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INTRODUCTION

UNREPORTED CASES is a continuing feature of THE
DELAWARE JOURNAL OF CORPORATE LAW. All unreported cases of a
corporate nature that have not been published by a reporter system
will be included. The court's opinions are printed in their entirety,
exactly as received.
To expedite the attorney's research, all cases are headnoted
according to the National Reporter key number classification system.*
Indices are provided for case names, statutes construed, rules of
court, and key numbers and classifications for this issue.

* The National Reporter key number classification system is used
with the permission of the West Publishing Co., St. Paul, Minnesota 55102.
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CHARLIP v. LEAR SIEGLER, INC.
No. 5178
Court of Chancery of the State of Delaware, New Castle
July 2, 1985
Plaintiffs, in an appraisal action, sought payment for the fair
value of their shares of ACTS Computing Corporation, which was
merged into the defendant corporation by means of a short merger;
included in the award sought was interest from the date of merger
and allocation of cost of the action to the defendant. The court of
chancery, per Vice-Chancellor Walsh, held that, pursuant to Del.
Code Ann. tit. 8, § 262(h), the plaintiffs were entitled to a simple
interest rate determined through consideration of all relevant factors,
calculated from the date of the merger until payment; and pursuant
to Del. Code Ann. tit. 8, § 262(j), the costs of the action would
be assessed against the defendant.
1.

Corporations 0-

584

In a proceeding for appraisal of stock following a merger, the
court may within its discretion award interest running from the
merger date to the date of payment. DEL. CODE ANN. tit. 8, § 262(h)
(1984).
2.

Corporations C=p 584
Interest

C

31

In determining interest to be awarded stockholders of a corporation absorbed in merger, upon perfection of their appraisal rights,
the court prior to 1981 adhered to the "prudent investor" standard
focusing on interest rate alternatives available to the prudent investor
rather than the borrowing costs of the corporation or the return that
could be realized by a particular investor; this is no longer the sole
determining criteria.
3.

Corporations C= 584
Interest

0

31

In determining interest to be awarded stockholders of a corporation absorbed in a merger upon perfection of their appraisal
rights, the court may consider all relevant factors including the rate
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of interest which the surviving corporation would have to pay to
borrow money during the pendency of the proceeding. Thus the
"prudent investor" approach is no longer the sole measuring rod
of a fair interest rate and the court's inquiry is not limited to any
specific set of investments. DEL. CODE ANN. tit. 8, § 262(h) (1984).
4.

Corporations

C

Interest

0- 31

584

In determining interest to be awarded stockholders of a corporation absorbed in a merger upon perfection of appraisal rights,
the court is not bound to any specific formula of investments but
may exercise its discretion in terms of relevancy.
5.

Corporations C
Interest

584

C- 31

After perfecting his appraisal rights, a shareholder loses all the
substantial rights of a stockholder, including his right to receive
dividends, and his status becomes that of a creditor. Therefore, in
determining a fair rate of interest in an appraisal action, return on
shareholder equity is an improper criterion.
6.

Corporations 0

584

Interest

31

C-

Applicable statute regarding interest to be calculated where
shareholder appraisal rights are exercised specifies only that dissenting
shareholder is entitled to interest. DEL. CODE. ANN. tit. 8, § 262(h)
(1984).
7.

Interest 0

60

Compound interest is not traditionally favored in the law. Absent
either a contract or express statutory provision authorizing compounding interest prior to judgment, only simple interest may be
recovered.
8.

Corporations C
Interest

584

0-- 31

Dissenting shareholder's right to appraisal and entitlement to
interest on the appraisal award exists solely by statute. Barring express
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statutory authority, judicial discretion to award compound interest
does not exist. DEL. CODE ANN. tit. 8, § 262(h) (1984).
9.

Corporations

C- 584

The customary rule is that the corporation will pay all costs of
a stockholder's appraisal action not specifically allocated by statute
unless there is a showing of bad faith on the part of the dissenting
shareholders. DEL. CODE ANN. tit. 8, § 2620) (1984).
Jesse A. Finkelstein, Esquire, of Richards, Layton & Finger, Wilmington, Delaware, for plaintiffs.
Lawrence A. Hamermesh, Esquire, of Morris, Nichols, Arsht &
Tunnell, Wilmington, Delaware, for defendant.
WALSH,

Vice-Chancellor

This is an appraisal action brought by plaintiffs, Eliot Charlip,
Francis J. Kane and Helen Kane under 8 Del. C. § 262 seeking
payment for the fair value of their shares of ACTS Computing
Corporation ("ACTS"), which was merged into the defendant, Lear
Siegler, Inc. ("Lear Siegler") by means of a short form merger on
June 9, 1976. The plaintiffs perfected their appraisal rights and filed
this action in September, 1976. Although the Court appointed an
appraiser in 1977, under the procedures existing at that time, a
hearing was not held before the appraiser until December, 1981.
The appraiser issued his draft report in June, 1982, in which he
determined the fair value of the plaintiffs' shares at the time of the
merger to be $2.828. After both sides took exceptions to the appraiser's report, Chancellor Brown affirmed the appraiser's findings.
Charlip v. Lear Siegler, Inc., Del. Ch., C. A. No. 5178, Brown, C.
(November 27, 1984). On April 30, 1985, the plaintiffs filed a motion
for entry of a final order which also seeks an award of interest. The
defendant objects to plaintiffs' suggested rate of interest and to that
portion of the order which allocates the costs of this action to defendant.
The parties were requested to submit affidavits and memoranda
with respect to the appropriate interest rate and the assessment of
costs to aid the Court in determining whether an evidentiary hearing
would be necessary to resolve this matter. Although neither party
believes that such a hearing is necessary, the defendant requests
further briefing on the legal issues presented by plaintiffs' motion.
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After reviewing the parties' submissions, I do not believe that additional briefing on the legal issues would be helpful or that further
delay is warranted.
[1,2] I turn first to the proper rate of interest to be applied.
It is not disputed that this Court may, within its discretion, award
interest on the amount due plaintiffs in an appraisal action. 8 Del.

C. § 262(h); Lebman v. Nat'l Union Elec. Corp., Del, Ch., 414 A.
2d 824 (1980). Such interest runs from the merger date to the date
of payment. Sporborg v. City Specialty Stores, Del. Ch., 123 A.2d 121,
127 (1956). Prior to 1981, this Court adhered to the "prudent
investor" standard in fixing the appropriate rate of interest, focusing
on the interest rate at which a prudent investor could have invested
his money, rather than the borrowing cost to the corporation, Universal
City Studios, Inc. v. Francis L duPont & Co., Del. Supr., 334 A. 2d
216, 222-23 (1975), or the return a particular plaintiff could have
realized on such an investment. Lebman, supra, at 829. In Tennetic,
Inc. v. A. J. Industries, Inc., Del. Ch., 6 Del. J. Corp. L. 347 (Dec.
16, 1980), Chancellor Marvel applied a number of investment criteria
in this approach: short, medium and long term United States Treasury bills, savings deposits held in mutual savings banks, Moodys
Triple A Corporate Bond average and finally the values found in
Standard & Poor's Industrial Average. Id. at 351. In Steinhart v.
Southwest Realty and Development Co., Del. Ch., C. A. 583, Hartnett,
V. C. (Dec. 28, 1981), this Court added the average yield on money
market funds. Slip op. at 22. The defendant, contending that only
these investments should be considered in determining the appropriate
interest rate, seeks application of an interest rate of 8.63%.

[3] In 1981, however, the General Assembly amended 8 Del.
C. § 262(h) to provide that in determining a fair interest rate this
Court may consider "all relevant factors, including the rate of interest
which the surviving or resulting corporation would have had to pay
to borrow money during the pendency of the proceeding." This
amendment makes clear not only that this Court's inquiry is not
limited to any specific set of investments, but also that the prudent
investor approach is no longer the sole means by which to determine
a fair interest rate. In reliance on this amendment, the plaintiffs
have submitted additional investment sources, as well as other factors,
including an inflation adjustment.
Defendant first objects to the plaintiff's average interest rates
submitted for money market accounts and short term treasury bills
on the ground that plaintiffs did not include earnings from these
investment sources prior to 1982 and 1979, respectively. The plaintiffs

1986]

UNREPORTED CASES

offer no explanation for failing to include data for the entire relevant
period from July, 1976, to present, and thus I will include the earlier
figures supplied by defendant in calculating the proper interest rate.
The defendant next contends that the Court should include
average earnings from intermediate and long term treasury bills,
savings deposits, and the Standard and Poor's Industrial Average
Yield, none of which have been submitted by plaintiffs, but which
have been considered by this Court in the past. Inasmuch as this
Court previously has concluded that a prudent investor would invest
his money in these sources, and the plaintiffs have offered no reason
why these investments are not relevant in this instance, I will include
the investments in calculating a fair rate of return.
[4] The defendant also objects to the inclusion of interest averages from three investment sources which have never before been
relied upon by this Court: one year Certificates of Deposit, Standard
& Poor's Composite Bond Yield Index, and the top fifty mutual
funds. As noted previously, this Court is not bound to any specific
"formula" of investments but may exercise its discretion in terms
of relevancy. I am satisfied that one year Certificates of Deposit
should be included because, like money market accounts, they are
a viable and attractive investment. See Steinhart, supra. Moreover,
since this Court previously considered Moody's Triple A Corporate
Bond Average, and in fact the defendant has included that source
here, it cannot be said that the inclusion of the Standard & Poor's
Composite Bond Yield Index is improper.
However, I am not satisfied that the top fifty mutual fund
performers are an appropriate gauge of average earnings for present
purposes. A prudent investor, in 1976, would have no way of identifying the top fifty mutual fund performers for the succeeding decade.
Such a tabulation of best or worst performers simply is not a representative standard by which to ascertain average earnings on a
particular investment. Thus, I will include all the investment sources
submitted by the parties, with the exception of the top fifty mutual
funds, to calculate a fair interest rate.
In addition to the investment lists submitted by the parties, the
plaintiffs have included other criteria which they claim are relevant
in determining a fair rate of interest. The defendant disputes the
appropriateness of each of these factors. First, the plaintiffs have
submitted exhibits which they claim demonstrate that Lear Siegler's
average cost of borrowing money during the pendency of this action
would have been between 15% and 20%. The defendant responds
that this Court has specifically rejected the corporation's average cost
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of borrowing as a factor in fixing a fair interest rate, Lebman, supra,
and, in any event, disputes the accuracy of the figures submitted
by plaintiff. The 1981 amendment to § 262(h) specifically includes
the corporation's cost of borrowing "during the pendency of the
proceeding" as a relevant factor which may be considered. Therefore,
I will consider this factor in calculating a fair interest rate. The
defendant, however, has offered affidavit testimony that its actual
cost of borrowing since July, 1976, has been approximately 11.9%.
The plaintiffs appear willing to accept this figure, and thus I will
include defendant's 11. 9% actual cost of borrowing.
[5] Plaintiffs also seek to include Lear Siegler's return on
equity, which averaged 18.6% per annum between 1978 and 1983.
Defendant contests this factor on the basis that the appraisal result
is more akin to debt than equity. I agree that the defendant's return
on shareholder equity is an improper criterion for determining a fair
rate of interest in an appraisal action. After perfecting his appraisal
rights, a shareholder loses all the substantial rights of a stockholder,
including the right to receive dividends, and his status becomes that
of a creditor. Southern Production Co. v. Sabath, Del. Supr., 87 A.2d
128, 134 (1952). Because a shareholder otherwise entitled to appraisal
has an absolute right to receive fair value for his shares, Kaye v.
Pantone, Inc., Del. Oh., 395 A.2d 369, 375 (1978), the funds held
by the corporation representing the fair value are more in the nature
of a debt obligation than an equity interest. Indeed, the fact that
the defendant must pay interest on the fair value sum supports this
distinction.
Plaintiffs also seek to increase the appraisal award from $2.828
per share to $5.55 per share to reflect the effect of inflation over
the past decade. Plaintiffs argue that if they receive less than $5.55
per share in current 1985 dollars, they will in effect receive less than
fair value for their shares at the time of the merger as determined

by the appraisal. I find no merit to plaintiffs' contention, and conclude
that application of an inflation adjustment would be improper in an
appraisal action. The effect of the claimed inflation is a decrease in
the spending power of the dollar. It must be assumed for purposes
of appraisal, however, that these funds have been invested from the
merger date until payment. It would be inconsistent to award interest
as if these funds were invested, and, at the same time, restore the
spending power of those funds by means of an inflation adjustment
as if the plaintiffs would have spent these moneys in 1976. Moreover,
plaintiffs' argument overlooks the economic reality that inflation is
reflected in interest rates available through the various investments
which have been considered.
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[6] Finally, it must be determined whether the interest determined should be computed on a simple or compound basis. The
plaintiffs note that Lear Siegler has had the use of both the accrued
interest as well as the fair value of the shares during the pendency
of the action. On this basis, the plaintiffs contend that interest should
be compounded to compensate them for the delay in the payment
of, as well as the corporation's use of, that interest. Cf. Franc I.
duPont, & Co. v. Universal City Studios, Inc., Del. Ch., 343 A.2d 629
(1975). The appraisal statute does not suggest whether interest should
be compound or simple, but merely provides that a dissenting shareholder is entitled to "interest." Although this Court has always
awarded simple interest in the past, certain dicta in FrancisI. duPont,
& Co., supra, at 635 fn. suggests that an award of simple interest
might not be appropriate in all appraisal cases. No authority is cited
for this statement and I am not persuaded that it provides sufficient
precedent for departure from the historical basis for the allowance
of simple interest.
[7,8] Traditionally, compound interest is not favored in the
law. Martin v. The Star Publishing Company, Del. Super., 107 A.2d
795 (1954); Watkins & Faber v. Whiteey, Ut. Supr., 592 P.2d 613,
616 (1979); 47 C. J. S., Interest & Usug, § 6(c). In Fox v.KaneMiller Corp., D. Md., 398 F. Supp. 609, 652 (1975), the court noted
that "[w]hile the compounding of interest isa fact of life with which
anyone dealing today with savings banks and similar institutions has
experience, nevertheless, inlaw, itisnot usually allowed." The rule
has thus evolved that, absent either a contract or express statutory
provision authorizing compounding interest prior to judgment, only
simple interest may be recovered. Powell v. Retirement Bd. of Allegheny
County, Pa. Supr., 246 A.2d 110, 115 (1968); 47 0. J. S., Interest &
Usuyy, § 6(c). A dissenting shareholder's right to appraisal as well
as his entitlement to interest on the appraisal award exists solely by
virtue of statute. The ability to receive compounded interest, and
this Court's ability to award compound interest, must also be statutorily based. Such authority isnot found in§ 262(h), which merely
provides for "interest" and does not expressly state that such interest
may be compounded. Cf. Pa. State Ed. Ass'n v. Appalachia Int. Unit
08, Pa. Supr., 476 A.2d 360, 363 (1984).
Plaintiffs contend that § 262(h) does authorize compound interest
by virtue of the 1981 amendment which enables this Court to consider
"all relevant factors" in fixing a fair interest rate. However, the
authority to consider various factors in fixing a fair interest rate does
not necessarily allow compound ing. Moreover, the plaintiffs have
not suggested, and the statute does not supply, any particular "rest
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period" or compounding interval for accruing interest. In the absence
of specific statutory authority, I conclude that compound interest
may not be awarded incident to an appraisal proceeding.
In sum, I will use the following sources in calculating an award
of simple interest for plaintiffs: short term, intermediate and long
term treasury bills, savings deposits, Moody's AAA corporate bonds,
Standard & Poor's Industrial Average Yield, Donoghue's Money
market funds, One-Year Certificates of Deposit, Standard & Poor's
Corporate Bond Yield Index, and Lear Siegler's actual cost of borrowed funds during the pendency of this action. Based upon these
factors I award plaintiffs simple interest of 9.6% for the period July,
1976 until paid by defendant.
[9] Finally, the defendant objects to the plaintiffs' proposed
order to the extent that it assesses costs against the corporation.
Section 2620) places the assessment of costs within the discretion of
the Court. Kaye v. Pantone, Inc., supra. Customarily, it is the rule of
this Court to assess all costs not specifically allocated by the statute
against the surviving corporation, unless there is a showing of bad
faith on the part of the dissenting shareholders. Sporborg v. City Specialty
Stores, Inc., supra; Tri-Continental Corp. v. Battye, Del. Supr., 74 A.
2d 71, 77 (1950). There has been no showing of wrongful conduct
or bad faith in the seeking of this appraisal. Consequently, as provided
in the order submitted by plaintiffs, the costs of this action shall be
assessed against the defendant.

DART v. KOHLBERG, KRAVIS, ROBERTS & CO.
No. 7366
Court of Chancery of the State of Delaware, New Castle
June 25, 1985
The court of chancery, per Vice-Chancellor Hartnett, denied a
motion for reargument after the court had previously granted in
part, and denied in part, defendant's motion to dismiss plaintiff
Dart's claim on behalf of a purported class of holders of Amstar
Corporation 5.44% preferred stock, that by taking Amstar private
the defendants committed a breach of fiduciary duty based upon the
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self-interest of management in a highly leveraged transaction which
might result in a lessened ability of the surviving corporation to pay
preferred dividends. The complaint was found to state a cause of
action and defendant's motion for reargument was denied.
1.

Corporations

C=- 358

Directors had a fiduciary duty to both the common and preferred
stockholders of which they did not divest themselves when they offered
$8 to the preferred stockholders when they knew that the success of
the offer would require a two-thirds affirmative vote of the owners
of all outstanding preferred shares.
Joseph A. Rosenthal, Esquire, Norman M. Monhait, Esquire, and
Kevin Gross, Esquire of Morris & Rosenthal, P.A., Wilmington,
Delaware, for plaintiff.
Stephen P. Lamb, Esquire, and Randolph K. Herndon, Esquire, of
Skadden, Arps, Slate, Meagher & Flom, Wilmington, Delaware, for
defendants.
HARTNETT,

Vice-Chancellor

Defendants moved for Reargument of my decision dated May
6, 1985, in which I granted defendants' motion to dismiss, for failure
to state a claim upon which relief can be granted, in part and denied
it in part. The motion for reargument is without merit and must
be denied.
This is a purported class action challehging the taking private
of Amstar Corporation ("Amstar"). Plaintiff, Henry P. Dart, III,
seeks to represent the class of holders of Amstar 5.44% preferred
stock. Plaintiff asserts that the holders of the preferred stock have
been injured by the highly leveraged nature of the transaction in
view of the fact that the preferred stock remains outstanding because
two-thirds of the holders of the preferred stock did not agree to a
cash out proposal.
Defendants assert that Mr. Dart was not harmed by the transaction because he knowingly chose to reject the cash out offer at a
price which he does not now challenge as being unfair. Defendants,
therefore, urge that Mr. Dart cannot assert claims on behalf of the
class. Defendants also reassert their claim that the $8 cash out offer
was fair and that it cannot be attacked merely because the preferred
shareholders find themselves in a less advantageous position than
prior to the merger.
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The amended complaint, however imperfectly and however
barely, does state a claim for breach of fiduciary duty based on the
alleged self interest of management in the highly leveraged transaction
which may result in a lessened ability of the surviving corporation
to pay preferred dividends.
[1] The directors had a fiduciary duty to both the common
and preferred stockholders. Dalton v. American Inv. Co., Del. Ch.,
490 A.2d 574 (1985). They did not necessarily divest themselves
of that duty by offering $8 to the preferred stockholders where they
knew that the success of the offer would require a two-thirds affirmative vote of the owners of all the outstanding preferred shares. The
complaint therefore states a claim for relief upon which relief can
be granted if the plaintiff can prove that his allegations are true.
The question of whether the named plaintiff Henry P. Dart,
III, is a proper class representative is not before me and his eligibility
to represent the class cannot affect the ruling on the pending motions.
Defendants' motion for reargument is therefore denied.
IT IS SO ORDERED.

DiROCCO v. ROESSNER
No. 8107
Court of Chancery of the State of Delaware, New Castle
August 12, 1985
The defendant, CityFed Financial Corp., sought to issue a
preferred stock dividend on August 19, 1985. The terms of the
preferred stock placed restrictions on the voting rights. Plaintiff

brought this action for a preliminary injunction to prevent the issuance of the stock dividend alleging that the defendants declared
the stock dividend for the sole or primary purpose of defending
against a takeover and, thus, entrenching themselves in office. The
dividend was declared after the "Unicorp group" announced it had
acquired 11.8% of CityFed's common stock. The "Unicorp group"
brought essentially the same action as the present case for a prelim-

inary injunction against the stock dividend in the New Jersey District
Court. The preliminary injunction was denied in both the New
Jersey District Court and the Court of Appeals for the Third Circuit.
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The court of chancery held, per Vice-Chancellor Berger, that
the issues presented would be identical to those of the New Jersey
action. Since (1) the principles of comity and judicial efficiency
suggest deference to the New Jersey Action, (2) the doctrine of laches
bars plaintiff's attempt to seek the injunction, and (3) Delaware law
on this issue is not unsettled, the court denied the motion to schedule
a preliminary injunction.
1.

Action 0

69(7)

Principles of comity and judicial efficiency suggest that a state
court should give deference to the decision of a federal court in
denial of a motion for a preliminary injunction where the federal
court was presented with the same issues and was capable of rendering
complete justice.
2.

Equity

C:-

72(1)

Even if the delay by plaintiff invoking the action is short, the
doctrine of laches will be applied to bar the action where defendants
would be prejudiced by the continued uncertainty as to the pending
proceedings.
Norman M. Monhait, Esquire, of Morris & Rosenthal, P.A., Wilmington, Delaware, for plaintiff.
Jesse A. Finkelstein, Esquire, of Richards, Layton & Finger, Wilmington, Delaware, for defendants.
Vice-Chancellor
The purpose of this letter is to advise you of the considerations
that led to my decision not to schedule a preliminary injunction
hearing in the above-captioned action. The complaint, brought by
a stockholder of defendant CityFed Financial Corp. ("CityFed"),
challenges CityFed's declaration of a stock dividend pursuant to which
the common stockholders will receive a fraction of a share of a new
BERGER,

Series C Junior Preferred Stock.

The complaint alleges that the new preferred stock will have
one vote and will vote as a class together with the common stock
subject to certain limitations. Specifically, any person who becomes
the beneficial owner of more than 5 % of the new preferred stock
or more than 15% of the outstanding voting shares of CityFed will
be entitled to cast only 1/100th of a vote for each share of the new
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preferred stock in excess of those percentages. The voting limitations
will not apply to shares of the new preferred acquired in a cash offer
for all of the outstanding voting shares and convertible securities of
CityFed. Plaintiff charges that the directors of CityFed breached their
fiduciary duties by declaring the stock dividend and establishing the
voting rights of the new preferred for the sole or primary purpose

of entrenching themselves in office.
It appears from the complaint that the stock dividend was declared, at least in part, as a means of defending against a potential
takeover. In July, 1984, Unicorp. Canada Corp., its controlling
stockholder and a subsidiary company (collectively the "Unicorp
Group"), filed a Schedule 13D disclosing that the Unicorp Group
had acquired beneficial ownership of approximately 11.8% of CityFed's
common stock. CityFed responded by filing suit in the United States
District Court for the District of New Jersey (the "New Jersey
action") alleging various federal and New Jersey state law claims.
When CityFed announced the stock dividend on July 19, 1985, the
Unicorp Group counterclaimed in the New Jersey action alleging,
among other things, that the voting rights of the new preferred would
violate Delaware law and the CityFed charter. At about the same
time, CityFed filed suit in this Court seeking a declaratory judgment
that the new preferred is a valid security under Delaware law.
Although CityFed did not press its declaratory judgment action,
the exact issues sought to be heard by plaintiff were litigated over
the past three weeks in the New Jersey action. The Unicorp Group
brought on a motion for a preliminary injunc tion, after briefing,
on August 2, 1985. By Order of the same date, the New Jersey
District Court denied the preliminary injunction finding that the
counterclaim plaintiffs had failed to establish a reasonable likelihood
of success on the merits. Counterclaim plaintiffs immediately appealed
to the United States Court of Appeals for the Third Circuit and,
on August 5, 1985, the appellate court declined to enter an injunction
pending appeal.
Plaintiff's complaint was filed on August 6, 1985 and her motion
for a preliminary injunction was filed on August 9, 1985. Absent
further action by a court of competent jurisdiction, CityFed anticipates issuing the new preferred stock on August 19, 1985.

Plaintiff concedes that the issues which would be presented on
her motion for a preliminary injunction in this Court would be
identical to those presented by the Unicorp Group to the District
Court in New Jersey. Plaintiff is not seeking any discovery in this
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connection and it appears from the transcript of the New Jersey
hearing that there were, likewise, no issues of fact before that court.
From the foregoing chronology, it would appear that plaintiff
was deliberately awaiting the outcome of the New Jersey action before
pressing her claim. Only after the Unicorp Group was unsuccessful
In its preliminary efforts did this plaintiff come forward in Delaware.
in declining to schedule a preliminary injunction hearing, I am
mindful of the fact that one of the functions of this Court is to
provide aggrieved parties interim injunctive relief in appropriate
circumstances. However, in the unusual circumstances presented
here, where plaintiff delayed bringing her claim until after a court
of competent juridiction made an adverse ruling on exactly the issue
sought to be presented to this Court, I find that several competing
considerations prevail.
[1,2] First, general principles of comity and judicial efficiency
suggest that this Court should defer to the prior filed New Jersey
litigation. See McWane Cast Iron Pipe Corporation v. McDowell-Wellman
Engineering Co., Del. Supr., 263 A.2d 281 (1970). Second, even in
the short time span involved here, I find that laches operates as a
bar to plaintiff's attempt to seek preliminary injunctive relief where
defendants would be prejudiced by the continued uncertainty as to
whether they will be able to proceed with the planned stock issuance
as well as the expense of duplicative expedited proceedings. See Bacine
v. Schaffienbrger, Del. Ch., C. A. No. 7862, Brown, C. (December
11, 1984). Finally, as the NewJersey Court recognized, the Delaware
law at issue cannot fairly be characterized as "unsettled." Thus,
this case does not present a situation where resort to this Court for
a "second opinion" is warranted because of any special expertise it
may possess.
Based upon the foregoing, plaintiff's motion to schedule a preliminary injunction hearing is denied.
IT IS SO ORDERED.
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EAC INDUSTRIES, INC. v. FRANTZ MANUFACTURING
CO.
No. 8003
Court of the Chancery of the State of Delaware, New Castle

June 28, 1985
Plaintiff, EAC Industries, Inc. (EAC), sought a preliminary
injunction to negate certain conduct by the officers of defendant

Frantz Manufacturing Company (Frantz) which purported to dilute
EAC's claimed ownership of fifty-one percent of the stock of Frantz
to below majority control. EAC attacked the transfer of 125,000
treasury shares of Frantz to the Frantz Employee Stock Ownership
Plan four days after EAC tendered consents pursuant to Del. Code
Ann. tit. 8, § 228 as an unauthorized reaction of Frantz management
to EAC's attempt to place an EAC nominee on Frantz's Board of
Directors and impose certain bylaw changes including unanimous
approval by directors.
The court of chancery, per Vice-Chancellor Walsh, granted
preliminary injunctive relief to EAC in the form of a declaration

that EAC's consents were legally effectual and the subsequent reaction
of Frantz's management unauthorized.
206(1)

1. Corporations C

Del. Code Ann. tit. 8, § 228 provides majority shareholders

with a summary device to require immediate action by corporate
officials without review or delay.
2. Corporations 0

314(1)

Director who tenders his resignation and sells his shares but
takes no advantage of his insider status nor interferes with a corporate
opportunity is free to dispose of his shares to his best economic
advantage without breaching his fiduciary duty.
3. Corporations

-

298(1), 298(2), 298(4)

Hastily called meeting of directors where board members are
not adequately informed and outcome is predetermined does not
meet the requirement of adequate disclosure and due deliberation
under Delaware law.
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0

310(1)

Although the business judgment rule applies to both prospective
and reactive defensive measures, corporate action that seeks to defeat
a takeover after control has already been effected is a retrospective
defensive measure that is not protected under the business judgment
rule, and represents inequitable conduct.
5. Corporations C

310(1)

The precipitous issuance of shares to an Employee Stock Option
Plan whose trustees also serve as directors or officers of a target
company in the context of a struggle for control has been viewed
as a prima facie showing of self-interest sufficient to pierce the defense
of the business judgment rule.
6. Parties 0= 29, 32
Under Delaware Chancery Rule 19(a), in an action challenging
the validity of a transfer of treasure shares to an Employee Stock
Option Plan, the plan, its trustees, and company employees are not
indispensable parties where the plan has not yet been distributed to
company employees and the interests of such employees are adequately protected by the company.
7. Injunction 0= 134
Corporations C-

510

Preliminary injunctive relief will issue where party has demonstrated a reasonable likelihood of success in establishing that it
has effectively gained fifty-one percent ownership of a company under
Del. Code Ann. tit. 8, § 228 and corporation's refusal to grant the
party's director a seat on the board causes irreparable injury.
Allen M. Terrell, Jr., Esquire, of Richards, Layton & Finger, Wilmington, Delaware; and Harold C. Wheeler, Esquire, of Winston
& Strawn, Chicago, Illinois, for plaintiff.
Lewis S. Black, Jr., Esquire, and Paul P. Welsh, Esquire, of Morris,
Nichols, Arsht & Tunnell, Wilmington, Delaware; Theodore W.
Grippo, Esquire, James A. Klenk, Esquire, Barry Ginsberg, Esquire,
and Margaret S. Determan, Esquire, of Reuben & Proctor, Chicago,
Illinois, for defendants.
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Vice-Chancellor
Plaintiff, EAC Industries, Inc. ("EAC") claiming ownership of
51% of the stock of the defendant Frantz Manufacturing Company
("Frantz"), seeks a preliminary injunction to negate certain conduct
by the officers of Frantz which purported to dilute EAC's ownership
below majority control. The action under attack, the transfer of
125,000 treasury shares to the Frantz Employee Stock Ownership
Plan ("ESOP"), occurred four days after EAC tendered consents
pursuant to 8 Del. C. § 228 which were intended to place an EAC
nominee on Frantz's Board of Directors and impose certain by-law
WALSH,

changes including unanimous approval by directors. In effect, EAC

seeks a declaration that its consents were legally effectual and the
subsequent reaction of Frantz's management unauthorized. Frantz,

in turn, has counterclaimed seeking a determination that EAC's bylaw amendments are invalid and that the ESOP was properly created
and funded. This is the decision after expedited discovery.
I
Frantz, with annual revenues of approximately $45 million, is
engaged in the manufacture and distribution of garage doors and
related hardware. Its home base is Sterling, Illinois, and its stock
was formerly closely held by several Sterling families. Although its
stock is now traded on the American Stock Exchange, it numbers
only 700 shareholders and large blocks of its stock, prior to recent

events, were held by the founding families or associated trusts. It is
viewed as a well-run, successful manufacturing company with little
long-term debt and with more than $7 million in cash reserves. Prior
to April 17, 1985, Frantz's Board consisted of six directors serving
staggered terms. Thomas L. Rosenow, Chairman of Frantz's Board,
H. Barrett Musgrove, President and Chief Executive Officer, James
W. Collins, a partner in the law firm retained by Frantz, Charles
R. Bickel, a Sterling banker and Bernard U. Bivin and John H.
Rutt both former Frantz employees who retired on March 31, 1985,
but remained directors. In recent months Rosenow had been in poor
health and his retirement or disability was fully anticipated by the
remaining directors. During the same period Musgrove assumed a
dominant role in shaping Frantz's policy.
The present struggle for control of Frantz began with the efforts
of Snyder, McAlaine and Castle ("SMC"), a Philadelphia based
investment firm, to acquire a position in Frantz stock. By May of
1984, SMC held more than 55,000 shares and filed a 13D Statement
with the Securities & Exchange Commission reflecting a 6.9 percent

ownership. In the following months, principals of SMC undertook
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a series of discussions with Frantz management to explore joint efforts
to take the company private through a leveraged buyout. These
efforts did not see fruition but Musgrove began formulating plans
for a management sponsored leveraged buyout without SMC. By
the time of the board meeting of August 17, 1984, Frantz management was actively exploring the feasibility of taking the company
private with a key feature of such a plan the establishment of an
ESOP as the repository for up to 100,000 shares of Frantz stock.
Collins, as the Company's lawyer, was asked to draft the necessary
documents to create the ESOP and arrange for a valuation study
which would support the price ultimately paid by the ESOP for the
company's stock. The investment banking firm of Bacon, Stifel,
Nicholas ("Bacon, Stifel") was retained for that purpose.
At the time Musgrove began formulating the management buyout, there were approximately 771,902 Frantz shares outstanding,
with an additional 285,647 shares in the company's treasury. The
largest single block of shares, 237,901, were held in trust and controlled by The Northern Trust Company of Chicago ("Northern")
for the benefit of the Wyne family. It was known that Northern
believed the size of its holdings narrowed the investment market
and, in an effort to achieve greater flexibility, it was willing to
consider a sale of its Frantz holdings. An additional 44,000 shares
were believed available from the retiring Rosenow and from the
Wyne Foundation, a family trust controlled by Rosenow and his
wife. Musgrove and Collins proceeded to explore with Northern the
acquisition of its trust holdings while keeping the SMO contract
viable. Even if all three blocks could be acquired, however, Frantz
management would still fall shy of a majority (390,000) by approximately 60,000 shares. Hence, the significance of the ESOP whose
trustees would be officers of Frantz.
At its October 19, 1984, meeting, Musgrove reported to the
Frantz Board that Northern was receptive to a sale of its shares.
The Board authorized the company and the ESOP to acquire Northern's shares for $30 per share with the ESOP acquiring up to 125,000
shares, if necessary. The Board attached shareholder approval as a
condition to the purchase by the ESOP. Musgrove implemented the
Board's authorization by offering Northern $28.50 per share on behalf
of Frantz and the ESOP. Northern, however, declined to sell and
Musgrove was later authorized to offer $32 per share but this offer
was also rejected. By early February, 1985, Musgrove was continuing
negotiations with Northern as well as with SMC who agreed to vote
their Frantz stock jointly and sell their shares as a package. SMC
and Northern later filed a 13D reflecting their arrangement.
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In anticipation of Frantz's February 22, board meeting, Mus-

grove requested John McCormick, the Company treasurer, to make
certain financial projections based on two distinct hypotheses. The
first involved Frantz, alone, purchasing the Northern-SMC block at
$40 per share and retiring the shares. The second plan assumed a
joint purchase, at the same price, with the ESOP acquiring 100,000
shares while Frantz acquired 239,000 and converted those shares into
treasury stock. McCormick's analysis, the substance of which Musgrove conveyed to the other directors, indicated that if the company
purchased the entire 339,000 shares and retired it to the treasury
the book value of the stock would increase from $36.52 as of January
31, 1985, to $50.29 as of March 31, 1988. The recovery of book
value, he noted, was attributable to continued earnings distributed
over a lesser number of shares outstanding. Because of the company's
strong cash position, such a purchase would not affect earnings
potential, even if the dividend was doubled. McCormick also noted
that permitting the ESOP to participate in the block acquisition
would limit the book value increase to $47.14 by March 31, 1988
and earnings per share would not increase as dramatically simply
because there would be an additional 100,000 shares outstanding in
the hands of the ESOP. McCormick noted, however, that the purchase by the ESOP would have a salutory effect in involving employees in company ownership.

At the February 22 meeting, Musgrove and Collins again brought
the Board current on the stalemated negotiations with Northern and
SMC. Musgrove also advised the Board that the ESOP had received
IRS clearance and did not require shareholder approval under the
rules of the American Stock Exchange. The Board then rescinded
the requirement of shareholder approval and adopted the following
resolution:
RESOLVED, that the proper officers of this Corporation be and hereby are directed to do all things necessary
and proper for funding the Frantz Manufactur ing Company
Employee Stock Ownership Plan and Trust ("ESOP");
said officers to have discretion within the following limits:

(a) funding shall be in the amount of 100,000 to 125,000
shares of Company stock sold from treasury or from authorized but unissued stock; (b) the Company shall either
lend the purchase price to the ESOP or guarantee an ESOP
loan from a qualified third party; and (c) the price per
share shall not exceed fair market value.
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Between the February 22 board meeting and the next scheduled
meeting in mid-April, Musgrove and McCormick pursued financing
for the ESOP purchase. The loan commitments sought, and received,
involved direct loans to the ESOP guaranteed by Frantz. Because
of favorable tax treatment of interest paid on ESOP loans, the
commitments, which extended to $4.5 million, carried interest rates
from 80 to 89% of prime.
In the meantime, and unbeknown to Musgrove, a new player
had entered the scene. EAC, a diversified manufacturer of hardware
and aircraft products had been contacted by SMG to elicit interest
in acquiring its Frantz holdings. Eventually Northern was brought
into the negotiations and through Northern Rosenow's holdings,
including the Wyne trust, became involved. After weeks of secret
negotiations, conducted by EAC's president, Peter Fritzsche, agreement was reached on a price of $36.50 a share, with $2. 50 a share
at closing and the balance payable in two installments over several
months. EAC, however, experienced difficulty in arranging financing
for the purchase because it was already highly leveraged and subject
to existing loan restrictions. By April 15, EAC's financing appeared
complete and documents were executed by the various parties: SMC,
Northern and Mary Rosenow who was acting for her ill husband.
The Northern representative who was advising Mrs. Rosenow assured
her the Fritzsche was a reputable individual and a sale to EAC was
in the best interests of all sellers.
On April 17, EAC filed a 13D disclosing its purchase of 51%
of Frantz outstanding stock.' It also secured the resignation of Rosenow from Frantz's Board, which together with the execution of
proxies from each of the sellers, formed the basis for its consent
effort as majority owner to place Fritzsche on the Frantz Board to
fill the Rosenow vacancy. The consent also authorized by-law changes
which: (a) required a quorum of all directors; (b) unanimous vote
of directors for all board action; (c) unanimous approval for ratification of committee action; (d) established only one class of directors;
and, (e) required stockholder approval of indemnification of directors
1. EAC purchased five blocks of stock on April 17, to reach 51

. it paid

$35 per share to SMC (57,400 shares), Northern (237,901 shares), Rosenow (32,499
shares) and the Wyne Foundation (11,800 shares), and granted each of them three
year options to purchase an additional amount of EAC stock for $8 per share.
SMO, Northern and the Wyne Foundation received a cash payment of $2. 50 per
share and notes for the balance, while Rosenow received $37 per share in cash.
In addition, EAC purchased 37,500 shares from Pioneer III, Inc., for $40 per
share, all in cash.
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and advanced the annual meeting from August to June. The following
day, April 18, Fritzsche, his attorney and a Northern trust officer
appeared at Musgrove's office to present the consent packet and
Rosenow's resignation. Musgrove declined to see them after consulting with Collins but the consent packet was left for him. Collins
and Musgrove immediately concluded that if the consents were effective they served to block further action by the Frantz Board without
Fritzsche's approval. Bacon, Stifel who were slated to make a presentation at the April 19 board meeting concerning the ESOP valuation were told to stop working on the project.
Musgrove confronted with what appeared to be a fait accompli,
nevertheless acted promptly to limit EAC's attempt at control. Acting
on the advice of counsel he postponed the directors meeting scheduled
for April 19; cancelled a retirement dinner planned that evening for
Rosenow, Rutt and Bivin and made plans to travel to Chicago to
meet with Collins and other members of his law firm. On April 20,
Musgrove attended a day long meeting at Collins' law office attended
by special counsel retained to defend against the EAC effort. Although
the substance of those discussions has not been revealed it is assumed
that Musgrove was planning a defensive strategy, as the events of
the next few days attest.
Events proceeded apace on Monday, April 22. Earlier that day,
representatives of Bacon, Stifel had been summoned to offices of
Frantz's special counsel and asked to complete the interrupted valuation study in order to fund the ESOP that day. Musgrove called
for a meeting of the ESOP trustees at his home that afternoon. The
trustees consisted of Musgrove and two subordinate officers of Frantz,
McCormick and Froelinger, Frantz's controller. Musgrove advised
the other trustees that since the Board had authorized the funding
of the ESOP at its February 22, meeting he "had an obligation and
a duty to perform an act and execute the act as directed by the
board." He also noted that the trustees were obligated to perform
"our duties" in the funding of the ESOP. Although the resolution
authorized the issuance of from 100,000 to 125,000 shares, the ESOP
trustees considered only the purchase of 125,000 shares. Musgrove
also advised the Board that Bacon, Stifel had provided a valuation
of $34 a share and it should be accepted.
The trustees also determined to finance the $4. 25 million
purchase with a loan from Frantz at prime rate rather than through
a guaranteed bank loan at less than prime. Although Musgrove had
been advised on April 19 that a bank loan had been committed, he
believed the EAC sponsored by-law changes requiring unanimous
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director approval foreclosed board action necessary to guarantee the
ESOP loan.
Also on April 22, Musgrove decided to call a directors meeting
for April 24. He so informed Bivin, Rutt and Bickel and offered to
transport them from Sterling to Chicago where the meeting would
be held at the offices of Reuben and Proctor, Frantz's special counsel.
Although Musgrove also invited Fritzsche to the meeting he did so
only as a "courtesy." Before the meeting Frantz directors, without
Fritzsche, met for lunch at which they learned that the ESOP had
been funded.
The directors meeting of April 24 was attended by all directors,
except Rosenow. Also in attendance were Fritzsche and his attorney.
Musgrove presided and read from a script prepared by his counsel.
After certain preliminary remarks by Musgrove, Collins proposed
adoption of a by-law restricting the uses of consents except upon
twenty day notice to other shareholders. All five directors voted for
this motion. Fritzsche was permitted to comment on the motion but
declined. Next, Collins moved the adoption of a resolution establishing an Executive Committee, consisting of Musgrove, Bivin and
Bickel, with authority to discharge the duties and responsibilities of
the Board including the power to declare dividends and issue shares
of stock, including treasury shares. This resolution was also adopted
without Fritzsche's approval. Finally, Musgrove announced that on
April 22 the "ministerial" act of funding the ESOP had occurred
and with the issuance of 125,000 treasury shares there were, as of
April 22, 901,921 shares outstanding.
Although the ESOP has been funded it has not distributed any
shares. In a 13D filed with the SEC on May 3, the trustees claim
to have determined to monitor the affairs of Frantz, to seek representation on its board and to oppose the by-law amendments
proposed by EAC on April 18, and to oppose any individual who
supports such amendments. On May 22, the ESOP trustees adopted
a resolution directing that Frantz employees, not the trustees, will
vote the ESOP stock.
Since this litigation was commenced the Frantz board again met,
with Fritzsche present, on May 31, 1985. At this meeting Fritzsche
presented a merger proposal under which Fritzsche presented a merger
proposal under which Frantz shares would be valued at $38 each
against EAC shares valued at a ten day trading average, with an
exchange ratio of 4 to 5. 2 EAC shares for each Frantz share.
Fritzsche presented a fairness opinion of an investment banker in
support of EAC's offer but the Frantz directors rejected the proposed
merger as "not in the best interest of the stockholders."
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II
EAC's claim for a preliminary injunction proceeds upon the
dual premise that as of April 18, 1985, it held legal or beneficial
ownership of a majority of Frantz's outstanding shares and that as
majority owner it was permitted to exercise the § 228 consent procedure to fill the Rosenow vacancy and implement the by-law changes.
Although the defendant directors do not directly challenge EAC's
claimed majority as of the date the consents were presented, 2 they
contend that EAC's conduct in accumulating its holdings should bar
its use but, in any event, the ESOP funding and purchase, already
authorized prior to EAC's purported attainment of majority control,
served to negate the continued effect of the consents effort. EAC
counters that the attempted vitalization of the ESOP was an unauthorized act of entrenchment by Frantz management. This case
represents an instance of the adoption by management a retrospective
takeover defense in the face of an acquiror's apparent success in
securing majority control.
[1] While the appearance of the EAC representatives at Musgrove's office on April 18 armed with the consent package is viewed
by the defendants as a form of corporate ambush they tacitly concede
that the consents were exercised in mechanical compliance with §
228. That statute provides majority shareholders with a summary
device to require immediate action by corporate officials without
review or delay. Plaza Securities Company, et al. v. O'Kelley, et al., Del.
Ch., C. A. No. 7932, Brown, C. (March 5, 1985); aff'd, Del. Supr.,
No. 79, Horsey, J. (March 8, 1985). Plaza suggests that a challenge
to consent-based actions should not occur internally at the corporate
level but through judicial proceedings to test the validity of the policy
adopted or the office assumed. Defendants have taken a hybrid
approach. Although they continue to refuse to recognize the effect
of the consents, the defendants by their counterclaim seek a judicial
determination of their validity.
The defendants' attack on EAC's use of the consent procedure
takes the form of a conspiracy claim. They argue that EAC seeks
to benefit from Rosenow's tainted participation in the block purchases. In effect they claim that Rosenow, in breach of his fiduciary
2. Frantz has filed an action in a federal district court in Chicago charging
EAC with certain violations of federal securities law in the accumulation of its
holdings and the use of such shares under § 228. EAC is contesting those claims
and their merit has not been determined, this Court will not intrude into this federal
preserve. Standard Power & Light Corp. v. Investment Associates, Inc., Del. Supr., 51
A. 2d 572 (1947).
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duty, sold his office as a director along with his family holdings.
Moreover, it is argued, Rosenow should have disclosed his desire
to sell and afforded Frantz an opportunity to compete as part of the
management buyout. To the extent that EAC joined Rosenow in
the violation of his duties as a director and chairman of the Frantz
Board, the argument runs, it engaged in a civil conspiracy to the
detriment of the corporation and all its shareholders. Its inequitable
conduct should bar EAG from implementing its majority control.
With respect to Rosenow's position as a director, the breach of
fiduciary claim is not well founded. It is acknowledged that Rosenow
has suffered a series of strokes and his health had been a matter of
discussion and concern among Frantz's management for months. He
was confined to his home, unable to attend Board meetings and his
disability retirement was imminent. Indeed, Musgrove had planned
to hose a retirement dinner for Rosenow the evening of April 18.
In short, Rosenow's retirement from the Frantz board was clearly
anticipated by Frantz management apart from any change of control.
The nub of the conspiracy claim is the contention that Rosenow
secured an enhanced price for his shares by tendering his resignation
as part of the package. Rosenow and his wife owned or controlled
only 44,000 shares of Frantz stock-the smallest of the three major
segments in the block acquisition. Frantz's claim that the Rosenows
also exercised control over a portion of the Northern block is not
supported by the record. While they had an expectation of ultimate
benefit from the trust administered by Northern, they had no present
ability to direct its disposition. It was this relationship, however,
which caused the Rosenows to become aware of Musgrove's plan to
take the company private. By November, 1984, the Rosenows, after
consulting with their children, had determined that a sale of their
stock would be in their best interests particularly in view of Thomas
Rosenow's deteriorating health. Sometime prior to the sale of their
shares to EAC, the Rosenows conveyed to Musgrove their need to
sell their shares. In any event, it may fairly be concluded that the
Rosenows decided to join forces with Northern in the ultimate disposition of their shares. They shared Northern's expertise and legal
advice in evaluating the EAC offer. They concluded that EAC's
offer of a merger was a better transaction for the future of the
Company than taking the company private. Rosenow's resignation
was requested, not demanded, as a condition of the sale. Fritzsche
advised the Rosenows that he had no plan to change the company,
but wanted to keep it "as it was." The Rosenows were fully aware
that they were participating in a block sale which gave EAC 51%.
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[2] The defendants' claim of breach of fiduciary duty against
Rosenow is born of frustration in being denied the opportunity to
purchase his shares rather than of a sense of outrage that he failed
in his duty as a director. The record clearly demonstrates that
Rosenow had been for many months only a nominal director and
officer of Frantz. His holdings in Frantz shares, both direct and
indirect, were small in comparison with the holdings of Northern
and SMC. So long as he took no advantage of his insider status or
interfered with a genuine corporate opportunity, Rosenow was free
to dispose of his shares to his best economic advantage. Tradeway
Companies, Inc. v. Care Corp., 2d Cir. 638 F.2d 357, 375 (1980);
Cf. Equity Corporation v. Milton, Del. Supr., 221 A.2d 494 (1966).
The defendants' claim that Rosenow should have first offered his
shares to Frantz before selling to EAC assumes that it was more to
the advantage of the other shareholders to be cashed out in a going
private transaction than to participate in a merger. That assumption
is clearly debatable on the present record and can hardly provide
the standard by which Rosenow's duty as either director or block
shareholder may be judged. In sum, I conclude that Rosenow, in
the timing of his resignation or in the sale of his shares, did not
fail in his duty as a director. It follows that EAC's agreement to
purchase his shares and assume his directorship under the consent
procedure was not the result of a civil conspiracy.
III
If it be concluded that EAC owned a majority of Frantz's
outstanding shares as of April 17, 1985, and properly exercised the
§ 228 consent procedure to fill the Rosenow vacancy and to amend
Frantz's by-laws, it remains to be determined whether subsequent
events served to negate EAC's efforts through dilution of its holdings.
EAC's claim to continued majority control hinges upon the propriety
of the funding of the ESOP on April 22, which, if valid, reduced
EAC's equity interest in Frantz from 511% to approximately 44%.
EAC seeks to invalidate the ESOP purchase on grounds that (1)
Musgrove's action in funding the ESOP was either unauthorized or
the product of an uninformed business judgment, (2) the Frantz
Board's attempted ratification of the funding of the ESOP violated
Frantz's by-laws, as amended by EAC, and was also uninformed,
and (3) that the ESOP was activated solely as an entrenchment device
to defeat EAC's majority position. Defendants argue that the -vitalization of the ESOP was merely a coincidental, but anticipated, event

19861

UNREPORTED CASES

that was, in fact, authorized prior to EAC's presence. Moreover,
they argue that even if viewed as a defensive measure, that corporate

action is protected under the business judgment rule.
EAC's first argument-that Musgrove's actions were unauthorized or the product of an uninformed decision by the board-is
grounded on the premise that the Frantz Board considered funding
of the ESOP only in connection with a corresponding purchase of
Frantz shares as part of a management-led leveraged buyout. Defendants argue that the board had considered the use of an ESOP
extensively over the prior nine-month period and the February 22,
resolution specifically authorized the use of treasury shares to fund
the ESOP. The evidence at this juncture strongly supports EAC's
position that the Frantz Board contemplated the funding of the ESOP
only in connection with the planned leveraged buyout and certainly
did not intend the dilutive effect of issuing additional treasury shares
without a corresponding offset of purchased shares. Musgrove was
therefore without authority to fund the ESOP with a "bare" issuance
of treasury shares, notwithstanding the language of the February 22,
resolution. Moreover, even if it be assumed, arguendo, that Musgrove
was entitled to rely upon the literal meaning of the February resolution without regard to the intentions of the board, that "authorized" action was nevertheless uninformed because the board
simply never considered the funding of the ESOP as a takeover
defense, whether or not it was intended as an entrenchment device.
Certain events occurring after the February 22, board meeting
support the conclusion that Musgrove lacked authority on April 22
to fund the ESOP. First, representatives of Bacon, Stifel had been
preparing a fairness opinion with respect to the purchase by the
ESOP of Frantz shares at $34 per share, and were scheduled to
make a presentation to the Frantz Board on April 19. However,
after EAC purported to have gained control of Frantz on April 18,
Musgrove cancelled the planned presentation. Inasmuch as the board
had apparently decided to consider Bacon, Stifel's presentation prior
to funding the ESOP, Musgrove was not free to fund the ESOP
without the board receiving the benefit of that presentation. Secondly,
by April 19, a guaranteed bank loan had been secured for the
purchase of the shares by the ESOP and it appears that Frantz had
decided to proceed by that route because of the interest rate differential. Musgrove, however, decided to use a direct loan of the
necessary funds to the ESOP in order to avoid the risk that the
lender would not recognize a loan authorization secured without
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unanimous board approval-a likely occurrence if Fritzsche was deemed
a director. Under the circumstances, the ESOP trustees, in funding
the ESOP with a direct-loan from Frantz and purchasing treasury
shares were clearly usurping their authority and not merely engaging
in ministerial acts.
Nor was the April 24 ratification of the unauthorized action of
the trustee-officers effective in validating the ESOP purchase. EAC's
by-law amendments, which became effective on April 18, required
unanimous board approval for all action taken by the Frantz board
or by any of its committees. At the April 24 meeting, however, the
Frantz board, in Fritzsche's presence but without his approval, appointed an Executive Committee consisting of Musgrove, Bickel and
Bivin and the Committee proceeded to ratify the trustee's action in
funding the ESOP. The defendants claim that the establishment of
the Executive Committee was effective notwithstanding the by-law
requiring unanimity for board action because the Frantz charter
specifically permits the board to establish committees by majority
vote. Even assuming this to be so, the actions of the Executive
Committee were nevertheless subject to unanimous ratification by
the board and, failing such ratification, could not serve as a substitute
for unanimous board action.
[3] The hastily-called directors meeting of April 24, conducted
from a script prepared by counsel, had an aura of inevitability which
was clearly at variance with the requirement that the board members
be adequately informed and act after sufficient deliberation. Smith
v. Van Gorkom, Del. Supr., 488 A.2d 858 (1985). The improvised
fairness opinion of the Bacon, Stifel; the absence of discussion; and
the limited knowledge of the ESOP events by directors other than
Musgrove and Collins strongly suggest that the attempted ratification
of the ESOP funding and stock purchase was mere window dressing.
[4,5] EAC also argues that the funding of the ESOP was used
solely as an entrenchment device designed to defeat EAC's control
and is therefore invalid. The defendant responds that viewed as a
defensive measure the funding of the ESOP is protected under the
business judgment rule because the Frantz board is entitled to oppose
a suitor which they determined to be harmful to the corporation and
its other shareholders. Unocal Corp. v. Mesa Petroleum, Del. Supr.,
No. 152 (May 17, 1985). Although the business judgment rule applies
to both prospective and reactive defense measures, Moran v. Household
International, Inc., Del. Ch., 490 A.2d 1059 (1985), corporate action
that seeks to defeat a takeover after control has already been effected
is a retrospective defensive measure that is not protected under the
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business judgment rule, and represents inequitable conduct. Schnell
v. Chris-CraftIndustries, Inc., Del. Supr., 285 A.2d 437 (1975); Condec
Corp. v. Lunkentimer Co., Del. Ch., 230 A.2d 769 (1967). The
precipitous issuance of shares to an ESOP whose trustees also serve
as directors or officers of a target company in the context of a struggle
for control has been viewed as a prima fade showing of self-interest
sufficient to pierce the defense of the business judgment rule. Norlin
Corp. v. Rooney, Pace Inc., 2d Cir., 744 F.2d 255 (1984).
In Condec the defendant corporation attempted to issue shares
of authorized but unissued shares to the subsidiary of friendly corporation, thereby reducing below a control level the percentage of
shares that the plaintiff acquired through two tender offers. This
Court invalidated the issuance of those shares on the basis that it
served no corporate purpose other than defeating the plaintiff's successful effort in obtaining voting control of the corporation. The
defendants seek to distinguish Condec on the ground Frantz adopted
the ESOP for a proper purpose. Whatever may have been the ESOP's
original purpose at the time formulated, its funding on April 22,
was primarily for the purpose of diluting EAC's majority control.
IV
Defendants contend that EAC should be estopped from an attack
on the ESOP funding because it became aware of the prospect of
purchase by the ESOP shortly after the February 22, board meeting.
The evidence does not support a finding that EAC learned of the
ESOP prior to April 18. Although EAC had investigated rumors of
the existence of an ESOP in March, Fritzsche concluded that the
rumors were unfounded and proceeded with his negotiations for the
purchase of Frantz stock. More important, even if Fritzsche had
learned of the existence of the ESOP in February, he was not
reasonably expected to anticipate that the ESOP would be used for
the inequitable purpose of defeating EAC's voting control. In short,
EAC cannot be charged with knowing what the Frantz Board itself
did not know at the time-that the ESOP would be used primarily
for the purpose of diluting majority control.
V
[6] Two final matters must be addressed. The defendants maintain that the ESOP, its trustees and Frantz employees are indispensable parties in whose absence this case must be dismissed under
Chancery Rule 19(b). There is no need to join these parties under
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19(a), however, because the stock held by the ESOP has not yet

been distributed to the Frantz employees and the interests of such
employees are adequately represented by Frantz in this action. See
Moran v. Household International, Inc., supra.
Also defendants seek to dismiss EAC's derivative claims set forth
in Counts IV and V of the amended complaint on the basis that
EAC does not fairly and adequately represent the interests of Frantz's

other shareholders. Chancery Rule 23.1. The relief requested by
EAC, however, does not necessarily implicate the interests of other
Frantz shareholders with respect to the EAC merger proposal. Although the defendants have attacked the merits of the EAC merger
plan, in terms of its fairness to Frantz's other shareholders, that
issue is not ripe for determination. Since the commencement of this
action the parties have engaged in a running dialogue concerning
the fairness of EAC's proposed merger and it is expected that negotiations will continue. Given the effect of the consents, EAC is
assured of a presence on the Frantz Board and while I recognize
that the unanimous approval bylaw may limit the board's functioning,
I will assume that the restriction is intended to limit the board's
anti-takeover inclinations not to interfere with the routine affairs of
the company. In any event the annual meeting of the corporation
is now scheduled to take place in August at which time at least two
board vacancies will occur and all shareholders will be afforded an
opportunity to assert their views concerning the company's future.
[7] Since EAC has demonstrated a reasonable likelihood of
success in establishing that its 51 % ownership of Frantz has been
effectively exercised under § 228, it is entitled to preliminary injunctive relief. Gimbel v. Signal Cos., Del. Ch., 316 A.2d 599, aff'd.
Del. Supr., 316 A.2d 619 (1974). Whether the injunctive relief
sought by EAC is of the mandatory type, as defendants contend,
or simply prohibitory is open to debate. If, as Plaza suggests, the
consents, if properly secured and presented, are self-enacting the
result produced becomes the status quo and judicial relief is required
to alter that result. But if the preliminary injunction here authorized
be viewed as a mandatory one, I am satisfied that EAC has discharged
its burden of clearly establishing its entitlement. Steiner v. Simmons,
Del. Supr., 111 A.2d 574 (1955). EAC's continued inability to
secure the benefit of its written consents in the face of the defendants'
refusal to seat Fritzsche or recognize the by-law changes is clear
evidence of irreparable injury. In terms of a balancing of hardships,
EAC will be able to limit the actions of the Frantz Board but will
not be able to use its majority control to force Board approval of
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the merger plan. But, in the final analysis, EAC's entitlement to
injunctive relief is bottomed on the conclusion that the defendants'
actions following the April 18 consents presentation represented a
hastily conceived effort of management entrenchment based on selfinterest. Even under the most liberal application of the business
judgment rule, such conduct cannot stand.
An appropriate order should be submitted.

FREEMAN v. FABINIAK
No. 8035
Court of Chancery of the State of Delaware, New Castle
August 15, 1985
Delaware Court of Chancery, per Vice-Chancellor Hartnett,
voided shareholders' consents executed by both the founders of Hybrilonics, Inc. who feared loss of control of the company and the
investors, who feared loss of their investment. Consents were purported by each side to be a majority sufficient for the removal of
the old board of directors and establishment of new board(s). The
court held that proxies possessed by either side must be specifically
designated as being effective for shareholder consent action in order
to be utilized in such an action. The court also noted that where
an option to purchase share does not require tender of payment to
be effective, a promise to exercise the option creates a binding contract
and an equitable interest for the purchaser. Therefore, upon the
plaintiffs' notification to the defendant of their desire to purchase,
the equitable shares held by the registered owner could not be voted
adverse to the interests of the beneficiary, plaintiff.
As a result, neither side could attain a majority, the several
boards of directors' elections were invalid, and the board remained
the same prior to the executed consents. Since it was unlikely a fair
election could be held under the circumstances existing in Hybrilonics, the court ordered an election pursuant to its supervisory
powers.
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180, 194

Under Delaware law, action by consent of stockholders in lieu
of an annual, or special, meeting of the stockholders may be taken
if a consent in writing, setting forth the action so taken, shall be
signed by the holders of outstanding stock having not less than the
minimum number of votes that would be necessary to authorize or
take such action at a meeting at which all shares entitled to vote
thereon were present and voted. DEL. CODE ANN. tit. 8, § 228(a)
(1984).
2.

Corporations C

198(1), 198(2)

The signatories to a written consent must have such status as
shareholders as would enable them to vote at a stockholder meeting.
DEL. CODE ANN. tit. 8, §
228(a) (1984).
3.

Corporations C

171

The stock ledger is the only evidence as to who is entitled to
vote in person or by proxy at any meeting of the stockholders.
Therefore only persons whose names appear on the stock ledger as
stockholders or hold proxies from a listed stockholder are qualified
to act by written consent. DEL. CODE ANN. tit. 8, § 219(c) (1984).

4.

Corporations 0

198(2)

Shares held by proxy must be specifically designated as such
on a written consent. Where proxies grant the right to vote the
shares at shareholder meetings, are unambiguous and contain no
language which can be construed as allowing their use in a consent
procedure, they cannot be counted as being voted in a consent
procedure.
5.

Corporations 0

182.1(2), 197, 198(2)

Although, only those who hold shares of record or those who
hold proxies for shares of record may execute a consent pursuant
to Del. Code Ann. tit. 8, § 228 (1984), it would be inequitable to
allow a holder of record, who holds mere legal title to stock to act
by consent in a manner contrary to the wishes of the true owner.
The registered holders of shares cannot, therefore, be allowed to vote
shares against the wishes of the equitable owner.
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Contracts

10(1), 172

C

Corporations

C

116, 118

An option to purchase stock which does not by its terms require
the exercise of the option by tender of payment of the purchase price
may be exercised and a binding contract formed by an unconditional
promise to buy the stock in accordance with the option.
7.

Equity

c:= 57

Because equity regards as done that which ought to be done,
a contract for sale of land, chattels, or choses in action acts as an
equitable conversion.
8.

Contracts

C

172

Corporations

-

182.1(2)

Equity 0= 57
Where the language does not state there must be a tender of
payment in order for the exercise of the option to be effective, the
offeree can obtain equitable ownership by merely promising to pay
and thereby creating a binding contract of sale.
9.

Corporations

C

193, 194, 298

Shareholder meeting is only effective if the time and place were
properly changed by the board of directors. If the change was not
made by those properly elected to the board, then the vote at the
meeting was ineffective.
10. Corporations

0:= 201, 393

The provision of Del. Code Ann. tit. 8, § 225 (1984), provide
that if it should be determined that no valid election has been held,
the court may order that an election be held in accordance with
Del. Code Ann. tit. 8, § 211 (1984).
Edward B. Maxwell, 2nd, Esquire, Richard A. Levine, Esquire, and
David C. McBride, Esquire, of Young, Conaway, Stargatt & Taylor,
Wilmington, Delaware, for plaintiffs.
Richard D. Allen, Esquire, and Thomas C. Grimm, Esquire, of
Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware, for
defendants.
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Vice-Chancellor

This is a suit brought pursuant to 8 Del. C. § 225 to determine
which purported Board of Directors of Hybrilonics, Inc., a Delaware
corporation, ("Hybrilonics"), has been duly elected. The individual
defendants claim to have been elected by a shareholder consent
executed pursuant to 8 Del. C. § 228 on April 24, 1985. Plaintiffs
claim that similar consents executed on May 22 and 23, 1985, name
them as directors. Trial took place on June 12, and 17, 1985. On
June 14-in the midst of trial-a purported annual shareholder
meeting was held and the individuals defendants claim to have been
duly elected at that meeting.
It is apparent from the evidence at trial that neither of the
actions taken by consent executed pursuant to 8 Del. C. § 228(a)the stockholder consent statute-was effective and that the shareholder
meeting was also not properly called. This being so, the Board
continues to be constituted as it was prior to the purported April
24 consent and an annual shareholders meeting must be promptly
held in order to allow the proper election of directors.
I
Trial consisted of two days during which testimony was received
from most of the major actors in this corporate fiasco. I set forth
the essential facts based on all the relevant, admissible evidence
disregarding the inadmissible evidence, some of which was clearly
hearsay. The deposition testimony of Robin Stone, introduced by
defendants, has not been considered in reaching my decision because
plaintiffs did not have an adequate opportunity to cross examine
him.
As will be seen, what is really involved is a dispute between
two factions who desire to control Hybrilonics-a new corporation
formed for the purpose of raising speculative venture capital from
the unsuspecting public. The first faction is composed of the defendants who were the organizers of the corporation. In their view the
plaintiffs are seeking to capture the corporation to reap its potential.
The other faction is the plaintiffs, who see themselves as investors
who have advanced capital and who are about to lose their investment
because of the defendants' mismanagement and inability to raise
additional capital. Regardless of who is correct, it is abundantly clear
that unless the two factions find a way to resolve their differences,
the outlook for the future for Hybrilonics is grim.
Hybrilonics was formed to engage in the manufacture and distribution of thick film microcircuits for commercial use in computer,
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telecommunication and other similar markets. Thus far it has not
been successful in finding a market for its microcircuits. The founders
were defendants Thaddeus J. Fabiniak ("Ted Fabiniak") and Herbert E. Dwyer, and they, together with William Lerner, an attorney,
and Harvey Gross, were the original shareholders. Ted Fabiniak,
Mr. Dwyer, and Mr. Lerner were the original directors. Ted Fabiniak
and Mr. Dwyer each originally received 32,450,000 shares of stock
while Mr. Lerner and Mr. Gross were each issued 5,000,000 shares.
The consideration was nominal and the corporation had little assets.
Eventually the founders decided to make a public offering of 15
million shares of stock.
While Hybrilonics was preparing for the public offering of its
stock, the founders of the corporation were introduced to ADMTronics Unlimited, Inc. ("ADM-Tronics") which possessed patents
on a device known as a "trimmer" which is used to change the
resistance of microchips such as those produced by Hybrilonics. Mr.
Anthony Scioli, an entrepreneur, obtained an option on a license
for this patented trimmer from ADM-Tronics. It was then agreed
by Mr. Scioli, ADM-Tronics, and the owners of Hybrilonics, that
Hybrilonics would receive a license to use the patents for a consideration of 10 million shares of Hybrilonics' stock. These shares were
to be transferred from the private holdings of Ted Fabiniak and Mr.
Dwyer rather than from treasury stock of Hybrilonics. Ted Fabiniak,
however, discovered that none of these shares were to go to ADMTronics but that Mr. Scioli was going to retain them for himself.
Ted Fabiniak then insisted that ADM-Tronics receive at least 2
million shares and refused to transfer to Mr. Scioli more than 5
million shares. After further negotiations it was agreed that Ted
Fabiniak and Mr. Dwyer would transfer 2 million of their shares to
ADM-Tronics and 5 million of their shares to Mr. Scioli and that
the other 3 million shares would be made up of treasury stock of
Hybrilonics. This compromise was made at Mr. Lerner's suggestion.
In his opinion, the public holdings would not be impermissibly diluted
in violation of securities law because less than 12 million of the 15
million shares offered to the public had been subscribed and no more
than the originally proposed offer of 15 million shares of treasury
stock would be distributed.
While the public offering was going forward Ted Fabiniak discovered that M. S. Kennedy Corporation ("M. S. Kennedy") was
available to be purchased. M. S. Kennedy manufactures and distributes high quality, very reliable, microcircuits used primarily by
the military. It has been very profitable. It was available for $2

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. I11

million to anyone with the requisite technical expertise to be qualified
to assume its outstanding Small Business Administration ("SBA")
loans. It is not disputed that Ted Fabiniak had the requisite expertise,
and the acquisition of M. S. Kennedy was seen as very advantageous
for Hybrilonics because of the complimentary nature of the business
areas of the two companies and because M. S. Kennedy, unlike
Hybrilonics, makes a profit. Both the plaintiffs and the defendants
agreed at trial that M. S. Kennedy was the most important, if not
the only viable, asset of Hybrilonics.
It was therefore decided that Hybrilonics would attempt to
engage in a leveraged buy out of M. S. Kennedy. After experiencing
several disappointments in attempts to secure funds from commercial
banks, Mr. Scioli informed the directors of Hybrilonics that Russell
Hobson, one of the major public shareholders of Hybrilonics, would
be willing to loan them the money.
Eventually a deal was developed providing for a $500,000 note
to Michael Kennedy, the owner of M. S. Kennedy, and $1. 5 million
in cash. Ted Fabiniak and Mr. Dwyer were required to personally
co-sign and guarantee the note. Mr. Hobson purchased additional
Hybrilonics stock for $100,000 and Atlantic Financial Concepts, Inc.
("Atlantic Financial"), a corporation newly formed by Mr. Hobson,
borrowed $1.4 million and loaned it to Hybrilonics who, in turn,
loaned it to M. S. Kennedy.
The original closing was to take place on January 9, 1985. The
papers to be executed consisted of a promissory note for $1.4 million
from Hybrilonics to Atlantic Financial, an option to Atlantic Financial
for the purchase of 17 million shares of Hybrilonics from Mr. Dwyer
and and option for 11. 25 million shares to be transferred from Ted
Fabiniak to Atlantic Financial. The total options granted were, therefore, for 28,250,000 shares at a purchase price of $.0001 per share
or $2,825. There was also a provision for a voting trust whereby
Atlantic Financial would allow Mr. Dwyer to vote 20 million of the
optioned shares. The option was to run for two years and was
conditioned upon a January 9, 1985, receipt of the $1.4 million loan
proceeds. The voting trust was to run for 30 months but would
terminate if Hybrilonics files, or if forced into, bankruptcy, or "....
becomes unable to operate its business in the normal course due to
lack of funds."
The $1.4 million was not available on January 9, therefore the
closing was postponed until February 15, 1985-although the original
settlement papers were used. A good deal of negotiations took place
in order to save the transaction after the January 9 failure to settle,
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but the deal was not greatly altered. The main result of the delay
was some additional expense to Hybrilonics.
In the course of going public and obtaining the large loan
Hybrilonics' Board of Directors was increased to five members.
Richard Freeman was appointed at the behest of Mr. Hobson and
Atlantic Financial, while Gregory Hill was appointed to represent
the other public shareholders and the underwriter of the public
offering-Monvest Limited Partnership ("Monvest").
Sometime in March, Mr. Scioli and Sal J. Canatella, who were
observes at Board meetings and who were representing Atlantic
Financial and Monvest respectively, insisted that Mr. Dwyer be
replaced as President of Hybrilonics. He resigned from that position
soon afterward-apparently with the condition that his continued
position with the company be adequately defined. No new position
was designated for him, however, and Mr. Freeman took over as
Interim President. Mr. Dwyer made no objection to this at the time,
therefore, his resignation as President must be considered as being
effective. I therefore find that Mr. Dwyer did resign as President.
A special meeting of the Board was called for April 17, 1985.
At this meeting there was an attempt to remove Ted Fabiniak from
the presidency of M. S. Kennedy as well as some suggestion that
M. S. Kennedy be sold to Atlantic Financial. Ted Fabiniak and
Mr. Cannatella had a violent argument. Mr. Freeman, in disgust,
thereupon tendered his resignation as Interim President. He followed
this with a letter to the other members of the Board dated April 18,
1985, resigning as Interim President and as a director.
Plaintiffs assert that Mr. Freeman's resignation from the Board
was conditional upon Atlantic Financial replacing him with some
other designee. The Subscription Agreement signed by Mr. Hobson
does apparently give him the right to insist that management nominate him or his representative as a director provided he votes his
4 million shares in favor of management's proposed slati of directors.
Mr. Freeman's letter of resignation, however, contains no condition,
and there was not sufficient credible evidence to show that the
resignation was conditional.
Mr. Dwyer and Ted Fabiniak then perceived that they had lost
control of the company and in an effort to regain control they, on
April 24, 1985, executed a purported stockholder consent pursuant
to 8 Del. C. § 228. This consent, by its terms, removed Mr. Freeman,
Mr. Lerner and Mr. Hill from the Board, decreased the number of
positions on the Board to three, and elected Mr. Dwyer, Ted Fabiniak
and his brother, Richard, as the new directors.
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Plaintiffs, not to be outdone, had purported consents executed
dated May 22 and 23 which, by their terms, reverse anything that
may have been accomplished by the April 24 consent and names,
as the new three member Board, Mr. Lerner, Mr. Hill and Mr.
Freeman.
On June 14 a Hybrilonics shareholder meeting was held in
Dover, Delaware. Before the April falling out the Board had set the
annual shareholders' meeting for June 14 in Syracuse, New York.
This was in accordance with the requirements of the bylaws of
Hybrilonics which allow the Board to set the date, time, and place
for shareholder meetings. Ted and Richard Fabiniak and Mr. Dwyer,
purporting to be the new Board, changed the meeting place to Dover
and set the time for 8:00 a.m.
There is a dispute as to the exact number of shares outstanding
at the time of the involved transactions. The numbers suggested
range between 95.7 million and 96 million shares. The approximate
number of 96,000,000 shares will be used. There is also a dispute
as to how many shares were subject to the various consents.
The May 23-24 consents were not the first executed by those
supporting the plaintiffs. In response to defendants' April 24 consents,
plaintiffs obtained their own consents in early May. In reliance upon
these earlier consents, Mr. Hill and Mr. Freeman attempted to take
over and eject the defendants as officers and directors and to physically
take over the two operating plants of Hybrilonics.
At approximately 8 a.m. on May 6, Mr. Hill arrived at the
Niagara Falls facility accompanied by Mr. Cannatella and three

Burke Security guards. At the same approximate time, Mr. Freeman
arrived at the M. S. Kennedy plant accompanied by a Mr. James
McGarry, an acquaintance of both Mr. Scioli and Mr. Freeman
who is Vice President for Financial Affairs of McGraw-Edison. Both
Mr. Hill and Mr. Freeman testified that they had gone to the facilities
because they considered themselves to be directors of Hybrilonics
because of the early May consents.

Ted Fabiniak and Mr. Dwyer and those employees who knew
of the April 24 purported consents believed that Mr. Hill and Mr.
Freeman were not officers of Hybrilonics. Mr. Hill and his security

staff were repeatedly asked to leave, but he refused. At some point
one of the Burke Security personnel accompanying Mr. Hill refused
to allow Ted Fabiniak to enter the plant. The Niagara Falls facility
is located at a Bell Aerospace complex and the Bell security personnel
became involved. Mr. Hill continued to refuse to leave and began
discussing the situation with various employees who were on their
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break and who appeared to be confused. Three Niagara County
Sheriff's deputies arrived at approximately 11 a.m. Mr. Hill was
asked if he had any legal papers and he produced the notice sent
to stockholders concerning the purported consent action. The officer
refused to give it credence since it was unsigned. Mr. Hill was again
requested to leave but refused to do so until it was quite clear that
he would be arrested if he did not leave. He finally left shortly before
noon. Although Mr. Freeman's stay at the M. S. Kennedy plant
was rather less eventful, he also refused to leave until he was informed
that the Sheriff had arrived to evict Mr. Hill and his party. There
as also disputed evidence relating to a scuffle.
II
Defendants claim to have exercised voting rights as to the following shares in executing the April 24 consent: 18,720,000 shares
held by Ted Fabiniak, of which 11,250,000 were optioned to Atlantic
Financial; 18,500,000 shares held by Mr. Dwyer, of which 17,000,000
were optioned to Atlantic Financial; 7,000,000 shares held by Ted
Fabiniak's wife and children for which he held proxies; 7,000,000
shares held by Mr. Dwyer's wife and children for which he held
proxies; and almost 5,000,000 shares held by persons in West Germany for which Mr. Dwyer claimed to hold proxies. If all of these
shares could have been properly voted by Mr. Dwyer and Ted
Fabiniak, the consents represented over 56,000,000 shares-more
than a majority of the outstanding shares.
Plaintiff's consents which were executed May 22 and 23 claim
to represent the following shares:
ADM-Tronics Unlimited, Inc.
Jerry Ashenberg
Atlantic Financial Conceps, Inc.
Dawn Benart
Jerry Beder

Sal J. Cannatella
Joseph and Gayle Connetta
Emerging Ventures, Inc.
Richard and Jayne Freeman
Russell B. Hobson, III
Alan S. Kramer
Alan S. Kramer, P.C. Retirement Trust
William Lerner (including proxies)

2,000,000
500,000
28,250,000
?
not on
stocklist
500,000
2,000,000
250,000
2,000,000
100,000
4,000,000
500,000
500,000
6,842,000 or 7,000,000
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2,000,000

Anthony Scioli, as nominee
Ayse Yurdakul

?
525,000

These shares total just less than 50,000,000 shares and, if they
could have been properly voted at the time the consents were executed, they would also represent more than a majority of the outstanding shares.
From the above, it should be obvious that 8 Del. C. § 228the stockholder consent statute-is an undesirable vehicle to resolve
the dispute between the two factions. The Court will, therefore,
carefully scrutinize the consents to see if they meet the mandate of
the statute.
III
[1,2] Under Delaware law, action by consent of stockholders
in lieu of an annual, or special, meeting of the stockholders may be
taken:
".. . if a consent in writing, setting forth the action so
taken, shall be signed by the holders of outstanding stock having
not less than the minimum number of votes that would be
necessary to authorize or take such action at a meeting at
which all shares entitled to vote thereon were present and
voted. " 8 Del. C. § 228(a). (Emphasis added. ) This
language requires that the signatories to a written consent
must have such status as shareholders as would enable them
to vote at a stockholder meeting. See Grynberg, et al v. Burke,
et al, Del. Ch., C. A. Nos. 5198, 6480, Brown, V. C.,
(August 13, 1981).
[3] The stock ledger is the only evidence as to who is entitled
to vote in person or by proxy at any meeting of the stockholders.
8 Del. C. § 219(c). Therefore, only persons whose names appear on
the stock ledger as stockholders or hold proxies from a listed stockholder are qualified to act by written consent. Grynberg, supra. Cf.
Olson v. Buffington, Del. Ch., C. A. No. 8042-NC, Berger, V. C.
(July 17, 1985).
The 28,250,000 shares purportedly voted by consent on behalf
of the plaintiffs on May 22 and 23 by Atlantic Financial as well as
1,000,000 of the shares represented to be held by Mr. Cannatella's
were not held of record by the signatories to the consent, at the
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time the consents were executed, and they therefore may not be
counted on behalf of plaintiffs.
This is not to suggest that these shares may not be beneficially
owned by Atlantic Financial and Mr. Cannatella. If they do own
these shares, although they have not been transferred on the books
of the corporation, they have recourse to compel Mr. Dwyer and
Ted Fabiniak to have the shares transferred on the books of Hybrilonics. No request for such action is currently before the Court.
Only approximately 20,000,000 shares were therefore held of
record by those signing the May 22-23 consents. This is dearly not
a majority of the outstanding shares. Therefore, the May 22-23
action, on behalf of the plaintiffs, purporting to remove directors
and substituting new directors was not effective.
IV
The April 24 consents obtained by the defendants purportedly
represent almost 59 million shares. Plaintiffs challenge the effectiveness of these consents as to several groups of shares.
The consents state that the "undersigned," (defendants Ted
Fabiniak and Mr. Dwyer), together held more than 50% of the
outstanding stock of Hybrilonics. Plaintiffs object that there was no
breakdown as to which shares were held of record by the defendants
or which were held by proxy.
Plaintiffs assert that the 14 million shares held in the names of
the wives and children of Ted Fabiniak and Mr. Dwyer, as well as
the almost 5 million shares owned by German nationals, were all
subject to proxies and were therefore required to be shown on the
consent documents as being voted by proxy. Plaintiffs also challenge
the use of the German proxies on the grounds that these proxies
only accord Mr. Dwyer the right to vote them at "all meetings of
stockholders" and say nothing about their use in the consent process.
From their post-trial brief it appears that defendants did not rely
upon the German proxies to reach their condusion that a majority
of the shares were subject to their consents. These proxies are,
however, in existence and evidence was produced concerning them
at trial. I have therefore taken them into account.
Plaintiffs also challenge the vote by consent of the block of stock
consisting of the 3,000,000 shares in the name of Mr. Dwyer and
Ted Fabiniak which plaintiffs assert should have been transferred to
Mr. Scioli by Mr. Dwyer and Ted Fabiniak, rather than coming
from treasury stock, in connection with the ADM-Tronics licensing
arrangement.
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Plaintiffs further challenge the voting by consent by the defendants of 1,000,000 shares, the stock certificates for which had been
signed over to Mr. Cannatella-500,000 each from Mr. Dwyer and
Ted Fabiniak-but which had not yet been transferred on the books
of Hybrilonics.
A similar argument is made concerning the voting by consent
by the defendants of the 28,250,000 shares optioned to Atlantic
Financial because Atlantic Financial sent a letter dated March 8
purporting to exercise its option, although payment of the option
price was not tendered until May 8, and the consent was clearly
hostile to the interests of Atlantic Financial.

A.
[4] Plaintiffs have not cited any precedent which requires shares
held by proxy to be specifically designated as such on a written
consent. This, however, is necessary if there is to be a determination
by the corporation and this Court as to whether a purported consent
does indeed represent a majority of the shares. As such it is analogous
to the requirement that in order for shares of stock to be voted at
the annual meeting they must be voted by the holder of record on
the books of the corporation or by his duly designated proxy. Any
other result would lead to corporate anarchy. More importantly, the
German proxies grant the right to vote the shares at shareholder

meetings. They are unambiguous and contain no language which
can be construed as allowing their use in a consent procedure. These
shares, therefore, cannot be counted as having been voted by the
consent executed by the defendants.
B.
The testimony produced at trial made it sufficiently clear that
the original agreement involving ADM-Tronics, whereby all of the
stock would come from the personal holdings of Mr. Dwyer and
Ted Fabiniak, was altered and that the final arrangement, including
the 3,000,000 shares of treasury stock, was approved by Mr. Lerner,
then Hybrilonics' securities counsel and now a plaintiff in this case.
There does not appear to be any basis for me to overturn the
transaction as actually consummated and, therefore, I find that these
3,000,000 shares were transferred from treasury stock. Plaintiffs claim,

in effect, that 1,500,000 shares should be taken from Mr. Dwyer
and Ted Fabiniak is therefore without merit and the consent executed
by the defendants for these shares was valid.
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C.
[5] The 1,000,000 shares owned by Mr. Canatella but not
transferred on the books should not have been voted by the defendants
contrary to his wishes. Although only those who hold shares of record
or those who hold proxies for shares of record may execute a consent
pursuant to 8 Del. C. § 228, it would be inequitable to allow a
holder of record who holds mere legal title to stock to act by consent
in a manner contrary to the wishes of the true owner. The registered
holders of shares-the defendants-cannot, therefore, be allowed to
vote shares against the wishes of the equitable owner. See Bay Newfoundland Co., Ltd. v. Wilson & Co., Inc., Del. Supr., 37 A.2d 59
(1944).
D.
The question of whether the shares optioned to Atlantic Financial
could have been voted by the consent by the defendants is interwoven
with the M. S. Kennedy deal which consisted of the loan from
Atlantic Financial, the option of shares to Atlantic Financial, and
the voting trust consisting of most of the optioned shares. This deal
must be construed as a whole. Atlantic Financial loaned the money
to Hybrilonics at the same rate at which it had been borrowed by
Atlantic Financial. Atlantic Financial therefore was receiving no real
consideration for the loan unless it received the option. The option
could not have expired on January 9 since a new version of the deal
was consummated on February 15 using the same papers for the
sake of convenience. At the same time, it is quite clear that the
granting of the option was dependent upon the voting trust being
imposed upon 20 million of the shares subject to the option because
Mr. Dwyer and Ted Fabiniak were dearly unwilling to relinquish
control of the corporation, which they founded and for which they
had guaranteed substantial outstanding debts, until the corporation
was on a firmer footing. Thus, I find that the voting trust became
effective at the same time the option was exercised; thereafter it
expires according to its terms.
[6,7,8] An option to purchase stock which does not by its terms
require the exercise of the option by tender of payment of the purchase
price may be exercised and a binding contract formed by an unconditional promise to buy the stock in accordance with the option.
Martindell v. Fiduciary Counsel, N.J. Ct. Err. & App., 30 A.2d 281
(1943); 8 Wiliston on Contracts, 3rd Ed., § 953B; IA Corbin on Contracts,
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§ 264. See also Grynberg, supra. Because equity regards as done that
which ought to be done, a contract for sale of land, chattels, or
choses in action acts as an equitable conversion. See Martindell, supra
and 8 Williston on Contracts, 3rd Ed., § 953. Therefore, once Atlantic
Financial exercised its option on March 8, 1985, the equitable ownership of the shares passed to it. The shares could not thereafter be
voted hostile to the interests of Atlantic Financial. See Bay Newfoundland Co., Ltd., supra.
Both of the option agreements state that they convey an option
to purchase shares at the price of $.0001 per share which is exercisable
at any time during the two years after January 9, 1985. The language
does not state that there must be a tender of payment in order for
the exercise of the option to be effective. There was an attempt at
trial to prove, based upon prior course of dealing, that the purchase
price was not actually required to be paid. The testimony on this
matter was unpersuasive. Atlantic Financial therefore was required
to pay the purchase price prior to, or at the time of, delivery and
transfer of the shares although it could obtain equitable ownership
by merely promising to pay and thereby creating a binding contract
of sale.
The March 8 letter from Mr. Scioli on behalf of Atlantic Financial states that it thereby exercises the option and requests that
the transfer and delivery of the shares be arranged. Although this
is not an express promise to pay, the term "exercise" must be
construed as such. As a result, Atlantic Financial acquired equitable
title to the shares in March even though payment was not tendered
until May. Ted Fabiniak and Mr. Dwyer could not therefore vote
the entire 28,250,000 shares subject to the option because beneficial
ownership of these shares had passed to Atlantic Financial and only
20 million of these shares were subject to the voting trust.
Plaintiffs also argue that if the voting trust came into existence,
it had by April 17 expired because Hybrilonics needed more money.
As stated earlier, the voting trust provides that it will terminate if
Hybrilonics is unable to operate in the normal course of business
due to lack of funds. The language clearly does not say that the
corporation must merely need more money. As a new, start-up
corporation, it is not surprising that Hybrilonics needs additional
capital. The question is one of inability to continue to operate due
to lack of funds, not the necessity for additional funds. No competent
evidence of an inability to operate, at any time after the signing of
the voting trust agreement, was introduced at trial. Hybrilonics did
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have to lay off some workers at the Niagara Falls plant but has since
rehired several. There have been large losses and technical defaults
on several loans, but there was no evidence produced that Hybrilonics
is not paying its bills nor was there any evidence that Hybrilonics
is not operating its business. As long as Hybrilonics continues to
operate its businesses and its bills are paid, it must be considered
to be operating in its normal course.
E.
In summary, of the almost 56,000,000 shares which they purported to control on the written consent, Mr. Dwyer and Ted
Fabiniak certainly could not vote, against the wishes of the equitable
owners, the 8,250,000 shares of Atlantic Financial not subject to the
voting trust nor could they vote the 1,000,000 shares delivered to
Mr. Canatella but not transferred on the books of the corporation.
They also were not empowered to exercise consents for the almost
5 million shares represented by the German proxies in a written
consent procedure. This left less than 42 million shares subject to
the consents exercised by Mr. Dwyer and Ted Fabiniak which did
not constitute a majority of the outstanding shares of Hybrilonics.
The April 24 consents are therefore not effective regardless of whether
the other 14 million shares subject to proxies and the 20 million
shares subject to the voting trust were properly voted by the consent.
V
The annual shareholder meeting of Hybrilonics was purportedly
held on June 14 in Dover, Delaware. It was originally scheduled by
the Board of Directors, in accordance with the bylaws, to be held
in Syracuse, New York, on June 14 without a time set. Ted and
Richard Fabiniak and Mr. Dwyer, purporting to be the Board
resulting from the April 24 consents, attempted to set the time and
to change the place of the meeting. If they were the duly appointed
Board of Directors, they had the statutory right to fix the date, time,
and place of the annual meeting. They claim that the voting which
took place at the rescheduled meeting in Dover caused them to be
elected as directors.
[9] This meeting is only effective, however, if the time and
place were properly changed by the Hybrilonics Board of Directors.
If the change was not made by those properly elected to the Board
then the vote at the meeting was ineffective.
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Because the April 24 consent was not effective, the Board actually
consisted of Ted Fabiniak, Mr. Dwyer, Mr. Lerner and Mr. Hill,
with Mr. Freeman's position being vacant because of his resignation.
Ted Fabiniak and Mr. Dwyer could not constitute a quorum under
Hybrilonic's bylaws. The action taken to change the meeting is
therefore not valid.
It is also asserted that the notice of the meeting was not sent
until June 5, 1985, and was therefore insufficient under 8 Del. C.
§ 222(b) as not being sent "...
not less than 10... days before
the meeting. .. "
Because the April 24 consent is deficient and therefore the
defendants did not have the power to change the place of the annual
meeting, plaintiffs' assertions as to inadequacy of notice need not
be considered in forming a conclusion as to the validity or result of
the meeting.
VI
Because neither consent procedure was effective to change the
composition of the Board and the improperly held shareholder meeting was invalid, the Board of Directors or Hybrilonics remains as
it was just prior to April 24, 1985.
[10] The provisions of 8 Del. C. § 225 provide that if it should
be determined that no valid election has been held, the Court may
order that an election be held in accordance with 8 Del. C. § 211.
I have held that no valid election was held and it should be
obvious that unless the election is conducted by an impartial person
or entity it is likely that there will be further litigation. I therefore
direct that counsel confer and attempt to agree on a procedure for
the holding of the annual meeting.
A proposed Order may be submitted by whomever is so inclined.

