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Second, the Court will not appoint a third trustee. The Court does
not feel it should act to break a deadlock, the possibility of which is permitted by the agreement. There is no overriding reason why the Court
should inject its judgment in the matter. The trust provides for action by
a majority of the trustees and, if there is a vacancy for any reason, the
trust would thus require the concurring vote of both trustees. That is
the contract. Compare Ringling Bros.-Barnum & Bailey Combined Shows
Inc. v. Ringling, supra, 53 A.2d at 446.
Three, the stock of Fixman and the 250,000 shares transferred to his
wife should be transferred to the trustees. Since it would have other consequences and since the key items are voting and sale only, I do not find
it necessary to set aside the transfer from Fixman to his wife. But I find
that, since she is his agent and a party to the suit, she must transfer to the
trustees the 250,000 shares she has received. This is in accordance with
the trust agreement and her shares shall be voted and sold only in accordance with the trust agreement. I recognize that there may be some difficulties as to the actual physical (as distinguished from constructive)
transfer of some shares and I leave that problem to counsel for the moment.
Fourth, if there is any other form of relief which will facilitate compliance with the conclusions expressed in this opinion, and particularly in
relation to an upcoming shareholder meeting, suggestions can be made in a
proposed order.
Fifth, Rosenblum is entitled to indemnification.

HEITNER v. THE GREYHOUND CORP.,

ET AL.

No. 4514
Court of Chancery of the State of Delaware, Sussex
May 12, 1975
This is a stockholder's derivative suit brought against and for the
benefit of the Greyhound Corp., a Delaware corporation, as well as against
various non-resident officers and directors of Greyhound. Plaintiff, Heitner,
is a non-resident. The cause of action arose in another jurisdiction. The
action was commenced by sequestering Greyhound stock owned by the
individual defendants although the stock certificates themselves were not
subject to actual seizure. Both defendants have moved to quash and vacate
the sequestration order and thus dismiss the Complaint against them on
various constitutional grounds. The court held that the sequestration order
did not deprive Greyhound of property without due process of law by
exposing it to liability under the U.C.C. for failure to register stock trans-
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ferred in violation of a sequestration order, and that no public policy in
favor of negotiability of stock could support defendant's motion in the face
of equally strong public policy setting the situs of stock of Delaware corporation within Delaware, any provisions of the U.C.C. notwithstanding.
He further held that the sequestration of non-residents' stock holdings in
a Delaware corporation in an action brought by non-resident on a cause of
action arising outside the state did not deprive defendants of their stock
without due process of law even though any appearance by defendants
would confer in personam jurisdiction.
Motion Denied.
1.

Sequestration 0

6

The primary purpose of "sequestration" is not to secure possession of
property pending a trial between resident debtors and creditors on the
issue of who has the right to retain it. Rather, "sequestration" is a process
used to compel the personal appearance of a non-resident defendant to
answer and defend a suit brought against him in a court of equity. 10
DEL. C. § 366.
2.

Sequestration C=- 10, 11

The situs of stock of a Delaware corporation is in Delaware and nothing in the U.C.C. as enacted by Delaware operates to the contrary. Hence,
the actual location of the stock certificates has no bearing upon the applicability of the sequestration. 2 DEL. C. § 169, 8 DEL. C. § 366, 5A DEL.

C. §8-317.

3.

Constitutional Law C-,
Sequestration
C---

312
11

It is constitutionally proper for Delaware to provide that the situs of
capital stock of its corporation is in the home state. Consequently, it cannot be concluded that the sequestration of defendant's stock and stock interests is invalid simply because the stock certificates themselves may be
beyond the Court's jurisdiction. 10 DEL. C. § 366.
4.

Constitutional Law C-Sequestration
0

278(1),312
11

Under the facts of this case, the Delaware sequestration procedure
meets the requirements set forth in Fuentes and Mitchell for justifying
post-seizure hearings in that there is (1) a sufficient state interest, (2) a
need for prompt action, and (3) sufficiently strident judicial control.
Consequently, there is no basis for holding a Delaware Statute unconstitutional in that it provides for no pre-seizure hearing on the merits. 10
DEL. C. § 366.
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An action commenced by sequestration is initially against the property
of the non-resident so as to induce his appearance, and at that point is
quasi-in-rem at best. If the non-resident is thereafter personally served or
enters a general appearance, the action also partakes of an in personani
character. There is nothing unconstitutional about such a proceeding.
6.

Sequestration 0=- 8, 15

The Del. U.C.C. clearly provides that a proper sequestration of corporation stock having its situs in Delaware, shall not be rendered invalid
by any rights otherwise granted to owners or transferees of corporation
stock by other provisions of the Code. 10 DEL. C. § 366; 8 DEL. C. 169;
5A DEL. C. § 8-317.
7.

Corporations C-

149

Sequestration C

15

Where one makes a bona fide acquisition of stock from an owner who
has been enjoined from transferring it, without knowledge of such restraint, and consequently where the stock itself was never before the court,
his title is not necessarily defeated because of the existencce of the in
personam order against his transferor. However, the result is not the
same if the action is a quasi-in-rem proceeding to seize the stock itself.
8.

Sequestration 0-

15

Our sequestration practice attempts to minimize the burden placed on
one whose stock has been sequestered by giving him the right to control
the investment of his seized property pending his appearance. Thus, the
defendants are free to transfer their stock, and Greyhound is free to register
the transfer provided it is done through the sequestrator and the price
received is not less than its market value.
9.

Corporations <)=-

130

If court process issued subsequent to a presentation for registration
will protect an issuer from failure to register the transfer, then a sequestration order issued prior to such presentment is no less protective. 5A
DEL. C. § 8-401(1) (c) ; 5A DEL. § 8-403(2) (a).
BROWN,

Vice Chancellor.

This is a stockholders derivative suit brought against and for the
benefit of The Greyhound Corporation, a Delaware corporation, as well
as against various nonresident officers and directors of Greyhound. The
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individual defendants have moved specially to quash and vacate the sequestration order which seeks to compel their appearance in this Court and to
thus dismiss the complaint against them. Greyhound has also moved to
dismiss. I shall deal with their motions separately.
Because the plaintiff is also a nonresident and because the claims on
which the complaint is premised allegedly involve wrongs to the corporation occurring outside this State, the individual defendants charge that
the attempt to obtain personal jurisdiction over them through the Delaware
sequestration statute constitutes an unconstitutional violation of due process.
Defendants rest their position on three primary legal approaches, and, to
a degree, the arguments tend to overlap each other. Because of this I feel
it only fair to set forth what I perceive each separate thrust to be, with the
expectation that if I have unfairly construed any one of them counsel -%ill
promply advise.
The defendants concede that the sequestration statute, 10 DEL. C.
§ 366, has been upheld against constitutional attack by the recent decision
of this Court in Gordon v. Michel, Del. Ch., 297 A.2d 420 (1972), and
by our federal District Court in U.S. Industries, Inc. v. Gregg, D. Del.,
348 F. Supp. 1004 (1972), and 58 F.R.D. 469 (1973). They suggest,
however, that their particular arguments were not considered in Gordon
and Gregg decisions misconstrue the operation of the sequestration statute
and therefore should not be followed.
Pervading all of their arguments is the assumption that if the use
of the sequestration process is upheld against them under the circumstances
of this case, it would permit a nonresident plaintiff to compel the personal
appearance-of nonresident defendants in a Delaware court, (under the
threat of a forfeiture of their property if they did not), by means of a prehearing seizure of property located outside this State based on a complaint which alleges wrongs also occurring outside of this State. This, the
defendants say, can in no way be sanctioned as a proper use of service of
process in light of the decisions of the United States Supreme Court in
Sniadach v. Family Finance Corp., 395 U.S. 337, 23 L. Ed. 2d 349, 89
S. Ct. 1820 (1969), Fuentes v. Shevin, 407 U.S. 67, 32 L. Ed. 2d 556, 92
S. Ct. 1983 (1972), Mitchell v. W. T. Grant Co., 416 U.S. 600, 40 L. Ed.

2d 406, 94 S. Ct. 1895 (1974), and their various precedential stepchildren.
While the picture of the situation as painted by the defendants may evoke
an initial wave of sympathy, I feel for reasons expressed hereafter that not
all of the elements assumed by them are legally correct.
Also, in view of the recent wealth of judicial decision that has emerged
from the swirling and infectious dust of Sniadach and Fuentes, I feel it
appropriate to note a few distinctions at the outset. In the main those
cases and their descendants dealt with suits between creditors and debtors
wherein the ability of the plaintiff to obtain jurisdiction over the defendant
was not in issue. In addition, while the terms "attachment' and "sequestration" stand for generally recognized legal concepts, their precise operational meaning in a given case may well depend on the purpose for which
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they are authorized by local statute or court rule. Compare, for instance,
Mitchell v. W.T. Grant Co., supra, where in Louisiana "sequestration" was
the process used for the prehearing seizure of specific property in which
both the resident plaintiff and defendant claimed an ownership interest.
[1] The primary purpose of "sequestration" as authorized by 10 DEL.
C. § 366 is not to secure possession of property pending a trial between
resident debtors and creditors on the issue of who has the right to retain it.
On the contrary, as here employed, "sequestration" is a process used to
compel the personal appearance of a nonresident defendant to answer and
defend a suit brought against him in a court of equity. Sands v. Lefcourt
Realty Corp., Del. Supr., 117 A.2d 365 (1955). It is accomplished by the
appointment of a sequestrator by this Court to seize and hold property
of the nonresident located in this State subject to further Court order.
If the defendant enters a general appearance, the sequestered property is
routinely released, unless the plaintiff makes special application to continue
its seizure, in which event the plaintiff has the burden of proof and persuasion. 10 DEL. C. § 366; Rule 4(db); and see Gordon v. Michel, supra,
footnote 1.
Here, what has been sequestered is stock held by the individual
defendants in Greyhound, a Delaware corporation. Its purpose is to induce such officers and directors to appear and defend the suit brought
against them for the benefit of the corporation. The complaint alleges
wrongs to the corporation for which the plaintiff wants them held accountable. The ultimate relief sought is unliquidated damages to the corporation which the plaintiff has the burden to establish. Plaintiff does not want
to hold their refrigerators or automobiles pending a hearing; he does not
even want to hold their stock at this point. He simply wants it held by
an officer appointed by the Court so as to entice them to appear, subject
to the condition that if they refuse to appear, and if the Court should thereafter be convinced from the proof that they owe damages to the corporation, so much of their sequestered stock as necessary may be sold to satisfy
the obligation. With this recitation as to the function of "sequestration"
as applied to this case, I turn now to what I understand to be the arguments of the individual defendants.
I.
[2] First the defendants argue that their Greyhound stock cannot be
validly seized by the sequestration order since it is not property actually
located in Delaware. They claim that of the 52 jurisdictions that have
adopted the Uniform Commercial Code, all but Delaware provide that no
attachment of any security or share is valid until the security is actually
seized. While acknowledging that 8 DEr. C. § 169 provides that the "situs
of the ownership" of all capital stock of a Delaware corporation is regarded
as being in this State for purposes of "title, action, attachment, garnishment and jurisdiction of all courts held in this State," they argue that this
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is a pure fiction. They say that Delaware has no "control" over the property seized, i.e., the stock certificates, as required by the venerable decision
of Pennoyer v. Neff, 95 U.S. 714, 24 L. Ed. 565 (1878), but rather it only
has control over the corporation that issued the stock. They say that control of the corporation gives no control over the transfer of its shares by
shareholders such as the individual defendants. They point out that this
was expressly recognized by this Court in Haas v. Haas, Del. Ch., 119
A-2d 358 (1955). Finally, they theorize, since Delaware's Uniform Commercial Code recognizes that a bona fide purchaser without notice acquires
a clear title to stock upon delivery of the certificate, as did Haas v. Haas
under the previous Uniform Stock Transfer Act, there can be no valid
seizure of corporate stock unless the certificates themselves are within this
Court's jurisdiction.
The Haas case, on which defendants place great reliance, involved a
suit by a wife against both her husband and General Motors Corporation
to compel shares of stock then registered in the husband's name as a result
of his fraudulent actions to be reregistered in the joint names of the husband and wife. Prior to this suit the husband had pledged the stock to a
Florida bank as collateral for a loan on which he became in default. The
court issued a restraining order against the husband and General Motors
but, as it noted, it "did not then obtain actual control of the certificates."
119 A.2d 360. Subsequent to the restraining order the husband directed
the bank to sell the stock so as to pay off the loan, which the bank proceeded to do without knowledge of the Delaware Court proceedings which
enjoined his right to transfer. General Motors refused to make the transfer
because of the restraining order and the bank intervened as a defendant.
Plaintiff sought to dismiss its petition for failure to state a claim, but this
motion was denied by the Chancellor. He reasoned under the Uniform
Stock Transfer Act (which was then in force) that where a transfer is
made by a delivery of certificates and stock powers which are regular on
their face, a purchaser without knowledge becomes a bona fide holder for
value, and such status is not lost even though an action is pending and a
restraining order against the transfer is outstanding. Thus he held that a
claim had been stated.
From this the defendant would magically transform statutory rights
which protect a bona fide purchaser for value under certain circumstances
into the legal principle that the situs of the ownership interests in a Delaware corporation follow and depend upon the location of the stock certificate despite the language of 8 DEL. C. § 169 to the contrary. I do not
agree with this rationalization.
In adopting the Uniform Commercial Code, Delaware intentionally
omitted the recommended language of the act which would have mandated the conclusion sought by the defendants. In addition, it was specifically provided that nothing in the Code should in any vray affect the
provisions of 8 DEL. C. § 169 and 10 DEL. C. § 366, among others. See
5A DEL. C. § 8-317 and the comment thereto. This does not seem to be
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unreasonable. A shareholder owns a proportionate interest in his corporation which is represented by a stock certificate as well as being reflected
on the corporate stock ledger.
Sequestration seeks to seize his ownership interest in the corporation,
not merely his documentary indicia of ownership. Thus the fact that a
shareholder has the right to transfer his ownership interest in the corporation to another by endorsement and delivery of the certificate offers no
foundation for the proposition that the property interest represented by it
departs this Sfate's jurisdiction when the certificate crosses the border.
Under this theory, a judgment debtor could avoid attachment of his auto,
for instance, by simply mailing his title across the state line. Likewise, I
presume, a stockholder who lost his certificate could not have his stock
interest attached by any court, any where in the event he chose not to
seek a new one.
[3] Even in Haas it was noted that "for certain purposes such property [stock] has its situs in Delaware and the Uniform Stock Transfer
Act does not alter this conclusion." 119 A.2d 362. See also U.S. Industries, Inc. v. Gregg at 348 F. Supp. 1020, where it was observed that it is
constitutionally proper for a state to provide "as Delaware has done," that
the situs of the capital stock of its corporations is in the home state.
I cannot conclude that the sequestration of defendants' stock and stock
interests is invalid here simply because the stock certificates themselves
may be beyond the Court's jurisdiction.

II.
Secondly, defendants contend that sequestration is unconstitutional
since it allows a seizure of their property without notice and with no provision whatever for a hearing as to the propriety of the seizure. While
conceding for the purpose of this theory that Gordon v. Michel, supra, is
at present dispositive of the need for notice and a hearing prior to the
seizure of their stock, they argue that Mitchell v. W.T. Grant Co., supra,
mandates that this is permissible only if the defendant has available to him
the means for a prompt and meaningful post-seizure hearing. They point
out that under 10 DEL. C. § 366 a nonresident defendant whose property
has been sequestered cannot obtain a post-seizure hearing unless he first
submits to in personat jurisdiction, and then the hearing to which he
becomes entitled goes to the merits of the plaintiff's claim and his right to
recover a personal judgment against him rather than to the justification
for the sequestration in the first instance. They suggest that this amounts
to no hearing at all on the seizure issue.
The short answer to this is that the authorities upon which defendants
rely require a prompt hearing to determine whether or not the attachment
was proper or if it should be dissolved and the property returned. Under
10 DEL. C. § 366 the general appearance of the non-resident in the action
authorizes him to petition for the immediate release of his property, and
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a hearing becomes necessary only if the plaintiff opposes this release in
an effort to establish some assurance of payment for the judgment he
hopes to recover. Thus, under Delaware sequestration, the property can
be released from the attachment or a hearing initiated, if necessary, just
as soon as the defendant chooses to appear. Assuming arguendo that it
is proper to compel his appearance in this manner, then the promptness
with which the sequestration is terminated or a hearing convened lies, in
the first instance, in the hands of the defendant Consequently, I cannot
conceive that the failure of either the statute or the Court rules to specifically require a hearing after the seizure is fatal under the rationale of
Mitchell. (Defendants contend that it is not proper to compel their personal appearance in this way even if they do have attachable property interests in Delaware, but a discussion of this aspect of their motion is best
suited for another segment hereof.)
[4] Defendants further argue that under Fuentes and Mitchell three
elements are necessary to constitutionally justify the omission of a preseizure hearing, regardless of its purpose. They suggest that these three
elements are (1) a legitimate state interest, (2) a need for prompt action
and (3) strict control by the state over the monopoly of is legitimate force.
Their argument on the need for prompt action is bottomed on their assumption that stock ownership interests are not attachable where the stock certificates themselves are beyond the reach of the Court's jurisdiction.
Since this theory has been rejected, there is no need to deal with it
further here.
The argument as to a legitimate state interest also relies to a degree
on this non-reachable property theory, and likewise loses this measure of
its force. In addition, defendants urge that there can be no legitimate state
interest such as sanctioned in Gordon v. Michel where the plaintiff is also
a nonresident and where the cause of action arose outside the state. In
Gordon it was held that the "interest of a state in aiding its citizcns in
prosecuting claims against nonresident defendants with property in the
state has long been recognized." 297 A.2d 422. (Emphasis added.) But,
defendants argue, this protective justification does not hold true where the
plaintiff is not a citizen of the state.
In this approach, however, it seems to me that the defendants unfairly characterize the suit as an attempt by one nonresident to use the
Delaware courts and sequestration process to recover a damage claim
against other nonresidents. If this was all there was to it, their objection
might be more persuasive. What this characterization overlooks, however,
is that this is a derivative action brought to redress wrongs allegedly committed on a corporation which is a creature existing in, under and by
virtue of Delaware and its corporate laws. A rectification of any such
wrongs and an appropriate recovery would benefit all stockholders of this
Delaware entity, not just the plaintiff stockholder. As stated in Gordon v.
Michel at 297 A2d 422:
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"There is, indeed, a particular valid governmental interest in compelling appearance in a derivative suit in this jurisdiction because the
corporation is organized here, an action can always be brought here
for its benefit and the regulation of its internal affairs is governed by
Delaware law. Speaking generally, a director or officer defendant
should be obliged to respond in this jurisdiction which is in a unique
position to make an authoritative determination of 'housekeeping'
issues and to grant complete relief."
This being true, why should the interest of Delaware in the management and proper operation of its corporate entities be any less simply
because the derivative suit is initiated by a nonresident stockholder as
opposed to a resident stockholder? Or because the acts and decisions of
management which are complained of actually took place in Illinois rather
than in New Castle County? In view of the derivative nature of the suit, I
do not feel that the fact that the plaintiff-stockholder here is a nonresident
and that the alleged wrongs occurred in another jurisdiction distinguish
this situation from Gordon v. Michel so as to hold the prehearing sequestration unconstitutional under the authorities cited.
As to the element of strict control by the state over its attachment
processes, defendants point out that Mitchell v. W.T. Grant Co. was
decided after Gordon v. Michel, and that consequently this Court has riot
considered Mitchell's requirement that there be provision for review by a
judge or other state official of sufficient authority to determine if a summary seizure without notice is appropriate before such a prehearing
attachment can validly issue. They insist that the Delaware sequestration
process cannot pass this test. Their reasoning runs as follows.
The sequestration statute contains no provision for review by this
Court as to the necessity for its use. By case precedent it is established
that a plaintiff is entitled to sequestration as a matter of right as long as
his application meets procedural formalities. If the application is formally
sound, this Court has no discretion to deny this right. Breech v. Hughes
Tool Co., Del. Supr., 189 A.2d 428 (1963). Nor does the Court have the
power to first consider the merits of the claim as a condition to authorizing
sequestration. Trans World Airlines, Inc. v. Hughes, Del. Ch., 185 A.2d
762 (1962), aff'd sub nom. Breech v. Hughes Tool Co., supra. Thus, it is
argued, this Court has no power to prevent the summary use of its sequestration process by an individual and consequently the Delaware procedure
lacks the element of judicial control found necessary in Mitchell to support
a prehearing seizure without notice.
Again, however, I feel that the purpose of Delaware sequestration
must be distinguished from an attachment process which enables a plaintiff
to seize property held by another pending a trial on the issue of who has
the right to keep it. In this latter case, as indicated by Mitchell, there is a
need to have a proper authority review the application to evaluate whether
there is probable merit to the claim as well as a danger that the property
will be removed or dissipated if notice is first given. These same considera-
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tions are present in applications for immediate injunctive relief without
notice. A procedure which leaves this determination to the interested
plaintiff cannot pass constitutional muster as the recent trend of decision illustrates.
Here, however, the purpose is to compel the apperance of a nonresident who has property within this State. In order to establish the
necessity for service by sequestration, there must be a showing that the
defendant is a nonresident. In order to establish the right to proceed in
this manner, it must also be shown that the nonresident defendant owns
property in this State that can be reached by sequestration. This determination is not left to the plaintiff. On the contrary Rule 4(db) of this Court
augments § 366 by providing that "[n] o order shall be entered under 10
DEL. C. § 366" unless the nonresidency of the defendant appears in the
complaint and unless the complaint is accompanied by the affidavit of the
plaintiff "or other credible person" showing each defendant's last known
address and also describing the property sought to be sequestered, giving
its estimated value, identifying the nature of the defendant's title or interest, and disclosing the source of the affiant's information. If any of the
foregoing are omitted, a reason must be given therefor. Thus both our
Court rule and practice do provide for advance judicial review to determine that there is a factual basis for the service of process in this manner.
The dual legal basis for its issuance, if the verified facts support it, is nonresidency plus ownership of property within the state. Being a jurisdictional tool only, its usage is not dependent upon the merits of the complaint
as was true in Fuentes and Mitchell. The attachment powers of the state
are not set in motion at the whim of the litigant. They are activated only
by an order of this Court after it is satisfied that the plaintiff has demonstrated his right to invoke the sequestration statute so as to obtain jurisdiction over the nonresident defendant in an effort to get the merits of his
case before the Court. The Breech case, as I construe it, holds that the
Court has no discretion to deny this statutory right to process once it is
satisfied that a plaintiff has shown factors justifying he need to use it.
In effect, this seems consistent with the instruction of Mitchell.
I find no basis for holding that 10 DErL. C. § 366 is unconstitutional
in that it fails to provide for strict control by the state in the use of its
legitimate forces.

III.
Finally, the individual defendants attack § 366 on the theory that it is
not truly an in rent proceeding, as held in U.S. Industries, Inc. v. Gregg,

supra. While recognizing that a state can obtain jurisdiction over nonresidents by an in rem attachment of their property within the state,
Pennoyer v. Neff, supra, they argue that in such a case jurisdiction can
only be acquired to the extent of the value of the property attached. They

say that Delaware's sequestration statute dearly violates this since a nonresident, in order to secure the release of his property, must enter a general
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in personam appearance which thus exposes' him to unlimited personal
liability which may well exceed the value of the property attached. Thus,
they contentd, such a nonresident defendant is left with two choices once
a sequestration order is issued. He can refuse to appear and run the risk
of having his property sold to answer for any damages found due from
him in his absence, or, he can submit to personal jurisdiction which the
Court could not otherwise acquire and thereby expose himself to potential
personal liability without limit.
To illustrate their point, they argue that in a true in rem proceeding
a defendant has a right to appear for the sole purpose of defending the
property attached, but that under Delaware's sequestration procedure he
is not permitted to do so. They argue that a person has a fundamental due
process right to remain immune from personal jurisdiction in a state with
which he has no substantial relationship, International Shoe Co. v. Washington, 326 U.S. 310, 90 L. Ed. 2d 95, 66 S. Ct. 154 (1945), and that due
process further dictates that a waiver of this right is valid only if it results from voluntary action, Hanson v. Denckla, 357 U.S. 235, 2 L. Ed.
1283, 78 S. Ct. 1228 (1958). Thus, they conclude, if a nonresident is
compelled to submit generally to the jurisdiction of a court that otherwise
would have none over him, in order to defend his property held by that
court, there can be no voluntary waiver of this due process right,
However, I see no compelling reason to deviate from the conclusions
of Judge Stapleton in U.S. Industries, Inc. v. Gregg, before whom these
same arguments were apparently advanced. At 348 F. Supp. 1020 he noted
as follows:
"The state of a corporation's domicile may constitutionally provide, as Delaware has done, that the situs of its capital stock is in its
home state. Thus, where stock of a domestic corporation is brought
before the court, this provides a sufficient basis for the exercise of its
quasi in rem jurisdiction even though the defendant may be a nonresident who has had no prior contacts with the forum state.
Gregg attempts to distinguish the relevant authorities by saying that this is not in reality a quasi in rem action. He correctly points
out that the avowed purpose of Delaware's sequestration statute is to
compel a general appearance and thereby produce a basis for in personam jurisdiction. While the statute is concededly designed to produce this result, it does not follow that the action is not one governed
by the rules applicable to quasi in ren jurisdiction. Unless and until
the nonresident defendant elects to enter a general appearance, the
power of the court is limited to the application of the property before
the court to the plaintiff's claim."
[5] In short, the action as commenced is one against the property of
the nonresident so as to induce his appearance, and at that point it is quasi
in rem at best. If the nonresident is thereafter personally served or enters
a general appearance, the action "also parfakes of an in personam character." 6 Am. JUR. 2d 571, Attachment & Garnishment § 14. To the same
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effect: Ownbey v. Morgan, 256 U.S. 94, 65 L. Ed. 837, 41 S. Ct. 433
(1921); Nelson v. McCormick, Mich. Supr., 54 N.W.2d 694 (1952);
Sherwood v. Porter,Ida. Supr., 76 P.2d 928 (1938).
Moreover, the defendants' argument that sequestration is unconstitutional because it compels them to submit to possible personal liability in
excess of the value of the property seized seems to necessarily acknowledge
that it is constitutional to compel their appearance through attachment to
the extent of that property value. Compare Pennoyer v. Neff, mpra. Thus
it appears that their argument goes more to the effect of any judgment
that the plaintiff might recover that it does to his right to compel their
personal appearance by sequestration process. It seems to be an argument
that it is unconstitutional to compel a nonresident to appear at all where
there is a possibility that the plaintiff is seeking to recover an amount in
excess of that which the law will allow even though he may be entitled to
recover some lesser amount. I do not feel that this constitutes a valid constitutional attack in view of the long established authorities approving Delaware's jurisdictional attachment processes.
I thus find no basis in the arguments of the individual defendants to
vacate the sequestration order and to dismiss the complaint against them.
IV.
The final item for consideration is the separate motion of the defendant Greyhound to either quash or modify the sequestration order. This
motion stems from the language of the order which authorizes the sequestrator to demand that Greyhound make appropriate entries on its books
to show that the securities owned by the individual defendants are being
held by the sequestrator and that Greyhound further "do all acts necessary
to hold and preserve these securities." The notice given Greyhound by the
sequestrator pursuant to the order also directs the corporation "not to
transfer or permit to be transferred any of said shares of stock" unless
authorized by the sequestration order or subsequent order of the Court.
Greyhound points to the fact that the stock interests sequestered here
are represented by negotiable securities, that both the certificates and their
owners are outside Delaware, and that there is no order prohibiting the
individual defendants from selling or transferring their shares to a purchaser who has no knowledge of these proceedings. Thus it suggests that
the individual defendants are free to sell or transfer their stock certificates
and retain the proceeds. Greyhound further points out that under the
Uniform Commercial Code adopted by Delaware, securities are negotiable
instruments, 5A DEL. C. § 8-301, title passes upon the delivery of the
certificate, 5A DEL. C. § 8-102, and a bona fide purchaser acquires it "free
of any adverse claim," 5A DEL. C. § 8-105.
Greyhound also relies on the construction given to similar provisions of the Uniform Stock Transfer Act by Chancellor Seitz in Haas
v. Haas, supra,wherein he held that even though Delaware had jurisdiction
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to determine ownership of stock under the statute placing its situs in Delaware for certain purposes, it must do so "with a recognition of rights created
by virtue of our Uniform Stock Transfer Act." 119 A.2d 362. The Chancellor further stated as follows at this same reference:
"The statute giving this Court jurisdiction of such matters simply
establishes the mechanics of service upon non-residents . . . and does
not purport to freeze rights with respect to the ownership of property
which may be brought within its ambit, particularly where 'negotiable'
indicia of ownership are outstanding."
Thus, Greyhound's argument continues, since a bona fide purchaser of
stock certificates takes free of adverse claims, he is entitled to insist that
the issuer register the transfer of shares sold to him whether or not the
transfer was rightful. 5A DEL. C. § 8-401 (1) (e). If the issuer refuses
to do so or improperly delays, it becomes liable for any loss resulting to
the purchaser. 5A DEL. C. § 8-401(2). Consequently Greyhound asserts
that the sequestration order which prohibits it from transferring any stock
now owned by the individual defendants clearly exposes it to liability at
the suit of a bona fide purchaser, transferee or pledgee of the individual defendants who would have a right under Delaware law to have it transferred.
As additional injury, it suggests that if it is to be bound by the sequestration order the commercial world will soon become aware that despite
Delaware's adoption of the Uniform Commercial Code, stocks of Greyhound purchased on a national exchange may not be transferable because
of undisclosed liens. This, it says, will cast a shadow over the tradeability of its listed stock and thus the derivative action ostensibly brought
for its benefit will actually cause it immeasurable injury.
Because it contends that in either event it will suffer a deprivation of
its property without due process, it asks that the sequestration order either
be vacated or else modified so as to exclude negotiable securities from
its operation.
Greyhound urges that as a matter of policy its motion should be granted
in order to show that Delaware favors the free and open transfer of stock
as opposed to the confusion and loss that could flow from purchases of
stock without knowledge of court-imposed attachment restrictions on their
transfer. I think, however, that the General Assembly spoke to this policy
issue when it enacted the modified version of the Uniform Commercial
Code in this State. 5A DEL. C. § 8-317 reads in pertinent part as follows:
"§ 8-317. Effect on attachment and sequestration laws; attachment

or levy upon security
(1) Nothing contained in this title shall repeal, amend or
in any way effect the provisions of sections 169 and
324, title 8, or sections 365 and 366, and chapter 35,
title 10; and to the extent that any provision of this
title is inconsistent with such sections, sections 169
and 324, title 8, and 365 and 366 and chapter 35,
title 10, shall be controlling."
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[6] Thus by its terms the Delaware Uniform Commercial Code clearly
provides that a proper sequestration, pursuant to 10 DEL. C. § 366, of
corporate stock having its situs in Delaware, pursuant to 8 DEL. C. § 169,
shall not be rendered invalid by any rights othervise granted to owners
or transferees of corporate stock by other provisions of the Code. In view
of this I fail to see how it is within my power to declare as a matter
of policy that sequestration is invalid as to securities having their situs in
Delaware merely because they are made negotiable upon delivery by other
portions of the Code. The intent of the statute would seem to accord some
measure of protection to Greyhound if it should refuse to register a transfer
because it is complying with the sequestration order and thus 5A DEL. C.
§ 8-317.
[7] Two other factors should be noted. First, although Haas holds
that the status of a bona fide holder for value is not necessarily lost because
an action is pending concerning the ownership of stock or a restraining
order against its transfer is outstanding, it must be kept in mind that that
that case involved a suit against the issuer and the record owner to compel
a reregistration plus a restraining order against transfer pending a hearing. It did not involve an attachment of the stock by a court-appointed
sequestrator. Obviously then, Haas arose from a violation of a restraint
imposed on the defendants and thus involved no attempt by the Court
to exercise control over either the stock certificates or the stock itself because
of its situs. No doubt this same result would hold true under the Uniform
Commercial Code in a similar factual setting. At the same time, I do not
feel that Haas requires a reading of any more than what it says, namely,
that where one makes a bona fide acquisition of stock from an ovner who
has been enjoined from transfering it, without knowledge of such restraint,
and consequently where the stock itself was never before the court, his
title is not necessarily defeated because of the existence of the in personam
order against his transferor. I see no reason to read it as holding the same
result to apply where the action is a quasi in rem proceeding to seize the
stock itself, especially in light of the aforesaid legislative mandate.
[8] Secondly, as pointed out in Trans World Airlincs, Inc. v. Hughes
Tool Company, Del. Ch., 187 A.2d 350 (1962), our sequestration practice
attempts to minimize the burden placed on one whose stock has been sequestered by giving him the right to control the investment of his seized property pending his appearance. The order does so here by alloving the
individual defendants to authorize the transfer and sale of the stock at
any time on the condition that the proceeds be deposited with the sequestrator subject to investment and reinvestment by him on such terms and
conditions as directed by the defendants. Thus the defendants are free to
transfer their stock, and Greyhound is free to register the transfer provided
it is done through the sequistrator and the price received is not less than
its market value. Also, this Court can permit and consider an application
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for release from sequestration made by one other than the record owner
who claims a prior or superior right to ownership.
[9] In addition, as plaintiff points out, an issuer is only under a duty
to register a transfer of securities if, among other things, it has no duty
to inquire into adverse claims to them. 5A DEL. C. § 8-401(1) (c). If it
has notice of an adverse claim (as certainly the notice from the sequestrator
would provide), it must notify the adverse claimant that it will register
the transfer within 30 days unless "an appropriate restraining order, injunction or other process issues from a court of competent jurisdiction."
5A DEL. C. § 8-403 (2) (a). Presumably if such process does issue, the
issuer cannot be held liable thereafter for refusing to register the transfer.
If court process issued subsequent to a presentation for registration will
protect an issuer from liability for failing to do so, I see no reason why
process issued prior to such a request would be any less protective.
For these reasons, I feel that Greyhound's fear of liability and loss
are more fanciful than real, and similarly I am not convinced that the
sequestration order deprives it of property without due process of law.
V.
For the reasons set forth herein, the motions of both the individual
defendants and the defendant Greyhound to quash and vacate the order of
sequestration and, in the case of the individual defendants, to dismiss the
complaint as to them, are hereby denied.
It Is So Ordered.

BARRY v. FULL MOLD PROCESS, INC.
No. 4740
Court of Chancery of the State of Delaware, New Castle
June 16, 1975
Suit, for preliminary injunction, appointment of a provisional director,
or appointment of a custodian predicated upon alleged misappropriation of
corporate funds. The Court held that separate acts complained of, including
excessive salaries, compensation for foreign travel, unauthorized establishment of a pension fund, recreation expenses, and corporate mismanagement
and abuse of fiduciary duty as corporate officers did not constitute such
fraud or gross mismanagement as would justify granting relief sought.
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553

Under Delaware statute, the Court of Chancery may appoint a provisional director for a close corporation, provided that in the certificate of
incorporation the corporation affirmatively elects close corporation states by
including a provision limiting the number of shareholders to less than thirty,

a transfer restriction warning, and a prohibition of public offerings of the
stock of such corporation. 8 DEL. C. §§ 341(a), 342, 353.

2.

Corporations C7-

553(2)

Although Delaware statutes provide for appointment of a custodian or
receiver, such appointment on the ground of mismanagement calls for a cautious exercise of the discretion of the court, due to the fact that such form of
relief is radical and should be granted grudgingly. 8 DEL. C. § 226.
3.

Corporations C

553(6)

Relief is to be granted only where there is a clear showing of fraud
or gross mismanagement by corporate officers which threathens to result
in a direct loss to the corporation, an injury to the vital interests of the
stockholders, and which cannot otherwise be prevented.
4.

Corporations C

308(5)

Generally, salary increases for corporate directors brought about by
the votes of the very directors who are to receive such increases are invalid
and must be returned to the corporate treasury, however technical irregularities in such voting do not provide a sufficient basis to varrant judicial
interference with corporate management, especially where the directors gaining the increase attempted to reach an agreement as to compensation which
would be fair to themselves and the corporation.
5.

Corporations C' 553(8)

A custodian or receiver will not be appointed where unexplained telephone calls, automobile expenses, tickets to athletic events, physical examinations, and club dues are not in their aggregate amount of such
size
as to justify such appointment.
6.

Corporations 0-

553(5)

A receiver will not be appointed where good faith negotiations to
determine the respective rights of two corporations are being pursued, when
a corporate deadlock in one of the corporations does not threathen immediate
and irreparable loss to that corporation, and where reduced revenues are
due to a poor market and not to differences within that deadlocked corporation.
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MARVEL, Vice Chancellor
Plaintiffs seek the following interim relief, a prelminary injunction
enjoining the individual defendants from allegedly misappropriating funds
of the defendant corporation, the appointment of a provisional director for
such corporation pursuant to the provisions of 8 DEL. C. § 353, or, in the
alternative the appointment of a custodian for such corporation pursuant
to the provision of 8 DEL. C. § 226.
Plaintiffs and the individual defendants are the sole members of the
board of directors of the defendant Full Mold Process, Inc. Each plaintiff
and individual defendant holds one-fourth of the stock of the defendant
corporation.
Plaintiffs have not taken an active role in the day to day -operations
of the business which have been for the most part left to the control of
the individual defendants. Plaintiffs allege that defendants, in the exercise
of such control, are guilty of corporate mismanagement and abuse of their
fiduciary duty as corporate officers. Plaintiffs go on to allege that the
defendants Mezey and Sehn have paid themselves exorbitant salaries and
have also spent large amounts of corporate funds on personal travel and
entertainment. Plaintiffs further allege that the individual defendants, with
their own benefit in mind, have set up a corporate pension plan without
board authorization, spending large amounts of corporate assets to fund it.
They contend that the appointment of a statutory custodian or receiver is
necessary in order to preserve the corporation's assets from dissipation as
a result of the above alleged abuses, 8 DEL. C. § 226.
Plaintiffs allege, in the alternative, that the corporate defendant's board
of directors being equally divided, has resulted in paralyzed corporate
activities, pointing out that certain of the corporation's patents expired
in April, 1975 and that the continued receipt of corporate royalties is
dependent upon renegotiation of foreign licenses. Plaintiffs further allege
that effective efforts have not been undertaken on behalf of the corporation
in this regard due to the alleged directorial deadlock.
Plaintiffs, as noted above, seek the appointment of a custodian or
receiver pursuant to the provisions of 8 DEL. C. § 226, or in the alternative,
the appointment of a provisional director pursuant to the provisions of 8
DEL. C. § 353.
[1] Turning first to 8 DEL. C. § 353, it is clear that such section
provides in relevant part that ". . . the Court of Chancery may appoint a
provisional director for the close corporation.... ." and that such statutory
language is part of subchapter XIV of the Delaware General Corporation
Law which is concerned solely with close corporations as defined in section
342 thereof. See 8 DEL. C. § 341(a). Such definition controls the application of subchapter XIV, Section 342 which requires that a corporation
affirmatively elect dose corporation status by inclusion in its certificate
of incorporation a provision limiting the number of shareholders to less
than thirty, a transfer restriction warning, and a prohibition of public
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offerings of the stock of such corporation. The corporate defendant, not
being a close corporation, relief under such section must be denied. See
8 DEL. C. § 341(a) and, Folk's Delaware General Corporation Law
(1972) :
"If there is no election ....
the corporation even though otherwise able to qualify as a close corporation, is subject only to the
general statute, and none of the provisions of Subchapter XIV govern
its organization or the conduct of its affairs." at pg. 503.
Plaintiffs may not rely upon Section 353 to support their prayer for the
appointment of a corporate custodian.
[2] In an amendment to the complaint, as noted above, plaintiffs also
seek the appointment of a custodian or receiver of that defendant corporation on the ground of mismanagement pursuant to 8 DEL. C. § 226.
Such section, provides in part:
(a) The Court of Chancery, upon application of any stockholder,
may appoint one or more persons to be custodians . . . . of and for
any corporation when:
(2) The business of the corporation is suffering or is threatened
with irreparable injury because the directors are so divided respecting
the management of the affairs of the corporation that the required vote
for action by the Board of Directors cannot be obtained and the
stockholders are unable to terminate this division; ....
The appointment of a custodian or receiver on the ground of mismanagement calls for a cautious exercise of the discretion of the Court,
Hall v. John S. Isaccs & Sons Faris,146 A.2d 602 (Del. Ch. 1958), and
Paidnanv. Kritzer Radiant Coils, Inc., 143 A.2d 273, 274 (Del. Ch. 1958).
Such form of relief is radical and should be granted grudgingly, Hall 'v.
John S. Isaacs & Sons Farmns, supra, Lichens Co. v. Standard Coninzercial
Tobacco Co., 40 A.2d 447,452 (Del. Ch. 1944), and Salnita Corp. v. Water
Holding Co., 168 A. 74 (Del. Ch.). In short, judicially sanctioned interference with the internal affairs of a corporation is an exceedingly delicate
matter and such power should not be exercised except where necessary to
protect the vital interests of stockholders. In other words, there must be a
clear showing of fraud or gross mismanagement by corporate officers which
threatens to result in direct loss to the corporation and cannot otherwise
be prevented, Drob v. National Memorial Park, Inc., 41 A.2d 589 (Del.
Ch. 1945). Theodora Holding Corporation v. Henderson, 257 A.2d 398
(Del. Ch. 1969), and Campbell v. PennsylvaniaIndustries,Inc., 99 F. Supp.
199 (D. Del. 1951).
In support of the granting of the relief sought, plaintiffs point to alleged
excessive payments made by the individual defendants to themselves as
corporate officers in the form of salaries, personal travel expenses, personal
telephone calls, the adoption of an improperly authorized pension plan, and
excessive automobile expenses.
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[3, 4] As to allegedly excessive salaries, the defendant Sehn, a registered professional engineer and experienced manager, in June, 1972, undertook increased responsibilities in the day to day management of the defendant corporation. Accordingly, his annual salary was increased from
$12,000 to $30,000, and was later raised to $39,000 effective March 1, 1973.
As a result, Mr. Mezey's responsibilities were lessened, and the latter
caused his salary to be reduced from $48,000 to $39,000 in recognition of
such transfer of responsibilities. However, the board of directors apparently did not formally vote approval of Mr. Sehn's salary increase, and
Mr. Barry when contacted by telephone on the matter objected strenuously.
Generally speaking, salary increases for corporate directors brought
about by the votes of the very directors who are to receive such increases
are invalid and must be returned to the corporate treasury, Lofland v.
Cahall, Del. Ch. A. 1 and Keenan v. Eshleman, 2 A.2d 904 (Del. Ch.), as is
the case here. However, technical irregularities in such voting in themselves
do not provide a sufficient basis to warrant judicial inference now with
corporate management. On the present record, the fair inference is that
the defendants Sehn and Mezey attempted to reach an agreement as to
compensation which would be fair to themselves and to the corporation.
Such conclusion is supported by the fact that such defendants recently
voluntarily reduced their salaries by a half as an economy measure. There
is no indication in the present record that the corporation is being used
by the individual defendants for the purpose of enriching themselves by
the payment of excessive salaries to themselves.
Next, the record as to other compensation and expenses shows that
the defendants Sehn and Mezey have often traveled to Europe. However,
such expenses appear to have been borne largely by them personally, and
much of such expense was not charged to the defendant corporation. While
the expenses which were charged to the corporation appear to have been
modest for a corporation with business in foreign countries. No inference
of abuse in the area of business expenses incurred by the individual defendants be drawn from the present record sufficient to warrant the appointment of a custodian or receiver for the defendant corporation.
Next, the pension plan complained of appears to have been adopted
with the consent of both plaintiffs. Finally, the amounts spent funding this
plan appear entirely reasonable in relation to the size of the defendant
corporation.
[5] The unexplained telephone calls, automobile expenses, tickets to
athletic events, physical examinations and club dues are not in their aggregate amount of such size as to justify the appointment of a custodian or
receiver, See Hall v. John S. Isaccs & Sons Farms, supra.
Turning to the alleged deadlock on the corporate board, it appears
that the defendant corporation was incorporated in 1963 for the purpose
of exploiting, promoting and licensing a foundry process known as the
Schroyer or Full Mold process, which has since been used in the making
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of automobile dies. Such corporation was thereafter granted exclusive rights
to exploit such process in North America by the German firm, Grunzweig
& Hartmann und Glasfaser. A. G. which held certain rights to the process.
Such rights expired on April 14, 1975. Plaintiffs contend that negotiations
between G & H and Full Mold concerning their respective positions upon
termination of such rights have not, as yet, been resolved, and argue that
a deadlock among the directors of the Full Mold Corp. impedes such
negotiations.
Defendants reply to the effect that no real deadlock exists regarding
such negotiations, since G & H has not to date made a firm offer that would
be acceptable to any board of directors. Furthermore, the individual defendants take the position that Full Mold curr*ntjy holds unconditional
assignments of certain improvement patents based on the Schroyer patent,
two of which will allegedly be valid until 1984 and 1987 respectively. Such
improvement patents are required for any commercially practicable use of
the Schroyer process. All of the licenses granted by Full Mold to manufacturers in the United States extend until expiration of the latest improvement patent in 1987.
[8] G & I apparently acknowledges Full Mold's continuing right to
use such improvement patents on a royalty free basis. Thus, the only
unresolved issue appears to be whether or not Full Mold's use will be
exclusive or non-exclusive. G & G has demanded reassignment to G & H
of title to the improvement patents, and Full Mold to date has declined
to make such reassignment. Such patents being in Full Mold's name would
apparently necessitate a suit by G & G to accomplish reassignment. Meanwhile, defendants allege that negotiations to resolve such respective rights
are being pursued in good faith by Robert Harland, a Milwaukee attorney,
and this would appear to be the case.
On the present record, I conclude that the corporate deadlock complained of does not threaten immediate and irreparable loss to the corporation. In other words, the dispute between G & H and Full Mold does not
appear to imperil the receipt of income from present licenses, the reduced
revenues now admittedly being received by Full Mold being largely attributable to the current poor market for automobiles and not to such
differences as exist between plaintiffs and the individual defendants.
Finding no fraud or gross mismanagement in the present record, I
decline to appoint a custodian or receiver, or to appoint a custodian on the
ground of director deadlock.
Order on notice.
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LASKER v. McDONNELL & CO., INC.
No. 3560
Court of Chancery of the State of Delaware,New Castle
July 9, 1975
This aspect of the McDonnell receivership involves certain tax claims
of the United States Government. The United States asserts that the
defendant recaptured too much of its 1965 taxes. The defendant contends
that it recaptured too little, and that all of the 1965 tax ought to have been
refunded. The key to the resolution of the Government's claim depends on
the Court's view of the tax effect of events which occurred in 1968, since
defendant's losses for 1968 can be carried back to 1965. The dispute as
to these losses centers on three income tax controversies and one other tax
controversy. The first issue is whether defendant made a "bargain purchase" of stock in Data Architects. The second issue is whether deductions
taken were in effect dividends, and therefore non-deductible. The third
issue is whether losses due to security shortages claimed for 1968 could not
be claimed since they were not precisely fixed until after that year. And
the fourth issue is whether the defendant is subject to a statutory penalty
for its alleged failure to collect the excise tax called the Interest Equalization Tax for years 1968 and 1969.
The Court found: 1) there was no employer-employee relationship in
existence, within the contemplation of 26 U.S.C. § 61, thus a bargain
purchase was not intended; 2) of the series of debentures whose interest
payments were taken as deductions, the evidence supports a finding that
Series A debentures were a bona fide indebtedness, thus deductible, and
that Series B debentures were not; 3) the losses due to security shortages
of the defendant corporation do not appear to have been ascertainable with
reasonable certainty in 1968, thus they cannot be claimed for 1968; and
4) the Government's claim that the defendant owes money on account of
the Interest Equalization Tax penalty is rejected, in that evidence shows
no evasion of § 4618 of the Internal Revenue Code, but rather vigorous
attempts to comply.
Order to be submitted.
1.

Internal Revenue 0:- 1471

The assessment list of Commissioner of Internal Revenue is presumed
correct and its production establishes a prima facie case for the government.
The burden of impeaching this presumption is upon the party challenging
the assessment. (26 U.S.C. § 6020(6) (2)).
2.

Internal Revenue 0-'

1471

The taxpayer generally bears the burden of persuasion.

19761
3.

UNEPORTED CASES

Internal Revenue C--

1471

In a situation where the taxpayer, in addition to bearing the burden
of production, must also prove that the nonexistence of the presumed fact
is more probable than its existence, then the quantum of proof is less than
otherwise.
4.

Internal Revenue C-

304, 341

Ordinarily, the purchase of property does not result in the realization
of income. However, where the purpose underlying a transaction is the
compensation of the purchaser through a bargain purchase then income is
deemed to have been realized. 26 U.S.C. § 61.
5.

Internal Revenue C-

343

Where there is an employer-employee relationship then compensation
will be presumed from a bargain purchase.
6.

Internal Revenue C

311

In a bargain purchase controversy, when a claim for damages exists,
a strong inference arises that any payments made to the claimant were
made in an effort to salvage a business situation.
7.

Evidence C-

53

In a tax suit the presumption of correctness attaching to the Commissioner's assessment will not be allowed to prevail where there is a
deficiency in the proof.
8.

Internal Revenue C

304

The principles underlying the federal tax system recognize the need
to realize income only when the amount becomes readily ascertainable.
9.

Internal Revenue C

440, 1513

If stock has no readily ascertainable market value at the time of
acquisition due to the effect of restrictions upon transfer then no income
is realized. However, where the effect of the investment restriction merely
makes it necessary for the taxpayer to meet certain requirements preliminary
to sale, then the restriction may serve to diminish present market value
but it does not deprive the stock entirely of value.
10. Internal Revenue C--

1202

A technical advise memorandum issued by the Internal Revenue
Service does not have the force of law and is not binding on a court.

210
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11. Internal Revenue 0= 121

The nomenclature adopted by the taxpayer will not be decisive, nor
will the form of the transaction be exalted at the expense of the transaction's substance.
12. Internal Revenue 4C

517

A fairly well defined set of tests has evolved to ascertain the true
nature of an advance to a corporation by stockholders: (1) the degree
of risk assumed; (2) the proportion or disproportion of the debenture
issued to stockholders to their stockholdings; (3) the ability of the creditor
to share with general creditors in the assets in the event of liquidation or
dissolution; (4) the use of the equity securities to provide sufficient capital
to sustain the normal operations of the corporation.
13. Internal Revenue <=

504, 574

It is a fundamental principal of federal tax law that an accrued expense
becomes deductible only when all events have occurred from which the
liability is determined and the amount fixed.
14. Internal Revenue C

594, 595

A loss must be actual and present and not merely contemplated as
more or less sure to occur in the future. If the loss may be shown to be
reasonably certain in fact and ascertainable in amount, it may be deducted
before it is absolutely realized.
15. Internal Revenue (C 595
If a solvent debtor may be reasonably expected to be located and pay
over the sums owed, the loss is not deductible. The deduction will not be
allowable until all reasonable possibilities of recoupment have been exhausted.
16. Internal Revenue

= 2368

A presumption of correctness attaches to the Commissioner's assessment. Where fraud is alleged, however, no presumption attaches and the
government must prove a "knowing violation." (26 U.S.C. § 6681 (a) (b)
(c) ; 26 U.S.C. § 7454; § 6323(i) (1).
QUILLEN,

Chancellor

This aspect of the McDonnell receivership involves certain tax claims
of the United States Government.
The parties agree that a hearing before the Receiver would serve no
purpose in light of the Receiver's stated position that the claims are in-
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valid. Hence a judicial hearing was sought and held as if on appeal from
the Receiver's decision. 8 DEL. C., § 296(b).
The parties agree that this Court has jurisdiction over claims for tax
deficiencies sought against the Receiver. See 26 U.S.C., § 6871; 8 Dr. C.,
§ 291 et seq; Court of Chancery Rules 148 et seq. The parties further
agree thit they will be bound by this Court's decree. See United States
v. Muntaing, 69 F. Supp. 503 (E.D. Ohio 1946); Peoples Trust Co. v.
United States, 23 F.2d 381 (lst Cir. 1928).
There are four general categories of claims. The parties have agreed
that once the Court has determined the factual and legal issues, the parties
will make the actual computations. This letter opinion is the Court's decision on the issues presented.
The Receiver's post trial brief contains, in my judgment, a fair summary of the contentions of the parties. I therefore will borrow its language
in order to state the contentions.
CONTENTIONS

For the calendar year 1965 McDonnell paid $360,146.80 in federal
income taxes. It recaptured $272,600.42 of this sum through tax loss
carrybacks for subsequent years, leaving $87,546.38 in taxes for 1965
unrecaptured. The United States claims that McDonnell recaptured too
much of its 1965 taxes. The Receivership contends that it recaptured too
little, and that all of the 1965 tax ought to have been refunded.
Although taxes for 1965 are in controversy, the key to the resolution
of the Government's claim will depend in large measure on the Court's
view of the tax effect of events which occurred in 1968, since McDonnell's
loss for 1968 can be carried back to 1965 pursuant to the provisions of
26 U.S.C., § 172.
The dispute as to these losses centers on three income tax controversies
and one other tax controversy. Stated directly, the transactions involved
are:

(1) In 1968 McDonnell bought 196,875 shares of stock in a company
called Data Architects for 10¢ a share or $19,687.50. It sold about half
(96,074 shares) to its employees for its cost and only the remaining 100,801
shares are the subject of the Government's claim. The Government contends
that the stock should have been valued at $1.16 per share and that McDonnell made a "bargain purchase" to the extent of $1.06 per share, with
a resulting increase in McDonnell's 1968 gross income of $106,849.06. 26
U.S.C., § 61. The Receiver contends that the acquisition of the Data
Arhcitect was not a "bargain purchase", its receipt did not generate income
because of the restrictions thereon, and the stock was not undervalued and
was worth at most just what McDonnell paid for it, i.e., 10%per share.
While the Data Architects stock is the Government's major claim
on the bargain purchase theory, the United States also urges that several
other securities were acquired under circumstances which gave rise to
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additional income on the same reasoning. Certain of the applicable legal
principles are common to all these claims, and together they constitute the
bargain stock controversy.
(2) In the tax years 1965 through 1968 McDonnell deducted interest
paid by it on certain subordinated debentures. The United States urges
that these payments were in effect dividends, and therefore non-deductible.
The Receiver contends that the interest deduction was properly taken.
(3) In 1968 McDonnell discovered that its books and records were
inaccurate in that it carried as assets securities it did not have, and cash
dividends it could not collect. The amount of this loss was not claimed on
the original 1968 tax return, but in 1971 McDonnell filed an amended return
claiming additional security losses for 1968 of $685,268 and cash dividends
losses of $295,979. The Government contends that these losses may not
be claimed for 1968 since they were not precisely fixed until after that year.
The Receiver argues that the facts are otherwise, and that the loss of
$981,247 ($685,268 + $295,979) may be claimed for 1968, and carried back
to 1965.
(4) A final claim is made by the United States apart from McDonnell's
alleged income tax liability. It has been claimed that McDonnell is subject
to a statutory penalty for its alleged failure to collect an excise tax called
the Interest Equalization Tax for the years 1968 and 1969. The penalty
claimed is $148,598.30. The Receiver argues that the penalty is not due,
but if it is found to be owing, the penalty should occupy a priority below
that of McDonnell's general creditors.
BURDEN OF PROOF GENERALLY

Initially, the parties disagree as to which side has the burden of proof
when the United States asserts a tax claim in a state court receivership.
The general law of receivership appears to place the burden of proof upon
the claimant. 66 Am. JLm. 2d, Receivers § 345.
But Congress designed the federal revenue laws to create a uniform
national scheme of taxation. United States v. Pelzer, 312 U.S. 399, 402,
403, 61 S. Ct. 659, 661, 85 L. Ed. 913 (1941) ; Helvering v. Stuart, 317
U.S. 154, 161; 63 S. Ct. 140, 87 L. Ed. 154 (1942). The intent of Congress was that federal law be applied to resolve controversies involving
federal taxes. Burnet v. Harmel, 287 U.S. 103, 110, 53 S. Ct. 74, 77,
77 L. Ed. 199 (1932); Helvering v. Stuart, supra. Since allocation of
the burden of proof can in some cases determine the result, it seems to me
that the burden of proof on a federal tax claim filed in a state receivership
should be allocated in the same manner as it is under the federal tax law.
The Receiver argues that a party, including the United States, filing
a claim against the assets of a receivership estate has the burden of
proving the validity and amount of the claims. He cites Golo Slipper Co.
v. Hamilton Shoe Stores Co., 43 F.2d 33 (10th Cir. 1930) and National
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Surety Corp. v. Sharpe, N. C. Supr., 72 S.E.2d 109, 126 (1952). Both
these cases founded their holding that a claimant must prove his claim
against a bankrupt on a theory of breach of contract. But it appears settled
that a tax assessment asserted during bankruptcy proceedings does not
require proof as a claim within the meaning of the Bankruptcy Act. In Re
Servel, 45 F.2d 660 (E.D. Idaho 1930) ; ChandlerMotors of New England,
Inc., 17 F.2d 998 (D.C. Mass. 1926). Moreover, the United States is
entitled to the presumption that the assessment is valid even in insolvency
proceedings. 26 U.S.C., § 6020(b) (2) ; Data Industries Corp. of Tex. v.
InternalRevenue Serv., 489 F.2d 1038 (5th Cir. 1974) ; Paschalv. Blieden,
127 F.2d 398 (8th Cir. 1942); Fiori v. Rothenses, 99 F.2d 922 (3d Cir.
1938) ; In re Certified Credit Corp., 329 F. Supp. 1402 (S.D. Ohio 1971).
Thus, it does not appear that the Receiver's argument has validity in the
present context.
Some difficulty in analysis does arise, however, from the traditional
problem area of presumption, burden of production, and burden of persuasion. See Rule 301, Federal Rules of Evidence. Thus, it is important
to be somewhat precise when discussing the burden of proof.
[1] In the assessment of taxes the officers of the Internal Revenue
Service act in a quasi judicial capacity. The assessment list is presumed
correct and establishes a prima fade case for government. This presumptive
correctness derives from the assumed administrative regularity of the IRS
in its assessment. The burden of impeaching this presumption with countervailing proof lies on the party challenging the assessment United States
v. Rindskopf, 105 U.S. 418; 26 L. Ed. 1131 (1881) ; Wickwire v. Reincke,
275 U.S. 101, 48 S. Ct. 43, 72 L. Ed. 184 (1927); Welch v. Helvering,
290 U.S. 111, 54 S. Ct. 8, 78 L. Ed. 212 (1933); Manchester Board SP.
Co. v. Comr., 89 F.2d 315 (4th Cir. 1937). In the present case, the Receiver did undertake the burden of producing evidence to challenge the
assessment.
[2] But, in addition, although apparently discussed somewhat less
frequently in the case law, it also appears that the taxpayer generally bears
the burden of persuasion. United States v. Rexach, 482 F.2d 10, 16-17
(1st Cir. 1973); Hacknmn v. Commissioner of Internal Revenue, 418
F.2d 920 (6th Cir. 1969) ; Eagle v. Commissioner of Internal Revenue,
242 F.2d 635 (5th Cir. 1957); 34 Am. Jur. 2d, 1975 Federal Taxation,
99318; 9 Mertens, Law of FederalIncome Taxation, § 50.61.
[3] The Receiver quite correctly points out that in certain areas, such
as the bargain purchase area and Interest Equalization Tax, the allocation
of the burden is a particularly difficult one since the taxpayer, in addition
to bearing the burden of production, also must ultimately prove that the
nonexistence of the presumed fact is more probable than its existence. In
some cases, there indeed may be a certain tyrannical nature to the Government's ability to file a mere conclusionary assessment claim form and place
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the burden on the taxpayer to prove the negative. See Wier v. C.I.R.,
283 F.2d 675 (6th Cir. 1960) which indicates the quantum of proof is less
in such a situation. This is perhaps one reason why certain cases sometimes appear to state or suggest conclusions as to burden of proof contrary
to those stated above. See Elmhurst Cemetary Co. v. Corr., 300 U.S.
37, 57 S. Ct. 324, 81 L. Ed. 491 (1937) ; Sharon Herald Co. v. Granger,
195 F.2d 890, 895 (3d Cir. 1952) ; In Re Swan, 82 F.2d 160, 162 (2d Cir.
1936); Stout v. C.I.R., 273 F.2d 345 (4th Cir. 1959); In Re Oxford
Associates, 209 F. Supp. 242 (D.C. N.J. 1962). But these cases appear to
arise in post hearing context and are consistent with analysis, whether on
the merits or the proved arbitrariness of the assessment, as a victory for
the taxpayer in a normal preponderance of the evidence sense. They point
out, however, that the government cannot at trial resist the taxpayer's
evidence merely by speculation and intuition. In such a situation, the
taxpayer meets his burden by a preponderance of the evidence. The amount
of evidence necessary to preponderate is, of course, somewhat dependent
on the issue raised before the trier of the facts.
The burden of persuasion under the general federal tax practice is on
the Receiver in this case.
THE

BARGAIN PURCHASE CONTROVERSY

The Government alleges that in the taxable year 1968 McDonnell
realized income in addition to that reported on its original return. The
income is allegedly the result of the purchase of the stock of certain companies at a price substantially below the fair market value of the stock,
which purchase was allegedly made as compensation to McDonnell for
services rendered by McDonnell.
[4] Ordinarily the purchase of property does not result in the realizaof
income. Palmer v. C.I.R., 302 U.S. 63, 58 S. Ct. 67, 82 L. Ed. 50
tion
(1937). However, where the purpose underlying the transaction is the
compensation of the purchaser through a bargain purchase, income is deemed
to have been realized. C.I.R. v. Smith, 324 U.S. 177, 65 S. Ct. 591, 89
L. Ed. 830 (1945) ; 26 U.S.C., § 61.
Treasury regulation § 1.61-2(d) (4) provides:
"[4] Stock and notes transferred to employee or independent contractor.
Except as otherwise provided by section 421 and the regulations
thereunder (relating to employee stock options) and Sec. 1.61-15, if
a corporation transfers its own stock to an employee or independent
contractor as compensation for services, the fair market value of the
stock at the time of transfer shall be included in the gross income of
the employee or independent contractor . . ."
[5] It appears that, where there is an employer-employee relationship,
compensation will be presumed from a bargain purchase. C.I.R. v. Lo Bue,
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351 U.S. 243, 76 S. Ct. 800, 100 L. Ed. 1142 (1956). In determining
whether or not such a relationship in fact exists the Court must look to
the economic realities. U. S. v. Phellis, 257 U.S. 156, 42 S. Ct. 63, 66
L. Ed. 180 (1921); Board v. C.I.R., 51 F.2d 73 (6th Cir. 1931). The
substance of a transaction rather than its form is important. The Court
is obligated to apply equitable principles and the full breadth of its experience and understanding of human conduct to discern the dominent purpose
of the transfer. The entire fabric of the circumstances surrounding the
transaction must be examined to determine the relationship of the parties.
Husted v. C.I.R., 47 T.C. 664 (1967).
The evidence available regarding the transactions between McDonnell
and Data Architect is sketchy. The Government admits that the records
and documentation available to McDonnell are extremely limited and further
that the representatives of McDonnell most familiar with the pertinent facts
are now deceased. Nevertheless certain facts are known and appear undisputed.
Data Architects, Inc. was incorporated in early 1967. The corporation
contracted with McDonnell for Data to design and install a computer
system to handle McDonnell's backroom record keeping. Mr. Rome, former
Comptroller of McDonnell, testified that the volume of business handled
by McDonnell in 1968 approximated 5000 transactions per day while their
existing computer system could handle only 3500 per day. In July of 1968
McDonnell removed one-half of its computer system to accommodate and
phase in the new Secure I system designed by Data. The target date for
installation of Secure I was June, 1968. However, the system was unable
to handle the immense data base and work was begun to convert the data
to workable programs. It was not until August of 1969 that the Secure I
system was scrapped and an outside system used for the whole record
keeping function. McDonnell paid $515,690 on the contract but refused to
make the final payment of $41,000 on the contract or accept the contract as
fully performed.
During the period that Data was developing the Secure I system it
was also preparing for its first public offering. A letter, dated June 27,
1968, from McDonnell to Data states that McDonnell was willing to purchase 196,875 shares of D.A. stock at $.25 per share. Paragraphs 2 and 3
said that McDonnell considered it feasible to manage an underwriting
syndicate for the contemplated public offering of Data stock on its usual
firm commitment basis. Paragraph 1 expressly provided that unless the
196,875 shares were delivered to McDonnell by July 15, 1968, "the provisions of this letter shall have no further force or effect." McDonnell in
fact took no part in the underwriting. The underwriter was D. H. Blair
&Co.
McDonnell did, however, acquire the stock on or about June 28, 1968
at $.10 per share. McDonnell sold 96,074 to its employees at its cost. The
stock contained a restriction limiting the ability of McDonnell or its employees to resell the stock.
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The Receiver argues that no employment or analogous independent
contractor relation existed between Data and McDonnell within the mean-

ing of 26 U.S.C., § 61. He argues that McDonnell was the employer and
not Data.
The Government views the facts differently. The Government contends
that, following the acquisition of the shares of stock, McDonnell paid Data
nearly $200,000 in order to keep it in operation and working on Secure I.
Beyond that, McDonnell chose not to pursue its possible judicial remedy
of damages for breach of contract. With this background, the Government
argues that the facts taken in their entirety support the conclusion that
McDonnell was offered the stock as a bargain to compensate it for a
variety of services. The Government specifically contends that Data needed:
to maintain McDonnell's business; to avoid a suit for damages flowing
from breach of contract; and to count McDonnell as a continuing source
of financing. Since McDonnell allowed Data to continue its efforts to
perfect Secure I, the Government suggests that McDonnell's cooperation
at a stage where it might have been pursuing damages was a service
rendered by it for which McDonnell was compensated via a bargain purchase of Data stock.
The Government also contends that McDonnell's letter of June 27
(suggesting the feasibility of a firm commitment underwriting syndicate
managed by McDonnell) supports the conclusion that, although McDonnell
did not, in fact, participate as an underwriter, it did aid in the preparation
of Data's registration statements. In support of this contention the Government argues that the public offering was Data's first and, consequently, the
rapid completion of the necessary registration steps requires the conclusion
that someone, i.e. McDonnell, aided Data. The Government contends that
the bargain purchase was intended by Data to compensate McDonnell for
all or any services to be rendered in connection with the public offering.
The Government, in support of its argument, cites Husted v. C.I.R.,
47 T.C. 664 (1967). In that case an attorney rendered substantial services
in arranging an acquisition for a corporation. He then purchased shares
of that corporation at a discount. The Court held that the bargain purchase
was compensation for services rendered. Husted is distinguishable from
the case at bar because the services there were clearly defined and well
within the traditional conception of an attorney's practice. Therefore, the
reasonable implication was that compensation was intended. In the instant
case, the record does not support the Government's contention that McDonnell rendered services to Data. Indeed, the preponderance of the evidence is to the contrary.
First, even assuming that Data's motives were to assure the continuing
business and goodwill of McDonnell, Data's providing a discount to McDonnell, if indeed it did, does not cause a bargain purchase by McDonnell
as an employee or independent contractor. 1 Mertens, Law of Federal
Income Taxation, p. 227, 5.25; Pellarv. C.I.R., 25 T.C. 299 (1955). The
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known facts are simply more consistent with other business implications
and the timing of payment does alter this conclusion.
Second, granting that McDonnell, rather than pursuing damages and
perhaps forcing Data into bankruptcy, chose to support Data with advances
above and beyond its contractual obligations, it is necessary to examine
the implications which flow from such activity. The advances amounted
to approximately $200,000 after the target date and date of receipt of the
securities in question by McDonnell. I do not believe these facts warrant
a finding that the bargain purchase was, in effect, a fianancial charge demanded by McDonnell before it would advance funds to Data. The stronger
inference, in my opinion, is that McDonnell sought to salvage the remnants
of its original investment. The flaws in the system did not seem insurmountable and, on this record, it seems probable to conclude that the
investment of additional funds appeared warranted. The investment was
largely in McDonnell's self-interest.
[6] In fact, where advances are made, or a claim for damages exists,
a strong inference arises that any payments were made in an effort to
salvage a business situation. Certainly this inference is stronger than the
mere supposition that the payment was made to compensate services,
largely to be performed in the future. See Duffin v. Lucas, 55 F.2d 786,
796 (5th Cir. 1932). This is particularly true where no contract exists
identifying those services or obligating their performance.
Finally, the argument is presented that McDonnell participated in the
underwriting of Data's initial public offering is without foundation. No
binding commitment or obligation existed. Nor is evidence of actual participation advanced by the Government. The United States case rests solely
upon speculation. I am of the opinion that no inference may be drawn from
Data's rapid completion of the filing and registration requirements, standing
alone, which implicates McDonnell. In fact, the Receiver has shown that
Data chose D. H. Blair & Co. as its underwriter.
[7] The Government's arguments rest upon conjecture. They are not
supported by the conclusions or reasonable inferences that may be drawn
from the evidence. The presumption of correctness attaching to the Commissioner's assessment will not be allowed to prevail where there is a
deficiency in the proof. See New York Life Ins. Co. v. Ross, 30 F.2d 80
(6th Cir. 1928); Equitable Life v. Sieg, 53 F.2d 318 (6th Cir. 1931).
I conclude that the Data Architects stock was purchased by McDonnell
for investment purposes and that no employer-employee relationship existed
within the contemplation of 26 U.S.C., § 61. A bargain purchase was not
intended. This conclusion makes it unnecessary to consider the other factual
issues litigated concerning the Data Architects stock. The Government
cannot prevail.
I turn now to the other stock involved in bargain purchase controversy.
The Harvard Industries, Maritime Fruit, Chronetics, and Tastee Freeze
stock and warrants were all restricted securities which McDonnell received
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as partial compensation for the performance of underwriting services. In
particular, they were all acquired subject to an "investment letter" restriction that prohibited sale or transfer. Except for the Maritime Fruit
warrants, which McDonnell assigned to certain employees, none of these
stocks were transferred nor did the restrictions lapse during the tax years
in question.
The Receiver contends that no income was realized from the acquisition of these securities because of the restrictions, citing Tax Regulation
Section 1.61-2(d) (5), as follows:
"(5) Property transferred subject to restrictions. Notwithstanding
any other provision of this paragraph, with respect to property, ...
which is transferred by an employer to an employee or independent
contractor as compensation for services, and which is subject to a
restriction which has a significant effect on its value, the rules of
paragraph (d) (2) of Sec. 1.421-6 shall be applied in determining the
time and the amount of compensation to be included in the gross income of the employee or independent contractor ...."
Section 1.421-6(d) (2) deals with stock options and provides that,
in the case of certain restricted property where the restrictions have a
significant effect on its value, the acquirer realizes income or compensation
at the time such restriction lapses or the property is sold or exchanged
in an arm's length transaction.
There is, however, some limitation on the nature of the restriction
necessary to bring the taxpayer under the protection of the regulation. In
particular, Chief Judge Swygert said in Frank v. C.I.R., 447 F.2d 552, 556
(7th Cir. 1971) that:
"[WIe do not believe that restrictions on transferability arising by
operation of securities law were intended to be included within the
meaning of the applicable Treasury Regulation. (§ 1.421-6(d) (2)).
Rather, the purpose of the regulation was to defer taxation on the
exercise of options only where the underlying stock was subject to a
contractual limitation which prevented the sale of the stock at its fair
market value."
[8-9] Nevertheless, the principles underlying the federal tax system
recognize the need to realize income only when the amount becomes readily
ascertainable. Dixie Pine Co. v. C.I.R., 320 U.S. 516, 64 S. Ct. 364, 88
L. Ed. 270 (1944); Security Mills Co. v. C.I.R., 321 U.S. 281, 64 S. Ct.
596, 88 L. Ed. 725 (1944). If the stock had no readily ascertainable
market value at the time of acquisition due to the effect of the transfer
restrictions, no income is realized. United States v. State Street Trust Co.,
124 F.2d 948 (1st Cir. 1942); Schuh Trading Co. v. C.I.R., 95 F.2d 404
(7th Cir. 1938). However, where the effect of the investment restriction
merely makes it necessary for the taxpayer to meet certain requirements
preliminary to sale, the restriction may serve to diminish the present market
value but they do not deprive the stock entirely of value. Victorson v.
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C.I.R., 326 F.2d 264 (2d Cir. 1964); Le Vant v. C.I.R., 376 F.2d 434
(7th Cir. 1967).
While the evidence is thin, it appears that McDonnell recognized the
proper legal principles. Where there was an ascertainable market, i.e., in the
case of Harvard Industries and Tastee Freeze, the stocks were taken on
the books at 70 per cent and 75 per cent of the market value of the publicly
traded shares. Since the Government witness conceded that, contrary to
the claim of the Government, a 23 per cent discount and perhaps higher
was generally appropriate for the period involved, the discounts used by
McDonnell appear to be reasonable. The standard used by McDonnell is
so close to the Government's contention that it seems to me the taxpayer's
burden has been satisfied especially since the Government's contention has
been shown to be erroneous by its own evidence.
As to Maritime Fruit and Chronetics, the evidence is even more
sketchy. This is, however, no evidence that these stocks and warrants
had an ascertainable market. Since the accounting practice of discounting
from an ascertainable market has been shown in the case of Harvard Industries and Tastee Freeze, it is a fair inference from the evidence that
there was in fact no ascertainable market value. Accordingly, there does
not appear to be anything improper about carrying the stock at cost and
reporting the income when the stock is sold.
Accordingly, I conclude there were no bargain purchases in the case
of any of the securities.

THE SUBORDiNATED

DEBENTURE CONTROVERSY

I turn now to the controversy surrounding certain subordinated debentures. McDonnell sought to deduct as interest monies paid as a return
on investment for certain debentures. The Commissioner disallowed the
deductions on the ground that the Class A and Class B debentures did
not constitute indebtedness for Federal income tax purposes, but were
in fact equity capital. Therefore, the payments made thereon constituted
dividend distributions out of earnings and profits and not interest.
The issue before the Court is whether the advances made to the corporation and characterized as debentures by McDonnell constitute a valid
indebtedness or whether they represent an equity investment in McDonnell.
The former partnership known as McDonnell & Co. was incorporated
in 1958, at which time the partners received stock and debentures in exchange for their partnership capital accounts and cash. The Series B
debentures were issued to two former limited partners and one general
partner in amounts that were in direct proportion to both their former
partnership capital accounts and stock interest (non-voting) in the new
corporation. The Series A debentures were issued only to stockholders
but without proportion to stock holdings. During the years 1965-68 the
debentures were held in wide disproportion to the stock holdings.
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The essential features of the debentures are undisputed. Both Class A
and Class B
(1) were non-voting;
(2) were fully subordinated to the claims of general creditors;
(3) had a fixed maturity date;
(4) provided for no acceleration of maturity upon default in payment of interest; and
(5) had substantial restrictions on transferability.
Class A had a fixed return in investment set at 6% of the face value
of the instrument. Class B likewise returned 6% but in addition participated in earnings on a graduated scale (if profits exceed $100,000, an
additional 2%o on the face amount of the debentures; if profits exceed
$200,000, an additional 4% on the face amount of the debentures plus
3% of the profits in excess of $200,000).
The Receiver seeks to rely upon Revenue Ruling 68-54, C.B. 1968-1,
69. The I.R.S. held in that ruling that registered subordinated debentures
issued by a member firm of the New York Stock Exchange to individuals
who had no stock interest in that firm would, under certain described circumstances, represent a valid indebtedness for Federal income tax purposes.
The Receiver argues that the essential characteristics of the debentures
presently before the Court are substantially similar to those that were
the subject of the above ruling. The Government argues that the ruling is
not applicable to the present case since the circumstances in the case at
bar are substantially different from those entertained for purposes of the
ruling.
I do not believe that the revenue ruling is persuasive, let alone controlling in the instant case. The factual distinctions are material. First,
the ruling was based on a situation where the debentures were issued to
strangers with no equity interest in the firm. McDonnell issued its debentures to stockholders. This is a crucial difference. See Brown-RogersDixon Co. v. C.I.R., 122 F.2d 347 (4th Cir. 1941); Affiliated Research,
Inc. v. U. S., 351 F.2d 646 (Ct. Cl. 1965). Second, the ruling was based
on a debenture which provided for interest contingent on earnings in the
amount of one per cent of the face value of the debenture. McDonnell's
debenture contract provides that Class B debentures may participate in
earnings. The failure to provide for an upper limit on the return on investment is a significant factor in the characterization of the debentures as
debt or equity instruments.
Finally, the I.R.S. discourages the issuance of rulings on questions
of fact. See Rev. Proc. 72-9, 1972 Cum. Bull. 719. Clearly, the effect of
such a ruling should be strictly limited to its facts.
[10] The Government issued a technical advise memorandum attached
to their brief which detailed the Government's position and reasoning re-
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specting the debentures in question. It is clear that the memorandum is
merely an administrative bulletin issued by the I.RLS. National Office.
It does not have the force of law and is not binding on this Court. See
Dixon v. United States, 381 U.S. 68, 85 S. Ct. 1301, 14 L. Ed. 2d 223
(1955); Automobile Club v. Coinr., 353 U.S. 180, 77 S. Ct. 707, 1
L. Ed. 2d 746 (1947). It does, however, pinpoint the Government's position and will be given careful consideration as part of the analysis in this
case.
The question before the Court is essentially one of fact. Matthiessen
v. Commissioner, 194 F.2d 659 (2d Cir. 1952) ; Gilbert v. Commissioner,
262 F.2d 512 (2d Cir. 1959); Diamond Bros. Co. v. Commissioner, 322
F.2d 725 (3d Cir. 1963). The burden is upon the taxpayer to prove, by
a preponderance of the evidence, that its characterization is the correct
one. White v. United States, 305 U.S. 281, 59 S. Ct. 179, 83 L. Ed. 172
(1938) ; Affiliated Research, Inc. v. United States, 351 F.2d 646 (Ct. Cl.
1965); Moughon v. Comr., 329 F.2d 399 (6th Cir. 1964); Charter Wire,
Inc. v. United States, 309 F.2d 878 (7th Cir. 1962).
[11] The nomenclature adopted by the taxpayer will not be decisive.
Nor will the form of the transaction be exalted at the expense of the
transaction's substance. C.LR. v. Cdurt Holding Co., 324 U.S. 331, 65
S. Ct. 707, 83 L. Ed. 981 (1945); Gregory v. Helvering, 293 U.S. 465,
55 S. Ct. 266, 79 L. Ed. 596 (1935). The determination is to be made
in light of all relevant circumstances. Affiliated Research, Inc. v. United
States, supra; Gilbert v. C.LR., supra. No single factor is, of itself, decisive.
John Kelley Co. v. C.I.R., 326 U.S. 521, 66 S. Ct. 299, 90 L. Ed. 278

(1946).

[12] The classic debt is an unqualified obligation to pay a sum certain
at a reasonably close fixed maturity date along with a fixed percentage in
interest payable regardless of the debtor's income or lack thereof. Gilbert
v. C.I.R., supra. A fairly well defined set of tests has evolved to ascertain
the true nature of an advance to a corporation. See 0. H. Kruse Grain &
Milling v. C.I.R., 279 F.2d 123, 125 (9th Cir. 1960). I will examine the
facts of this case in light of the tests.
1. A significant factor is the degree of risk assumed. A fundamental
characteristic of the creditor-debtor relationship is that there be a reasonable
expectation of being repaid irrespective of the fortunes of the company.
A fixed rate, a fixed maturity date, the ability to accelerate upon default
and the use of collateral are the usual means of affording protection to a
creditor. See Earle v. W. J. Jones & Son, Inc., 200 F.2d 846 (9th Cir.
1952).
The series A debentures have a fixed interest rate and fixed maturity
date. Each is indicative of a bona fide debt. No collateral and no rights of
acceleration are provided however.
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The series B debentures have a fixed maturity date. They do not,
however, have a fixed interest rate. The return on investment in the
Series B debentures is somewhat dependent on the earnings in each year.
This participation aspect is a clear characteristic of equity securities.
United States v. Title Guarantee & Trust Cd., 133 F.2d 990 (6th Cir.
1943). The series also fails to provide for acceleration upon default thus
leaving the debenture holders dependent on the continuing success of the
venture to secure full repayment.
2. Debentures issued to stockholders in proportion to their stock
holdings or in an exchange for their capital holdings gives rise to a strong
inference that such debentures represent an equity capital investment.
Gilbert v. C.I.R., supra; Affiliated Research, Inc. v. U. S., supra; BrownRogers-Dixon Co. v. C.LR., supra. Conversely, disproportion indicates
that a valid indebtedness was contemplated. New England Lime Co., 137
T.C. 799 (1949) ; B.M.C. Manufacturing Corp., 11 T.C.M. 376 (1952).
The Series A debentures were not sold as a fixed unit with the shares
of stock at the incorporation in 1958. Series A holdings are disproportionate to stock holdings.
The Series B debentures were issued in direct proportion to stock
interests. This strongly suggests that an equity interest was intended.
241 Corp., 15 T.C.M. 901 (1956) ; aff'd per curiam 242 F.2d 759, (2d Cir.)
cert. denied, 354 U.S. 938 (1957); Northline Realty Corp., 17 T.C.M. 98

(1958).
3. An important safeguard of a creditor's investment is the ability to
share with general creditors in the assets in the event of liquidation or
dissolution. Subordination is a significant factor to consider since it
effectively destroys that right. P. M. Finance Corp. v. C.LR., 302 F.2d
786, 789 (3d Cir. 1962). Full subordination is a characteristic of equity
interests. Both series are fully subordinated.
4. The essential purpose of equity securities is to provide sufficient capital to sustain normal operations of the corporation. In the present case the
capital accounts of the former partners were transformed upon incorporation
into stock in the new corporation plus debentures. The capitalization of
the new corporation (stock interests only) was substantially less than the
capitalization of the partnership. This is a strong indication that the debentures were merely a continuation of the former equity interest.
McDonnell has made no showing that it maintained a sufficient capital
account to sustain normal operations. The only evidence is that McDonnell
met the requirements of Rule 325 of the New York Stock Exchange. But
this rule specifically includes debentures such as those presently before the
Court as capital for purposes of determining the broker's liquidity. No
inference may be drawn from the brokers having qualified under Rule 325
that it has sufficient capital to sustain normal operations if the debentures
were deemed "debt" instruments and not included in the calculation.
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I reach the following conclusions:
As to Series A, the debentures have a fixed interest rate and are held
disproportionately to share holdings. On balance these features are more
significant, in my judgment, than the subordination, lack of acceleration
upon default and the inferences that may be drawn from the capital account
transformation. The preponderance of the evidence supports the conclusion
that the Series A debentures were a bona fide indebtedness. Therefore, the
payments made on this series constitutes interest within the meaning of
§ 163 of the Internal Revenue Code.
As to Series B, these debentures were allowed to participate in earnings, were fully subordinated, lacked an acceleration feature upon default,
were issued in direct proportion to stock interests and were inferentially a
mere continuation of the former partnership equity account. This series
clearly carries all of the earmarkings of an equity interest. The Receiver
has failed to show by a preponderance of the evidence that Series B represents a valid indebtedness for Federal income tax purposes.

TH DIvmEND-SEcuRITY CONTROVERSY
The Receiver contends that McDonnell is entitled to a deduction for
additional losses that were allegedly incurred in 1968. The Receiver filed
an amended return for 1968 on behalf of McDonnell in 1971. In that return
he asserted that McDonnell reported as dividends receivable in 1968
$295,979 of receivables that were, in fact, uncollectible due to the breakdown
of the Secure I record keeping system being installed at that time. The
Receiver characterizes these receivables as an overstatement due to bookkeeping errors. The Receiver also asserted in the 1971 amended return
$685,268 of securities were reported as assets in 1968 when they were,
in fact, not owned or in the possession of McDonnell during 1968. This
error is also claimed to be a result of the failure of the Secure I system
to operate properly. The Government denied the claims on the grounds:
first, that there was no substantiation; and, second, that the losses were
not fixed and ascertainable in 1968 and therefore not deductible during that
year.
As a preliminary matter it is clear that the burden of going forward
with the evidence and of ultimate persuasion rests on the taxpayer to prove
by a preponderance of the evidence that the Commissioner's determination
that an expense is not deductible is erroneous. Welch v. Helvering, mspra;
Hall v. C.LR., 294 F.2d 82, 86 (5th Cir. 1961).
[13] It is a fundamental principle of federal tax law that an accrued
expense becomes deductible only when all events have occurred from which
the liability is determined and the amount fixed. Security Hills Co. v.
C.LR., 321 U.S. 281, 64 S. Ct. 596, 88 L. Ed. 725 (1944) ; Dixie Pine Co.
v. C.LR., 320 U.S. 516, 64 S. Ct. 364, 88 L. Ed. 270 (1944) ; Milwaukee
& Suburban Transport Cidrp. v. C.I.R., 283 F.2d 279 (7th Cir. 1960).
The time at which a loss is sustained is a question of fact to be determined
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from all the relevant circumstances. Scofield v.C.LR., 266 F.2d 154 (6th
Cir. 1959). The facts must be viewed in light of realism and practicality.
Rich Lumber Co. v. United States, 237 F.2d 424 (1st Cir. 1956).
[14] It is clear that the loss must be actual and present and not
merely contemplated as more or less sure to occur in the future. Weiss v.
Wiener, 279 U.S. 333, 335, 49 S. Ct. 337, 73 L. Ed. 720 (1929). Some
identifiable event that the loss occurred during the tax year is necessary; the
mere subjective conclusion of the taxpayer that a loss took place during the
tax period will not suffice. Boesel v. Commissioner, 208 F.2d 817 (2d
Cir. 1954). If the loss may be shown to be reasonably certain in fact and
ascertainable in amount, it may be deducted before it is absolutely realized.
Lucas v. American Code Co., 280 U.S. 445, 449, 50 S. Ct. 202, 203. 74
L. Ed. 538 (1930). See Polizzi v. C.I.R., 265 F.2d 498 (6th Cir. 1959).
[15] If a solvent debtor may be reasonably expected to be located
and pay over the sums owed the loss is not deductible. East Coast Equipment Co. v. Commissioner, 222 F.2d 676 (3d Cir. 1955). Consequently,
it is not until all reasonable possibilities of recoupment have been exhausted
that the deduction will be allowable. It must be demonstratively uncollectible. Mayer Tank Mfg. Co. v. Commissioner, 126 F.2d 588 (2d Cir. 1942);
Loewi & Co. v. Commissidner, 232 F.2d 621, (7th Cir. 1956); Iowa
Southern Utilities Co. v.United States, 348 F.2d 492 (Ct. Cl. 1965).
Lybrand, Ross Bros. & Montgomery prepared an independent audit
of the McDonnell books and reported on October 31, 1968 that reserves
approximating 1.5 million dollars should be established to cover dividends
owing but uncollectible. McDonnell chose to write off specific identifiable
accounts in 1968 but decided not to set up a reserve. It was not until
October of 1970 that McDonnell finally closed out their position on dividends and determined that an additional $295,979 in dividends were uncollectible.
The Receiver argues that a factual situation parallel to that presently
before the Court was entertained by the tax court in First National Bank
of Bellflower v. C.I.R., 10 T.C.R. 357 (19487.
There the taxpayer bank claimed a loss based on a discrepancy between its general ledger of receipts and disbursements and its individual
depositor ledgers. The bank alleged that the discrepancy was due to the
loss or return of cancelled checks before they had been charged to the
proper individual accounts. The Tax Court rejected the Government's
theory that a loss would not accrue until the depositors involved drew out
sums in excess of those funds they were actually entitled to withdraw.
The court held that:
"That theory obviously ignores the fact that the petitioner actually
made cash payments for the checks which were lost or returned before
they had been charged to the depositors. ...
In the normal course of events the petitioner would have reimbursed itself .. . [but] the petitioner had lost the only evidence
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it had of its right to charge the proper individual accounts . . . It
was then out of pocket with nothing more than a remote hope of
recovery for which it was entirely dependent upon the voluntary
action of its depositors . . ."

McDonnell similarly distributed funds, in this instance dividends, to
its customers. These payments were made in advance of their payable date
pursuant to a common practice in the brokerage industry. After the payments were made, and prior to the receipt of the dividend from the paying
company, McDonnell's record keeping system went afoul. McDonnell claims
that the amount of cash dividend losses sustained was known, fixed and
determinable as of 1968. The validity of this claim and the applicability
of the Bellflower case turn upon whether or not it may be reasonably said
that in 1968 the chances of recovering the dividends were remote.
The Government argues that normal procedure calls for the taxpayer
to research each item to determine how the error ocdurred and to attempt
collection. Only where this process would be futile, as in the Bellflower
case where no evidence was available from which to track down the proper
depositors to charge, may it be excused. In the present case the Receiver
has made no such showing. In fact, the Receiver alleges that the total
amount finally determined in October of 1971 was far less than the known
shorts and fails reported in the October 31, 1968 Lybrand, Ross Bros. &
Montgomery independent audit of the McDonnell books.
The fair import of the evidence is that documentation or other sources
were available to allow McDonnell to track down and claim its rightful
dues in a number of instances. The existence of the Lybrand estimate of
1968, especially when compared with the losses that were ultimately proven
to the Government's satisfaction, will not substitute for proof that the
dividend losses were reasonably certain at the time of its submission in
1968. McDonnell has not shown that the losses were reasonably certain
in 1968.
As noted McDonnell also carried on its books in 1968 certain "short"
positions, that is, securities carried as assets which were believed to be
owing to McDonnell but were not actually in the firm's possession. McDonnell discovered in 1968 that its books and records were inaccurate and
that several of the securities carried as assets could not be recovered. The
taxpayer admits that it did not close out its short positions on securities
until sometime between July and October of 1970. In the amended return
filed in 1971 by the Receiver on behalf of McDonnell, the Receiver asserted
a loss of $685,268 on account of non-recoverable securities in addition to
the losses asserted in the original return filed for 1968. The Government
denied the amended loss claim.
Mr. Rome, comptroller for McDonnell, testified that no records were
available to the brokerage firm that would indicate which of the individual
cliefit's accounts had outstanding short positions that had not been covered.
He testified that securities were purchased on the open market to replace
shortages according to "who yelled the loudest."

226

DELAWARE JOURNAL OF CORPORATE LAW

[VOL. 1

It is clear that the central office of McDonnell did not have access to
information that would allow them to readily identify and cover the securities that the firm had borrowed to sell short but that had not as yet been
bought in. Unlike the circumstances in Bellflower, no general ledger and
individuals ledgers that accurately reflect the magnitude of the loss are
available. These records were, in fact, in chaotic disarray.
Practically speaking, on the evidence presented at trial, it appears
highly unlikely that McDonnell could have ascertained the amount of the
loss incurred in less than a year's time. No evidence was submitted that
the records at the central office were put into order. Absent information
at the central office, normal procedures call for the canvass of individual
clients and brokers at branch offices. It was obviously necessary to reconstruct an accurate record of transactions. Mr. Rome's testimony indicates
that clients were required to furnish records to the firm that their outstanding short position had not in fact been covered.
The mere fact that Lybrand's estimate of losses ultimately proved to
be correct, to some extent, will not, in the absence of the supporting documentation for such an estimate, justify the conclusion that the losses were
reasonably certain in 1968.
The underlying rationale of the federal tax system is that "it should
produce revenue ascertainable and payable to the government at regular
intervals." Security Flour Mills Co. v. C.I.R., supra. Clearly, such a system requires methods of accounting, assessment and collection that are
capable of practical operation. Burnet v. Sanford & Brooks Co., 282 U.S..
359, 365, 51 S. Ct. 150, 152, 75 L. Ed. 383 (1930).
Realistically the losses due to security shortages at McDonnell do not
appear to have been ascertainable with reasonable certainty in 1968 by the
means and information available to the firm. The Receiver has failed to
show otherwise by a preponderance of the proof.
THE INTEREST EQUALIZATION TAX PENALTY CONTROVERSY

The United States seeks to impose statutory civil penalties on the
McDonnell firm under § 6681 of the Internal Revenue Code. In order
for the Government to prevail it must establish that McDonnell knowingly
violated § 4618 of the Internal Revenue Code.
The Interest Equalization Tax program, which has .been repealed, was
§§ 4911 et seq. of the Internal Revenue Code. Briefly, the program was
enacted in 1964 to restrain United States citizens from. making substantial
foreign investments. The purpose was to maintain a balance between the
outflow and influx of United States currency. The means by which this
was accomplished was the imposition of a tax on the purchase of foreign
securities by Americans. Where no threat is posed to the balance of payments exceptions are carved out.' To ease the administrative burden on
1. 26 U.S.C. § 4618, provides that where the tax has already been paid, as in the

instance of a purchase by an American from an American of a foreign security, no

tax is assessable.
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the Internal Revenue Service brokers were designated as "participating
firms"' 2 with the authority to verify the exempt or non-exempt status of
each transaction the broker handled. The issuance of a "clean confirmation"
by a participating firm is deemed to give the purchaser conclusive proof
that the securities he purchased are exempt from taxation under §§ 4911
et seq. To assure the integrity of the confirmation process Congress imposed a penalty upon any firm that "knowingly" violated § 4618. 3
The dispute centers on thirty-two transactions where a clean confirmation was issued by McDonnell as a participating broker. No documents,
testimony or other evidence is available as to these transactions. Consequently, the question of who carries the burden of ultimate persuasion
could be significant.
[16] In this area, some special comment should be made on the burden
of proof. The presumption of correctness afforded the Commissioner's
assessment determination allows the Government to ordinarily establish
a prima fade case of liability merely by offering into evidence a certified
copy of the assessment. Adams v. United States, 358 F.2d 986 (Ct. C1.
1966); Psaty v. United States, 442 F.2d 1154 (3d Cir. 1971). Where,
however, fraud is a necessary element of the offense no presumption attaches and the Government must persuasively establish its case. Goldberg
v. C.I.R., 239 F.2d 316 (5th Cir. 1956); Brelat:d v. Unitcd States, 323
F.2d 492 (5th Cir. 1963).
The Receiver argues that "knowingly" is synonymous with "intent
to defraud" citing United States v. Weisman, 83 F.2d 470 (2d Cir. 1936)
and United States v. Martinez, 73 F. Supp. 403, 407 (M.D. Pa. 1947).
Therefore, he argues that the burden should be placed on the Government
to prove the existence of scienter. The Government counters with the
argument that the Congress intended the term "knowingly" to mean with
knowledge and not willfully.
Black's Law Dictionary (4th Ed., 1968) defines "knowingly" to mean
"with knowledge; consciously; intelligently; willfully; intentionally." From
the common usage of this term, a voluntary act with awareness, and not
mere mistake or inadvertance, is required. See United States v. Murdock,
29 U.S. 389, 54 S. Ct. 223, 78 L. Ed. 381 (1933). Therefore, while the
provisions of § 6681(a) do not employ the term "willfully" as do §§ 6681
(c) and (d), it nevertheless seems to require the same conclusion that the
action or inaction was taken with knowledge of the legal violation. By
reliance on the fraud cases, it can be argued that the persuasion burden
should fall upon the Government to prove a "knowing" violation. See
Vitelli & Son v. United States, 250 U.S. 355, 39 S.Ct. 544, 63 L. Ed. 1028
(1919) ; Jemison v.Commissioner, 45 F.2d 4 (5th Cir. 1930) ; 26 U.S.C.,
§ 7454; Trainerv. U. S., 145 F. Supp. 786 (D.C. Pa. 1956).
2. 26 U.S.C. § 4918.
3. 26 U.S.C. § 6681.
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Significantly, § 7454 provides that the burden of proving a "knowing"
violation of §§ 4940 et seq. of the Internal Revenue Code is placed on the
Government. But compare § 6323(i) (1) which has a broad definition of
knowledge and thereby suggests by inference no special persuasion rule is
required.
Short of fraud, the burden of proof question is not clear. Some cases
suggest the persuasion burden remains with the taxpayer notwithstanding
claims of willful or knowing violations. Psaty v. United States, spra.
Rather than extend the discussion on this possibly grey area of federal tax
law, I will turn to the merits directly because, although the question is

close, I do not feel the persuasion burden is decisive here.
At trial it was adduced that the Internal Revenue Service spent some

1,300 man-hours examining the transactions of the McDonnell firm. This
review disclosed 370 trades which were questionable. Of these, information
or documentation sought out by McDonnell and the Government verified
the propriety of the clean confirmation in all but thirty-two instances. 4

For these thirty-two transactions documentation and parties could not be
located, a clear negative point for McDonnell.
But the Government concedes that it has no independent proof of a

knowing violation. Despite its extensive and thorough investigation, no
single instance of impropriety was uncovered. In fact, the Government
witness admitted that McDonnell was perhaps overzealous in meeting its

reporting requirements in taxing some transactions that were later found
to be exempt.
The Government offers mere suspicion as its proof. It is well-settled

that speculation and intuition may not be substituted for proof. Galloway
v. United States 319 U.S. 372, 387, 63 S. Ct. 1077, 1085, 97 L. Ed. 1458
(1943) ; Sharon Herald Co. v. Granger, 195 F.2d 890, 895 (3d Cir. 1952).
Other than the absence of records, the Government has failed to furnish
probative facts that are capable of supporting the factual determination
that a knowing violation occurred. See In Re' Lueder's Estate, 164 F.2d
128, 133 (3d Cir. 1947).
I am of the opinion that the reasonable inferences and conclusions
that may be drawn from the present record indicate that there was no
evasion. In fact, the pattern is one of vigorous efforts to comply. See
C.I.R. v. Scottish American Inv. Co., Ltd., 323 U.S. 119, 123, 65 S. Ct.
169, 171, 89 L. Ed. 113 (1944). Even if the burden of persuasion is
placed on the Receiver, the high incidence of proved compliance circumstantially would establish compliance in those few cases where records
are unavailable. See Rule 406, Federal Rules of Evidence.
The Government's claim that McDonnell owes any money on account
of the Interest Equalizdtion Tax penalty is rejected.
4. The effort and fairness of the revenue agents are especially praiseworthy. It
is hard to imagine how the Job could have been done more comprehensively and it
should be reassuring to the public to see revenue agents working diligently solely for
a fair and accurate result.

UNREPORTED CASES

1976]

ORDER To BE SuBmiTTE
I trust the foregoing opinion will enable the parties to submit an
appropriate stipulated order. I will place the burden on the Receiver to
present such an order, on notice or with approval as to form within thirty
days.

PENNSYLVANIA MUTUAL FUND, INC. v. TODHUNTER
INTERNATIONAL, INC.
No. 4845
Court Sf Chancery of the State of Delaware, New Castle
August 5, 1975
Plaintiff moved for a temporary restraining order against the effectuation of a merger which he alleged would constitute an unlawful freeze-out
of plaintiff's interest as a stockholder of defendant company. Plaintiff
contended that the purpose of the merger was to eliminate unwanted
minority stockholders which in and of itself was not a valid business purpose.
Restrainingorder granted.
1.

Corporations 0==, 189(4)

Where, after a merger, there would be no change in a business but
merely an elimination of minority stockholders, use of control to effectuate
such merger is not a valid business purpose under § 251. (8 DEL. C.
§§ 251,253.)
MAvn., Vice Chancellor
Plaintiff seeks the granting of a temporary restraining order against
the effectuation of a merger which plaintiff contends would, if permitted
to be accomplished, constitute an unlawful freeze-out of plaintiff's interest
as a stockholder of Todhunder International, Inc.
[1] First of all, it is established law in Delaware and elsewhere that
an injunctive order must be earned and will not issue merely because it
will possibly do no harm. Here, however, I have some doubt as to whether
or not the merger under attack has a valid business purpose. In other
words, this is probably or possibly not a case in which a dissenting stockholder is merely entitled to an appraisal because of his unwillingness to
continue in a changed business. Here there is to be no change in the
business but merely an elimination of unwanted minority stockholders.
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I feel therefore that there is some possibility on further argument
and development of the case of a showing of illegality of this plan by reason
of it being a possible manipulation of corporate control for private purposes
with no proper business purpose in mind. I have doubt also as to whether
or not a merger such as this may be accomplished under § 251 with the
facility available under § 253. In the Schenley case the Court was involved
with two operating companies and not with two shell companies. Use of
control to freeze out or to manipulate a corporation to the detriment of
minority stockholders has always been frowned on by this Court. Bennett
v. Breuil Petroleum Corporation,34 Del. Ch. 6, Condec v. Lunkenheimer,
43 Del. Ch. 353, and Schnell v. Chris Craft, 285 A.2d 437 (Sup. Ct. Del.).
Accordingly, I will enter a restraining order not enjoining the holding
of a meeting in Florida tomorrow, but temporarily restraining the effectuation of the plan under attack.

LEVIEN v. SINCLAIR OIL CORPORATION,

ET AL.

No. 1883
Court of Chancery of the State of Delaware, Sussex
August 12, 1975
This case concerns the ability of the Chancellor to modify a previously
awarded monetary judgment on stockholder's derivative suit. Both parties
have asked for a modification. Defendant (Arco) contends that, due to
significant possibility of Venezuela nationalizing Sinclair Oil Company
(Sinven) and the fact that Venezuela imposes a seventy-two per cent tax
on foreign oil companies operating within that country, the Chancellor
should allow the aliquot share due to the minority shareholders to be
paid directly to them in lieu of full payment to the Corporation. Plaintiff,
also reasoning that in order to avoid the seventy-two per cent tax the
award should remain in the United States, seeks either to have the judgment transferred to the Superior Court whereupon the amount would be
paid to a Sheriff on behalf of the corporation or to have the award paid
to a bank for investment purposes rather than directly to the corporation.
Motion for modification denied.
1.

Corporations C

189(1)

In a derivative suit, relief is granted on behalf of and inures to the
benefit of the corporation.
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Appeal & Error C--

464

In all civil cases before the Delaware Supreme Court, the supersedeas
surety shall, by the terms of the bond, submit to the jurisdiction of the
court from which the appeal was taken and consent "that the liability of
the parties on the bond may be enforced on motion without the necessity
of an independent action .
3.

Execution C

189

By Delaware statute, the Chancery Court cannot transfer a money
judgment to the Supreme Court, so as to permit execution and at the same
time maintain control over the execution processes of that Court. 10 DEL. C.
§ 4734.
4.

Appeal & Error 0-

1237

The desired result of a motion to enforce liability on a supersedeas
bond after an unsuccessful appeal is to have the judgment entered against the
surety also.
5.

Appeal & Error

-

460

Until it is determined that the appeal is unsuccessful, the supersedeas
bond acts as security for the original judgment, but it does not amount to
a judgment itself.
6.

Appeal & Error 0-

1237

Once the original judgment is affirmed, the supersedeas bond then
becomes actionable; but still some judicial step is required to convert it into
a judgment of record against the surety.
7.

Corporations 0=, 214

Until there is a determination of what portion, if any, of the judgment
amount should be allowed to a party for expenses, there is good reason to
believe that the judgment is not ready for either payment or execution
process.
BRowN, Vice Chancellor
The present status of this matter involves the payment or, alternatively,
the possible modification of a monetary judgment entered in a stockholders
derivative action. It is important to keep in mind that the issue deals with
a judgment as to liability previously entered by this Court and affirmed
on appeal.
This litigation had its inception some twelve years ago and has been
before our Supreme Court on more than one occasion. The original corn-
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plaint sought damages in excess of $180 million on behalf of Sinclair
Venezuelan Oil Company ("Sinven"). The primary defendant was Sinclair
Oil Corporation ("Sinclair"), the owner of 97 per cent of the outstanding
stock of Sinven. Eventually, on January 9, 1974, the Chancellor, based
on breach of contract principles as opposed to those of fraud, entered an
order granting a monetary judgment against Sinclair and in favor of Sinven
in the sum of $5,630,156.25, plus interest. See Levien v. Sinclair Oil
Corporation,Del. Ch., 314 A.2d 216 (1973) for the Chancellor's opinion
thereon.
By this time Atlantic Richfield Company ("Arco") had succeeded
to the interests of Sinclair. An appeal was taken from the Chancellor's
order, as a part of which ARCO posted a supersedeas bond in the amount
of the judgment. This bond, by its terms, provides that it could be enforced
by the motion of the plaintiff without further proceedings in the event
that the defendants were unsuccessful on their appeal. On January 20,
1975 the Supreme Court, per curiam, affirmed the findings of the Chancellor.
Shortly thereafter, based upon the assertion that Sinven's board, as controlled by ARCO, would apparently make no effort to recover the judgment,
plaintiff moved for an order on the supersedeas bond to compel ARCO to
pay. By its own acknowledgment, ARCO is eminently capable of making
prompt payment in satisfaction of the judgment which with interest, now
totals more than $6 million. Simple as this may sound, however, the
problem has now become two-fold.
First, although plaintiff seeks immediate payment, he does not want
it to be made directly to Sinven. Rather, he asks for an order requiring
the judgment amount to be paid into and held by a banking institution of
this State pending the further order of the Court. Alternatively, he asks
that the judgment be transferred to the Superior Court so that it can be
executed upon by the Sheriff of New Castle County, with any proceeds
recovered thereon to be held by the Sheriff pending further instruction
from this Court.
On the other hand, ARCO has moved for an order which would
permit it (1) to pay the aliquot share of the total judgment attributable to
the 3 per cent minority shareholders (being some $169,000) directly to such
shareholders, (2) to pay such expenses and counsel fees as the Court may
award directly to the plaintiff, and (3) to mark the judgment satisfied
upon so doing without payment of the balance to anyone. Thus, after
twelve years of litigation, neither side wants the judgment paid according
to its terms.
This unusual circumstance is prompted by the following factors.
Sinven is physically located and operates in Venezuela. While it has assets
and facilities there valued in the millions and in fact is actively doing
business, it has been rumored for some time that Venezuela is about to
nationalize the foreign oil company holdings within its borders. Legislation
has been proposed in Venezuela to this effect which, if enacted, could result
in the confiscation of Sinven's physical plant, equipment and concessions
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in return for payment to Sinven by the Venezuelan government of some
10 million. This amount is said to be only a token of true value.
In addition, Venezuela imposes a tax on foreign oil companies operating
within that country. Back around 1963 and 1964, when the breaches giving
rise to the litigation first commenced, this tax was in the vicinity of 10
per cent. However, by 1974, this tax rate had increased to 65 per cent and
in January 1975, it was increased to 72 per cent. Thus, ARCO suggests
that the present tax rate is all but confiscatory in its effect and therefore
provides a basis for equitable relief from the legal effect of the judgment
as entered.
Because of these conditions, it is obvious that plaintiff desires to reduce
the money judgment to custody in this country, in the hands of a neutral
party and under Court supervision, until a determination can be made on
his application for fees and expenses and until it can further be determined
what should be done with the balance due Sinven. ARCO has offered affidavits, on the other hand, made by persons having expertise in Venezuelan
law and taxation, which indicate that, as a certainty if Sinven receives
payment and as a strong probability even if the judgment is paid to another
on its behalf, the 72 per cent tax rate will thereupon become operative as
to the amount of the judgment, which tax can be recovered against property
of Sinven in Venezuela even though the judgment fund itself may remain
here.
ARCO argues that in this situation it is due some consideration as
97 per cent shareholder of Sinven, and that it would make little sense to
require it to pay over $6 million to its subsidiary corporation with full
knowledge that immediately the great percentage of it (actually only some
$4,477,000 of the recovery would be considered taxable income, which
would thus leave Sinven with some $2,406,716 after application of the
tax) would go to a foreign government, thus providing no benefit to
Sinven nor to the minority or majority shareholders. ARCO further points
out that if this were done the minority shareholders' portion of the remaining $2,406,716 would only be $72,000, and this would be before an award
of expense and counsel fees to plaintiff for recovering a $5.6 million judgment. It urges that in such a case a court of equity can and should mold
its decree to recognize the political and economic exigencies of the situation
rather than to cling to the black letter of the law.
I.
[1] Dealing first with the application of ARCO, it is axiomatic in
theory that in a derivative suit relief is granted on behalf of and inures
to the benefit of the corporation. Cantor v. Sachs, Del. Ch., 162 A. 73
(1932). The complainant, as a stockholder, is interested in the alleged
wrongs and any relief granted only in an indirect and derivative sense.
Ainscow v. Sanitary Co. of America, Del. Ch., 180 A. 614 (1935). And
while it was noted in Keenan v. Eshdentan, Del. Supr., 2 A.2d 904, 912
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(1938) that there may be "exceptional cases .. where remedial equity is
satisfied by allowing a recovery in an amount sufficient to satisfy nonassenting stockholders measured by their stock holdings," it was nonethe-

less held by the same authority that "generally, where the action is a
derivative one, brought for the benefit of a going corporation, equitable

principles demand that the theory of the action be recognized and that the
whole recoverable amount be decreed to be paid to the corporation, notwithstanding releases, ratifications or waivers after the event." (Emphasis

added.) See also Taormina v. Taormina Corp., Del. Ch., 78 A.2d 473
(1951).
ARCO cites several cases from other jurisdictions where the ultimate
relief, in one form or another, has allowed the aliquot share due to minority
shareholders to be paid directly to them in lieu of full payment to the
corporation. Bailey v. Jacobs, Pa. Supr., 189 A. 320 (1937); Dill v.

Johnston, Okla. 179 P. 608 (1919); Mathews v. Headley Chocolate Cd.,
Md. App., 100 A. 645 (1917); Backus v. Finkelstein, D. Minn., 23 F.2d
357 (1927); Chounis v. Laing, W. Va. Supr., 23 S.E.2d 628 (1942);
Spaulding v. North Milwaukee Town-Site Co., Wis. Supr., 81 N.W. 1064
(1900); Sania v. Central Oil Co., Mass. Supr., 158 N.E.2d 469 (1959);
Sale v. Ambler, Pa. Supr., 6 A.2d 519 (1939). In the majority of these
cases, however, direct relief to the minority was justified for the reason
that the corporation was in a state of actual or virtual liquidation and it
would have been needless to require that payment be first made to the
corporation followed by immediate distribution to the complaining minority.
In other cases, the direct relief was awarded either because the majority
shareholders had settled their claims satisfactorily or so as to prevent
an unwarranted benefit to wrongdoing majority shareholders. None stand
for the proposition that direct payment to the minority shareholders should
be considered solely to ease the obligation due from the majority shareholder of an active, ongoing corporation. Regardless of how it is put forth,
this is the root of ARCO's argument here.
At first glance it would not appear logical to require a 97 per cent
shareholder to pay several million dollars to its controlled subsidiary with
full knowledge that over half of it will immediatey be taken by foreign
taxing powers and thus be lost and of no benefit to either the parent or
subsidiary corporation. At the same time, the rationale expressed by
Keenan v. Eshleman, supra, as to an active corporation, is that to award
direct payment of their aliquot share to minority shareholders is tantamount
to the declaration of a dividend by the Court, thus usurping the function
and business judgment of the board of directors. The wisdom of forbidding
such a Court-ordered distribution of corporate income seems amply demonstrated here.
Here ARCO would, in effect, have the Court order direct payment
of $169,000 to the 3 per cent minority, to that extent granting them a
dividend of their full portion of the sums that the Court found Sinven
should have realized from Sinclair under existing contracts, but did not
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due to the fault of Sinclair. Sinven would receive nothing else, and
Sinclair (now ARCO) would, perhaps by way of atonement for its wrongs,
forego all its right to the dividend received by the minority and pay the
expense of the litigation in return for being permitted to avoid losing large
sums to Venezualan taxation. What this approach overlooks, however,
is that the suit was brought for the benefit of Sinven, and, even if the tax
should be levied in the amount computed by ARCO, Sinven would still
be benefited by some $2,406,716 before any award of fees and expenses.
Receipt of some $2 million in the coffers of an active corporation would
seem to be of more benefit than having a $169,000 minority dividend
declared and paid by another in lieu of receiving $2 million. Moreover, it
might not be in the best interests of the corporation to declare any dividend
from this amount at this time because of other needs or potential business.
Of course, in the case of an ongoing corporation, 'the Court has no way
of knowing what would be best under the circumstances. Undoubtedly, that
is why Keenan v. Eshlenman instructs that the Court should not take action
which amounts to the declaration of a dividend under such conditions.
ARCO further argues that because of the spectre of impending nationalization of Sinven by Venezuala, Sinven is, for all practical purposes, in
a state of virtual liquidation and is about to cease to exist as a viable
entity for shareholder investment. Because of this it urges that the case
is a proper one for the Court to mold its decree to fit the realities of the
situation, and authorize direct payment to the minority so as to assure
equitable benefit to all concerned. The reality of the situation is, however,
that nationalization has not occurred and, at this point, apparently no one
can say when or if it ever will. Should it occur before the finalization of
these proceedings it might be one thing; but that it might occur sometime
hereafter does not justify taking action now on the assumption that the
inevitable has already occurred.
ARCO's application for an order authorizing direct payment of their
proportionate share of the judgment amount to the minority shareholders
must be denied.
Ii:

As to the plaintiff's alternative motions to proceed against the supersedeas bond, Rule 62(d) of this Court provides that a supersedeas or stay
on appeal "shall be governed by Article IV, Section 24 of the Constitution
of the State of Delaware and by the Rules of the Supreme Court." The
constitutional provision requires that any person other than an executor
or administrator who appeals to the Supreme Court and who desires a
stay of proceedings in the court below must give sufficient security that the
appellant will prosecute his appeal "to effect, and pay the condemnation
money and all costs, or otherwise abide the decree in appeal or the judgment in error, if he fails to make his plea good."
[2] Rule 22(4) (c) of the Supreme Court requires that in all civil
cases the supersedeas surety shall, by the terms of the bond, submit to
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the jurisdiction of the court from which the appeal was taken and consent
"that the liability of the parties on the bond may be enforced on motion
without the necessity of an independent action. . . ." Likewise, Rule 65.1
of this Court provides that in the event that a bond of another is given as
security, liability of the surety "may be enforced on motion without the
necessity of an independent action." See also Taylor v. Craft Builders,Inc.,
Del. Ch., 260 A.2d 180 (1969). The bond of ARCO here contains the
appropriate language to comply with the foregoing requirements and plaintiff has moved to enforce ARCO's liability on it. What is the initial action
to be taken?
Affirmance of a judgment on appeal fixes the liability of the surety
on the supersedeas bond. United States Fidelity & G. Co. v. Sanddval,
223 U.S. 227, 56 L. Ed. 415, 32 S. Ct. 298 (1912) ; Babbitt v. Finn, 101
U.S. 7, 25 L. Ed. 820 (1879).
Plaintiff proposes one form of order which, by its terms, would require ARCO to satisfy the judgment by paying the full amount into a
local bank within a period of days to be fixed by the Court. He proposes
that the sum then be held or invested in government bonds on behalf of
Sinven subject to an eventual award of fees and expenses, if any, with
ultimate distribution to be as directed by the Court. Admittedly, plaintiff can
offer no precedent or authority for such procedure in a derivative suit as
compared, for example, to certain class actions.
[3] By a second proposed order, plaintiff asks pursuant to 10 DEL. C.
§ 4734 that judgment be entered in the Superior Court against ARGO
and in favor of Sinven, with disbursement of any proceeds realized by
execution process thereon to be stayed pending further order from this
Court. No authority is offered for this approach either, and I think for
obvious reason. The aforesaid statute which permits the transfer of Chancery judgments provides that "any judgment or order from the Court of
Chancery, calling for the payment of a sum of money" may be received
by the Prothonatary and entered in the judgment indexes of the Superior
Court. Thereupon, the statute states, the judgment "shall have the same
force and effect as though the judgment had been entered in the Superior
Court." In view of this I fail to see how I could transfer a money judgment
to the Superior Court so as to permit execution and at the same time retain
control over the execution processes of that Court.
However, there appears to me to be a more fundamental problem,
namely, that as yet there is no judgment against ARGO on the bond. The
situation is somewhat muddled by the fact that although Sinclair remained
the named defendant after merger with ARGO, as permitted by 8 DEL. C.
§ 261, ARCO, as successor to its interests, would presumably have an
obligation as to the judgment against Sinclair anyway. Despite this, ARCO
has given the supersedeas bond in its own name and plaintiff seeks to
enforce its liability on this bond.
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[4-6] The desired result of a motion to enforce liability on a supersedeas bond after an unsuccessful appeal is to have the judgment entered
against the surety also. Until it is determined that the appeal is unsuccessful,
the supersedeas bond acts as security for the original judgment, but it
does not amount to a judgment itself. Once the original judgment is
affirmed on appeal, the supersedeas bond then becomes actionable, but still
some judicial step is required to convert it into a judgment of record
against the surety. I think that this is technically what must be done here.
*See 5 Am. JuR. 2d, Appeal and Error§§ 1049, 1053.
What the plaintiff seeks by his first proposed order is, however, that
ARCO be directed to forthwith satisfy its obligation on the bond by means
of immediate payment. He desires that ARCO be forthwith dislodged of
the judgment amount so that it can be held by someone else pending
plaintiff's application for fees and expenses. I have been offered no basis
for this and I am aware of none. Moreover, the Chancellor's order of
January 9, 1974, in addition to awarding judgment against one defendant,
Sinclair, in favor of the other, Sinven, specifically reserved jurisdiction
"for the purpose of determining reasonable counsel and accountants' fees
and disbursements, if any, to be awarded to plaintiff's attorneys and accountants herein."
[7] Where a recovery fund or amount has been created by the successful efforts of a stockbroker in a derivative suit, "the successful litigant is
entitled to allowance for counsel fees to be paid from the fund or property
which his efforts have created. .. ." Chrysler Corporationv. Dann, Del.
Supr., 233 A.2d 384 (1966). See also Maurerv. InternationalRe-Instrance
Corp., Del. Supr., 95 A.2d 827, 830 (1953). Thus, until there has been
a determination of this aspect of the matter, i.e., what portion, if any, of the
judgment amount should be allowed to plaintiff for expenses, there is good
reason to believe that the judgment against ARCO is not ready for either
payment or execution process. While there might be some basis for ordering
payment pending such determination if the solvency of the surety was in
doubt, such is not the case here. I do not feel that I can sign either order
proposed by the plaintiff.
III.
In conclusion, I deny the application of both ARCO and the plaintiff,
and merely order at this point that judgment be entered of record against
ARCO on the supersedeas bond for the ultimate amount found to be due
from Sinclair, subject to the previous reservation of jurisdiction by the
Chancellor to hear and determine any application of the plaintiff for an
allowance of fees and expenses. If such an application is to be made, I see
no reason why it should not be made promptly.
Counsel for plaintiff is directed to submit a form of order in conformity
herewith.

