi’'s accesthoU.S. capital markefs.
Following the Reverse Merger, Fuqi began issuirespreleases and filings with

the SEC that reported strikingly strong growtion July 31, 2009, Fugi completed

d.

®d.

1d. 7 29.

%1d. 1 30.

;z VT had previously reincorporated in November 200én Arizona to Nevaddd.
Id.

21

Id. § 2.
2 For example, on May 15, 2009, Fugi issued a melease stating that “[rlevenues for the first
quarter of 2009 increased 41.0% . . ..” and thet‘income . . . increased 52% . . ld”at { 32.

The press release also contained revenue projsaticapproximately $90 million for the second
quarter of 2009 as well as $450 million for the fggar 2009.d. at 9 33. The same day, Fuqi
filed a Form 10-Q with the SEC confirming the ficgal results and projections of the press
releaseld. § 34. The May 15 press release and 10-Q werewetl by a July 22, 2009 press
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a public offering of 5.58 million of shares of commstock at a price of $21.50
per sharé® Gross proceeds were approximately $120 miftfon.

D. Fugi Announces Material Weakness in Accounting btigh

On March 16, 2010, Fuqgi announced that its fourthrter 10-Q and 10-K
for 2009 would be delayed because Fuqi had disedvé&ertain errors related to
the accounting of the Company’s inventory and cbsiales.*® The press release
stated that the errors identified were expecteldatge a material impact on Fugi’s
previously issued quarterly financial statements2@09 and that “at least one of
the identified deficiencies . . . constitutes aemat weakness . . .?® This press
release was followed by another dated April 7, 204@vhich Fuqi disclosed that
it had received a notification letter from NASDA®at Fuqgi was no longer in
compliance with NASDAQ rules requiring the timeliirfg of SEC report$! On
September 8, 2010, Fuqi announced that the SEC ihiéidted a formal
investigation into Fugi, related to Fugi's failute file timely periodic reports,

among other mattef&.

release. The July 22 press release claimed thainga per share would be at or higher than
g)greviously released forecasld.  35.

o

*°1d. 1 40.

%1d. 911 40, 41.

T1d. 1 42.

81d. 11 44.



E. Fugi Stockholders File Securities and Derivativeidws Outside of
Delaware.

After Fuqgi announced that its 2009 financial staata needed restatement,
Fuqi stockholders filed several securities andvagire lawsuits on behalf of Fuqi
against the Individual Defendants in federal aradestourts. Ten securities class
action lawsuits were filed in the United Statestiiss Court for the Southern
District of New York within weeks of the March 18010 press releadg. Three
derivative suits were filed on behalf of Fugi in 2010, two in federal couft
and one in New York State codtt. The derivative suits allege that the directors
and certain officers of Fuqi breached their fidugiduties by failing to adequately
supervise and control Fuqgi, which resulted in thieng of false financial
statement&® Each of the claims brought in federal court—inhg the derivative
actions and the securities class actions—were gqubksdy consolidated for

discovery purposes on July 26, 2010 (the “FedexdloA”), and a lead plaintiff

29 Reed Aff. Ex. B (July 26, 2010 Consolidation O)defThese actions arose out of Fugi's
announcement of accounting errors and alleged raktaeisstatements of Fuqi’'s 2009 quarterly
public filings in violation of Section 10(b), RulOb-5, and Section 20(a) of the Exchange Act.
Id.

%0 Reed Aff. Ex. C.Frank Vanky v. Yu Kwai Chong, et &ause No. 10-CV-4028 (S.D.N.Y.
Apr. 15, 2010); Reed Aff. Ex. Richard C. Starkey v. Yu Kwai Chong, et@huse No. 10-CV-
3346 (S.D.N.Y. Apr. 20, 2010).

31 Reed Aff. Ex. F.Gilbert v. Chong Index No. 601141/2010 (N.Y. Sup. Ct. Apr. 29, @p1
This action was stayed on June 29, 2010 in deferanthe federal derivative actions. Reed Aff.
Ex. G,Gilbert v. ChonglIndex No. 601141/2010 (N.Y. Sup. Ct. June 29001

% SeeReed Aff. Exs. C, D.



was selectetf The parties to the Federal Action agreed thatptamtiffs would
file an amended complaint in that action after Ffligis its restated financial
statement&? Fugi has not yet filed audited financial statetaeso the Federal
Action remains stayed. At oral argument, theiparhoted that very little has
been done so far in the Federal Action since tke bas been stayed. With regard
to the derivative claims, most relevant for thisu@s purposes, the defendants
have not all been served in the Federal Action.

F. Plaintiff Rich Makes a Demand to the Fuqi Boardbatctors.

On July 19, 2010, Plaintiff Rich made a demandhe Fuqi Board to
commence an action against certain directors aedutive officers of Fuqi (the
“Demand Letter’y® The Demand Letter asked the board of directorgake
action to remedy breaches of fiduciary duties l&ydhiectors and certain executive
officers of the Company” as well as to “correct thediciencies in the Company’s

internal controls that allowed the misconduct towc®’ The Demand Letter also

% Reed Aff. Ex. B,In re Fugi Intl, Inc. Sec. Litig.Cause No. 10-CIV-02515 (July 26, 2010)
(the “Federal Action”).

% Reed Aff. Ex. H, Stipulation and Order Regardiriting of Consolidated Compl. & Am.
Compl. and Br. Sched., Feb. 11, 2010. In June 20iElparties to the Federal Action entered
into a protective order to allow the sharing oftaer information for the purpose of settlement
discussions. Reed Aff. Ex. |, Stipulation and Pctte Order Governing Production of
Settlement Negotiation Materials, June 3, 2011.

%It is unclear whether a federal court sitting ieiNYork has personal jurisdiction over all or
any of the Defendants here. Unlike New York, Delevhas jurisdiction over each of the
Defendants here, since Fuqi is a Delaware cormratnd its directors are therefore subject to
Delaware jurisdiction.

3% |d.  43; Compl. Ex. A, Letter to Yu Kwai Chong, Jul§, 2010.

3" Compl. 1 43.



informed the board that if Fuqgi did not respondte letter within a reasonable
period, the Plaintiff would commence a stockholderivative action on behalf of
Fugi®® Fugi never responded to the Demand Letter iringit’

G. Fuqi Appoints the Special Internal Investigationn@uittee.

On October 29, 2010, Fugi announced the appointofadiim K.T. Pan as a
new independent member of the board of direcfori response to the demand,
the directors formed a “Special Internal InvesigatCommittee” and appointed
Pan and Chen to serve as its members (the “Sp@oiamittee”).** The board
authorized the Special Committee to retain expans advisors to investigate
whether the claims in the demand were meritorféuisclosure of the Special
Committee’s formation was the only information Fueyer disclosed to the
stockholders regarding the Special CommitfeeThe Plaintiff contends that the
Special Committee “never conducted any investigatioany other activity during

its short-lived existence'® Furthermore, by March 2012 the Special Committee

.

3 1d. 117 64, 65 (“Approximately three months after makthe Demand, Fugi’s prior counsel
informed Plaintiff's counsel that the Demand ha@rbeeferred to the Special Committee for
consideration and investigation. Plaintiff has erereceived a written response to the Demand,
but over the course of the ensuing two years Riggntounsel has had periodic telephonic
communications with prior counsel for the Compang aounsel for the Special Committee.”).
01d. 7 45.

4.

*21d,

*1d. 1 46.

*1d. 91 46, 66 (“According to the Special Committeedsitsel, during the time it existed the
Special Committee held no meetings and conductednwestigation or any other activities
beyond an introductory telephone call with courikel.
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effectively ceased to exist after losing both efntembers, Pan and Chen, due to
Chen'’s resignation and Pan’s appointment as €EO.
H. Fuqi Discloses Material Weaknesses and Cash-Trafiséssactions.
From the time the Plaintiff sent the Demand Lettethe present, Fuqi has
released additional negative information about atxounting errors, lack of
internal controls, and mismanagement of corporagaurces. For instance, on
March 16, 2011, Fuqi filed a Form NT 10-K with t&&C announcing that the
financial statements for the quarterly periods egdviarch 31, 2009; June 30,
2009; and September 30, 2009 would be restatedbdarcounting error€. These
accounting errors related to:
() incorrect carve-out of the retail segment frtme general ledger;
(i) unrecorded purchases and accounts payablg, iiadvertent
inclusion of consigned inventory, (iv) incorrect danuntimely
recordkeeping of inventory movements of retail egien; and (v)
incorrect diamond inventory costing, unrecorded cpases and
unrecorded accounts payabfe.
In other words, Fuqi’'s financial statements werplete with basic accounting

errors. The Form NT 10-K further disclosed thagiFbad identified material

weaknesses in its disclosure controls, proceduaes, internal control over

> |d. 1 67. Fuqi argues that Pan is still an active tvemof the Special Investigative Committee
despite his position as the company’'s CEO. Dé¥p. Br. 11. However, Pan is also serving as
Fugi's acting CFO and is the leader of the Fuqi ag@ment team that failed to pay the fees of
the Audit Committee’s legal counsel and consultamisivestigating the alleged wrongdoing, as
described below. Given these facts, | am contérthia point to assume that Pan is not a
member of the Special Committee, or at least moember operating in good faith.

“° Compl. 7 47.

1d.

11



financial reporting® These material weaknesses include Fugqi's failtore
“maintain effective controls . . . over its accangtand finance personnel . . ., the
inventory and purchasing cycles, the accountingcainplex and non-routine
transactions, internal audit function, and treagungtion.”®

Two weeks later, Fugi announced that its Audit @ottee was conducting
an investigation relating to certain cash-transfensactions that had been
discovered by Fugi’s independent auditor duringiBugreparation of its restated
quarterly financial statements for 2009Fugi made the cash-transfer transactions,
between September 2009 and November 2010, to paniae are “registered legal
entities in China® Chong, Fugi’s Chairman of the board, authoritedttansfers
pursuant to an oral agreemevith Fugi’s bank’?> The entities receiving these cash
transfers are Chinese entities, “but the Comparsyriod been able to confirm the
accuracy of their business addresses nor detertinnextent and nature of their
business operations, if any’” As of March 2011, the company had found no

evidence that the receiving entities were relatecanty of Fugi's managers or

directors>* Fuqi has represented that “all of the outgoinchdaansfers made by

>l Reed Aff. Ex. K, Form 8-K Attaching Press Rele&sclosing Status of Audit, Mar. 28,
2011.
°2|d,
3 d,
>*1d.
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the Company were repaid in full by the recipientnpanies on a short-term basis,
with no loss resulting from the transfers.” However, Fugi has not produced
audited financial statements to confirm that thes®unts have been repaid. The
aggregate amount of the cash transfers totaled3$@&6lion for 2009 and $47.5
million for 2010

In essence, Fuqi transferred cash out of the coynfmathird parties, outside
of the U.S., who have yet to be verified as legtien businesses. Fuqgi has
asserted, but not demonstrated, that the cashdwasriestored. The press release
disclosing these events concluded with “[t]he ingrinvestigation is ongoing?
Since this press release in 2011, Fugi has providealdditional information about
the investigation to the stockholdéfs.

The following day, because of Fugi's ongoing feltio file timely financial
statements, NASDAQ delisted Fugi stock from thehemge’® Although it once
traded at close to $30 per share, Fugi stock nade on the pink sheets for

approximately $1 per shat®.

4.

%6 1d.

>" Compl. 1 50.
81d. 9 51.
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I. Fugi’s Investigation.

Although there is no evidence that the Special Cateen performed any
investigation, the Audit Committee did begin an dstrgation into Fuqi’s
accounting problems. Fugi’'s Audit Committee, whiagpparently predates its
disclosure problems, consisted of board memberghtiér, Brody and Li§ Fugi
contends that the Audit Committee has “conductettrmthy assessment and
remediation of its internal and financial controlsésulting in “significant
progress.*

Fuqgi's auditors requested that the Audit Commifpeeform an expedited
investigation of the cash-transfer transactidnd’he Audit Committee retained a
Chinese law firm to investigate the transactiond datermine whether Fuqgi had
violated Chinese or U.S. 1a¥. In February 2011, the Audit Committee engaged
special investigative counsel and a forensic adeaminafter Fuqi's auditors
requested that the Audit Committee conclude itestigatior®® After the Audit
Committee shared its preliminary findings with atgditors, the auditors requested

that the Audit Committee expand the investigaffon.

®L1d. 91 26, 17-19. Brody and Hollander have sincegresi, so it seems that Liu is now the
sole member of the Audit Committetd. § 58.

®2 Defs.’ Op. Br. 7.

zj Reed Aff. Ex. K, Form 8-K, Mar. 28, 2011.

i

% 1d.

14



Whatever progress the Audit Committee made in vegog and correcting
the causes of Fuqi’'s problems has allegedly stallds¢tcording to Brody and
Hollander (two of the three former members of thed® Committee), Fuqi
management failed to pay the fees of the Audit Cdtasis outside legal counsel,
forensic specialists, and audifér. As a result, these professionals have either
withdrawn from advising or suspended their servicethe Audit Committe& In
January 2012, Brody and Hollander resigned as éhugctors, and as members of
the Audit Committee, in protest of the defundffg.

Because the Audit Committee has failed to comptstaudits of years 2009,
2010, and 2011, Fuqi has not filed any auditednfoie statements for over three
years. As of March 28, 2012, Fuqgi has represettdde SEC and to this Court
that it is unable to estimate when it will file @sdited financial statemerts.

Although Fugi has still not completed its investiga, Fuqi has disclosed to
its stockholders that the cash-transfer transastiere the result of material
weaknesses in Fugi’s internal contrbis.For example, Fugi has acknowledged
‘the Company's treasury controls did not requirat tmternal fund transfer

applications identify any specific business purpase be accompanied by

7 SeeReed Aff. Exs. L, M.
68
Id.
4.
O Reed Aff. Ex. M, Form 12b-25, Notification of Lafding (Mar. 28, 2012).
I Reed Aff. Ex. K, Form 8-K, Mar. 28, 2011.
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supporting documentation, such as a copy of a aekeinvoice, purchase order,
contract, or pre-payment statemefft.”

J. Fuqi Experiences Mass Defections in Leadership.

From June 2010 until March 2012, Fugi’'s board @écltors and executive
team experienced mass defections. These defeectierdetailed below:

e On June 11, 2010, Xi Zhou Zhuo resigned as Margetin
Director of Fuqi;

* On June 16, 2011, Wong resigned as a directordmdined as
Fuqgi’'s CFO;

e On June 17, 2011, Chong resigned as Fuqgi's CEOveaxl
replaced by the previously independent directom Ran;

e On July 30, 2011, Wong resigned as Fugi's CFO,@BO Pan
also became Interim CFO, which he remained ungitiime of
the Complaint;

* OnJanuary 3, 2012, Brody and Hollander resignetirastors;

* On January 16, 2012, Frederick Wong resigned as Vic
President of Special Projects; and

. On March 31, 2012, Chen resigned as a dire€tor.

Xi Zhou Zhuo, Wong, Chong, Frederick Wong, and Chegportedly resigned for
“personal reasons.” However, Brody and Hollander expressly resignedabse
of management’s failure to pay the fees of legadlittng, and other professional-
service providers engaged by the Audit Committed, l@ecause of management’s

assumption of responsibility and authority for eyigg a professional accounting

21d.
3 Compl.{ 52.
“1d. 7 53.
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firm without the approval of the Audit Committ&eln their words, Brody and
Hollander felt compelled to resign “[b]Jecause thedA Committee’s efforts to
serve the shareholders of Fugi have been complieteiirated by Management”
Fuqi responded publicly to Brody and Hollander'&gances in a Form 8-
K filed on January 3, 2012. Fuqi argued that the Audit Committee’s expenses
had not been paid due to discrepancies with itsré1$® It further contended that
management had the right to select its own auffitoBrody and Hollander
responded to these defenses via a letter to thedRweJanuary 9, 2012. Without
going into the details of this letter, it sufficés say that Brody and Hollander
dispute the board’s characterizatfon.

K. The Allegations against the Individual Defendants.

As a procedural matter, the Plaintiff argues theashould not have to prove
demand futility because (1) he made a demand, Arthe Board has not acted, is
not acting, and will not act in response to the Bedi®® The Plaintiff draws
support for this statement from the fact that tisafd’s Special Committee has had

no meetings, released no progress reports, anchaswmo members. Finally, the

°1d.

® Reed Aff. Ex. L, Form 8-K attaching Letters of Rgmtion from Brody and Hollander to
Fugqi's Board of Directors, Jan. 3, 2012.

"Compl.  54.

®1d.

“1d.

801d. 1 55.

11d. 91 55, 56.

81d. 1 68.
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Plaintiff alleges that the Defendants have hadigafit time to investigate this
matter since over two years has passed since tmamieLetter was writteff.

Substantively, the Plaintiff alleges that the Indual Defendants breached
their fiduciary duty of loyalty? Specifically, the Plaintiff contends that

[E]ach of the Individual Defendants knowingly, and sustained and
systematic manner, failed to institute and maintdequate internal
controls over Fugi's accounting and financial rejagy, failed to make
a good faith effort to correct or prevent the deficies and
accounting and financial problems caused therehy, lenowingly

caused or allowed the Company to disseminate teekbhlers false
and misleading financial statemefits.

The Plaintiff alleges that the Individual Defendamtere aware that Fugi’'s public
filings grossly misstated Fugi’s financial positiSh He contends that the
Individual Defendants had this knowledge becausg thad knowingly engaged
in improper financial reporting and accounting pices, including, but not limited
to, improperly reporting revenues, expenses andneeme.®’ The Plaintiff also

alleges that Fuqi had “virtually no meaningful mal accounting and financial
reporting controls, and . . . the Individual Defants willfully ignored the

Company’s obvious and pervasive lack of controld amade no good faith effort

831d. 19 68, 69.
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to correct or prevent the disaster that would erssua result®® As damages, the
Plaintiff seeks the costs and expenses incurrexmmection with the accounting-
restatement process, the SEC’s investigation, a8DMQ’s delisting of Fugf?

L. Related Actions and Procedural History.

It should be noted that these parties are involaes contemporaneous suit
before this Court and before a federal court. Qg 21, 2010, before filing this
action, the Plaintiff filed a complaint seeking amer compelling Fuqi to hold its
annual stockholder meeting as required Hyed. C.§ 211%° | granted summary
judgment for the Plaintiff and ordered Fuqi to haklannual stockholder meeting
by December 17, 201%2. Fuqi asked me to certify an interlocutory appefahat
order on the grounds that holding an annual stddeihaneeting was “physically
impossible” for Fugi because it had not filed aedifinancial statements for three
years and holding such a meeting would thereforenbeontravention of SEC
rules?® | denied certification of that question for intesutory appeal because |

found that the standards under Supreme Court Ruleete not met® Fugi then

%1d. 1 39.

891d. 1 73.

% See Rich v. Fugi Int'l, Inc2012 WL 5392162, at *1 (Del. Ch. Nov. 5, 2012).

oL1d. at *2.

21d,

%1d. at *5-6. | also denied Fugi's request for a @drfinal judgment, because my ruling left
open the possibility of a different result, pendigure action by the SEC, and thus was not
final. Id. at *5.
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sought leave to appeal my order from the SuprematColhe Supreme Court
denied Fugi’s request on November 9, 28/12.

Fuqi then sought relief from my Order from the @ditStates District Court
for the District of Delaware, seeking “a declaratibat Regulations 14A and 14C
promulgated by the Securities and Exchange Comomasnder Section 14 of the
Exchange Act preempt Section 211 of the Delawanee@e Corporation Law?®
Fuqgi sought injunctive relief, as well as a temppnastraining order, against my
order compelling Fugi to hold its annual stockholdeeeting®® The District of
Delaware heard Fuqi’'s motion for a temporary reésiing order on an expedited
basis, and, in a ruling from the bench on Novembg&r 2012, denied Fugi's
motion?’ Fugi then moved for a preliminary injunction, whiwas likewise
denied on December 17, 20¥2 Since that time, Plaintiff Rich has moved to hold
Fuqi in contempt of my Order.

The Complaint in this action was filed on June 2@12. Fuqgi moved to
dismiss the Complaint on July 16, 202Following briefing on the motion, oral

argument was held on January 7, 2013, after whiglsérved decision. A further

* Fugi Intl, Inc. v. Rich2012 WL 5470770, at *1 (Del. Nov. 9, 2012).
Zz Seel etter to Court from Fugi Intl, Inc. 1, Nov. 14022,
Id.
°In re Fugqi Intl, Inc, Civil Action No. 12-1457-UNA, at 37:3-6 (D. DeNov. 16, 2012)
(TRANSCRIPT).
% n re Fuqi Int'l Inc, 2012 WL 6589152, at * 3 (D. Del. Dec. 17, 2012).
% Defs.” Mot. Dismiss 1, July 16, 2012.
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conference in this matter was held on February2013. This is my Opinion on
Defendant Fugi’s Motion to Dismiss or Stay thisi@act
[11. ANALYSIS

A. The Demand Requirement.

As a threshold matter, | must decide whether Fuqilsre to respond to the
Demand justifies the Plaintiff's prosecution of4lsuit derivatively. Court of
Chancery Rule 23.1 permits a stockholder to pumueaction on behalf of a
corporation derivatively, where “the corporation..[has] failed to enforce a right
which may properly be asserted by it . .**°"The Rule requires a stockholder to
make (or justify excusal of) a demand to the boafddirectors before the
stockholder may bring a suit derivativéy. A stockholder plaintiff must allege
with particularity “the efforts, if any, made byetlplaintiff to obtain the action he
desires from the directors . . . and the reasonhi$ofailure to obtain the action or
for not making the effort™®* Where a plaintiff seeks to proceed without a deina
he may satisfy the Rule where he alleges partidalets that raise a reasonable
doubt, because of a conflict of interest or lackirafependence, that the board

could render a response to a demand without vimjatis duty of loyalty’®®

10¢ct ch. R. 23.1.
101 |d.

192 gpiegel v. Buntrogls71 A.2d 767, 771 n.7 (Del. 1990)(quoting Ct. €h23.1).

193 See Rales v. Blasbanéi34 A.2d 927, 934 (Del. 1993) (“[A] a court muaigtermine whether
or not the particularized factual allegations ofdarivative stockholder complaint create a
reasonable doubt that, as of the time the complaifited, the board of directors could have
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Similarly, where the plaintiff has made a demard Rule is satisfied and the
plaintiff may proceed derivatively where he raiseseasonable doubt that the
board’s failure to acquiesce to his demand is imm@ance with its fiduciary
duties; that is, was wrongftf?

Once a stockholder has made a demand, he is gegcftom arguing that a
demand is excuséd® The board of directors is entitled to a reasomaigriod of
time to respond to the dematfd.Until the board has responded to a demand, the
stockholder generally may not move forward with erihtive actiort?” The
demand requirement preserves a core function ofbiberd of directors—to

determine whether litigation on behalf of the cogtimn should proceed—and

properly exercised its independent and disintedestesiness judgment in responding to a
demand.”).

194 See Thorpe v. CERBCO, In611 A.2d 5, 11 (Del. Ch. 1991) (allowing a detiva plaintiff

to proceed because the plaintiff had raised a nedde doubt that the actions of the board of
directors were reasonable and taken in good faiffna seminal case discussing a stockholder’s
standing to sue derivativelipodge v. Woolseyhe Supreme Court of the United States held that
the basis of the stockholder’s derivative standwap the directors’ breach of fiduciary duty
arising from the directors’ wrongful refusal of teckholder's demandodge v. Woolseyb9
U.S. 331, 336, 344 (1855) (“[W]here the directofsaidank refused to take the proper measures .
. ., this refusal amounted to what is termed in &Wreach of trust, [and] a stockholder had a
right to file a bill in chancery asking for suchreanedy as the case might require.Dodgewas

the predecessor éfawes v. City of Oaklandhe case that has been acknowledged as the genesi
of the demand requiremenSee Daily Income Fund, Inc. v. FoX¥64 U.S. 523, 543
(1984)(Stevens, J., concurring)(“[T]he demand regraent was not created by the rule, but
rather by a decision of this Couldawes v. City of Oakland . . .”). The Hawes Court
“established a number of prerequisites to bringlagvative suits . . . designed to limit the use of
the device to situations in whictiye to an unjustified failure of the corporationact for itself

it was appropriate to permit a shareholder ‘toitatt and conduct a litigation which usually
belongs to the corporation.Daily Income Fund464 U.S. at 530 (quotingawes v. City of
Oakland 104 U.S. 450, 460 (1881)).

195 gpiegel 571 A.2d at 774-75.

198 Abbey v. Computer & Commc’ns Tech. CpAn7 A.2d 368, 371 (Del. Ch. 1988).

197 Charal Inv. Co., Inc. v. Rockefellet995 WL 684869, at *2 (Del. Ch. Nov. 7, 1995).
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balances this function with the right of stockhetd® pursue the interests of the
corporation in the face of the board’s wrongfulsel or inability to act.

By making a litigation demand on a board of direstoa stockholder
concedes that the board is able to evaluate theami#nfree from concerns of
conflicts of interest or lack of independert®®. Once the stockholder makes a
demand, the board has an affirmative duty to evaltree demand and to determine
if the litigation demanded is in the best interasthe stockholder®® Where the
board fails to accede to the plaintiff's demandleR2B.1 requires that the plaintiff
plead with particularity why that failure to acceidewrongful**® If the board
rejects the demand, the plaintiff may satisfy hisden under Rule 23.1 by raising
a reasonable doubt that the denial was in commiamth the board’s fiduciary
duties. Similarly, as described in more detailobgl where the board has not
responded to a demand, the plaintiff satisfies tlle, and may proceed, upon
raising a reasonable doubt that the board’s lack ifsponse is consistent with its

fiduciary duties™**

1% Thorpe 611 A.2d at 10.

199 Grimes v. Donald673 A.2d 1207, 1218-19 (Del. 1996).

110 5eeCt. Ch. R. 23.1 (requiring a stockholder to allegth particularity “the efforts, if any,
made by the plaintiff to obtain the action he desiirom the directors . and the reasons for his
failure to obtain the action. . .” (emphasis added)).

1 Grimes 673 A.2dat 1219 (“If there is reason to doubat the board acted independently or
with due care in responding to the demand, thekbtdder may have the bas postto claim
wrongful refusal. The stockholder then has thetrighring the underlying action with the same
standing which the stockholder would have hedante jf demand had been excused as futile.”).
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Relatively few Delaware cases have arisen in whidtockholder attempts
to move forward with a derivative suseforea board formally responds to the
stockholder’'s demand. Where the board has takeattion and has simply failed
to address the demand, the stockholder satisfide R3.1 and may proceed
derivatively if he demonstrates that the failuretbis wrongful, an analysis that in
past cases has turned on the time available tbdhel for response in light of the
allegations in the demant. Other cases, however, including this case, irvolv
board action which has not yet resulted in a forraaponse to the demand, and a
request by the board that the plaintiff's action demissed so that the board’s
investigation may continue. In such cases, oncermand has been made, the
board has taken some action in response, and thamikeng stockholder has then
sued as a derivative plaintiffeforethe board has responded to the demand, the
methods and manner in which the board has chosact mn the demand represent
judgments entitled to the benefit of the businesginent rule if taken in a manner

that was informed and in good faith. That benefit is that the Court must presume

112E g, Charal, 1995 WL 684869, at *2-3 (analyzing whether a baafrdirectors had a
“reasonable time” to respond to a stockholder detharhere are numerous cases applying this
standard in the federal courts, both under Delateaveand the analogous Federal Rule of Civil
Procedure 23.1E.g, Recchion v. Kirby637 F.Supp. 1309, 1318-19 (W.D. Pa. 1986) (applyi
the reasonable time inquiry to a demand made upeldrR. Civ. Proc. 23.1Mills v. Esmark,

Inc., 91 F.R.D. 70, 73 (N.D. lll. 1981) (same).

113 Cf. Thorpe 611 A.2d at 11(allowing a derivative plaintiff to proceed uporetplaintiff's
raising of a reasonable doubt concerning the beagdbd faith in responding to a demartgie
also Chara) 1995 WL 684869, at *2 (“[O]nce the shareholdekesathe demand on the board,
thereby conceding that a majority of the boarchdependent, the Court’s only inquiry is into the
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that the actions of the board are in the corpanaiinterest, and the Court will
accordingly dismiss the derivative action. Theibess judgment rule, however,
provides no protection in cases of bad-faith cohdiicsuch as “where the
fiduciary intentionally acts with a purpose othbar that of advancing the best
interests of the corporation, where the fiduciacgsawith the intent to violate
applicable positive law, or where the fiduciaryeimtionally fails to act in the face
of a known duty to act, demonstrating a consciogsedard for his duties:*®
Similarly, the business judgment rule does not yappldirectors fail to inform
themselves of all material information reasonabigilable to them and fail to act
with requisite caré!® If the plaintiff is able to raise a reasonableiloiothat the
directors are acting in good faith or with due cdhe directors’ actions taken in
response to a demand are not entitled to the msindgment rule’s presumption
that the directors are acting in the corporaterést®’’ Therefore, where the

plaintiff by particularized pleading has raisedeagonable doubt that the board’'s

board’s good faith and the reasonableness of thesiigation.”).

12n re Walt Disney CdDerivative Litig, 906 A.2d 27, 52 (Del. 2006).

115 Stone v. Ritter911 A.2d 362, 369 (Del. 2006).

118 Aronson v. Lewis473 A.2d 805, 812 (Del. 1984)yerruled on other grounds Brehm v.
Eisner, 746 A.2d 244 (Del. 2000).

117 Because the relevant inquiry here is a deterntinaif whether the demand requirement has
been satisfied, rather than a determination oflitgba violation of the duty of care in response
to the demand is sufficient to remove the boardgoas from the business judgment rule
presumption, regardless of whether the directogsirassulated from liability under § 102(b)(7).
The relevant standard of review for a care violaiggross negligence.
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actions are in compliance with its fiduciary duti€ile 23.1 is satisfied and the
plaintiff may proceed derivativefy®

In Thorpe v. CERBCO, Inc.then-Chancellor Allen applied a business
judgment rule analysis to the actions of the CERBKiard in considering a
stockholder demant? There, a stockholder made a demand to the CERBCO
board of directors to investigate breaches of fahyc duty arising under a
controlling stockholder’s sale of its shafés. Two months later, the CERBCO
board appointed two directors to serve on a spétgation committee to review
the demand®* Within six months from its appointment, the spéditigation
committee conducted an investigation and preparede@ort detailing its
findings’?* The members of the special litigation committeent resigned from
the CERBCO board of directof$ CERBCO never showed the contents of the
report to its stockholders, nor did the directarsrfally respond to the plaintiff's

demand?* By the time of the Court’s decision, ten montlasl passed from the

18 Thorpe 611 A.2d at 11.

91d. at 10-11.

120 1d. at 8. The plaintiff stockholders sought to redcithe transaction or to compel an
accounting of the control premium the controllingckholders receivedd.

121|d.
122|d

123|d.
124|d
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time the special litigation committee finished riéport, and the board of directors
still had not acted on the repoft.

Then-Chancellor Allen found that, since the pldintiad made a pre-suit
demand on the CERBCO board of directors, the pthivad conceded the board’s
independence and ability to investigate the allegeshgdoing:*® Applying the

business judgment rule, the Court assessed whigthétERBCO board had acted

in good faith**’

It may be that the special committee did functiongpod faith and
prudently . . . . One cannot know that yet, bet dlleged resignation
of the members of the committee from the board ofalhg
submission of the report is not inconsistent withttpossibility. The
board however has apparently not acted on thatttefdo action at
all has been taken so far as the complaint (oré¢lcerd otherwise)
shows. How in these circumstances can the coneistte
investigation, even if it is presumed to be in gofaith and
reasonable, itself preclude judicial review of ttlaim of corporate
injury by the self-interested controlling sharelesf?l Even if one is
required to presume the independence of a majofitiye board and if
one assumes that the special committee operatgdad faith and
reasonably, nevertheless, the circumstances allghedailure of the
board to act on the report, the failure to disclibse the stockholders
after request and the resignation of the committeenbers from the
board), if considered to be true, do raise a reasen doubt
concerning the whole board’s good faith and justify conclusion
that the requisites of Rule 23.1 have been sali$fize'*®

125 The report was finished by the end of 199@. The Court's opinion was published in
November 1991id. at 5.

2%1d. at 10.

271d, at 10-11.

281d. at 11.
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As in Thorpe the Fuqi board has taken action in response ¢o Rhaintiff's
demand, and asks that | allow it to continue itasoderation of the demand, a
consideration that has occupied, theoretically, esawo-and-one-half yeat§’
Also consistent witilhorpe the Plaintiff here has pled facts providing masen
to doubt the good faith of the Fugi board. ThearRii& sent the Demand Letter to
the Fugi board of directors on July 19, 2610.As a result, the Plaintiff will be
deemed to have conceded the independence andcedisirgdness of the bodrd.
Because Fuqgi has not formally rejected the Demaatlet, | must determine
whether the Plaintiff has pled particular factsatirey a reasonable doubt that the
Fuqgi board is acting in good faith and with dueecar investigating the facts
underlying the Demand to assess whether the Rfdnats satisfied Rule 23.1 and
may proceed derivatively.

The Plaintiff has alleged that (1) he made a deméydFuqgi took steps to
begin an investigation; (3) that investigation agpgeto have uncovered some
amount of corporate mismanagement; (4) Fuqi hasaot#d on the information
uncovered; (5) the Special Committee appointedheyBoard to investigate the
demand became defunct before making a recommend&@p by de-funding the

advisors to the Audit Committee, Fuqi has delitdyatabandoned that

129 Compl. 1 68, 69.
130 Compl. T 43; Compl. Ex. A, Letter to Yu Kwai Chorgly 19, 2010.
131 See Thorpe611 A.2d at 10.
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investigation, and has taken no action through/thdit Committee for at least 12
months; and (7) the independent directors havetheftcompany, some in protest
of management’s actions.

Fuqgi’'s argument that these allegations are indefiicto raise a reasonable
doubt that the Board has acted in good faith isstsymsive™>? First, if | consider
the Fuqi board’s abandonment of the investigat®rmam abdication of its duty to
investigate the demand, then the protections obtisness judgment rule do not
apply’® Specifically, the business judgment rule “hasrale where directors
have either abdicated their functions, or absewbmscious decision, failed to
act.™* Here, the Plaintiff has pled facts with partigitjathat show that the Fugi
board has abdicated its responsibilities becauseantrestigation has been left in
limbo, with no progress, for several months. Untihext view of the facts, Fuqi
management is not entitled to the business judgmeeats protections. Beyond
that, Fugi management has refused to pay for thiegsional advisors—including
auditors and legal counsel—of the Audit Committeefgrming the investigation.
This lack of payment has thwarted what efforts ddhdve been taken by the Audit

Committee to investigatd®> To make matters worse, the independent directors,

132 SeeDefs.’ Op. Br. 10.

%3 See Aronsgm73 A.2d at 811-13.

134|d.

135 Fugi's explanation that the fees have not beed patause of insurance disputes or billing
issues is unsatisfactory. First, the independerdgctbrs’ resignations expressly rebut this

characterization of the facts. Second, more thaa af the professional advisors has resigned
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who could have conducted a meaningful investigatinrbehalf of the company,
have resigned from their posts. Thus, the Plaim#$ alleged with particularity
that the board has not only failed to move the stigation forward, but has also
impeded that investigation. Nor does the recodicate that the investigation
continues. It has been abandoned.

The Plaintiff has pled with particularity facts tlaeate a reasonable doubt
that the Fuqi board has acted in good faith in stigating the Plaintiff's demand.
Therefore, | find that the requirements of Rulel2Bave been satisfied. | assess
the remainder of Fugi’s grounds for dismissal untfer more lenient pleading
standards of Rule 12(b)(6).

B. Caremark Claim and 12(b)(6) Analysis.

The Plaintiff alleges that Fuqi's directors arele&for failure to oversee the
operations of the corporation. Fuqi argues that@omplaint fails to plead facts
that show that the directors “consciously and id fath failed to implement any
reporting or accounting system or contrdf$.”Such claims for bad-faith failure to
monitor are known colloquially asCaremarkactions.**” The Defendants have

moved to dismiss the action against the board géiwerBecause they have not

due to lack of payment. In any event, the factsl phust only raise a reasonable doubt as to the
Board’s good faith, which I find they do.

136 Defs.’ Op. Br. 1.

137See In re Caremark Int'l Inc. Derivative Litjg98 A.2d 959 (Del. Ch. 1996).
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articulated that claims against the Individual Defants should be dismissed on a
defendant-by-defendant basis, | refrain from uradéng that analysi&’®

1. Standard of Review Under 12(b)(6).

Under Court of Chancery Rule 12(b)(6), the Coult eismiss a complaint
if the plaintiff has failed to state a claim upohigh relief can be grantéd® The

standard for reviewing a plaintiff's claims undeul® 12(b)(6) is “reasonable

conceivability.**

When considering a defendant's motion to dismissalacourt should
accept all well-pleaded factual allegations in @amplaint as true,
accept even vague allegations in the Complaintwasl-pleaded” if
they provide the defendant notice of the claimwdedl reasonable
inferences in favor of the plaintiff, and deny thmtion unless the
plaintiff could not recover under any reasonablya@vable set of
circumstances susceptible of prodf.

138 It may be that some of the former independentctiirs, including Hollander and Brody,
attempted to fulfill their duties in good faith.ofFexample, based on the pleadings and Fugi's
disclosures, the Audit Committee was attemptingniestigate the demand before its efforts
were thwarted by management. Nonetheless, evamgltthblollander and Brody purported to
resign inprotestagainst mismanagement, those directors couldcstiiteivably be liable to the
stockholders for breach of fiduciary duty. As Coelfor Strine recently noted, it is troubling
that independent directors would abandon a troubtedpany to the sole control of those who
have harmed the compan$ee In re Puda Coal, Inc. S’holders Liti§..A. No. 6476-CS 15-17,
Feb. 6, 2013 (TRANSCRIPT). | do not prejudge th@ependent directors before evidence has
been presented, but neither are those directorsmatically exonerated because of their
resignations.

139 Ct. Ch. R. 12(b)(6).

140\Wiggs v. Summit Midstream P'rs, L2013 WL 1286180, at *4 (Del. Ch. Mar. 28, 2013).
1411d. (quotingCent. Mortg. Co. v. Morgan Stanley Mortg. Capitdtgs. LLG 27 A.3d 531,
536 (Del. 2011)).
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Dismissal is improper if, accepting all such infezes, “there is a reasonable
possibility that a plaintiff could recovet™

2. The Elements of €aremarkClaim.

The essence of @aremarkclaim is a breach of the duty of loyalty arising
from a director’'s bad-faith failure to exercise wsight over the company® A
Caremarkclaim is “possibly the most difficult theory in gration law upon
which a plaintiff might hope to win a judgmenf?* | am conscious of the need to
prevent hindsight from dictating the result oCaremarkaction; a bad outcome,
without more, does not equate to bad f&ith. To survive a motion to dismiss, the
plaintiff must plead facts that allow a reasonaioierence that the defendants
breached their fiduciary dutié$.

In Stone v. Ritterthe Supreme Court clarified th@aremarkclaims are
breaches of the duty of loyalty, as opposed to,qaexonditioned on a finding of
bad faith. The Supreme Court affirmed this Coudigguage irCaremarkholding
that “only a sustained or systematic failure of bward to exercise oversight—
such as an utter failure to attempt to assure sonedole information and reporting

system exists—will establish the lack of good fdfiht is a necessary condition to

1421d. at *5.

143Stone 911 A.2d at 368-70.

144 See Caremarl698 A.2d at 967.

195See Stoned11 A.2d at 373.

1481n re Am. Int'l Group, Inc.965 A.2d 763, 795 (Del. Ch. 2009MG").
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n 147

liability. Demonstrating lack of good faith is the reef upehich most
Caremarkclaims founder. There are two possible scenanoghich a plaintiff
can successfully assertGaremarkclaim. The Supreme Court described these
scenarios as being either:
(a) the directors utterly failed to implement angporting or
information system or controlgr (b) having implemented such a
system or controlsconsciouslyfailed to monitor or oversee its
operations thus disabling themselves from beingrméd of risks or
problems requiring their attentidff
Under either scenario, a finding of liability isr@btioned on a plaintiff's showing
that the directors knew they were not fulfillingethfiduciary duties®® “Where
directors fail to act in the face of a known dutydct, thereby demonstrating a
conscious disregard for their responsibilitiesytheeach their duty of loyalty by

failing to discharge that fiduciary obligation iroap faith.™°

Examples of
directors’ “disabling themselves from being infou&* include a corporation’s
lacking an audit committee, or a corporation’s uiiitzing its audit committeé&>

| must analyze the facts alleged here under thiené pleading standard of

Rule 12(b)(6), drawing all reasonable inferencemwor of the Plaintiff, to see if it

147 Stone 911 A.2d at 369 (quotinGaremark 698 A.2d at 971).

1:2 Id. at 370 (emphasis added and internal citationsted)it
Id.

lSOId.

151

Id.
152 David B. Shaev Profit Sharing Account v. Armstra®@06 WL 391931, at *5 (Del. Ch. Feb.
13, 2006)aff'd, 911 A.2d 802 (Del. 2006).
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is reasonably conceivable that he may preVviilBecause | find it so, the Motion
to Dismiss for failure to state a claim must beidén

In re American International Group, Ind*AlG”") illustrates how Rule
12(b)(6)’'s lenient pleading standard eases thisrt&ogcrutiny of aCaremark
claim at the motion-to-dismiss stage. AIG, the underlying bases of the
Caremarkclaims were several transactions, practices, andpdie behaviors that
caused AIG to restate its shareholder equity b$ $8lion and to pay $1.6 billion
to settle government investigationi$. Without going into the specific allegations
of that case, which were quite complex, the plmtalleged that the defendants
had engaged in transactions designed to hide Al&is financial situation,
implemented illegal schemes to avoid taxes, stddal financial products to other
companies, and rigged marké&t3.The largest fraudulent transaction alleged was a
$500 million phony reinsurance transaction desigreegrop up AlG’s financial
statements>®

The defendant directors, officers, and employeeb @@oved to dismiss the

complaint. In deciding whether the complaint sklobke dismissed, then-Vice

153 Compare AIG965 A.2d at 799 (declining to dismis€aremarkclaim under Rule 12(b)(6)),
with Stone 911 A.2d at 370in re Citigroup, Inc, 946 A.2d 106, 124 (Del. Ch. 2009); aimdre
Goldman Sachs Grp., Inc. S'holder Lifi@011 WL 4826104, at *20 (Del. Ch. Oct. 12, 2011)
(each dismissin@aremarkclaims under Rule 23.1's more stringent pleadiagdard).

4 AIG, 965 A.2d at 780.

%%1d. at 782.

8|d. at 782-83.
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Chancellor Strine illustrated the effect of theuiegment, under 12(b)(6), that he
draw all reasonable inferences in favor of therpitis:*’

Although the Stockholder Plaintiffs provide detdil@llegations about

the illegal transactions and schemes that protierat AlIG, they are

not able to tie all of the defendants directly witle specific facts to

all of the schemes. In some instances . . . thraplant only outlines

the misconduct that occurred, or pleads the invobkm of other

[defendants]. But, as discussed above, this isttomto dismiss, and

thus | must grant the Stockholder Plaintiffs thendfé of all

reasonable inferences. Even the transactionsctratot be tied to

specific defendants support the inference thatrgihe pervasiveness

of the fraud, [the defendants] knew that AIG wagasing in illegal

conduct:®®
The Court explained that, if the case was analyazeder Rule 23.1, certain
defendants would be “well positioned” to argue ttiet complaint needed more
specifics to adequately plead knowledge on the pdrtthe defendantS®
However, because the Court decided the case underlR(b)(6) and because of
the pervasiveness and materiality of the allegaddy the Court inferred that the
defendants knew that AlG’s internal controls weradequaté®® For the purposes
of a 12(b)(6) motion to dismiss, the Court inferrdtht “even when [the

defendants] were not directly complicitous in theomgful schemes, they were

1571d. at 782.
158 |d.

1591d. at 790.
160|d.
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aware of the schemes and knowingly failed to staprt’™® | find the Court’s
analysis inAIG helpful here®®® My analysis follows.

a. Fugi Had No Meaningful Controls in Place.

One way a plaintiff may successfully pleadCaremarkclaim is to plead
facts showing that a corporation had no internaitrmts in placé®® Fuqi had
some sort of compliance system in place. For el@ntthad an Audit Committee
and submitted financial statements to the SEC ©020However, accepting the
Plaintiff's allegations as true, the mechanismsiFhay in place appear to have
been woefully inadequate. In its press releasaq] Ras detailed its extensive
problems with internal controls. For example, Fdclosed its “incorrect and
untimely recordkeeping of inventory movements dhiteoperation.” Problems
with inventory are particularly troubling here, bese Fuqi is a jewelry company,
specializing in precious metals and gemstones whieh valuable and easily

stolen. Nonetheless, the Fuqi directors alloweddbrporation to operate few to

telyq,

182 The Defendant has argued ti@ittman v. Huang823 A.2d 492 (Del. Ch. 2003$tone V.
Ritter, and Rattner v. Bidzqs2003 WL 22284323 (Del. Ch. Oct. 7, 2003), all dismissing
Caremarkclaims, are relevant to my analysis. However, dtidguish each of those cases
because they were interpreted under Rule 23.1'e stoingent pleading standard.

163 Stone 911 A.2d at 370 (describing one avenue to sufidgsplead aCaremarkclaim as
where “the directors utterly failed to implementyareporting or information system or
controls”).
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no controls over these vulnerable as$¥tstugi's self-disclosed accounting
inadequacies include:
(i) incorrect carve-out of the retail segment frtme general ledger;
(i) unrecorded purchases and accounts payablg, iiadvertent
inclusion of consigned inventory, (iv) incorrect danuntimely
recordkeeping of inventory movements of retail agien; and (v)
incorrect diamond inventory costing, unrecorded cpases and
unrecorded accounts payabie.
These disclosures lead me to believe that Fugnbadeaningfulcontrols in place.
The board of directors may have had regular megtiagd an Audit Committee
may have existed, but there does not seem to heee bny regulation of the
company’s operation® China’®® Nonetheless, even if | were to find that Fugi
had some system of internal controls in place,y méer that the board’s failure to

monitor that system was a breach of fiduciary duty.

b. The Board of Directors Ignored Red Flags.

As the Supreme Court held iBtone v. Ritterif the directors have
implemented a system of controls, a finding of iliabis predicated on the

directors’ having “consciously failed to monitor aversee [the system’s]

164 Compl. 1 43.

19514, 1 47.

186 Chancellor Strine recently suggested that U.Sedbatirectors of companies with substantial
operations outside the U.S. cannot be “dummy dirstitthat is, they must actively monitor the
extraterritorial operations of the Delaware entitgee Puda Coal21:1-4. As the Chancellor
noted, however, any analysis of liability undgaremarkis a rigorous inquiry that will depend
on the facts of the cas&ee id.at 18:21-24 (“[P]roportionality comes into play &ssessing
Caremarkand the reasonableness of peoples’ efforts at kkange because you can't watch
everybody everywhere. You have to have a system.”).
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operations thus disabling themselves from beingrméd of risks or problems
requiring their attention’®”  One way that the plaintiff may plead such a
conscious failure to monitor is to identify “recadls,” obvious and problematic
occurrences, that support an inference that the ditertors knew that there were
material weaknesses in Fuqi’'s internal controls dadled to correct such
weaknesses. It is unclear how far back in timei’Bugternal controls have been
inadequate. At the very least, the Fuqgi board deackral “warnings” that all was
not well with the internal controls as far back\earch 2010-%°

First, Fugi was a preexisting Chinese companydhated access to the U.S.
capital markets through the Reverse Merger. ThRusj’'s directors were aware
that there may be challenges in bringing Fuqgi’snmal controls into harmony with
the U.S. securities reporting systelfis. Notwithstanding that fact, according to
the Complaint, the directors did nothing to ensiina its reporting mechanisms
were accurate. Second, the board knew that it had problems w#laccounting
and inventory processes by March 2010 at the |dtesause it announced that the
2009 financial statements would need restatemetftaattime. In the same press

release, Fuqi also acknowledged the likelihood aitemal weaknesses in its

157 Stone 911 A.2d at 370 (internal citations omitted).

18 |n March 2010, Fugi first disclosed the need fsstatement of the 2009 financial statements.
%9 To the extent that Fugi argues that it is entiledextra latitude because it is a Chinese
company attempting to comply with American secesitregulations, | reject that argument.
Fuqi is aDelaware company that must accept both the benefits andréisponsibilities
associated with being organized under the lawhisf3tate.
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internal controls. Third, Fuqgi received a letteorh NASDAQ in April 2010
warning Fugi that it would face delisting if Fuqgiddnot bring its reporting
requirements up to date with the SEC.

It seems reasonable to infer that, because oéttred flags,” the directors
knew that there were deficiencies in Fugi's intéroantrols. Furthermore,
NASDAQ's letter to Fugi put the board on noticettlizese deficiencies risked
serious adverse consequences. The directors atdaged as much in their
March 2010 press releaS8.

An analysis of the dates of Fugi's disclosures destrates that it is
reasonable, based on the facts pled, to inferthieadlirectors knew that the internal
controls were inadequate and failed to act in teefof a known duty. Fuqi
announced to stockholders that it was restatin@0@9 financial statements and
investigating possible “material weaknesses” incstrols in March 2010. Rich
sent the Demand Letter in July 2010, and the bagdointed the Special
Committee in October 2010. In March 2011, Fugicamted that the cash transfer
transactions had occurred between September 200%Navember2010. These
dates indicate that (1) Fuqi’'s directors knew thate were material weaknesses in
Fuqgi’'s internal controlsat the latestin March of 2010; (2) Rich’s stockholder

demand in July 2010 (as well as the myriad seegrittigation suits filed) put the

170 Compl. 1 40, 41 (acknowledging the likelihoodvedterial weaknesses).

39



directors on notice that the stockholders wouleftdlly scrutinize what was going

on at Fuqi; (3) Fugi had purportedly already betufiact” on Rich’s demand by

November 2010; and (4) despite their knowledge haf weaknesses in Fuqi's
internal controls, the directors allowed $130 miili’™ in cash to be transferred out
of the company, some as late as November 2010.PHietiffs have derived these
facts directly from Fuqgi's public disclosures. Fdly, these disclosures are
enough to allow me to reasonably infer scientetherpart of the Defendants.

That these cash transfers were not discovered Matith of 2011, when
Fuqgi’s auditor discovered them, reinforces theneree that the internal controls
were (and possibly still are) grossly inadequatdat Chong was able to transfer
$130 million out of the company’s coffers, withdbe directors knowing about it
for over a year, strains credulity. Either theediors knew about the cash transfers
and were complicit, or they had zero controls iacpl and did not know about
them. If the directors had even the barest fraonkewef appropriate controls in
place, they would have prevented the cash transfers

When faced with knowledge that the company contapésinadequate, the
directors musact, i.e., they must prevent further wrongdoing frootwarring. A
conscious failure to act, in the face of a knowtydis a breach of the duty of

loyalty. At the very least, it is inferable thatem if the Defendants were not

71 The sum of the amounts transferred in 2009 ($86lBon) and 2010 ($47.5 million) equals
approximately $130 million.
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complicit in these money transfers, they were avedithe pervasive, fundamental
weaknesses in Fuqgi's controls and knowingly fatiedtop further problems from
occurring+’? This knowing failure, as alleged by the Plaintifates a claim for
breach of the duty of good faith undearemark

Finally, as then-Vice Chancellor Lamb explainedDavid B. Shaev Profit
Sharing Account v. Armstrongailing to establish an audit committee or faglito
utilize an existing audit committee are examples difectors’ “disabling
themselves from being informed”™ Fugi management’s failure to pay the fees of
the Audit Committee’s advisors is a deliberate ui@l to utilize the Audit
Committee. Therefore, | may infer that the boaad Wisabled itself from being
informed.

For the reasons above, | find that the Plaintif§ Istated a claim under
Caremarkupon which relief can be granted.

C. Whether this Suit Should be Stayed.

The decision of whether to stay a case in favoa dirst-filed action is
discretionary. As a general rule, litigation slibbe confined to the state in which

the first suit is filed. However, Delaware actiomdl not be stayed as a matter of

1725ee AIG965 A.2d at 799. At the very least, Chong, whtharized the payments, knew that
the compliance systems were inadequate.

1732006 WL 391931, at *5 (“Concretely, this lattefeghtion might take the form of facts that
show the company entirely lacked an audit committeether important supervisory structures,
or that a formally constituted audit committeeddiko meet.”)Stong 911 A.2d at 370.
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right in favor of a prior-filed, out-of-state aatid’® Instead, the Court should
“freely” exercise its discretion in favor of a stayhere there is a prior action
pending elsewhere, in a court capable of doing ptoand complete justice,
involving the same parties and the same isSiel deciding this issue, the Court
must be mindful of comity and the public policy behone party’s not being
“permitted to defeat the [original] plaintiff's clee of forum in a pending suit by
commencing litigation involving the same causedtioa in another jurisdiction of
its own choosing® These rules were articulated by the Delaware &nerCourt
in McWane Cast Iron Pipe Corp. v. McDowell-Wellman iBegring Ca'’’ The
Supreme Court noted that the policies driving Me&Nanefactors were goals of
avoiding inconsistent or contradictory judgmentdween courts, as well as
avoiding an unseemly race to the courthdie.

Here, Fugi argues that this Court should stay smdis this suit in favor of
cases that are consolidated and pending beforgrnhed States District Court for
the Southern District of New York? In particular, there are several securities
actions and two derivative actions pending. In dfternative, Fuqgi argues that

“because Rich’s Complaint essentially seeks indéoation, and is contingent on

174 McWane Cast Iron Pipe Corp. v. McDowell-Wellman Bngo., 263 A.2d 281, 283 (Del.

1970).
175|d.

l76|d.
177|d

l78|d.
179 Defs.” Op. Br. 2.
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the resolution of the SEC investigation and restatd process, this Court should
stay this case pending the outcome of those acti6hs

1. A Stay in Favor of the Restatement Process or $i€stigation is
Not Appropriate at this Time.

| must deny the Defendants’ request that this shduld be stayed until
audited financial statements are released or the fBkestigation is completed.
Parts of the Plaintiff's claims may be contingemt the results of the SEC
investigation; for example, some of the harm Fugs tsuffered may not be
guantifiable at this time since the investigatians pending. However, that some
of the harms are contingent in nature does notiredat the adjudication of the
Plaintiff's other claims be placed on hold, perhajpslefinitely, until the
restatement process is finished. There are cbrtaircumstances where a stay
would be appropriate where necessary evidence waiscbming, and not yet
available. Here, however, Fuqgi has been unabidetatify or even suggest when
the restatement process will be complete. Foursybave passed without the
stockholders’ receiving reliable audited financgiatements. Just as it cannot
indefinitely delay its obligation to hold an annwsibckholders meeting! Fuq
management cannot indefinitely delay facing appabely brought derivative

claims.

180
Id.
181 See Rich v. Fugi Int'l, Inc2012 WL 5392162, at *1 (Del. Ch. Nov. 5, 2012).
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2. This Court has the Discretion Not to Stay this Miath Favor of
the Federal Action.

McWaneinstructs me to freely exercise my discretion inofaof a stay
where there is a prior action pending elsewhiera,court capable of doing prompt
and complete justicanvolving the same parties and the same is€es$.doubt
that courts sitting in New York have personal jdicsion over the Individual
Defendants, many of whom are residents of Chinala®are has jurisdiction over
each of the Individual Defendants because they diectors of a Delaware
corporation. Because New York likely does not hawasdiction over the
Individual Defendants, | do not consider the coumtgdhe Federal Action to be
courts capable of doing prompt and complete justi¢his matter®® As a result, |
decline to stay this case.

V. CONCLUSION

Having found that the Plaintiff pled particularizddcts that raise a
reasonable doubt that the directors acted in gaih in failing to respond to the
demand, | deny the Motion to Dismiss under Rulel23Likewise, | deny the
Defendants’ Motion to Dismiss under Rule 12(b)(6tduse the Plaintiff has pled
facts that, when assumed true, lead me to reason@bl that the Fuqi directors

knew that its internal controls were deficient, afalled to correct such

182 McWane 263 A.2d at 283.
183 gee id.
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deficiencies. Finally, | deny the Defendants’ Matito Stay or Dismiss under
McWane as well, because | doubt that courts sitting ewlNYork have personal
jurisdiction over the Defendants. In summary, Bredendants’ Motion to Dismiss

or Stay this case is DENIED. An appropriate orasoapanies this Opinion.
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