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entered a final judgment declaring the legal effectiveness of actions taken
by Credit Lyonnais to remove the former members of the MGM board
and install a new board. See Credit Lyonnais Bank Nederland, N. V. v.
Pathe Communications Corporation, Del.Ch., C.A. No. 12150, Allen, C.
(Dec. 30, 1991).

For the reasons stated below, I find there is no basis for reopening
the final judgment. The motion therefore will be denied.

I.

[1-5] Court of Chancery Rule 60(b), like the federal rule upon which it
is modeled, provides that "upon such terms as are just, the Court may
relieve a party or a party's legal representative from a final judgment."
Defendants here rely on Court of Chancery Rule 60(b)(3), which allows
relief from a final judgment in cases of "fraud, misrepresentation, or other
misconduct of an adverse party," and 60(b)(2), which allows for such
relief on the basis of newly discovered evidence. Rule 60(b) implicates
two important values: the integrity of the judicial process and the finality
of judgments. The rule exists to serve the first; its administration must
acknowledge the second. Thus under Rule 60(b) movant bears a burden
to show, at least, that the newly discovered evidence is important and
would likely change the result reached. See Wright, Miller & Kane, 11
FEDERAL PRACTICE AND PROCEDURE § 2859 at nn. 8 & 10 (1995). This
Court has previously viewed a Rule 60(b) motion as requiring evidence
of fraud or new evidence "of such a material nature that it would
convince the court that it would probably change its decision had it
known of the transgressions or improprieties committed during the
proceedings." Glinert v. Wickes, Del.Ch., C.A. No. 10407, Allen, C.
(July 14, 1992).

I.

[6] The central issue in this case was whether Parretti had violated the
Corporate Governance Agreement. After a lengthy trial, I found that
Parretti had "insistently and continually breached the foundational
requirement of all contracting parties: to act with respect to the subject
matter of the contract with good faith and to deal fairly." Mem. Op. At
7. The nature of the Corporate Governance Agreement was that, in
exchange for substantial new capital from Credit Lyonnais, the board and

from the board.
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Mr. Parretti would cede to a bank designed (Parretti approved) CEO
substantial managerial authority. Among the acts that led to the
conclusion that Parretti breached this Agreement were Parretti's efforts
to undermine Alan Ladd Jr.'s, authority as CEO in the days following the
signing of the Corporate Governance Agreement; Pathe's attempts to
assert control over MGM's finance, legal, and personnel functions;
Parretti's efforts to have Ladd dismissed after the dismissal of the
Chapter 7 proceeding; threats Parretti made to the newly appointed
President of MGM, Meeker, after Meeker attempted to assert his authority
over MGM operations; the convening of a board meeting without a
quorum present that attempted to seize corporate power in violation of the
Corporate Governance Agreement; and the failure by Parretti to disclose
the material financial information to MGM, including the existence of the
Reteitalia Put.

Parretti claimed he took certain of these actions to thwart Credit
Lyonnais' and Ladd's conspiracy to force MGM into bankruptcy and
seize control of the company. Specifically, he claimed that Credit
Lyonnais failed to provide contractually required financing for working
capital and acted to thwart contractually mandated asset sales, and that
Ladd refused to undertake certain asset sales and entered into executive
compensation arrangements in violation of his fiduciary duties to MGM's
stockholders. Finally, Parretti asserted that Ladd's failure to attend the
board meeting of June 14, 1991 breached the Corporate Governance
Agreement. I found Credit Lyonnais had no contractual obligation to
provide financing beyond that which it actually did provide; that the
evidence for an agreement on asset sales was a forgery; that Ladd's
actions were reasonable business decisions protected by the business
judgment rule in light of the broader duties he owed to the corporation
in the circumstances of MGM's financial distress; and that by the time of
the June 14 meeting, Ladd was justified in viewing that meeting as a
stratagem in Parretti's larger effort to undermine the agreement, and Ladd
therefore was justified in not attending the meeting.

My opinion in this case rested not on one particular incident or
document, but on a course of conduct over an extended period of time.
Plaintiffs amply documented this course of conduct, and showed it to
have dated practically from the signing of the Corporate Governance
Agreement. In the context of MGM's financial distress, Parretti's course
of conduct gave the plaintiffs little choice but to seek to enforce their
rights in MGM's stock and to oust Parretti and his allies from the board.
[7] For the defendants to succeed in reopening this final judgment,
they would need to present strong evidence that this course of dealing
either did not occur or that, not withstanding it, there was new evidence
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that made Parretti's actions justifiable. The evidence that defendants now
assert meets that standard, in fact utterly fails to even cast a shadow of
a doubt upon either the individual factual findings or the overall
conclusions embodied in my opinion of December 30, 1991.

M.

It appears that, after the trial of this case, the events giving rise to
it have been the subject of a number of criminal and civil actions in
several different jurisdictions, including California, Switzerland and Italy.
Mr. Parretti is currently maintaining an action in California against Credit
Lyonnais, seeking monetary damages for an alleged conspiracy by Credit
Lyonnais to take control of MGM and Pathe from him. In addition,
Parretti has been convicted in Delaware Superior Court of perjury relating
to his introduction of altered evidence into the record of this case.
Finally, Parretti's associate in the MGM-Pathe transaction, Florio Fiorini,
is currently serving a prison sentence for bank fraud in Switzerland
arising out of his dealing with Credit Lyonnais, and is facing similar
charges in Italy. The alleged new evidence that form the basis for this
motion have arisen entirely from these other proceedings.

The new evidence defendants bring forth to support this motion
consists of an affidavit from Mr. Fiorini; and an affidavit from Arjan
Oste, the former head of Credit Lyonnais Bank Nederland's Special
Finance Division, executed in connection with the California litigation;
and an affidavit from Umberto Furlan, Fiorini's stockbroker; and an
opinion of a Swiss magistrate dated February 11, 1994, denying a motion
by Credit Lyonnais to participate as a civil plaintiff in a criminal
bankruptcy fraud proceeding against Fiorini and certain of his associates.

The Fiorini affidavit, executed in a Swiss prison, appears to be
carefully credited to satisfy defendant Parretti without directly
contradicting Fiorini's sworn deposition before this court. In that
deposition Fiorini stated "fundamentally the agreement was that they
[Reteitalia] had a right to reput the goods back to MGM-Pathe. Now I
discussed this with Parretti." Fiorini Deposition at 179-180. Now in his
affidavit, Fiorini says he signed the Put, but he cannot remember whether
he told Parretti that he signed the Put. Fiorini does not deny that he
informed Parretti about the Put, does not deny that Parretti knew about
the Put, and does not state that any of the statements he made in his
deposition were false. His affidavit is written to convey the impression
he testified falsely under duress, but in fact it says no such thing. It only
states that he was financially obligated to Credit Lyonnais, a factor which
was known at the time of trial, that he gave testimony at plaintiffs
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request, and that he cannot remember whether he signed the Put. He
nowhere states he did not discuss the Put with Parretti.

Defendants use the remaining documents to make a collection of
arguments. They assert that Francois Gille, a senior Credit Lyonnais
officer, had meetings which suggest Gille may have known more about
Pathe's misuse of certain loan proceeds than Gille stated at trial. They
argue Gille may have known more about the lending relationship between
Sasea and Credit Lyonnais than he testified at trial. They state the Fiorini
and Oste affidavits show Fiorini met with Credit Lyonnais (Oste) without
Parretti in the period before the adoption of the Corporate Governance
Agreement, and that at these meetings Credit Lyonnais officials expressed
their unhappiness with Parretti's control of MGM. Defendants argue that
the failure to produce minutes from these meetings in discovery should
be grounds for reopening this Court's judgment, and they produce a
Swiss magistrate's opinion barring Credit Lyonnais from participating as
a civil plaintiff in Sasea's Swiss bankruptcy proceedings because of its
apparent refusal to produce certain documents that may be related to
these meetings.2
[8] These arguments fail utterly under Rule 60(b). They appear to
represent a very late attempt to refocus the case away from the conduct
of the adjudicated wrong-doer. But the claims made, even if they had
been made at trial, are extremely thin. The affidavits in question do not
assert the existence of any specific document that was improperly
withheld from this court, let alone state what the contents of any such
document would be. Their accusations against Gille amount to nothing
more than a showing that he chose his words carefully in his testimony.
And, the defendants produce no new evidence that speaks to the conduct
of the plaintiffs or the defendants in the period following their entering
into the Corporate Governance Agreement. The Corporate Governance
Agreement itself was an expression of Credit Lyonnais' unhappiness with
Parretti's control of MGM and Pathe in the period immediately following
Pathe's acquisition of MGM. Statements in affidavits entered in support
of this motion to the effect that Credit Lyonnais was unhappy with
Parretti's control of MGM and Pathe prior to the Corporate Governance
Agreement do no more than state the obvious.
[9-10] Rule 60(b) is a remedy for circumstances in which new
evidence shows that an injustice is clearly threatened. In all, the matter
occasioning this motion provide no basis whatsoever to think an injustice
may have been done. The defendants have based their motion on a

2It is unclear whether, after the subsequent admission of Credit Lyonnais as a civil
plaintiff in those proceedings, the Swiss magistrate's opinion remains in force at all.
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collection of documents that, to the extent they address issues that might
have been relevant in the trial, do not directly rebut the testimony this
Court relied upon, let alone satisfy the legal test of persuading the Court
it would probably change its decision were this new information
considered in context of the whole record. In their briefings, defendants
characterize their evidence as proving perjury and fraud. They level
these serious accusations based on inferences from carefully crafted
statements apparently designed to give the appearance of supporting such
accusations, while actually doing no such thing.
[11] In conclusion, final judgment in this matter of December 30, 1991,
rested upon an amply supported factual conclusion that Parretti and other
defendants had repeatedly attempted to undermine the valid and effective
Corporate Governance Agreement and in doing so had clearly breached
it. None of the new evidence offered by defendants in support of this
motion leads me to think it any more likely, let alone more likely than
not, that on retrial I would find for the defendants or in any other way
decide the case otherwise than I did on December 30, 1991.

IV.

[12-13] Plaintiffs have sought an award of attorneys' fees and costs
reasonably incurred in defending against this motion. This Court has the
equitable power to make such an award if it finds that a party has acted
in bad faith or vexatiously. 10 Del. C. § 5107; Slawik v. State,
Del.Supr., 480 A.2d 636 (1984). Awarding attorneys' fees is, however,
a departure from the American Rule. It is not the normal practice in this
Court and is not done lightly. This however is an extraordinary and
extreme case. After trial this Court concluded that on numerous specific
topics Mr. Parretti was not a credible witness; it later, after an evidentiary
hearing, struck from the record evidence that he introduced into into the
trial record; still later Mr. Parretti was convicted of a crime in the
Superior Court for his role in this aspect of the case. Now a submission
is made premised centrally on a recent statement by a convicted felon and
co-conspirator that implies, but does not state, that his former testimony
under oath was false. That testimony was, in any event, not central to
the Court's 1991 analysis.
[14] This motion in my opinion plainly takes the concept of zealous
advocacy too far. In my opinion counsel should have declined to file or
press it. It seems difficult to avoid the conclusion that it was filed
entirely for strategic reasons, without substantial grounds and at least
insofar as Mr. Parretti is concerned, in bad faith. I hesitate nevertheless
to award to plaintiffs their reasonable counsel fees on this motion because
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a finding of bad faith with respect to this motion would constitute a
finding of fact. Before I definitively so conclude it would be, I think, the
better practice in the circumstances to afford the parties an opportunity
to introduce evidence on that subject.3 See, e.g., Roadway Express Inc.
v. Piper, 447 U.S. 752, 767 (1980); Simmons v. Corino, 27 F.2d 3rd 58
(3rd Cir. 1994).
[15] In the circumstances present in this case (including the relatively
modest expenditures involved) the expenditure of further public resources,
or those of the parties, required to award to plaintiff its reasonable fees
on this motion seems unwarranted. Therefore, despite the apparent
"gaming" motivation of the motion itself, and its lack of substantial basis,
in the exercise of discretion, the application for the award of reasonable
counsel fees will be denied.

The defendants' motion for reopening of a final judgment is hereby
denied. It is so Ordered.

DeVILBISS HEALTH CARE, INC. v. EAGLE INDUSTRIES, INC.

No. 14,189

Court of Chancery of the State of Delmare, New Castle

December 20, 1996
Revised January 22, 1997

Involved in pending product liability claims, plaintiff commenced
suit regarding a contract dispute concerning the proper interpretation of
the indemnification provision of a stock purchase agreement. In the stock
purchase agreement, defendant, the parent company, agreed to indemnify
for certain damages relating to products. Defendant argued that its
indemnification obligations were determined by reference to the date on
which a product causes injury. Plaintiff claimed that by striking an

'Ihe court enjoys a broad discretion under the constitution and the rules of procedure
in determining what process is due with respect to an order shifting attorney's fees under the
rules of procedure. See Advisory Committee Note, 97 FRAUD 165, 200-01 (1983).
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ambiguous phrase, indemnification is determined by reference to the date
of product manufacture or purchase. Finding no disputed facts, both
parties presented motions for summary judgment.

The court of chancery, per Vice-Chancellor Chandler, concluded
that finding no ambiguity in the stock purchase agreement and
interpreting the contract as a whole, a reasonable person in the position
of the parties at the time of contracting would have thought that
indemnification would be determined by reference to the product's
manufacture or purchase date. Therefore, defendant's indemnification
obligations were triggered by reference to the date of product
manufacture or purchase, and plaintiff did not indemnify defendant for
damages arising from defendant's negligence. Accordingly, the court
granted plaintiffs motion for summary judgment, therefore denying
defendant's cross-motion for summary judgment.

1. Contracts 0=- 147(1)

The basic rule of contract construction gives priority to the
intention of the parties.

2. Contracts C== 143(2)

The true test for ambiguity of a contract is not what parties
intended the contract to mean, but what a reasonable person in the
position of the parties would have thought it meant.

3. Contracts t 152

When determining intent in contract construction, the court must
first look to the language of the contract itself and interpret such language
in accordance with its usual meaning.

4. Contracts C== 175(2)
Evidence -= 448, 450(5)

Absent ambiguity in the terms of a contract, the court may not
consider parole evidence to interpret the contract or to determine parties'
intentions at the time of signing.
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5. Contracts Ot=* 143(2)

A contract is ambiguous only when the provisions in controversy
are reasonably or fairly susceptible of different interpretations or may
have two or more different meanings, not when the parties do not agree
on its proper construction.

6. Contracts
Evidence

C-- 147(l), 175(2)m= 450(5)

Even where there is no ambiguity in a contract, parol evidence may
be considered if there is uncertainty concerning the meaning of
contractual language, such as the context and circumstances in which the
words were used in order to determine the intended meaning.

7. Judgment * 181(19)

When presented with cross-motions for summary judgment and a
lack of disputed material facts, a court may grant summary judgment if
one of the parties is entitled to judgement as a matter of law.

8. Contracts = 143(1)

Interpretation of contract language is a question of law.

9. Contracts == 143.5, 153

An interpretation of an agreement which does not give meaning to
every provision of the contract and is internally inconsistent is not one
that a reasonable person in the position of the parties at the time of
contracting would have placed on the contract.

10. Contracts C 143.5, 153

A contract is interpreted as a whole, and if possible, the court must
give effect to all its provisions.

11. Contracts w143.5

In contract interpretation, every clause should be given meaning if
that meaning is consistent with the contract read as a whole.
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12. Contracts C* 143.5, 147(3), 153

When the court is faced with two interpretations, one of which
makes full use of the contract language and the other which renders
portions of that contract illusory or meaningless, a court must favor the
former.

13. Contracts Cm 161

The meaning which arises from a particular portion of a contract
cannot control the meaning of the entire contract where such inference
runs counter to the contract's overall scheme or plan.

14. Indemnity O 8(3), 8.1(1)

While parties may contract to have one party indemnify another
party for latter's own negligence, a court will not uphold such a contract
unless the language clearly and unequivocally provides for a party to
receive indemnification for its own negligence.

15. Contracts C-, 143(4), 154
Indemnity Cm 8(3)

In a contract dispute involving an interpretation of an
indemnification provision for a product liability claim, a reasonable
person in the position of the parties, that is, one with knowledge of the
businesses and risks of medical products, would conclude that the
contract intended to force the party with the best ability to prevent the
harm to bear the risks associated with the harm; therefore, it forces the
party with the most control over the prevention of harm to bear the risk
of the harm.

Michael F. Duggan, Esquire, of Warren B. Burt & Associates,
Wilmington, Delaware, for plaintiff.

Josy W. Ingersoll, Esquire, of Young, Conaway, Stargatt & Taylor,
Wilmington, Delaware; and James D. Fiffer, Esquire, Lisa D. Simmons,
Esquire, and Richard M. Hoffnan, Esquire, of Wildman, Harrold, Allen
& Dixon, Chicago, Illinois, of counsel, for defendant.

CHANDLER, Vice-Chancellor
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Parent company argues that its indemnification obligations are
determined by reference to the date on which a product causes injury.
Subsidiary's buyer urges me to strike an ambiguous phrase from the
indemnification agreement and find that indemnification is determined by
reference to the date of product manufacture or purchase. Finding no
ambiguity in the agreement, I conclude that a reasonable person in the
position of the parties at the time of contracting would have thought that
indemnification would be determined by reference to the product's
manufacture or purchase date.

I. BACKGROUND

On October 5, 1990, defendant Eagle Industries, Inc. ("Eagle") and
its wholly-owned subsidiary, DeVilbiss Holding Company, Inc.
("DeVilbiss" or "Seller") transferred the stock of plaintiff DeVilbiss
Health Care, Inc. ("DHC") to Homecare Holdings, Inc. ("Holdings") and
Homecare Acquisition, Inc. ("Homecare" or "Buyer") through a Stock
Purchase Agreement (the "Agreement"). After the transfer, Homecare
and Holdings were merged into DHC which is currently a wholly-owned
subsidiary of Sunrise Medical, Inc. As a result of these mergers, DHC
is the successor to Homecare's and Holding's interests in the Agreement.

Article 10 of the Agreement provides for indemnification of DHC
by DeVilbiss and indemnification of DeVilbiss by DHC in specific
circumstances. Under Article 10.8, DeVilbiss' parent, Eagle, takes
responsibility for DeVilbiss' indemnification obligations. Article 10.1(b)
thus provides that Eagle shall indemnify DHC for certain Damages'
relating to products of Eagle, DeVilbiss or DeVilbiss' subsidiaries (the
"Companies").

In addition to and without limiting any other rights or
remedies of Holdings and Buyer, Seller shall indemnify
Holdings and Buyer and its subsidiaries (including the
Companies), and their respective officers, directors, agents
and employees, and hold them harmless at all times from
and after the Closing Date against and in respect of any and
all Damages (i) resulting from any suit, action, arbitration or
legal, administrative, governmental or other proceeding or

'The Agreement defines "Damages" as "any and all claims, liabilities, actions, suits,
proceedings, assessments, judgments, losses, write-dow s, damages, costs and expenses,
including interest, penalties and reasonable attorneys' fees and disbursements (collectively,
"Damages')."
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investigation, foreign or domestic, relating to any product
manufactured, purchased or sold by Parent, Seller, the
Companies, or any affiliates or predecessors of Parent, Seller
or the Companies prior to the Closing (including such
actions or potential actions set forth in schedule 3.18
hereto), alleging that such product was defective or was
negligently or improperly designed, manufactured, packaged
or marketed, without regard to when such product is sold or
when such Damages accrue or arise (provided, that such
indemnification shall be limited to Damages arising from
such suits, actions, arbitrations or other proceedings the
alleged basis for which arose or occurred on or prior to the
Closing Date) ....

The parties are now faced with product liability claims, Damages for
which may be covered by the terms of the Agreement. Because they are
unable to agree on the proper interpretation of the above indemnification
provision, they ask this Court to decide whether Eagle's indemnification
obligations are to be determined by reference to the date on which a
product causes injury or the date on which the product was manufactured
or purchased.

II. INTERPRETATION OF CONTRACTS

[1-5] "The basic rule of contract construction gives priority to the
intention of the parties,"2 but "[t]he true test is not what the parties to the
contract intended it to mean, but what a reasonable person in the position
of the parties would have thought it meant."3 To determine this intent,
the Court must first look to the language of the contract itself and
interpret such language in accordance with its usual meaning.' Absent
ambiguity in the terms of the contract itself, the Court may not consider
parol evidence to interpret the contract or to determine the parties'
intentions at the time of signing.' "A contract is not rendered ambiguous
simply because the parties do not agree upon its proper construction.
Rather, a contract is ambiguous only when the provisions in controversy

2E.I. du Pont de Nemours v. Shell Oil Co., Del. Supr., 498 A.2d 1109, 1113 (1985).
3Rhone-Poulenc Basic Chems. Co. v. American Motorists Ins. Co., Del. Supr., 616

A.2d 1192, 1196 (1992).4Citadel Holding Corp. v. Roven, Del. Supr., 603 A.2d 818 (1992).
'Pellaton v. Bank of New York, Del. Supr., 592 A.2d 473, 478 (1991).
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are reasonably or fairly susceptible of different interpretations or may
have two or more different meanings."6

[6] Both parties present parol evidence purporting to reveal the true
intentions of the parties. Eagle offers evidence which it claims
demonstrates that the drafters intended indemnification to be determined
by reference to the date on which a product causes injury and, relying on
Demetree v. Commonwealth Trust Co.,7 argues that statements made
during negotiations may be accepted as evidence of a contract's meaning.
DHC offers evidence which it claims reveals that Eagle acted after the
signing as if the indemnification depended on the date of manufacture
and argues that its facts "supply ample evidence to support a decision" to
reform the contract in favor of DHC. Parol evidence, however, may be
considered absent a finding of ambiguity.8 Since, as discussed below, I
find no such ambiguity in the Agreement, neither parties' parol evidence
is considered or discussed further.
[7-8] The parties do not dispute any facts relating directly to the
Agreement itself. The only issue in dispute is the proper interpretation
of the Agreement. When presented with cross-motions for summary
judgment and a lack of disputed material facts, a court may grant
summary judgment if one of the parties is entitled to judgment as a
matter of law.9 Interpretation of contract language is a question of law."0

IT. CONTENTIONS OF THE PARTIES

A. Plaintiff DHC's Argument for Ambiguity

DHC argues that Article 10 characterizes the scope of Eagle's
obligations in terms of the type of claims for which Eagle must provide
indemnification and specifies the events which pi= Eagle's duty to
provide such indemnification. Thus, according to DHC, the trigger works
to narrow the broad scope of indemnification and places responsibility on

6Rhone-Poulenc, 616 A.2d at 1196.
7Del. Ch., CA. No. 14354, Allen, C. (Aug. 27, 1996), at n.9 ("Relevant extrinsic

evidence could include statements made during negotiations of the contract, prior dealing
evidence, or relevant trade or industry practice.").

'Citadel, 603 A.2d at 822; Demetree v. Commonwealth Trust Co., Del. Ch., CA. No.
14354, Allen, C. (Aug. 27, 1996), at 8-9 ("Mfthere is uncertainty concerning the meaning of
contractual language, the Court should consider the context and circumstances in which the
words were used in order to determine the intended meaning." (emphasis added) (citing Klair
v. Reese, Del. Supr., 531 A.2d 219 (1987)).

'Empire of Am. v. Commercial Credit Co., Del. Supr., 551 A.2d 433, 435 (1988).
'"Aetna Cas. & Sur. Co. v. Kenner, Del. Supr., 570 A.2d 1172, 1174 (1990).
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Eagle for only those damages resulting from claims that fall within the
scope and under the trigger provisions.

Under this interpretation, the scope of the indemnification is
limited to Damages resulting from any product liability claims relating to
products "manufactured, purchased or sold." DHC argues that this
specific reference to products "manufactured, purchased or sold"
expresses the intent of the parties to incorporate claims based on finished
products, individually manufactured components, and components which
were purchased from suppliers and incorporated into a final product.
Therefore, according to DHC, the scope of Eagle's indemnification as
specified in the Agreement is limited to Damages resulting from
allegations that a product, which was "manufactured, purchased or sold[,]
... was defective or was negligently or improperly designed,
manufactured, packaged or marketed."

The trigge according to DHC, identifies when Eagle's
indemnification obligation will actually arise. The initial basis for the
trigger is the manufacture, purchase or sale of a product "prior to the
Closing." This broad basis, however, is narrowed by the phrase "without
regard to when such product is sold." This restriction, according to DHC,
prevents confusion which might arise when a product, manufactured or
purchased prior to the Closing date, is held in inventory at the time of the
Closing and later sold by DHC without proper warnings of hazards. The
added phrase reveals the parties intended to have claims alleging a failure
to warn relate back, for the purposes of triggering the indemnification, to
either the date of manufacture or date of purchase from another supplier,
whichever is appropriate for the product in question. According to DHC,
the restricted trigger places Eagle in the position of accepting
responsibility for claims based on a defective sale, occurring after the
Closing, of products manufactured or purchased prior to the Closing, if
the defective sale was caused by the negligence of Eagle, not DHC.
Thus, the trigger date will always be a date of manufacture or purchase
even though the act giving rise to the Damages may have occurred on the
date of sale.

DHC further asserts that the phrase "without regard to ... when
such Damages accrue or arise" further clarifies the kjM by emphasizing
that the timing of such an event does not affect the determination of
when Eagle must provide indemnification. DHC thus argues that, at least
up until the parenthetical, Article 10 unambiguously provides for only
one interpretation. With regard to the parenthetical, however, DHC
argues that the meaning is ambiguous.

The parenthetical provides that Eagle's indemnification obligations
are limited to "Damages arising from such suits, actions, arbitrations or
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other proceedings the alleged basis for which arose or occurred on or
prior to the Closing date." DHC contends that inclusion of the term
"Damages" renders the application of the trigger uncertain by allowing for
the parenthetical to be interpreted as limiting indemnification for
Damages to either those Damages the basis for which arose before the
Closing date or to those Damages which result from suits, actions,
arbitrations or other proceedings, the basis for which arose before the
Closing date. Thus the question raised, according to DHC, is whether
"the alleged basis for which" applies to the basis of the Damages or the
basis of the suits, actions, arbitrations or other proceedings. DHC argues
that the first interpretation cannot be correct because it would directly
contradict the immediately preceding language which provides "without
regard to when such... Damages accrue or arise." DHC finds that the
second interpretation, however, leads to confusing results as under both
Eagle's and DEC's interpretations, the basis of suits, actions, etc., would
always arise before the Closing date. Thus, DHC concludes that the
parenthetical is ambiguous and proposes that the Court resolve the
ambiguity by striking the parenthetical from the Agreement. By taking
such an action, DHC argues, the Article would consist solely of
unambiguous terms clearly providing that Eagle's indemnification
obligations are triggered by reference to the date of product manufacture
or purchase.

Alternatively, DHC argues that the phrase "the alleged basis for
which" could refer to the basis of suits, actions, etc., if "basis" were
interpreted as the underlying negligence of a product liability claim.
According to this interpretation, Eagle need only indemnify for those
actions based on its own negligence and the parenthetical may be
interpreted as providing "absolute assurances that [DHC] will not look to
Eagle for indemnification regarding any products or component parts that
were manufactured or purchased after closing, when Eagle was no longer
in control of the policies and procedures of [DHC]." DHC suggests that
the Court could support such an interpretation "simply by rewriting or
reforming the parenthetical so that it is clear that the intention of the
parties, spelled out quite lucidly in the prior language, is applied
consistently to inventory held at closing." DHC, however, does not
indicate how the Court should rewrite or reform the Agreement.

B. Defendant Eagle's Unambiguous Interpretation

Eagle argues that the indemnification provision in dispute is
unambiguous and requires Eagle to indemnify DHC for product liability
damages which result from injuries occurring before the Closing date of
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the stock transfer. The parenthetical, Eagle argues, modifies the scope of
the indemnification thereby limiting Eagle's obligations to "product
liability 'suits, actions, arbitrations or other proceedings the alleged basis
for which arose or occurred on or prior to the Closing Date."'1 Thus,
Eagle interprets "basis" as referring to the personal or property injury at
the heart of a product liability suit.

In response to DHC's argument that Eagle's interpretation is
inconsistent with other language in the Agreement and provides "no
meaning or effect" to the provision referring to "any product
manufactured, purchased or sold ... prior to the Closing," Eagle
responds by arguing that any product causing injury before the Closing
"will necessarily have been manufactured, purchased or sold prior to the
Closing Date." Thus, an interpretation which links the indemnification
obligations to injuries occurring prior to the Closing is not inconsistent
with a provision which limits the application of the indemnification to
products manufactured, purchased or sold prior to the Closing.
Furthermore, Eagle argues that its interpretation does not conflict with the
provision "without regard to when such product is sold" as that clause
simply notes that indemnification is not to be determined by reference to
the product's date of sale.

Eagle also argues that Delaware law does not allow this Court to
strike or ignore the parenthetical as plaintiff requests. According to
Eagle, only its interpretation gives effect to each provision of the
Agreement and provides a unified interpretation which does not require
the Court to strike or ignore any provision.

IV. ANALYSIS

[9] I conclude that Eagle's interpretation of the Agreement--an
interpretation which does not give meaning to every provision of the
contract and an interpretation which is internally inconsistent--is not the
interpretation that would have been placed on the contract by a
reasonable person in the position of the parties at the time of contracting.
Accordingly, Eagle's motion for summary judgment must be denied.
Plaintiff's suggestions that the Court rewrite the Agreement or strike the
parenthetical, however, are rejected as a matter of law because, for the
following reasons, I do not find that the Agreement is ambiguous.
[10-12] First, a "contract is to be interpreted as a whole, and if
possible, the Court must give effect to all provisions therein."' 2 Ignoring

"Def's. Ans. Br. at 11.
2E. du Pont, 498 A.2d at 1113.
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for the moment the potentially puzzling parenthetical, only DHC's
interpretation gives effect to each provision of Article 10. Eagle's
interpretation, which provides for an occurrence-based trigger, does not
provide meaning to the several phrases relating to the manufacture,
purchase or sale of products. For example, Eagle does not explain why
its interpretation requires the inclusion of the phrase "manufactured,
purchased or sold ... prior to the Closing." It merely argues that its
interpretation is not inconsistent with such a phrase, as "a product which
causes an injury before the Closing Date will necessarily have been
manufactured, purchased and sold prior to the Closing Date." Eagle's
statement is correct, but its interpretation falls to give meaning to the
phrase. Likewise, Eagle's interpretation does not give meaning to the
phrase "without regard to when such product is sold." Again, Eagle
argues that its interpretation is not inconsistent, as the provision "simply
makes clear that the date of sale is not determinative of the parties'
indemnification obligations." But drafters usually take care not to insert
meaningless or redundant clauses in a contract. Every clause should thus
be given meaning if that meaning is consistent with the contract read as
a whole. When the Court is faced with two interpretations, one of which
makes full use of the contract language and the other which renders
portions of that contract illusory or meaningless, this Court must favor
the former. 3

[13] Second, Eagle's interpretation of the parenthetical, which limits
Eagle's obligations to "product liability 'suits, actions, arbitrations or
other proceedings the alleged basis for which arose or occurred on or
prior to the Closing Date""' 4 leaves open the question raised by plaintiff
of the meaning of "basis." By arguing for an occurrence-based trigger,
Eagle implies that "basis" must refer to the injury leading to the product
liability suit, action, arbitrations or other proceedings. DHC argues that
"basis" may be interpreted as referring to the underlying negligence which
leads to the injury which, in turn, leads to the suit, action, arbitrations or
other proceedings. If this Court had the liberty to view the parenthetical
in isolation, either interpretation might be reasonable. But the court does
not have that liberty. I must view the Agreement as a whole and
interpret the parenthetical in the light of the preceding provisions because
"the meaning which arises from a particular portion of an agreement
cannot control the meaning of the entire agreement where such inference

"Seabreak Homeowners Assn, Ina v. Gresser, 517 A.2d 263 (1986), aff'd, 538 A.2d
1113 (1988).

'4Def's. Ans. Br. at 11.
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runs counter to the agreement's overall scheme or plan."'5 Interpretation
of "the alleged basis for which" as referring to the underlying negligence
leading to the injury which, in turn, leads to the claim, provides further
support for DHC's argument that the phrase "without regard to when such
product is sold" is necessary to prevent confusion that might arise when
a product, manufactured or purchased prior to the Closing and transferred
to DHC at the Closing, is later sold by DHC without proper warnings of
hazards.
[14] Third, Eagle's interpretation would seek to have DHC indemnify
Eagle for Eagle's negligence. For example, Eagle's interpretation leads
to the conclusion that Eagle would not need to indemnify DHC for any
Damages resulting from injuries arising after the Closing even if the
injuries resulted from Eagle's pre-Closing negligent design, manufacture
or purchase of the product. While parties may contract to have one party
indemnify another party for the latter's own negligence, a court will not
uphold such a contract unless the language clearly and unequivocally
provides for a party to receive indemnification for its own negligence. 6

I see no language in the Agreement clearly providing that DHC accepts
responsibility for Damages resulting from Eagle's negligence.
[15] For all these reasons, I find that a reasonable person in the position
of the parties--one with knowledge of the businesses and risks of medical
products--would conclude that the Agreement intended to force the party
with the best ability to prevent the harm to bear the risks associated with
the harm. By such an arrangement, the Agreement minimized the overall
potential costs of product liability suits by forcing the party with the most
control over the prevention of harm to bear the risk of the harm. By
minimizing the costs of this risk bearing, the parties maximized the gains
generated by the stock sale--gains which the parties could then argue over
how to distribute.

The Agreement unambiguously provides that Eagle's
indemnification obligations are triggered by reference to the date of
product manufacture or purchase. Thus, DHC need not indemnify Eagle
for Damages arising from Eagle's negligence. I grant summary judgment
in favor of plaintiff DHC and deny defendant Eagle's cross-motion for
summary judgment.

IT IS SO ORDERED.

ISE., du Pont, 498 A.2d at 1113.
'6State v. Interstate Amiesite Corp., Del. Supr., 297 A.2d 41, 44 (1972).
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!N RE GAYLORD CONTAINER CORP.
SHAREHOLDERS LITIGATION

No. 14,616 (Consolidated)

Court of Chancery of the State of Delmare, New Castle

December 19, 1996

As part of bankruptcy reorganization, the company's Class B stock
with ten votes per share would be converted to Class A stock with only
one vote. This conversion would reduce chairman and other board
members' voting power. Six weeks before the conversion, the board
adopted a shareholder rights plan and also ordered a special stockholder
meeting to vote on bylaw and charter amendments to be held ten days
before the conversion. Plaintiffs filed class action and shareholder
derivative suits claiming that the board acted vith the improper purpose
of entrenchment. Defendant board moved to dismiss for failure to state
a claim, arguing that the defensive measures were protected by the
business judgment rule. Defendants further argued that the claims were
solely derivative in nature and should be dismissed because plaintiffs
failed to demonstrate demand futility.

The court of chancery, per Vice-Chancellor Balick, denied
defendants' motion to dismiss. The court held that where the board
adopts a defensive rights plan, the burden rests on the deferidant board to
justify its actions. The court held that the rights plan and amendments
should be examined together to determine if the actions fell within a
range of reasonableness. In the face of the board's twenty percent voting
power, the chancellor concluded that the combined effect of these
defenses would be that shareholders were restricted to accepting an
outside bid by pursuing a proxy contest at the annual shareholder
meeting. This restriction was arguably disproportionate and required
further discovery and argument. The court found that the same
allegations excused demand.
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1. Corporations w120

Warrant redemption to reduce dilutive effect of warrants on
existing shareholders held to be valid business purpose where effect on
the board's voting power was temporary and insignificant.

2. Corporations

Court will subject board's precautionary adoption of defensive
shareholder rights plan to enhanced scrutiny.

3. Corporations = 307, 310(1), 310(2)

Where board adopts shareholder rights plan as a precautionary
measure in the absence of a discrete threat to control, the court will still
subject the decision to enhanced scrutiny.

4. Corporations - 307, 310(1)

The absence of a direct threat to board control does not remove the
possibility that the board took action to entrench itself; therefore, this
possibility requires the board to justify its actions.

5. Corporations
Pleading

189(11), 310(l)
m= 193(l)

Under the court's enhanced scrutiny standard, the burden of
justifying its action shifts to the defendant board; therefore, a complaint
challenging a board's use of a defensive device will usually survive a,
motion to dismiss.

6. Corporations
Pleading

- 310(1), 320(11)
m 192(2), 193(1)

A bare allegation that a board adopted a precautionary defensive
measure of a kind upheld in previous litigation is not sufficient to state
a claim.
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7. Corporations
Pleading

When a board acts as a precautionary measure and not in response
to a specific threat to control, a complaint would state a claim only if a
plaintiff alleges either that the nature of the shareholder rights plan or the
circumstances in which the plan was approved indicate that the board
breached its fiduciary duty.

8. Corporations

The court must scrutinize the board's defensive actions collectively
to determine whether they are within a range of reasonableness.

9. Corporations m 310(1), 316(4)

Because board unilaterally adopted shareholder rights plan, the
court scrutinizes the entire range of defensive measures taken, including
those ratified by shareholder vote.

10. Corporations
Pleading

2= 310(1)
2 192(2), 193(1)

Even if the business judgment presumption applies to a board's
actions, allegations creating a fair inference of improper purpose would
be sufficient to survive a motion to dismiss.

11. Corporations
Pleading

2 189(11), 310(1)
- 192(2), 193(1)

Where defensive actions are arguably disproportionate to their
purported purpose, a motion to dismiss will be denied which permits the
plaintiffs to pursue discovery and gives defendants an opportunity to
satisfy the enhanced scrutiny standard.

12. Corporations C!= 206(4), 320(7)

Where the board's defensive actions invoke the court's enhanced
scrutiny and the plaintiff alleges circumstances giving rise to an inference
that the board acted for the improper purpose of entrenchment, demand
is excused.

1997] 1209

0=2 189(11), 307, 310(l), 320(11)192(2), 193(l)

C2307, 310(l)



DELAWARE JOURNAL OF CORPORATE LAW

Joseph A. Rosenthal, Esquire, Norman M. Monhait, Esquire, and John G.
Day, Esquire, of Rosenthal, Monhait, Gross & Goddess, P.A.,
Wilmington, Delaware; Steven G. Schulman, Esquire, and Edith M.
Kallas, Esquire, of Milberg Weiss Bershad Hynes & Lerach, New York,
New York, of counsel; and Sherrie R. Savett, Esquire, and Stephen
Ramos, Esquire, ofBerger & Montague, P.C., Philadelphia, Pennsylvania,
of counsel, for plaintiffs.

William 0. LaMotte, III, Esquire, and Karen L. Pascale, Esquire, of
Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware; and Thomas
0. Kuhns, Esquire, and Timothy A. Duffy, Esquire, of Kirkland & Ellis,
Chicago, Illinois, of counsel, for individual defendants.

Kent A. Jordan, Esquire, of Morris, James, Hitchens & Williams,

Wilmington, Delaware, for nominal defendant.

BALICK, Vice-Chancellor

The plaintiffs in these consolidated stockholders derivative and
class actions claim that the board of Gaylord Container Corporation took
actions for the primary purpose of entrenchment. The defendants have
moved to dismiss for failure to state a claim upon which relief can be
granted.

PLAINTIFFS' ALLEGATIONS

The following briefly summarizes the allegations in the complaint.
Gaylord manufactures container board and other paper products.

Marvin A. Pomerantz, founder, chairman, and chief executive officer,
held about 62% of the voting power and the other directors and officers
held about 12%. As a result of a bankruptcy reorganization, the
company's Class B stock having 10 votes per share would automatically
convert to Class A stock having 1 vote per share, unless the stock price
maintained a prescribed level. Mr. Pomerantz would then have about
12% of the voting power and the other directors and officers would have
about 8%. The board took the challenged actions when it concluded that
the dual-class common stock structure would automatically convert to a
single-class stock structure on July 31, 1995.

On June 12, 1995, the board adopted a shareholder rights plan.
The plan provided that when someone acquires 15% of Gaylord's
common stock without the board's approval, all stockholders other than
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the acquiror would have a right to buy $100 worth of common stock for
$50 for each share owned.

On July 7, 1995, the board issued a notice of a special stockholder
meeting on July 21, 1995. The purpose of the meeting was to vote on
proposed charter and bylaw amendments providing that:

* stockholders may only act at a stockholder meeting, not by
written consent;

* a special stockholder meeting may be called only by the
board or the chairman of the board;

@ a two-thirds supermajority vote is required to amend the
bylaws and certain provisions of the charter, and

* the corporation elects to be governed by 8 Del. C. § 203,
which provides, among other things, that the corporation
may not merge with a stockholder owning less than 35% of
the corporation's stock without the board's approval.

In its proxy statement, the board explained that the purpose of the
proposed charter and bylaw amendments was to increase the effectiveness
of the shareholder rights plan by preventing a person who controlled a
majority of the voting stock, but less than two-thirds, from circumventing
the plan. The board disclosed that the proposed amendments would have
an entrenching effect and that Mr. Pomerantz controlled sufficient votes
to approve them.

Before July 31, 1995, the board redeemed 25% of the outstanding
Class A stock warrants that were issued in the reorganization.

Between July 18, 1995 and November 30, 1995, there were reports
in the news media that other companies were interested in acquiring
Gaylord.

BOARD'S CONTENTIONS

The board argues that its actions are presumed to be valid exercises
of business judgment As to its adoption of the shareholder rights plan,
the board's position is that enhanced scrutiny applies only when such a
plan is adopted or used in response to a specific takeover threat, not in
the circumstances alleged here, where there was nothing more than vague
rumors of interest in a takeover. Since the articles suggesting that other
companies were interested in acquiring Gaylord were published after the
board adopted the shareholder rights plan, the board argues that the plan
is plainly not preclusive. As to the warrant redemption, the board argues
that the complaint itself shows that the redemption had a proper business
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purpose. As to the charter and bylaw amendments, the board argues that
the business judgment presumption applies because they were approved
by a fully-informed stockholder vote. Since the stockholders remain
capable of electing a new board at a regular stockholder meeting by
majority vote, the board argues that the only fair inference from the facts
alleged in the complaint is that the challenged actions were taken for the
proper purpose of protecting the stockholders against coercive tactics by
parties attempting hostile takeovers. Finally, the Board argues that the
plaintiffs' claim is solely derivative and must be dismissed for failure to
satisfy the demand requirement.

ANALYSIS

The plaintiffs contend that the combined effect of the board's
actions in the weeks before the impending drop in the board's voting
power from 74% to 20% raises a fair inference that the board's primary
purpose was entrenchment.
[1] I begin by briefly discussing the warrant redemption, which is the
only challenged action that was not purportedly taken for a defensive
purpose. It appears from the face of the complaint that the redemption
had a proper business purpose. Depending on the future stock price, the
redemption might have limited the dilutive effect of the warrants on
existing stockholders. The board's action had an insignificant and, as it
turned out, temporary effect on the board's voting power.
[2] The board cites Moran v. Household International for the
proposition that the business judgment presumption applies to the
precautionary adoption of a shareholder rights plan.' But the board
misreads Moran. When the court said that it is appropriate to apply the
business judgment rule to a pre-planned defensive mechanism, it was not
referring to the business judgment presumption.2 The court subjected the
precautionary shareholder rights plan at issue to enhanced scrutiny.'
Moreover, the Supreme Court has repeatedly cited the Moran rule with
approval.4  It therefore seems settled that a board's precautionary
adoption of a defensive device is subject to enhanced scrutiny.

'Moran v. Household Intern., Inc., Del.Supr., 500 A.2d 1346 (1985).
2Moran v. Household Intern., Inc., Del.Supr., 500 A.2d 1346, 1350 (1985).
3Momn, 500 A.2d at 1356.4Kahn v. Roberts Del.Supr., 679 A.2d 460,466 (1996); Williams v. Geier, Del.Supr.,

671 A.2d 1368, 1377 n.18 (1996); In re Santa Fe Pac. Corp. Shareholder Lit. Del.Supr., 669
A.2d 59 (1995); Stroud v. Grace. Del.Supr., 606 A.2d 75, 82 (1992).
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[3-4] The reason for subjecting a defensive device to enhanced scrutiny
is that a board will inevitably have a conflict of interest when responding
to a threat to control.' Although the Gaylord board was not responding
to a specific takeover threat, it was responding to its loss of voting
control and consequent vulnerability to hostile takeover. The inference
that the board's primary purpose was entrenchment cannot be ruled out
until the board satisfies the burden of justifying its defensive actions.
[5-7] Because the burden ofjustifying its action shifts to the board under
the enhanced scrutiny standard, a complaint challenging a board's use of
a defensive device will usually survive a motion to dismiss.' But it does
not necessarily follow that an allegation that a board adopted a defensive
device will always state a claim. A bare allegation that a board adopted
a precautionary defensive device of a kind that has been upheld in
previous litigation, such as the redeemable shareholder rights plan
adopted here, would not be sufficient. When a board acts as a
precautionary measure and not in response to a specific threat to control,
the complaint would state a claim only if the allegations concerning the
nature of the device or the circumstances surrounding its adoption raise
an inference that the board breached its fiduciary duty The Gaylord
board did not simply adopt a redeemable shareholder rights plan, but also
proposed charter and bylaw amendments for the purported purpose of
increasing its effectiveness.
[8] The court must scrutinize the board's defensive actions collectively
to determine whether they are within the range of reasonableness.' We
are not aware of a case where a similar combination of defensive actions
has been considered by a court. While the rights plan is in effect, it
seems economically unlikely that any party would acquire more than 15%
of Gaylord stock, let alone a majority. Considering normal voting
behavior, it would be practically impossible for stockholders to reach the
supermajority required to remove the charter and bylaw amendments
while the board continued to have at least the 20% voting power that it
held when the dual-class structure expired. While the amendments are
in effect, stockholders who oppose the board's position on an offer could
only wait until the next regular meeting to pursue a proxy contest or, if
the chairman or board refuses to call a special meeting, file an action

sUnoeal Corp. v. Mesa Petroleum Co.. Del.Supr., 493 A.2d 946, 954 (1985).
6Cf. In re Santa Fe Pac. Corp. Shareholder Lit. Del.Supr., 669 A.2d 59

(1995)(enhanced scrutiny usually not satisfied on motion to dismiss in context of control
contest).

7See Chrysogelos v. London Del.Ch., CA. No. 11910, Jacobs, V.C. (Mar. 25, 1992),
Mem. Op. at 9.

'Unitrin Inc. v.American General Corp.,Del.Supr., 651 A.2d 1361,1386-1388(1995).
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claiming breach of fiduciary duty. Of course, timing is likely to be
crucial to anyone interested in acquiring control of a company.
[9-10] Since the plaintiffs do not challenge the amendments
independently of the rights plan, I need not discuss the board's contention
that the business judgment presumption applies to the charter and bylaw
amendments because they were approved by a fully-informed stockholder
vote.9 Although the stockholders approved the amendments whose
purported purpose was to increase the effectiveness of the shareholder
rights plan, they did not ratify the rights plan itself."0 Thus, as explained
above, the board's unilateral adoption of the shareholder rights plan is
subject to enhanced scrutiny, and that scrutiny must consider the effect
of the rights plan in combination with the amendments. Even if the
business judgment presumption applied, allegations creating a fair
inference of improper purpose would be sufficient to survive a motion to
dismiss."
[11] One cannot conclude from the face of the complaint that the
combined effect of the rights plan and the amendments is within the
range of reasonableness. Since the amendments are arguably dispropor-
tionate to their purported purpose, the circumstances permit an inference
that entrenchment was their true purpose. The proper course in the
circumstances alleged in the complaint is to deny the motion to dismiss,
permit the plaintiffs to pursue discovery, and give the defendants an
opportunity to satisfy the enhanced scrutiny standard. The court will then
have a better basis to determine whether the board took proper
precautions to protect stockholders from coercive takeover tactics or, as
the plaintiffs claim, acted primarily to keep control.
[12] Since the board's adoption of the shareholder rights plan is subject
to enhanced scrutiny and the circumstances alleged in the complaint
create an inference of improper purpose, demand is excused.12

ORDER

For the reasons stated in the memorandum opinion filed with this
order, it is ordered that the defendants' motion to dismiss is denied.

9Williams v. Geier Del.Supr., 671 A.2d 1368 (1996).
"See In re Santa Fe Pac. Corp. Shareholder Lit., Del.Supr., 669 A.2d 59, 68 (1995).
"Cf. Williams v. Geier. 671 A.2d at 1378 (affirming summary judgment for the board,

where controlling stockholders approved the board's action, because the claim of inequitable
purpose was not supported by the evidence in the record).

2Moran v. Household Intern., Inc., Del.Ch., 490 A.2d 1059, 1071 (1985); Wells Fargo
& Company v. First Interstate Bancorp, Del.Ch., C.A. No. 14696, Allen, C. (Jan. 18, 1996),
Mem. Op. at p.18.
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GONSALVES v. STRAIGHT ARROW PUBLISHERS, INC.

No. 8474

Court of Chancery of the State of Delaare, New Castle

November 27, 1996
Revised December 5, 1996

Petitioner, a holder of 2,000 shares of common stock of Straight
Arrow Publishers, Inc. (SAP), sought an appraisal as a result of a merger,
pursuant to section 262, to assess the fair value of her shares. During the
trial of this action, the court heard testimony from expert witnesses whose
opinions of the value of SAP stock ranged from $1,059.37 per share to
$131.60 per share.

The court of chancery, per Chancellor Allen, held that the fair
value of SAP's stock on the date of the merger was $131.60 per share
and awarded simple interest at the legal rate of interest.

1. Corporations 0 584

Delaware's appraisal statute entitles shareholders dissenting from
a merger to an ex post facto judicial determination of the fair value of
their shares as of the date of the merger exclusive only of speculative
elements of value arising from the merger. DEL. CODE ANN. tit. 8,
§ 262(h) (1996).

2. Corporations 584

A dissenting shareholder is entitled to receive the value of her
proportionate interest in the company value as a going concern.
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3. Corporations (!i 584

The appraisal process is meant to be liberal to permit proof of fair
value by any means generally recognized in finance that are appropriate
methods under the circumstances.

4. Corporations C-- 584

In evaluating fair value in appraisal proceedings, the court is
responsible for reviewing evidence and analysis presented by the parties
in an attempt to determine the most accurate fair value of the company
as to the date of the merger, recognizing that certain valuation methods
may be more suitable for certain companies.

5. Corporations n 584

In an appraisal proceeding for dissenting shareholders after a
corporate merger, a standard use of a five year earnings base should be
used rather than a single year of earnings where the company's financial
performance in prior years was not irrelevant.

6. Corporations n 584

In an appraisal proceeding, the choice of multiples that is equal to
and slightly lower than the median is more accurate and reasonable where
the company is dependent on a single product, the company's earnings
are historically volatile, the company has low operating margins, and the
company has small capital investment.

7. Corporations t 584

When calculating the fair value for a dissenting shareholder and
analyzing the treatment of deferred subscription income, the court
concluded that respondent's expert determined the best value because:
(1) he did not assume all increases in deferred income should be
capitalized, (2) he did not assume deferred income will always be
positive, and (3) he did not adjust for the incremental increase in deferred
subscription income to determine the fair value of SAP as of the merger
date.
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Kevin G. Abrams, Esquire, Thomas A. Beck, Esquire, and Russell C.
Silberglied, Esquire, of Richards, Layton & Finger, Wilmington,
Delaware, for petitioner.

Steven J. Rothschild, Esquire, R. Michael Lindsey, Esquire, and Joseph
M. Asher, Esquire, of Skadden, Arps, Slate, Meagher & Flom,
Wilmington, Delaware, for respondent.

ALLEN, Chancellor

This is a statutory appraisal action under Section 262 of the
Delaware General Corporation Law. The Plaintiff, Laurel Gonsalves
owned 2,000 shares of common stock of Straight Arrow Publishers, Inc.
("SAP") whose principal product is the magazine Rolling Stone. Indirect
control of SAP had always existed in the founder and editor of Rolling
Stone, Jann Wenner, and his wife Jane. At the time of the 1985 merger
involved here, the Wenners controlled, directly or indirectly, 79% of
SAP's common stock.' There was no active market for the shares of
SAP nd when any of the non-controlling shares were sold, as rarely
occurred, it was typically to the company itself. The last such transaction
had been in April 1984, when 1,000 shares of common stock were
purchased at a price of $20 per share.

On January 8, 1986 Straight Arrow Publishers Holding Company,
Inc. ("Holding") was merged with and into SAP ("Merger"). In the
Merger, all of SAP's shares were converted into the right to receive $100
per share or canceled. Ms. Gonsalves dissented from the Merger and
then filed this appraisal petition on May 5, 1986. As the Merger
represented a cash-out of the non-control stock, it did not result in a
change in corporate control and the realization of any economies or the
redeployment of existing assets by new management. Compare,
Cinerama, Inc. v. Technicolor, Inc., 1990 Del.Ch., LEXIS 259 (Oct. 19,
1990), rev'd, Del.Supr., ___A.2d (1996).

The case presented rather a typical appraisal trial in the sense that
the dynamics of the judicial appraisal process tend to produce opinion
evidence of absurdly differing values. According to Ms. Gonsalves'
expert's testimony, the fair value of SAP as of the date of the Merger
was $90.5 million, or $1,059 per share. Given data now available, SAP's
expert opines that the fair value of the company was $131.60 per share.

'As of October 29, 1985, SAP had 85,428 shares of common stock outstanding.
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Based upon the evidence presented at trial, I conclude that the fair
value of Ms. Gonsalves' common stock shares at the time of the Merger
was $131.60 per share.2

L BACKGROUND

A. Rolling Stone Magazine

SAP was founded in 1967 by Jann S. Wenner to publish Rolling,
Stone, a magazine focusing on pop culture and rock and roll music. As
of 1986, Rolling Stone had evolved into a widely read biweekly magazine
with a circulation of approximately one million.

In the early 1980's the publishers of Rolling Stone began
implementing a corporate "repositioning" (marketing) plan, aimed at
attracting a more diverse, slightly older readership base, increasing
circulation, and raising advertising revenues. Since 1979 the music
industry had been experiencing decreased record company sales and
advertising budgets, resulting in a decline in Rolling Stone's advertising
pages from 1,223 in 1978 to 985 in 1980. In order to achieve the goals
of its repositioning plan, Rolling Stone began a new printing and design
format, as well as a new editorial focus, in its January 1981 issue.

From 1981 to 1985, Rolling Stone successfully increased its
advertising revenue and circulation. Before the repositioning plan was
instituted in 1980, total advertising revenue was $10.6 million. By 1985,
total advertising revenue had increased to $29.5 million. The growth in
revenues can be attributed in part to higher advertising rates and a 55%
increase in four-color advertising despite the higher rates, offsetting a
40% decrease in black and white advertising.3 In addition, Rolling
Stone's circulation increased during this period, despite a cover price
increase in 1981 from $1.25 to $1.50, and then again in 1985 to $1.95,

2See Cede & Co. v. Technicolor, 1990 Del.Ch., LEXIS 259 (Oct. 19, 1990), Mem. Op.
at 20 n. 17, revd in part on other grounds, Del.Supr., No. 447, 1985, Holland, J. (Oct. 21,
1996) (discussing potential institutional benefits which would derive from the court, when
possible, accepting one expert's appraisal without modification).

'As of 1985, Rolling Stone's proportion of advertising pages, as compared to other top
magazines, was slightly below average with respect to business & consumer services and mail
order categories, and above average with respect to tobacco, automotive,jewelry, optical goods,
and beer, wine & liquor. Rolling Stone had the greatest number of advertising pages in the
electronics entertainment category, although many other magazines competed with Rolling
Stone for those advertisements. One of the goals of the repositioning plan was to increase
Rolling Stone's general interest advertising, reducing its dependency on entertainment
advertising.

1218 [Vol. 22



UNREPORTED CASES

and a 25% yearly subscription price increase in 1984. From fiscal year
1982 through fiscal year 1986, Rolling Stone's unadjusted net income
increased from $573,000 to over $4.9 million.

In 1985, however, Rolling Stone was facing several uncertainties.
First, there were uncertainties with regard to future advertising revenues,
a stream of income which is very significant to the profitability of a
magazine. In 1985, there was some indication that tobacco and liquor
advertising could decline due to potential government regulation and
possible changes in consumption.4 At the same time, several of the
leading US automobile advertisers were pressuring publishers to reduce
their advertising page rates.5 By 1985, however, there were positive signs
that the music industry was coming out of its earlier sales slump, with
CD sales growing at a strong rate, creating an area for potential future
advertising revenue growth to offset any decreases in the other areas.

Second, Rolling Stone was facing a new competitor in its market
niche. General Media, a publishing company with substantial resources,
launched Spin magazine, apparently positioning the magazine to compete
with Rolling Stone. By late 1985, Spin had developed a circulation of
approximately 175,000. In addition to Spin, Rolling Stone continued to
face competition from general interest magazines, such as Time, People,
and Sports Illustrated, for both advertising revenues and circulation.

Nonetheless, SAP's June 1984 internal projections indicated that
SAP expected significant increases in earnings, advertising revenue, and
subscription revenue over the next four years.

B. SAP's Other Business Ventures

Since SAP's inception as a company primarily organized to publish
Rolling Stone, SAP expanded in several other directions in attempts to
diversify its business. In addition to Rolling Stone, SAP began
publishing the Record, a magazine focusing exclusively on rock music in
1981. The Record was a monthly publication with a circulation of
125,000 readers. The Record failed to become a profitable magazine,

4 Beer, wine & liquor advertising pages decreased 29.8% industry-wide from 1980 to
1985, with tobacco pages decreasing 1.5%. However, Rolling Stone's alcohol related
advertising revenue only decreased by $4 million over the same period. Tobacco revenue
actually increased by approximately $193 million. During the same time period, Rolling
Stone's advertising revenues increased in several other categories, including a 705% increase
in apparel advertising revenues, mitigating the uncertainties in the other categories of
advertising.

'Rolling Stone had experienced a 635% increase in automotive advertising revenue
from 1980 to 1985.
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resulting in a loss for every year of its publication. Shortly after the
merger in 1986, publication of the Record was discontinued by the
surviving entity.6

Beginning in May 1985, SAP was a partner in the publication of
US magazine which was a biweekly entertainment magazine with a
circulation of approximately 900,000. Specifically, a SAP wholly owned
subsidiary was a 25% general partner in a limited partnership that
purchased substantially all of the assets of US magazine. .The partnership
agreement required SAP's subsidiary to invest $1 million in cash in
addition to issuing a $1 million promissory note due November 3, 1986,
secured by a cash escrow account of that amount.7 This initial investment
in US resulted in a loss of $462,616 for SAP during the calendar year of
1985, and was expected to generate losses into the immediate future.

In addition to publishing magazines, as of the time of the Merger,
SAP had a licensing division, Rolling Stone Productions, and a book
packaging division, Rolling Stone Press, and was invested in several real
estate and limited partnership ventures. These secondary business
ventures appear to represent attempts by the company to diversify its
business and income stream. Rolling Stone Productions, one of the more
profitable other ventures, had volatile earnings during the 1980's, causing
a loss of $85,000 in calendar year 1982, a gain of $306,000 in 1984, and
a gain of $93,000 in 1985. By the end of 1985, prior to the Merger, both
Rolling Stone Press and Rolling Stone Productions had ceased operations.

C. SAP's Earnings History

SAP's pre-tax earnings were volatile:
Year Pre-Tax Earnings

1981 $ 458,000
1982 $ 698,000
1983 $2,550,000
1984 $ 804,000
1985 $3,470,000

6Although the last issue of the Record was dated January-February 1986, it was
actually published in December 1985, prior to the Merger. Similarly, in calendar year 1983,
SAP had been forced to discontinue another publication, College Papers, after experiencing
consistent losses.

7Plaintiff contends that US was a passive investment. However, this contention is
refuted by the fact that members of SAP's senior management operated US, providing it with
employees, such as John Skipper, who also worked for Rolling Stone.
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During the 1985 twelve month period, SAP experienced all time highs in
several key categories, including overall earnings, subscription revenue,
single copy revenue, and advertising revenue.

D. The Merger

The first step $100 cash tender offer closed on November 11,
1985. A short form merger was effectuated on January 8, 1996
converting the remaining shares into a right to receive $100 cash. Martin
Whitman, SAP's expert witness in this action, issued a fairness opinion
contemporaneously with the 1985 tender offer, concluding that $100 was
a fair price. At the time the opinion was issued, SAP's financial results
for the second half of calendar year 1985 were not yet available.
Nonetheless, the tender offer materials disclosed that management
expected increased earnings during that period. The financial results for
the second half of calendar year 1985 are now known and have been
considered by the experts in valuing SAP as of the Merger date.

E. Valuation of SAP by Mr. Kobak, Plaintiffs Expert

James Kobak, who served as Plaintiff's expert witness, chose to
estimate SAP's fair value by valuing only Rolling Stone, based on his
conclusion that it was SAP's sole operating asset, accounting for
substantially all of SAP's revenue and earnings. Since in Mr. Kobak's
opinion magazines can be best characterized as an intangible business
with relatively few fixed assets, he used an earnings capitalization
valuation method. Essentially he capitalized adjusted 1985 earnings of
Rolling Stone. The 1985 earnings were adjusted in four ways: (1) to
eliminate income tax expenses, (2) to eliminate other non-recurring
expenses, such as one-time legal and accounting costs incurred in the
acquisition of US in 1985 and the Merger in 1986 and expenses related
to the buyout of a printing contract, (3) to add an incremental yearly
increase in deferred subscription income, and (4) to add back into net
income those general and administrative costs associated with the now
discontinued operations that caused them. After making these
adjustments, Mr. Kobak concluded that Rolling Stone's calendar year
1985 net income was $6,002,000.8

'According to Mr. Kobak's calculations, Rolling Stone's adjusted earnings increased
from $1.6 million in 1982 to $3.1 million in 1983, then decreased slightly to $2.9 million in
1984 before increasing to over $6 million in 1985. In contrast, the unadjusted reported
operating profits of SAP were highly volatile, increasing from S696,000 in 1982 to $2.5 million
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In order to capitalize this adjusted earnings base, Mr. Kobak
multiplied it by what he considered to be an appropriate price/earnings
ratio. Mr. Kobak chose a price/earnings multiple of 14. In selecting this
multiple, Mr. Kobak looked to sales of comparable magazines and
companies from 1971 to 1988.' According to Mr. Kobak's calculations,
the range of price/earnings multiples for the middle 50% of such sales
was from 9 to 14. Mr. Kobak picked the highest multiple of 14 based on
his view that Rolling Stone was well positioned to enjoy increasing
profitability as of the Merger date. Applying that multiple to the 1985
adjusted earnings alone, Mr. Kobak concluded that Rolling Stone's value
was $84 million at the time of the Merger, resulting in a total value for
SAP, including a $6.5 million value for SAP's "non-publishing assets,"
of $90,500,000, or $1,059.37 per share outstanding.

F. Valuation of SAP by Mr. Whitman, Defendant's Expert

Defendant's expert, Martin Whitman, employed a closely similar
analytical technique. He too attempted primarily to capitalize an adjusted
historical earnings base by an appropriate multiple. Mr. Whitman,
however, mediated the impact of his earnings capitalizations by including,
in a Delaware Block form of analysis, two other components. SAP's
"asset value" and its stock's "trading or market value". Each of these
analyses were given only a 10% weight. Therefore the substantial
difference between the opinions of Mr. Kobak and Mr. Whitman most
importantly come down to differences in their respective earnings base
and multiples.

In calculating SAP's earnings, rather than solely Rolling Stone's
1985 earnings, Mr. Whitman used SAP's five year earnings ending
December 31, 1985. Mr. Whitman chose to use a five year period,
instead of a single year, based on an analysis of SAP's businesses and
market position as of the date of the Merger.1" Whitman was of the

in 1983 before dropping to only $804,000 in 1984 and then increasing to almost $3.5 million
in 1985.

"Note that this technique masks a complex issue: whether in an appraisal action "fair
value" of the corporation as a going concern, exclusive of [speculative] elements of value
arising from a merger, includes a pro rata share of a control premium. (By determining a
multiple by reference to sales of companies, Mr. Kobak implicitly includes a control premium).
That question is especially interesting when, as here, the corporation itself has had a controlling
block of stock. I need not address this question in this case, however.

"Mr. Whitman considered multiple factors, including recent increases in Rolling
Stone's circulation and advertising revenue, the shift in its advertising base, increasing
downward price pressure on advertising rates, the seasonal nature of the business which resulted
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opinion that the best measure of SAP's earnings during the five year
period would be EBIT or EBITDA." Using SAP's EBIT and EBITDA
reported data for the five year period, Mr. Whitman calculated that the
five year averages (with each year bearing an equal weight) were
$1,372,755 and $1,523,846, respectively. (Note the very large difference
between these numbers and Mr. Kobak's adjusted earnings numbers of
$6.5mm).

In estimating an appropriate multiple to apply to SAP's five year
average earnings, Whitman did not look to magazine purchases and sales
as had Mr. Kobak, but instead analyzed implied capitalization rates of
comparable companies with publicly traded stocks. The comparable
companies were selected based on Mr. Whitman's opinion of the
comparable companies a prudent investor would have looked to for
comparative purposes in making an investment decision.

Mr. Whitman made two sets of comparisons using companies from
SAP's standard industrial classification. First, he compared SAP's
historical financial results'to four publicly traded magazine publishing
companies, including Meredith Corporation, National Lampoon, Playboy
Enterprises, and Time Inc. Second, he compared SAP to a broader group
comprised of those four companies as well as eight publicly traded
publishing companies, including Dow Jones & Co., Gannett Co., Knight-
Ridder Newspapers, Lee Enterprises, Media General, The New York
Times Company, The Times Mirror Company, and the Washington Post
Company. According to Mr. Whitman, SAP's operating margins,
profitability, and ratio of capital expenditures to total revenue, were lower
than his selected comparable companies.' 2

Based on these comparisons, Mr. Whitman estimated the that the
appropriate multiples to use in capitalizing SAP's average five year EBIT
and EBITDA were 9.5 and 8.5, respectively. Although these multiples
are lower than the media multiples for the selected comparable

in the company's profitability accruing predominantly in the second half of each year, and the
potential impact of its newest competitor, Spin magazine. In addition to Rolling Stone, Mr.
Whitman considered SAP's other business ventures, such as the Record, US, College Papers,
Rolling Stone Press, and Rolling Stone Productions, as well as SAP's management's apparent
inability to profitably invest its excess cash.

"That is, respectively, Earnings before interest and taxes and Earnings before interest,
taxes, depreciation and amortization.

"Since SAP was a relatively small company, there were almost no publicly traded
publishing companies of a similar size to compare it to as of the date of the Merger. Only
National Lampoon was smaller than SAP in terms of total revenue. Playboy, the next smallest
company, had 1985 revenues over five times those of SAP. Neither of those two companies
had a trading multiple in 1985 because they each had a negative EBIT, making them unhelpful
in determining the appropriate multiple for SAP.
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companies, (meaning that SAP's cost of equity would be implicitly
higher) Mr. Whitman believes that they are appropriate due to SAP's
relatively small size, dependence on a single print publication, low EBIT
and EBITDA margins, volatile operating profits, low level of capital
reinvestment, speculative use of its excess cash, non-dividend paying
policy, and contingent liabilities, as well as Rolling Stone's lower-than-
median readership demographics.

Next, Mr. Whitman determined SAP's enterprise value by
multiplying its five year average EBIT and EBITDA by the
corresponding EBIT and EBITDA multiples. Based on these calculations,
Mr. Whitman estimated that SAP's enterprise value was $13.0 million.

Finally, Mr. Whitman considered adjustments to the estimated
enterprise value to determine SAP's fair value as of the date of the
Merger. First, he considered any excess cash on the balance sheet. One
would add into enterprise value any excess cash and cash equivalents that
were on the company's balance sheet. As of December 31, 1995, SAP
had $5 million in cash and cash equivalents. Mr. Whitman concluded
that this was required working capital and not excess cash. He predicated
this view on his understanding that during the first six months of the year
SAP required 60 days of working capital, or approximately $5.3
million."

Second, in order to calculate SAP's equity value, the witness
testified that interest-bearing debt must be deducted from SAP's $13
million total firm value. Therefore, Mr. Whitman deducted $1.3 million
in debt, concluding that SAP's equity value was $11.7 million, or $137
per share, as of the Merger date.4 As stated above, this value was given
a weight of 80% in the final fair value calculation which also took into
account SAP's market value and asset value as of the date of the Merger.

Turning to the less weighted elements of his 'Delaware block'
analysis, Mr. Whitman estimated stock market value by analyzing the
only market available: the company purchases. From 1981 to June 1984,
there were only six transactions involving SAP stock and SAP was the
purchaser in each transaction. Such repurchases were effectuated at
prices ranging from $15 to $20 per share. Despite the fact that there
were no such transactions in the twenty-one months prior to the Merger,

"Although Mr. Kobak testified that 30 days working capital was sufficient, based upon
his analysis of SAP's adjusted income, Mr. McNamee agreed with Mr. Whitman's view,
testifying that 60 days of working capital is the standard amount required in the publishing
industry.

.
4 Mr. Whitman considered making a third adjustment for SAP's contingent liabilities,

but instead, decided to take SAP's contingent liabilities into consideration in selecting the
appropriate multiple.
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Mr. Whitman concluded that $20 was an appropriate estimate of market
value for SAP's stock at the time of the Merger. SAP's $20 per share
market value was given only a 10% weight by Mr. Whitman because the
stock was so thinly traded.

Mr. Whitman used two alternative methods to determine the asset
value of SAP. First, using the book value method, Mr. Whitman
concluded that SAP had an asset value of $153.56 per share. 5 Second,
using a theoretical takeover value method, calculated using an earnings
capitalization analysis involving a comparison of price/earnings and
price/book multiples sales of magazines transactions from 1983 to 1985,
Mr. Whitman estimated that SAP's asset value would have been $244.79
per share.' 6 On average, Mr. Whitman concluded that the asset value of
SAP was $200 per share on the date of the Merger. SAP's asset value
of $200 per share was only given a 10% weight because magazine
publishing is primarily an intangible business with significant value which
is not reflected in the value of the company's tangible assets.

Based on these findings, Mr. Whitman concluded that SAP's fair
value as of the date of the Merger was $131.60 per share. SAP's other
expert witness, Daniel McNamee, H1,17 did not do an independent
valuation of SAP as of the date of the Merger, nor participate in Mr.
Whitman's valuation, but rather evaluated Mr. Kobak's valuation."

H. LEGAL PRIVCIPLES

[1] Delaware's appraisal statute entitles shareholders dissenting from
a merger to an ex post facto judicial determination of the fair value of
their shares as of the date of the merger exclusive only of speculative
elements of value arising from the merger. See Cede & Co. v.
Technicolor, Inc., Del.Supr., No. 477, 1985, Holland, J. (Oct. 21, 1996);

'5As of December 31, 1985, SAP's current assets were worth $9.6 million, exceeding
its $3.1 million in current liabilities, by $4.8 million. Mr. Whitman adjusted the net book
value, by adding back net unexpired subscription revenue of $6,317,206 and deferred income
taxes of $2,020,434, both of which had been previously deducted. As of the Merger date,
SAP's adjusted net book value was $13.1 million.

' 6 r. Whitman calculated this value by applying a pretax pricefearnings multiple of
13.1 to a five year straight average of SAP's unadjusted pretax income.

17Mr. McNamee is the President of The Publishing & Media Group, a management
consulting firm serving publishing, direct marketing, and related communications oriented
industries.

"'Mr. McNamee cogently criticized Mr. Kobak's use of solely 1985 earnings instead
of a five year average, his adjustment for deferred subscription income, his selection of a high
price/earnings multiple, and his conclusions concerning RollingStone's market positioning as
of the date of the Merger.
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Weinberger v. UOP, Inc., Del.Supr., 457 A.2d 701, 714 (1983). The
appraisal statute provides that this Court:

shall appraise the shares, determining their fair value
exclusive of any element of value arising from the
accomplishment or expectation of the merger or
consolidation, together with a fair rate of interest, if any, to
be paid upon the amount determined to be the fair value. In
determining such fair value, the Court shall take into
account all relevant factors.

8 Del. C. § 262(h).
[2] It is, I believe, the case that a dissenting shareholder is entitled to
receive the value of her proportionate interest in the company valued as
a going concern. See Bell v. Kirby Lumber Corp., Del.Supr., 413 A.2d
137, 142 (1980); Tri-Continental Corp v. Battye, Del.Supr., 74 A.2d 71,
72 (1950) including non-speculative value existing on the merger date.
[3-4] In Weinbergerv. UOP., Inc., the Delaware Supreme Court intended
to liberalize the appraisal process, to permit proof of fair value by any
means generally recognized in finance. 457 A.2d at 712-713. In doing
so, the Supreme Court did not invalidate the Delaware Block Method, but
rather opened up the door to the use of other methods under appropriate
circumstances. See Rosenblatt v. Getty Oil Co., Del.Supr., 493 A.2d 929,
940 (1985). In light of these guidelines, this Court is responsible for
reviewing the evidence and analysis presented by the parties in an attempt
to determine the most accurate fair value of the company as of the date
of the merger, recognizing that certain valuation methods may be more
suitable for certain companies.

III FAIR VALUE OF SAP

In my opinion, Mr. Whitman's valuation of SAP accurately
estimates the fair value of SAP as of the date of the Merger; Mr. Kobak's
does not. While Mr. Whitman elected to use the Delaware Block
Method, the fact that Whitman included a 10% weighing for estimated
asset value and estimated market value does not account for much of the
difference in the experts' opinions. Eighty percent of his result derives
from earnings capitalization, the technique used by Mr. Kobak.

Comparing the experts' techniques for estimating capitalized
earnings value, the most significant difference in the experts' approach
is the earnings base rather than the capitalization rate. This is
demonstrated by looking at Mr. Whitman's estimated asset value number
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where he uses a 13 multiple which is rather close to the 14 multiple
employed by Mr. Kobak. That exercise still brings Whitman only to a
$244 per share value (on that element of his process) whereas a 14
multiple gets Mr. Kobak to a $1,059 estimate. Thus the greatest part of
the difference between these experts is the appropriate earnings number
to capitalize.
[5] As to the selection of the proper earnings base, Mr. Kobak's
decision to use only one year of earnings cannot be approved by this
Court. Although a one year earnings base may be appropriate under
certain circumstances, this is not such the case because this company had
a history of highly volatile earnings. Moreover, the account or story that
the Court would have to accept in order to use a one year earnings base
is that something very elementary and important with respect to the
company's financial performance had recently occurred, making the prior
years, in effect, irrelevant. In my opinion no such drastic change had
occurred with respect to SAP in the year prior to the merger. Thus, Mr.
Kobak did not present a persuasive reason to depart from the standard use
of a five year earnings base. 9 Since there is no way to judge whether the
substantially higher 1985

[start - revised page - December 5, 1996]

earnings were aberrant or sustainable, without the inappropriate aid of
hindsight, the fair value of SAP as of the Merger date should in this
instance be approximated using the standard five year average approach
which was employed by Mr. Whitman.20

'9See, e.g., Bell v. Kirby Lumber Corp., Del.Ch., 395 A.2d 730, 739-40 (1978), aff'd
in part, revd in part on other grounds, Del.Supr., 413 A.2d 137 (1980) (rejecting argument
that a single year of earnings, instead of five years, should be used because merger occurred
prior to completion of new plants which were expected to result in a "phenomenal" increase
in future earnings); Sporborg v. City Specialty Stores, Inc, Del.Ch. 123 A.2d 121, 124-25
(1956) (rejecting decision to use one year instead of five despite upwvard trend in earnings
during last fiscal year). A one year earnings base has only been approved in one Delav,are
appraisal case where unreliable earnings data for earlier years made such an exception
necessary. See Charlip v. Lear Siegler, Inc, Del.Ch., CA. No. 5178, Brown, C. (Nov. 27,
1984), Slip Op. at 7-8.

I'Mr. Whitman's decision to analyze SAP's earnings, rather than focus solely on
Rolling Stone as in Mr. Kobak's valuation, in my opinion, is also appropriate. The value of
SAP's stock -was based in large part upon Rolling Stone's value, but SAP's other operations
were not entirely passive, such as US magazine, and should be included in these calculations.
Moreover, the company's history arguably showed to the market (1) a need and desire to try
new enterprises in an effort to diversify earnings and (2) a modest ability to successfully do
so. Thus, the fact that Rolling Stone Press and Rolling Stone Production, had ceased
production by the date of the Merger in one sense makes their past performance irrelevant to

1997] 1227



DELAWARE JOURNAL OF CORPORATE LAW

As to the selection of the appropriate multiple, Mr. Kobak chose
to use a multiple of 14, at the high end of the median range of multiples
used in what he deemed to be comparable company transactions. The
fact that the Company continued to have a single product and that its
history of earnings was quite volatile renders it counter-intuitive that a
high middle range p/e ratio is the best estimator of fair value.

Factually, Mr. McNamee contends that Mr. Kobak's calculations
of the multiples for comparable companies were erroneous. According
to Mr. McNamee, the median range of multiples was actually 7.7-11.3,
as opposed to 9-14, resulting in an average multiple of 9.5. In light of
these contentions which appear to be correct, Mr. Kobak's choice of a
multiple of 14 is further suspect. In contrast, Mr. Whitman chose to use
multiples of 8.5 and 9.5, equal to and slightly lower than the median
based on Mr. McNamee's calculations.
[6] In my judgment Mr. Whitman's choice of multiples appears to be
more accurate and reasonable than Mr. Kobak's, given the financial
position of SAP as of the date of the Merger. Mr. Whitman pointed to
many factors, discussed above, such as SAP's predominant dependence
on a single product; the volatility of its earnings historically; its low
operating margins; and its small capital investment, which made his range
of multiples appropriate.

The third factor that caused Mr. Kobak and Mr. Whitman's
valuations to result in vastly different fair value conclusions is their
treatment of deferred subscription income. Subscription income on
receipt is unearned, yet it is in full reflected in an asset account (cash).
Deferred subscription income is recorded as a liability on a magazine
company's balance sheet, representing money received for magazine
subscriptions which has not yet been earned. The income is deferred
through the life of the subscription so that the company is not required
to recognize taxable income until the subscriptions are fulfilled and
expenses associated with filling the subscriptions are recorded. The issue
on which the experts divided is whether a yearly adjustment should be
made to SAP's income, in an amount equal to any positive or negative
net change in deferred subscription income over that period. This matter
was discussed at length at trial because it has a significant impact on the
valuation of SAP. For example, Mr. Kobak's $1,304,000 adjustment to
SAP's 1985 income to account for the increase in deferred subscription
income, from 1984 to 1985, resulted in over $18 million of value when

future values, but the need and talent of management to successfully diversify into other areas
remained. Therefore the earnings history affected by their results is not irrelevant in these
circumstances.
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capitalized using a multiple of 14. Thus, this single adjustment to 1985
earnings accounts for 20% (or $211 per share) of Mr. Kobak's estimated
fair value. Mr. Whitman contends that no adjustment for deferred
subscription income should be made.

[end - revised page - December 5, 1996]

According to Mr. Kobak, failure to adjust for increases in the
deferred subscription income account results in the understatement of
yearly earnings to be capitalized because the company has received
increased cash which it may use as it wishes before the subscriptions are
due to be fulfilled. Thus, to "normalize" earnings, Mr. Kobak proposes
an adjustment to SAP's balance sheet to reflect the $1,304,000
incremental increase in its subscriptions from 1984 to 1985, as discussed
in the example above.
[7] I cannot accept Mr. Kobak's view. Although it is true that the
advanced receipt of cash for subscriptions will result in a pool of cash
that can be invested by a going concern, there is a real liability attached
to deferred subscription income which cannot be overlooked (as Mr.
Kobak in effect does) by assuming that all increases in deferred income
should be capitalized. Second, one cannot assume as Kobak in effect
does that net change in deferred income will always be positive. Third,
assuming that SAP is deploying unearned cash in its business, such
investment should be reflected in the earnings of the company already.
In my opinion, therefore, no adjustment for the incremental increase in
deferred subscription income is required to determine the fair value of
SAP as of the Merger date. This is the position that Mr. Whitman took.

Several other issues concerning appropriate adjustments were
argued at trial and in post-trial briefs. Briefly, these issues included the
treatment of G&A expenses, legal expenses related to the acquisition of
US, a tax liability adjustment, and non-recurring costs such as a change
in Rolling Stone's printing contract. Mr. Whitman's valuation appears to
account for these costs fairly and reasonably, in accordance with general
practice despite Plaintiff's contentions to the contrary. While on any
aspect of it another

[start - revised page - December 5, 1996]

expert might reach a different result (some might not give any weight to
market under these circumstances, for example), on the whole, Mr.
Whitman's valuation appears to be an accurate and reliable opinion in all
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respects. On these issues, as well as the more significant issues discussed
in depth above, Mr. Whitman's valuation methodology will be accepted.

IV. CONCLUSION

Thus, for the foregoing reasons, I conclude that the fair value of
Plaintiff's SAP stock at the time of the merger was $131.60 per share.
In addition, Plaintiff is entitled to receive simple interest at the legal rate
of interest, calculated as the Federal Reserve discount rate on the date of
the Merger, plus 5%. 6 Del. C. §2301; see Kleinwort Benson Ltd. v.
Silgan Corp., Del.Ch., C.A. No. 11107, Chandler, V.C. (June 15, 1995).
The Federal Reserve discount rate was 7.5% on January 8, 1986,
resulting in a 12.5% legal rate of interest. Judgment to Plaintiffs shall be
calculated applying that rate of simple interest. I decline to require the
corporation to pay the expenses of Plaintiff's expert witness.

An appropriate form of final judgment shall be submitted on
notice.

[end - revised page - December 5, 1996]

HAVENS v. ATTAR

No. 15,134

Court of Chancery of the State of Delaware, New Castle

January 30, 1997

Plaintiffs alleged that three of the corporation's four directors
breached fiduciary duties, usurped corporate opportunities, and wasted
corporate assets. Three motions were filed. First, defendant directors
sought to dismiss two of plaintiffs' claims for equitable relief and dismiss
or stay the other claims pending arbitration. Second, defendants sought
a protective order staying discovery until the court ruled on the
defendants' motion to dismiss and stay. Third, plaintiffs sought a
preliminary injunction enjoining the defendant directors from purchasing
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property, increasing corporate debt, and advancing themselves expenses
to support their defense of plaintiffs' action.

The court of chancery, per Vice-Chancellor Chandler, partially
granted defendants' first motion to dismiss. Plaintiffs' request for an
order requiring defendants to provide information was dismissed for
failure to state a claim. However, defendants' motion to dismiss
plaintiffs' request for a custodian or a receiver was denied. Because
mandatory arbitration was not required, defendants' motion to dismiss
and stay remaining claims pending arbitration was denied. The court did
not decide defendants' second motion seeking a protective order staying
discovery because the second motion was mooted by the court's decision
on the first motion. Finally, the court partially granted plaintiffs'
application for a preliminary injunction on the basis that plaintiffs
demonstrated that they will likely prevail on the merits in rebutting the
presumptions of the business judgment rule, that the advancement of
litigation expenses risks irreparable harm to the corporation and its
shareholders, and that the balance of harm favors plaintiffs.

1. Judgment C= 183
Pretrial Procedure G= 624, 687

A motion to dismiss for failure to state a claim upon which relief
can be granted requires the court to accept all well-pled allegations as
true and construe all inferences in favor of nonmoving party; therefore,
a motion to dismiss will not be granted unless the court determines that
the nonmoving party is not entitled to relief under any set of facts which
could be inferred.

2. Corporations trm 315

Plaintiffs' corporate opportunity claims do not fall under the
arbitration provisions of the shareholders' agreement, which provides that
all disputes arising under or in connection with the agreement shall be
arbitrated, because although the court must examine whether the
corporation is able to pursue the opportunities and whether the
opportunities are within the corporation's line of business, and the
shareholders' agreement may be used for guidance in determining the
corporation's line of business, it does not make plaintiffs' claims arise
under or in connection with the shareholders' agreement.
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3. Corporations Ca 315

In determining whether a challenged transaction is a corporate
opportunity, a corporate opportunity does not turn on whether the
transaction falls within the purpose of the company as that term is
defined by an agreement among shareholders.

4. Corporations C 315

An opportunity is a corporate opportunity that a director may not
take for his own benefit if: (1) the corporation is financially able to
exploit the opportunity; (2) the opportunity is within the corporation's
line of business; (3) the corporation has an interest or expectancy in the
opportunity; and (4) by taking the opportunity for his own, the corporate
fiduciary will thereby be placed in a position inimicable to his duties to
the corporation.

5. Corporations - 185, 315

Directors will not be liable for transactional damages resulting from
a corporation's inability to pursue an opportunity, if the only way in
which the corporation could pursue that opportunity could be blocked by
the same directors acting in their capacity as majority shareholders
because, in that case, it cannot be said that the corporation had an interest
or expectancy in the opportunity.

6. Corporations = 185, 307

Although a director, as majority shareholder, who is able to block
the ability of a corporation to pursue an opportunity may be shielded
from liability for transactional damages, it does not follow that a director
may disregard all fiduciary duties in connection with the opportunity.

7. Corporations C= 320(8)

By alleging that defendant did not exercise business judgment, that
defendants willfully withheld information that was material and available,
and that the defendants presented information that they knew or should
have known was false or misleading, plaintiffs will withstand a 12(b)(6)
motion to dismiss.
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8. Corporations = 151, 320(4)

Although a shareholders' agreement may be a reference source that
the court may elect to examine in the future if the court determines that
reference to evidence on the subject of dividend distribution procedure is
necessary to analyze the merits of plaintiffs' claim, it does not follow that
by using the shareholders' agreement the plaintiffs' claims arise under or
in connection with the shareholders' agreement thereby subjecting those
claims to arbitration which is provided by the shareholders' agreement.

9. Declaratory Judgment 2 24

The authority to grant declaratory judgments is codified in
Delaware's declaratory judgment statute which provides that the court
shall have the power to declare rights, status, and other legal relations
whether or not further relief is or could be claimed. DEL. CODE ANN. tit.
10, § 6501 (1996).

10. Declaratory Judgment = 62, 65, 66

Declaratory judgments will not be granted merely to satisfy a
party's desire for an advisory opinion or an adjudication of hypothetical
questions.

11. Declaratory Judgment 02= 62

In order to render a declaratory judgement, there must be an actual
controversy at issue, and such a determination requires the following
four-part test: (1) it must be a controversy involving the rights or other
legal relations of the party seeking declaratory relief, (2) it must be a
controversy in which the claim of right or other legal interest is asserted
against one who has an interest in contesting the claim; (3) the
controversy must be between parties whose interests are real and adverse;
and (4) the issue involved in the controversy must be ripe for judicial
determination.

12. Declaratory Judgment 0= 62, 65

A request for a declaratory judgment will be denied where
plaintiffs allege that defendants will fail to meet their fiduciary duties in
the future and where plaintiffs allege what information defendants will
fail to provide in the future, because the issues are not ripe.
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13. Corporations ! 310(1), 621

The court may appoint a custodian when (1) the stockholder or
director deadlock scenarios set forth in section 226 occur or (2) the
managers of the corporation are guilty of fraud, gross mismanagement,
or creating such extreme circumstances that cause the imminent danger
of great loss which cannot otherwise be prevented. DEL. CODE ANN. tit.
8, § 226 (1996).

14. Corporations C! 310(1)
Pretrial Procedure C= 531

A defendants' motion to dismiss plaintiffs' claim for a custodian
will be denied where the complaint states facts that allege gross
mismanagement and extreme circumstances which, if true, would give
rise to an imminent danger of great loss and the complaint alleges that the
threat of great loss cannot be prevented by other means, because the
determination of whether the appointment of a custodian will be
necessary as the only way to prevent potential losses cannot be made
until the actual losses are determined.

15. Injunction w 138.1, 138.6, 138.15, 138.18

In order to obtain a preliminary injunction, the following three
elements must be shown by the moving party (1) that their claim has a
reasonable probability of ultimate success on the merits, (2) that they are
threatened with a reasonable probability of irreparable harm if an
injunction is not issued, and (3) that the harm that they would suffer if
the injunction were to be denied outweighs the harm that the nonmoving
party would suffer if the injunction were to be granted.

16. Corporations C= 310(1)

The decision by a board of directors to incur increased debt is
protected by the business judgment rule which establishes a presumption
that the defendant directors acted on an informed basis, in good faith and
in the honest belief that the action taken was in the best interest of the
company.
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17. Corporations a 320(11)

To rebut the presumption of the business judgment rule, plaintiffs
must demonstrate that the defendant directors breached one of their
fiduciary duties: good faith, loyalty, or due care.

18. Corporations M 320(11)

If the presumption afforded by the business judgment rule is
rebutted, the defendant directors must prove to the court that the
challenged transaction was entirely fair to the plaintiffs.

19. Corporations * 310(2)

The standard of care applicable to the fiduciary duty of care is
gross negligence.

20. Corporations

An accusation that presumably all the directors were uninformed
as to further details of a loan is insufficient to rebut the protection
afforded by the business judgment rule.

21. Corporations := 310(l)

A board's decision to accept an undertaking and to advance
expenses is left to the business judgment of the board in the absence of
a bylaw specifically providing for mandatory advancement.

22. Contracts
Corporations

C 153
C 310(1)

When mandatory advancement is contractually provided, a board
may not change the terms of mandatory advancement by later
conditioning that advancement upon a showing of financial responsibility.

23. Corporations
Injunction

2 320(11)
S-138.18

In evaluating the need for a preliminary injunction, a court will
find that plaintiffs' claim is likely to succeed on the merits where
plaintiffs have demonstrated they will be likely to rebut the presumptions
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of the business judgment rule and where defendant board, unable to
provide evidence that they considered any details of the decision they
were about to make, will be unable to show that the decision was entirely
fair.

24. Injunction = 138.1, 138.6, 138.18

Once a court finds that a plaintiff's claim is likely to succeed on
the merits, it must then determine if the plaintiff faces a threat that
irreparable injury will occur before a final hearing on the merits.

25. Injunction m 138.15

In evaluating the need for a preliminary injunction, the court must
balance the plaintiff's need for protection against any harm that can
reasonably be expected to befall the defendants if the injunction is
granted, and when the former outweighs the latter, the injunction should
issue.

26. Injunction C 138.15

When plaintiffs show that they face a significant threat of
irreparable injury in the corporation being unable to recover the full
amount of expenses advanced if defendants are found not to be entitled
to indemnification and are unable to repay the corporation for expenses
previously advanced, and when the harm defendants face is minor in
comparison to the harm threatening plaintiffs where the threat is limited
to the interest on the expenses that will accrue pending a permanent
injunction hearing, a preliminary injunction will be granted.

Stephen E. Herrmann, Esquire, of Richards, Layton & Finger,
Wilmington, Delaware, for plaintiffs.

Henry N. Herndon, Jr., Esquire, and Joseph C. Schoell, Esquire, of
Morris, James, Hitchens & Williams, Wilmington, Delaware, for
individual defendants.

CHANDLER, Vice-Chancellor

Plaintiffs allege that three of corporation's four directors have
breached fiduciary duties, usurped corporate opportunities, and wasted
corporate assets. Before the Court are three motions. First, defendant
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directors seek to dismiss two of plaintiffs' claims for equitable relief and
argue that several of plaintiffs' remaining claims should be dismissed or
stayed pending arbitration. Second, defendants seek a protective order
staying discovery until the Court rules on their motion to dismiss and
stay. Third, plaintiffs seek a preliminary injunction enjoining the
directors from purchasing property, increasing corporate debt, and
advancing themselves expenses to support their defense of plaintiffs'
action.

Defendants' first motion is partially granted. Plaintiffs' request for
an order requiring defendants to provide information to a plaintiff director
is dismissed for failure to state a claim. Defendants' motion to dismiss
plaintiffs' request for a custodian or a receiver, however, is denied.
Defendants' motion to dismiss and stay remaining claims pending
arbitration is also denied because I do not find that plaintiffs' claims are
subject to mandatory arbitration. Defendants' second motion, which
seeks a protective order staying discovery, is mooted by my decision on
their motion to dismiss and stay.

Plaintiffs' application for a preliminary injunction is also only
partially granted. Plaintiffs' first request is moot because defendants no
longer plan to purchase the property at issue. Plaintiffs' second request
is denied for failure to demonstrate a reasonable probability of success on
the merits of their claim that defendants breached their duty of care when
they approved an increase in corporate debt. Plaintiffs' third request is
granted because I find that plaintiffs have demonstrated that they will
likely prevail on the merits, that the advancement of litigation expenses
risks irreparable harm to the corporation and its shareholders, and that the
balance of harms favors plaintiffs.

I. BACKGROUND

A. The Parties

Plaintiffs, Warren Havens, Gayle Havens and the estate of their late
father, Andrew Havens, together own twenty-eight percent of the
outstanding stock of Highland Cellular, Inc. ("HCI"), a Delaware
corporation doing business in the cellular communications industry. HCI
is the successor in interest of Havens, Attar & Sims, a partnership formed
in 1988. Warren Havens served as a director on HCI's Board from 1991
to 1996 at which time he was replaced by his sister, Gayle Havens.
Defendants Faramarz Attar, Thomas Attar, and Carrie Turner are the
other members of HCI's Board. Faramarz Attar is HCI's President,
Chairman, Chief Executive Officer, and Treasurer and owns seventy-two
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percent of HCI's stock. Thomas Attar is HCI's Vice President. Carrie
Turner is an assistant secretary at HCI.

B. The Shareholders' Agreement

The April 22, 1991, Shareholders' Agreement, establishesthe rights
of shareholders and addresses such topics as the transfer and voting of
shares and the distribution of dividends. Several sections of the
Shareholders' Agreement are relevant to the pending motions.

Distribution of excess profits to the shareholders is addressed by
Article II of the Shareholders' Agreement which provides:

1. Amounts required to cover Shareholder taxes. The
Company and the Shareholders agree that, to the extent not
prohibited by the Company's lending arrangements,
following the close of each fiscal year the Company shall
use its best efforts (including the calling and holding of
directors' meetings and Shareholders' meetings, to the extent
necessary or appropriate) to distribute to each Shareholder,
out of funds legally available therefor, an amount of cash
equal to (i) such Shareholder's taxable income, if any,
attributable to the Company, as reflected on each
Shareholder's respective Federal Form K-i, (ii) multiplied
by the maximum effective federal income tax rate applicable
to individuals for such year (currently 33%). If such funds
are insufficient for the full distribution contemplated herein,
a partial distribution to the extent of legally available funds
shall be made ratably in accordance with Share ownership.

2. Amounts which may be reasonably distributed.
The Company and the Shareholders agree that, to the extent
not prohibited by the Company's lending arrangements,
following the close of each fiscal year the Company shall
distribute all excess profits above those amounts reasonably
required to be retained to accomplish the Company's
purpose as set forth in this Agreement.

Plaintiffs' combined ownership of twenty-eight percent of HCI's
stock allows them to elect only one of HCI's four directors but
effectively provides them with the ability to veto any decision requiring
approval by the shareholders under the supermajority provisions of
Article II.
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