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RABKIN v. PHILIP A. HUNT CHEMICAL CORP.
No. 7547
Court of Chancery of the State of Delaware, New Castle
December 4, 1986

Former minority shareholders challenged the cash-out merger
of their former corporation with its majority stockholder. Defendants
moved to dismiss.
The court of chancery, per Vice-Chancellor Berger, held that:
(1) the majority stockholder, a foreign corporation, had sufficient
minimum contacts to sustain in personam jurisdiction in Delaware
courts where it was registered to do business in Delaware and had
incorporated a Delaware subsidiary to effectuate the challenged merger;
(2) plaintiffs failed to state a claim against either the subsidiary or,
through its assumption of the subsidiary's liabilities via the merger,
against the surviving corporation, where plaintiffs failed to allege
that the subsidiary was a knowing participant in the parent corporation's breach of fiduciary duty toward plaintiffs; (3) plaintiffs stated
a direct rather than a derivative claim against the directors of the
former corporation who had been nominated by the majority shareholder for their failure to inform the former corporation that the
majority shareholder was contractually obligated to pay $25 per share
purchased from minority stockholders during the year commencing
March 1, 1983, where the majority waited until the expiration of
the one-year period and then bought out the minority shareholders
for $20 per share; (4) plaintiffs failed to state a claim against the
remaining directors of the former corporation for failure to exercise
due care in response to the merger proposal where they consulted
with independent legal and financial adv;sors who considered the
offer to be fair, considered the proposal on at least four occasions
over a six-week period, reviewed the allegations in plaintiffs' com-

plaint with plaintiffs' and its own lawyers, and sought a higher price,
before recommending acceptance of the merger; and (5) plaintiffs
stated a claim against the remaining former directors for their alleged

failure to learn of the majority stockholder's contracted price commitment and to act on that information. Accordingly, the motions
of the subsidiary and the surviving corporation to dismiss were
granted, and the motions of the majority shareholder and its directors
to dismiss were denied.
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To sustain in personam jurisdiction of Delaware courts over a
foreign corporation, Delaware law must provide a basis for the
assertion of jurisdiction and jurisdiction in Delaware must be consistent with the due process guarantees of the fourteenth amendment.
2.

Constitutional Law 0-

305(5)

To satisfy constitutional requirements, a foreign corporation
must have certain minimum contacts with the forum such that the
maintenance of the suit does not offend traditional notions of fair
play and substantial justice.
3.

Constitutional Law 0:= 305(5)

In deciding Whether ininimum contacts exist, the court must
consider the relationship between the defendants, the litigation, and
the forum, to determine whether the quality and nature of the
defendant's activity is such that it is reasonable and fair to require
him to conduct his defense in Delaware.
4.

Constitutional Law C

305(5)

The constitutional standards for in personam jurisdiction are satisfied if a foreign corporation has purposely availed itself of the
privilege of conducting activities in Delaware, thus invoking the
benefits and protection of its laws.
5.

Constitutional Law 0= 305(6)
Corporations 0

665(1)

Mere registration to do business in Delaware and appointment
of an agent for service of process may be insufficient, standing alone,
to confer in personam jurisdiction on the court of chancery; however,
if in addition, a corporation chooses to incorporate a Delaware
subsidiary and, through that subsidiary, avails itself of Delaware law
to effectuate a merger, there may be sufficient minimum contacts
with Delaware to sustain jurisdiction.
6.

Corporations C--

513(1)

To state a claim against a subsidiary as secondarily liable to its
parent's breach of fiduciary duty to minority shareholders in a cor-
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poration in which the parent is the majority shareholder, plaintiffs
must allege: (1) the existence of a fiduciary relationship, (2) a breach
of the fiduciary's duty, and (3) knowing participation in the breach
by the subsidiary.
7.

Corporations

C=- 211(1)

To determine whether a complaint by shareholders against a
corporation states a derivative or a representative claim, the court
must look to the nature of the alleged wrong rather than the designation used by plaintiffs.
8.

Corporations

0=

202, 211(1), 211(2)

A shareholder may maintain an individual claim when he alleges
a special injury, including, but not limited to, an injury which is
separate and distinct from that suffered by other shareholders, or a
wrong involving a contractual right of a shareholder, such as the
right to vote, or to assert majority control, which exists independently
of any right of the corporation.
9.

Corporations

0== 211(2)

Although a breach of fiduciary duty claim is generally derivative
in nature, such a claim which directly attacks a corporate merger,
alleging injury to public minority stockholders of the former corporation but not to the surviving corporation or its majority stockholder, states a direct or representative claim against the directors
of the majority stockholder.
10.

Corporations

0-

310(2)

Gross negligence is the standard to be applied in deciding whether
directors' response to a merger proposal was informed and whether
they may be held liable for reaching the wrong decision.
11.

Corporations

0

310(2)

In the corporate area, gross negligence means reckless indifference to or a deliberate disregard of the stockholders, or actions which
are without the bounds of reason.
12.

Corporations

0

310(2)

The response of directors to a merger proposal is not grossly
negligent where they consulted with independent legal and financial
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advisors, considered the proposal on at least four occasions over a
six-week period, reviewed the allegations of a complaint by minority
shareholders with plaintiffs and their own lawyers, and sought a
higher price, before recommending acceptance of the merger.
13.

Corporations 0

310(2)

While directors may not act unadvisedly, and while they have
an affirmative duty to obtain the highest possible price for their
shareholders in a merger transaction, and must oppose an inadequate
proposal, they are not required to oppose a merger simply because
they were unsuccessful in attempts to negotiate a higher price.
14.

Corporations C

310(1)

The business judgment rule has no bearing on a claim that
directors' inaction was the result of ignorance.
15.

Corporations C---

310(1)

Where directors' inaction was not the result of a deliberate
decision not to act, they will be held liable for injuries caused as a
result of their neglect where they fail to use that amount of care
which ordinarily careful and prudent men would use in similar
circumstances.
16.

Corporations C

211(1)

Minority shareholders state a claim against directors where they
allege that the directors failed to learn that the corporation's controlling stockholder had a one-year contractual commitment to pay
a certain price for stock if it was purchased from the minority
shareholders, and the minority shareholders were forced to accept a
lower price at the expiration of the one-year period.
Joseph A. Rosenthal, Esquire, and Norman M. Monhait, Esquire,
of Morris and Rosenthal, P.A., Wilmington, Delaware; Wolf, Popper, Ross, Wolf & Jones, New York, New York; Garwin, Bronzaft
& Gerstein, New York, New York; Lowey, Dannenberg & Knapp,
P.C., New York, New York, and Tenzer, Greenblatt, Fallon &
Kaplan, New York, New York, attorneys for plaintiffs.
R. Franklin Balotti, Esquire, and C. Stephen Bigler, Esquire, of
Richards, Layton & Finger, Wilmington, Delaware, and Cravath,
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Swaine & Moore, New York, New York, attorneys for defendants
Olin Corporation, Olin Acquisition Corporation, Philip A. Hunt
Chemical Corporation, John M. Henske, Richard R. Berry, and
John W. Johnstone, Jr.
Michael Hanrahan, Esquire, of Prickett, Jones, Elliot, Kristol &
Schnee, Wilmington, Delaware, and Shea & Gould, New York, New
York, attorneys for defendants John R. Bonniwell, Charles J. Lause,
Stephen R. Petschek, and George J. Haufler.
Martin P. Tully, Esquire, of Morris, Nichols, Arsht & Tunnell,
Wilmington, Delaware, attorneys for defendants Alfred T. Blomquist
and Robert T. Zetena.
BERGER,

Vice-Chancellor

This is an action brought by the former minority stockholders
of Philip A. Hunt Chemical Corporation ("Hunt") challenging the
cash out merger of Hunt with its majority stockholder, Olin Corporation ("Olin"). The original complaint named as defendants
Hunt, Olin and certain of Hunt's directors. Shortly after this action
was filed, plaintiffs moved for a preliminary injunction and for leave
to file a supplemental and amended complaint. Defendants moved
to dismiss on various grounds.
Plaintiffs' motions were denied and defendants' motions were
granted on the ground that appraisal was plaintiffs' exclusive remedy.
See Rabkin v. Philip A. Hunt Chemical Corp., Del. Ch., 480 A.2d 655
(1984). The Delaware Supreme Court reversed and remanded with
instructions that plaintiffs be allowed to file an amended and supplemental complaint. See Rabkin v. Philip A. Hunt Chemical Corp., Del.
Supr., 498 A.2d 1099 (1985). Thereafter, plaintiffs filed a Consolidated Amended and Supplemental Class Action Complaint (the
"Complaint") that, among other things, added as defendants Olin
Acquisition Corporation ("Olin Acquisition") and Richard R. Berry
("Berry") and John W. Johnstone, Jr. ("Johnstone"), both Executive Vice Presidents of Olin and directors of Hunt. This is the
decision, after briefing and argument, on defendants' new or renewed
motions to dismiss.
Generally, the Complaint alleges the following facts about the
contested transaction. Prior to March 1, 1983, Turner & Newall,
Inc. ("Turner & Newal") owned approximately 63% of Hunt's
common stock. On December 27, 1982, Olin and Turner & Newall
entered into a stock purchase agreement whereby Olin acquired
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Turner & Newall's controlling block of Hunt stock for $25 per share.
At Turner & Newall's insistence, the stock purchase agreement

required Olin to pay $25 per share if, during the one year commencing March 1, 1983, Olin or an affiliate acquired all or substantially all of the remaining outstanding shares of Hunt (the "price
commitment").
Olin disclosed the price commitment both in a press release
issued at the time the stock purchase agreement was executed and
in a Schedule 13D filed with the Securities and Exchange Commission
shortly thereafter. The Schedule 13D stated that any acquisition
made after the expiration of the one year price commitment might
be at a price greater or less than $25 per share, "depending upon
developments with respect to the business of the Company and general
economic and other conditions" (the "Schedule 13D commitment").
( 21 quoting the Schedule 13D).
A confidential memorandum prepared by Olin's management
(the "Berardino memorandum") allegedly demonstrates that Olin
had decided to acquire the minority interest in Hunt long before
the expiration of the one year price commitment. However, Olin
purposely waited until three weeks after its expiration to propose the
merger at $20 per share.
I.
Olin bases its motion on lack of personal jurisdiction. It is a
Virginia corporation with its principal place of business in Stamford,
Connecticut. Although not alleged in the Complaint, since 1952 Olin
has been registered as a foreign corporation qualified to do business
in Delaware and has appointed an agent for service of process
pursuant to 8 Del. C. § 371. Notwithstanding its registration as a
foreign corporation, Olin argues that it does not have the constitutionally mandated minimum contacts necessary to be subjected to
in personam jurisdiction. See International Shoe Co. v. Washington, 326
U.S. 310 (1945). From the record, Olin's jurisdictional contacts with
Delaware, in addition to its registration as a foreign corporation,
are: (1) it created a subsidiary Delaware corporation (Olin Acquisition) for the purpose of implementing the merger with Hunt; (2)
Olin currently has a total of $5,933 invested in assets in Delaware;
(3) the Delaware telephone directory has a listing for "Olin Water
Services" with an address and telephone number in Philadelphia,
Pennsylvania; and (4) Olin caused a certificate of merger to be filed
in Delaware giving effect to the transaction at issue.
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[1] A two-step analysis must be applied to determine in personam
jurisdiction. First, the Court must decide whether Delaware law
provides a basis for the assertion of jurisdiction. If so, it must
determine whether subjecting Olin to jurisdiction in Delaware would
be consistent with the due process guarantees of the Fourteenth
Amendment. See La Nuova D &B S.p.A. v. Bowe Co., Inc., Del. Supr.,

513 A.2d 764 (1986). Olin does not appear to question the Delaware
law component of this analysis. Pursuant to 8 Del. C. 5 371, Olin
designated a registered agent within Delaware and, pursuant to 8
Del. C. § 376, the designated registered agent may be served with
all process issued out of any court of this state.
[2-4] Turning to the constitutional question, Olin must "have
certain minimum contacts with [the forum] such that the maintenance
of the suit does not offend 'traditional notions of fair play and
substantial justice."' International Shoe Co. v. Washington, supra at 316,

quoting Milliken Meyer, 311 U.S. 457, 463 (1940). In deciding whether
such minimum contacts exist, the Court must consider the relationship between the defendants, the litigation and the forum, Shaffer v.
Heitner, 433 U.S. 186 (1977), to determine whether the 'quality
and nature' of the defendant's activity is such that it is 'reasonable'
and 'fair' to require him to conduct his defense in [Delaware]."
Kulko v. Superior Court of California, 436 U.S. 84, 92 (1978). These

constitutional standards are satisfied if Olin has "purposely avail[ed]
itself of the privilege of conducting activities within [Delaware], thus
invoking the benefits and protection of its laws." Hanson v. Denckla,
357 U.S. 235, 253 (1958).
[5] Applying these standards, I find that Olin has the requisite
minimum contacts with Delaware. It may be true, as Olin argues,
that the mere registration to do business in Delaware and appointment
of an agent for service of process would be insufficient, standing
alone, to confer jurisdiction. See In Re Mid-Atlantic Toyota, 525 F.

Supp. 1265, modified, 541 F. Supp. 62 (D. Md. 1981). However,
that is not Olin's only contact with Delaware. Olin chose to incorporate a Delaware subsidiary and, through that subsidiary, avail
itself of Delaware law to effectuate the merger attacked in this
litigation.
In Papendick v. Bosch, Del. Supr., 410 A.2d 148 (1979), cert.
denied, Bosch v. Papendick, 446 U.S. 909 (1980), similar conduct by

a foreign corporate defendant was held sufficient to confer jurisdiction. In Papendick, plaintiff claimed to be entitled to a finder's fee
for having provided the foreign defendant with the name of a company
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that might be interested in selling defendant a substantial block of
stock. Defendant did, in fact, purchase the stock through a Delaware
subsidiary created as a vehicle for the acquisition. The Supreme
Court reasoned:
We do not believe that the International Shoe "minimum
contact" due process standards were intended to deprive
Delaware courts of jurisdiction by permitting an alien corporation to come into this State to create a Delaware corporate subsidiary for the purpose of implementing a contract
under the protection of and pursuant to powers granted by
the laws of Delaware, and then be heard to say, in a suit
arising from the very contract which the subsidiary was
created to implement, that the only contact between it and
Delaware was the "mere" ownership of stock of the subsidiary.
...There is a controlling distinction, for present purposes,
between the ownership of shares of stock acquired by purchase or grant as in Skaffer, on the one hand, and ownership
arising from the purposeful utilization of the benefits and
protections of the Delaware Corporation Law in activities
related to the underlying cause of action, on the other hand.
[Defendant] purposefully availed itself of the benefits and
protections of the laws of the State of Delaware for financial
gain in activities related to the cause of action. Therein lies
the "minimum contact" sufficient to sustain the jurisdiction
of Delaware's courts over [defendant].
Id. at 152.
Olin attempts to distinguish Papendick on the basis that plaintiffs
here are attempting to obtain in personam jurisdiction pursuant to 8
Del. C. § 376 whereas the plaintiff in Papendick was asserting jurisdiction under 10 Del. C. § 366-the sequestration statute. I do not
find this distinction significant. As the Court noted in Papendick, the
rule of Shaffer requires that "all assertions of state-court jurisdiction... be evaluated according to the standards set forth in International
Shoe and its progeny." Shaffer v. Heitner, 433 U.S. at 212. Thus, the
analysis applied in Papendick is appropriate here notwithstanding the
differences in the methods by which jurisdiction is acquired.
The cases cited by Olin in support of its position, however, are
distinguishable. In Meeker v. Br'ant, Del. Ch., Civil Action No. 6245,
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Hartnett, V. C. (May 12, 1981) the foreign defendant acquired its
controlling interest in its Delaware subsidiary through market purchases and did not create the subsidiary to facilitate the contested
transaction. Rothchild International Corporation v. Liggett Group, Inc., et
al., Del. Ch., Civil Action No. 6239, Brown, V. C. (July 14, 1981),
likewise, is inapposite. The court there determined that plaintiff was
unable to effect service on the foreign defendant pursuant to 10
Del.C. § 3104 or 8 Del. C. § 382 because the requirements of those
statutes had not been met. Service on the foreign corporation's
Delaware subsidiary also was found insufficient to obtain jurisdiction
over the foreign parent because the subsidiary was not shown to be
the agent or alter ego of the parent. In short, the issue of minimum
contacts was not before the Court.I In J. Royal Parker Associates, Inc.
v. Parco, Brown and Root, Inc., Del. Ch., Civil Action No. 7013,
Berger, V. C. (November 30, 1984), the analysis was limited to the
applicablity of Delaware's long arm statute as opposed to due process
standards. See also Cropper v. Rego Distribution Center, Inc., 461 F. Supp.
529 (D. Del. 1978) (addressing applicability of 8 Del. C. § 382). In
sum, I find that Olin has sufficient minimum contacts with Delaware
to sustain jurisdiction and Olin's motion to dismiss is denied.
II.
Olin Acquisition moved to dismiss on the grounds that it was
not amenable to service or properly served and that the Complaint
fails to state a claim against it in any event. As noted earlier, Olin
Acquisition was not one of the original defendants in this action.

Rather, it was added more than a year after Olin Acquisition was
merged into Hunt and legally ceased to exist. At oral argument,

plaintiffs' counsel acknowledged that dismissal is appropriate. However, the purported claim against Olin Acquisition still must be
analyzed to determine whether there is. a viable claim against Hunt,
the surviving corporation in the merger with Olin Acquisition. Pursuant to 8 Del. C. § 259 and the terms of the merger agreement,
plaintiffs contend that Hunt assumes the liabilities of Olin Acquisition. Thus, they say, if the Complaint states a claim against Olin
Acquisition, it must be deemed to state a claim against Hunt.
1. Significantly, the Court noted that "the act of forming [the subsidiary]
for the aforesaid purpose and using the merger process under Delaware statutes to
acquire ownership of [another corporation] may well consitute such a minimum

contact as to subject [the foreign defendant] to service of process under the foreign
attachment or sequestration statutes." Id. at 9.
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In their brief, plaintiffs contend that paragraphs 1, 4(b), 42 and
49(a) of the Complaint adequately state a claim that Olin Acquisition
"knowingly facilitated" Olin's breach of fiduciary duty to Hunt's
public stockholders. As a result, plaintiffs maintain that Olin Acquisition is secondarily liable for Olin's wrongs and that Hunt assumed Olin Acquisition's secondary liability. After reviewing the

cited paragraphs of the Complaint (as well as paragraph 11, mentioned by counsel for plaintiffs at oral argument), I find that the
Complaint fails to state a claim against Olin Acquisition. Paragraphs
1, 4(b), 11 and 42 set forth the terms of the contested merger, certain
of the parties' relationships and the duties they allegedly breached.
Specificially, these paragraphs allege that (1) the public minority
stockholders of Hunt were cashed out for $20 per share (1 1); (2)
Olin Acquisition was a wholly-owned subsdiary of Olin formed for
the sole purpose of acquiring Hunt (I 4(b)); (3) Olin, as Hunt's
majority stockholder, and all of the corporate defendants owed fiduciary duties to Hunt's public stockholders (1 11); and (4) Olin
controlled the outcome of the merger since the merger agreement
did not require approval by a majority of the minority stockholders
(7 42). Paragraph 49(a) of the Complaint alleges that Olin and
certain of the individual defendants breached their fiduciary duty by
intentionally waiting until the expiration of Olin's one year price
commitment before effectuating the merger at $20 per share.
As Olin Acquisition correctly points out, none of these allegations
(or, for that matter, any of the other allegations in the Complaint)
charge Olin Acquisition with any wrongdoing. At oral argument,
plaintiffs explained their theory as follows: since Olin allegedly breached
its fiduciary duty in connection with the merger and Olin Acquisition
was the corporate vehicle through which the merger was consummated, the subsidary was a knowing participant liable for its parent's
breach.
[6] In order to state a claim under this theory, plaintiffs would
have to allege, "(1) the existence of a fiduciary relationship, (2) a
breach of the fiduciary's duty, and (3) knowing participation in that
breach by [Olin Acquisition]." Penn Mart Realty Company v. Becker,
Del. Ch., 298 A.2d 349, 351 (1972). The Complaint, however,
contains no allegation of Olin Acquisition's "knowing participation"
in Olin's breach of fiduciary duty. Indeed, there is no allegation
that Olin Acquisition even existed at the time the merger proposal
was presented to Hunt.
Inasmuch as the Complaint fails to state a claim against Olin
Acquisition, it follows that Hunt, also, must be dismissed. There
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are no allegations of wrongdoing against Hunt and plaintiffs have
acknowledged that their claim against Hunt derives solely from their
purported claim against Olin Acquisition.

III.
Messrs. Henske, Johnstone and Berry, the Olin nominees on
Hunt's board of directors (the "Olin directors") moved to dismiss
on the ground that the only claim directed to them is a derivative
claim that cannot be prosecuted by these plaintiffs. The Olin directors
are sued in their capacity as directors of Hunt and are charged with
having breached their duty of loyalty (1) by failing to inform Hunt
of the contents of the Berardino memorandum and (2) by failing to
inform Hunt that Olin had considered paying more than $20 per
share in the merger. (Complaint,
51).
The Berardino memorandum noted that if Olin acquired the
minority stock in Hunt prior to March 1, 1984, it would be contractually obligated to pay $25 per share. However, by waiting until
after the expiration of the contractual price commitment, Olin could
save approximately $7.3 million by paying $21.50 per share. The
Supreme Court stated that the Berardino memorandum "raises unanswered questions about the recognition by... [the Olin directors]

of their undiminished duty of loyalty to Hunt." Rabkin v. Philip A.
Hunt Chemical Corp., 498 A.2d at 1106 (emphasis added). Focusing
on this language, the Olin directors argue that their breach, if any,
was of a duty owed to Hunt directly and to Hunt's stockholders
only derivatively. Since plaintiffs are no longer stockholders of Hunt,

they may not pursue this derivative claim on behalf of Hunt. See
Schreiber v. Carney, Del. Ch., 447 A.2d 17 (1982).
[7-8] In analyzing whether the Complaint states a derivative or
representative claim, the Court must look to the nature of the alleged
wrong rather than the designation used by plaintiffs. Moran v. Household International, Inc., Del. Ch., 490 A.2d 1059, affl'd, Del. Supr.,
500 A.2d 1346 (1985). In Elster v. American Airlines, Inc., Del. Ch.
100 A.2d 219 (1953), this Court held that an individual action may
be maintained if the stockholder sustained a "special injury" and
in Moran the standard was articulated as follows:
To set out an individual action, the plaintiff must allege
either "an injury which is separate and distinct from that
suffered by other shareholders," [citations omitted] or a
wrong involving a contractual right of a shareholder, such

1987]

UNREPORTED

CASES

1167

as the right to vote, or to assert majority control, which
exists independently of any right of the corporation.
Moran v. Household International, Inc., 490 A.2d at 1070. Most recently,
the Delaware Supreme Court explained:
In comparing the two-pronged test of Moran with the
definition of the term "special injury" in Elster, it appears
that the term encompasses both prongs of the Moran test.
That is, a plaintiff alleges a special injury and may maintain
an individual action if he complains of an injury distinct
from that suffered by other shareholders or a wrong involving one of his contractual rights as a shareholder. Moreover, while Moran serves as a quite useful guide, the case
should not be construed as establishing the only test for
determining whether a claim is derivative or individual in
nature. Rather, as was established in Elster, we must look
ultimately to whether the plaintiff has alleged "special"
injury, in whatever form.
Lipton and Ceasar v. News International,P.L. C. v. Warner Communications,
Inc., et al., Del. Supr., No. 156, 1985, McNeilly, J. joined by Horsey,
J. (September 16, 1986), slip op. at 8.
Plaintiffs' claim directly attacks the Olin/Hunt merger as having
failed to satisfy the standard of entire fairness required by Weinberger
v. U.O.P., Inc., Del. Supr., 457 A.2d 701 (1983). The Complaint
seeks rescission or damages for the injuries allegedly suffered by the
minority stockholders. The majority stockholder, Olin, certainly did
not suffer any such injury. It acquired the company and, if plaintiffs'
allegations are proven, wrongfully benefited from the merger. Thus,
there can be no question but that plaintiffs are claiming an injury
that was not suffered by all stockholders, but only by Hunt's minority
stockholders.
The Olin directors do not address the injury suffered, relying
instead on the nature of the alleged wrong. They argue that their
fiduciary duties as Hunt directors ran to Hunt directly and to its
stockholders indirectly, or derivatively.
[9] Several courts have expressed the general proposition that
a breach of fiduciary duty claim is derivative. See, e.g., MrAndrews
and Forbes Holdings, Inc. v. Revlon, Inc., Del. Ch., Civil Action No.
8126, Walsh, J. (October 9, 1985); Gearheart Industries, Inc. v. Smith
International, Inc., 741 F.2d 707 (5th Cir. 1984). However, in Revlon
and Gearheart, as with the other cases cited by the Olin directors,
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the breach of fiduciary duty claim was not a direct attack on a
merger or other similar transaction. As a result, the breach of
fiduciary duty (e.g., waste) injured the corporation as a whole and
all of its stockholders on a pro rata basis. Here, by contrast, the
alleged wrong did not work an injury either to Hunt or its majority
stockholder. Accordingly, following the standard in News International,
I find that the Complaint states a direct or representative claim
against the Olin directors. See also Balotti and Finkelstein, The Delaware
Law of Corporations and Business Organizations § 13.6 ("[E]xamples of
claims giving rise to direct actions are: . . . claims that a proposed
merger, recapitalization, redemption, or similar transaction unfairly
affects minority shareholders. .. ").
IV.
The six remaining Hunt directors-Messrs. Blomquist, Zetena,
Bonniwell, Lause, Petschek and Haufler (the "Hunt directors")moved to dismiss for failure to state a claim. They argue that the
allegations in the Complaint, supplemented by certain facts set forth
in the proxy statement (which was incorporated by reference in the
Complaint), demonstrate that they exercised informed business judgment in responding to Olin's merger proposal. Thus, they say that
the Complaint fails to state the only claim it purports to allegeone for breach of the fiduciary duty of care.
The Complaint recites the relevant events as follows:
(1) on March 28, 1984, after Olin and Hunt issued a joint announcement of the proposed merger, the Hunt board of directors
2
met and appointed a Special Committee of "outside" directors

( 36, 37); (2) on April 4, 1984, the Special Committee retained
an investment banking firm and a law firm to assist in its duties

( 37); (3) on May 10, 1984, counsel for plaintiffs met with the Special
Committee and explained the basis for plaintiffs' charges against
Olin and the Olin directors ( 38); (4) on the same day, the Special
Committee was advised by its investment banker that a range of
prices from $19 to $25 per share would be fair and the Special
Committee then concluded that $20 was "fair but not generous"
( 39); (5) the Special Committee unanimously recommended that Olin
consider raising the merger price, but, on May 11, 1984 Olin advised

2. Messrs. Bonniwell, Lause, Petschek and Haufler constituted the Special
Committee.
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that it would not increase the price (1 40); and (6) on May 14, 1984
the Special Committee met by teleconference and, on the following
day, reported to the Hunt board of directors that it found $20 to
be fair and recommended approval of the merger (1 42). In addition
to these facts, the proxy statement discloses that the Special Committee had two additional meetings before May 10, 1984 and, that
after plaintiffs' counsel discussed the law suit, the Special Committee
reviewed the legal arguments raised by counsel for plaintiffs with its
own lawyers. Proxy Statement at 5, 6.
Based upon these facts, the Complaint charges that the Hunt
directors breached their fiduciary duties by (1) failing to learn the
terms of Olin's price commitment or its Schedule 13D commitment;
(2) failing to "press Olin's management" for disclosure of that
information or for disclosure of Olin's intentions; (3) failing to require
that the Special Committee consider the price commitment or the
Schedule 13D commitment in considering the proposed merger; (4)
failing to bargain at arms-length; and (5) giving rubber-stamp approval to the merger ( 52). In other words, plaintiffs complain
about two separate wrongs-purported inadequacy of the Hunt
directors' response to the merger proposal and their failure to act
during the one year prior to the merger.
A.
As plaintiffs acknowledge, the issue with respect to the Hunt
directors' response to the merger proposal is whether they exercised
informed business judgment. Gross negligence is the standard to be
applied in deciding first, whether the directors' decisions were informed, and, if so, whether the directors may be held liable for
reaching the wrong decision. Smith v. Van Gorkom, Del. Supr., 488
A.2d 858, 873 (1985).
[10] While it is now settled that gross negligence is the appropriate legal standard, the question of what must be pleaded to state
a claim for gross negligence in this context remains problematic. As
the Supreme Court noted in Aronson v. Lewis, Del. Supr., 473 A.2d
805, 812 (1984), the applicable standard of care has been described
in a variety of ways and, in the view of some commentators, those
descriptions provide little guidance in evaluating potential liability:
Assuming that one concludes that a particular expression creates liability only for acts of "gross negligence". . .the significant question becomes whether or not
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one has identified an outcome-determinative factor. Probably not. . . .While we may be told, as in [Penn Mart Realty
Co. v. Becker, Del. Ch., 298 A.2d 349 (1972)], that a
director's "gross negligence" will expose him to liability,
little attempt is made to describe or define "gross negligence. "
Veasey and Manning, Codified Standard-Safe Harbor or UncharteredReef?
35 Bus. Law. 919, 928 (1980).
[11] In the corporate area, gross negligence would appear to
mean, "reckless indifference to or a deliberate disregard of the
stockholders," Allaun v. Consolidated Oil Co., Del. Ch., 147 A. 257,
261 (1972) or actions which are "without the bounds of reason,"
Gimbel v. Signal Companies, Inc., Del. Ch., 316 A.2d 599, 615, aff'd,
Gimbel v. Signal Companies, Inc., Del. Supr., 316 A.2d 619 (1974).
These articulations arguably provide a. higher threshold for liability
than does the definition of gross negligence in general tort law. See
Laird v. State ofDelaware, Del. Super., 79C-JA-97, Walsh, J. (February
9, 1984) slip op. at 4 (" 'gross negligence' is. . .more than ordinary
inadvertence but less than conscious indifference to consequences.");
Prosser, Law of Torts at 212 (5th ed. 1984) (same).
[12] Under any of these definitions, however, I find that the
Complaint does not state a claim against the Hunt directors for
failure to exercise due care in responding to the merger proposal.
The Special Committee consulted with independent legal and financial advisors; considered the merger proposal on at least four occasions
over a period of approximately six weeks; and reviewed the allegations
in plaintiffs' original complaint first with counsel for plaintiffs and
then with its own lawyers. Consistent with the advice of its investment
banker, the Special Committee concluded th,- the offered price was
fair. However, before recommending the merger at that price, the
Special Committee asked Olin to raise its price. After Olin refused,
the Special Committee recommended approval of the merger. From
these facts, no inference could be drawn either that the Hunt directors
were uninformed or were grossly negligent in recommending the
merger.
Plaintiffs focus on two purported weaknesses in this course of
conduct. First, they allege that the Hunt directors were unaware of
the Olin price commitment and the Schedule 13D commitment. As
a result, the Special Committee's investment banker was never asked
to consider the impact of those commitments on the fairness of the
offered price. Assuming, as one must for purposes of this motion,
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that the Special Committee initially was unaware of the Olin commitments, that information was provided by plaintiffs' counsel before
the Special Committee recommended the merger. Thus, any claim
that the Hunt directors were uninformed is defeated by plaintiffs'
own allegations.
The charge that the Special Committee was grossly negligent
in failing to seek advice from its investment banker as to the impact
of the Olin commitments on the merger price similarly is deficient.
It is a legal, not a financial, question whether Olin's commitments
had any bearing on the merger proposal. Thus, only if the legal
question were answered in the affirmative would there be a basis
for arguing that the investment banker should have been called upon
to evaluate this issue. The Special Committee discussed the legal
question with its independent counsel and there is nothing in the
Complaint to suggest that the committee then ignored its counsel's
advice. Thus, there is no reason to believe that the scope of the
financial evaluation should have been expanded. Even if it arguably
would have been more prudent to raise the commitments issue with
the investment banker, the failure to do so does not amount to gross
negligence.
Plaintiffs' second argument is directed at the Special Committee's
attempt to obtain a higher price from Olin. Given the fact that the
Special Committee had decided to ask Olin to increase the merger
price, plaintiffs say that it was a breach of fiduciary duty thereafter
to recommend the merger at the original price. In other words,
plaintiffs suggest that once directors start to bargain for a better deal
they are precluded from accepting the original proposal. Plaintiffs
apparently derive this theory by weaving together three different
cases to reach a legal premise advanced by none of them and inapplicable under the facts here alleged.
[13] Plaintiffs rely on Smith v. Van Gorkom, 488 A.2d at 881,
for the proposition that a board may not allow itself to be "stampeded
into a patently unadvised act." Rather, directors have an affirmative
duty to obtain the highest possible price for their stockholders. Revlon,
Inc. v. McAndrews & Forbes Holdings, Inc., Del. Supr., 506 A.2d 173
(1986). Thus, a Special Committee must vigorously defend the interests of the minority stockholders by opposing an inadequate merger
proposal, as in Joseph v. Shell Oil Co., Del. Ch., 482 A.2d 335 (1984).
Although each of these legal principles is sound, they do not, in
combination, require directors to oppose a merger simply because
they were unsuccessful in attempts to negotiate a higher price.
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Moreover, there are no parallels between the facts of those three
cases and the allegations in plaintiffs' Complaint. In Van Gorkom,
the defendant directors were held liable for breach of the fiduciary
duty of care where they approved a merger proposal (1) during the
two hour meeting at which the subject was first raised; (2) based
solely upon a twenty minute oral presentation of the merger terms;
and (3) without being informed as to the intrinsic value of the
company. The Special Committee, by contrast, met on at least four
occasions over six weeks, obtained independent legal and financial
advice, considered plaintiffs' allegations and attempted to obtain a
higher price before recommending the merger.
The facts in Revlon bear absolutely no resemblance to the facts
in this case. In Revlon, after it had become apparent that the defendant
company was up for sale, the directors were charged with the duty
of obtaining the highest possible price for their stockholders. Plaintiffs'
Complaint contains no allegations suggesting that there was or could
have been an auction for Hunt. Indeed, plaintiffs apparently recognize that Olin, as the majority stockholder, was the only viable
purchaser since their concerns are directed solely at the alleged
inadequacy of the Hunt directors' negotiations with Olin.
Finally, in Shell, a $55 per share merger proposal was rejected
by the board's Special Committee after its investment banker advised
that the stock was worth $80-85 per share and the company's president opined that the stock might be worth as much as $91 per
share. Hunt's Special Committee, by contrast, was advised by its
investment banker that $20 per share was fair.
A fair reading of the Complaint reveals that plaintiffs are simply
dissatisfied with the manner in which the Hunt directors exercised
their business judgment. Standing alone, however, such dissatisfaction
fails to state a claim. There are no factual allegations which, if
proven, would result in a finding that the Hunt directors were
uninformed or were grossly negligent in reaching their conclusions.
B.
[14-15] Plaintiffs' claim with respect to the Hunt directors' failure
to act during the one year price commitment, however, must be
measured against different standards. The business judgment rule
may apply to a deliberate decision not to act, but it has no bearing
on a claim that directors' inaction was the result of ignorance. Aronson

v. Lewis, Del. Supr., 473 A.2d 805, 813 (1984). Directors will be
held liable for injuries caused as a result of their neglect where they
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fail to use "that amount of care which ordinarily careful and prudent
men would use in similar circumstances." Graham v. Allis Chalmers
Manufacturing Co., Del. Supr., 188 A.2d 125, 130 (1963).
As to the "neglect" claim, the Complaint alleges that the Hunt
directors never learned the terms of the stock purchase agreement
between Olin and Turner & Newall and never asked Olin what its
intentions were with respect to the acquisition of Hunt's publicly
held stock. Although there is nothing in the Complaint to explain
how the Hunt directors' failure to act prior to March 1, 1984 resulted
in any injury3 , the Complaint does contain a general allegation of
damages following the specific allegations of neglect. (i 53).
[16] I find that the Hunt directors' alleged failure to learn of
Olin's price commitment states a claim. It may well be that, in the
exercise of ordinary care, the Hunt directors should have known
that the company's controlling stockholder had a one year contractual
commitment to the minority stockholders. Whether the Hunt directors' alleged ignorance caused any injury is questionable. However,
for purposes of this motion, the fact that damages are alleged is
sufficient to sustain plaintiffs' claim.
Based upon the foregoing, the Hunt directors' motion to dismiss
is granted except as to the claim based upon their failure to act
during the one year prior to March 1, 1984.
IT IS SO ORDERED.

SCHLOSSBERG v. FIRST ARTISTS PRODUCTION CO.
No. 6670
Court of Chancery of the State of Delaware, New Castle
December 17, 1986
Plaintiffs brought a class action attacking the validity of a merger
whereby defendant corporation became a wholly-owned subsidiary.
3. At oral argument, plaintiffs' counsel merely stated that, if the Hunt
directors had pressed Olin, the result might have been different.
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Plaintiffs alleged that (1) the merger lacked any valid business purpose; (2) the merger price was inadequate; (3) the majority stockholders and individual defendants breached their fiduciary duties
because the merger "favored" them; and (4) the proxy material
distributed in connection with the merger failed to disclose material
information.
The court of chancery, per Vice-Chancellor Berger, held that:
(1) the merger was approved by the fully informed vote of a majority
of the minority stockholders; (2) there were insufficient facts on the
record to grant defendants' motion for summary judgment on the
issue of price; and (3) there was no evidence that the defendant
directors were uninformed or recklessly disregarded material information as to the value of the company.

1.

Corporations

0

187, 198

Where a tender offer is proposed, a corporation has a duty of

complete candor in disclosures made in proxy statement and supplements.
2.

Corporations

0= 320(11), 269(1)

Where all germane information was disclosed, the burden shifts
to plaintiffs to establish that the merger was unfair inasmuch as the
merger was conditioned upon the favorable vote of a majority of the
minority stockholders.
3.

Corporations

C= 198, 320(11)

In certain circumstances, financial information stated in accordance with generally accepted accounting principles may have to be
explained or supplemented in order to satisfy the standard of complete
candor.
4.

Corporations

0= 198

Where a tender offer is proposed, a corporation is not required
to include in its proxy statement a description of the relevant tax
laws and various events which would trigger recognition of deferred

tax liability.
5.

Corporations

0-

182.4(5), 189(12)

Where there is record evidence of the estimated future revenues
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from an asset, but no evidence as to the value of that asset at the
time of the merger, there are insufficient facts to grant defendant's
motion for summary judgment on the issue of fair price.
6.

Corporations

C

311, 320(11)

Corporate directors will not be considered to be uninformed or
to have recklessly disregarded material information as to a company's
value when financial reports were prepared with information provided
by the company and directly available to the directors.
Irving Morris, Esquire, of Morris and Rosenthal, P.A., Wilmington,
Delaware, for plaintiffs.
Robert K. Payson, Potter, Anderson & Corroon, Wilmington, Delaware, for corporate defendants.
A. Gilchrist Sparks, III, Morris, Nichols, Arsht & Tunnel, Wilmington, Delaware, for individual defendants.
BERGER,

Vice-Chancellor

This is a class action attacking the 1982 merger whereby The
First Artists Production Company, Ltd. ("First Artists") became a
wholly-owned subsidiary of Mascot Industries, Ltd. ("Mascot") and
the public stockholders of First Artists were paid $6.25 per share in
cash. Defendants are First Artists, a Delaware corporation, F. A.
Merging Company ("FAMC"), a wholly-owned subsidiary of Mascot
organized to effectuate the merger, and four of First Artists' directors
at the time of the merger-Edwin E. Holly ("Holly"), Philip L.
Lowe, Joel Schwartz and Edward Traubner.
In their Amended Complaint, filed on February 18, 1982, plaintiffs allege that (1) the merger lacks any valid business purpose;' (2)
the merger price is inadequate; (3) the majority stockholders and
individual defendants breached their fiduciary duties because the
merger "favored" them; and (4) the proxy material distributed in
connection with the merger fails to disclose material information.
The merger orginally was to have been voted upon at a meeting
scheduled to be held on February 26, 1982. However, in light of

1. Plaintiffs acknowledge that this claim is no longer viable. Set W$inergr
v. U.O.P., Inc., Del. Supr., 457 A.2d 701 (1983).
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the disclosure allegations in the Amended Complaint and the prayer
for injunctive relief, First Artists postponed the meeting and issued
supplementary proxy materials. The merger was approved and became effective on March 23, 1982.
On June 15, 1983, this action was certified as a class actionthe class consisting of all persons who held shares of First Artists'
common stock immediately prior to the merger except defendants,
Mascot and Mullastar Investment Pty., Ltd. ("Mullastar"), a Mascot
affiliate that owned First Artists' stock. On November 8, 1984,
defendants moved for summary judgment relying upon the affidavit
of Edwin C. Holly and the proxy materials. This is the decision on
defendants' motion.
Immediately prior to the merger, First Artists had approximately
1.7 million shares of common stock outstanding which were traded
on the over-the-counter market. The company was formed in 1969
as a cooperative venture of Paul Newman, Sidney Poitier, Barbra
Streisand and others (the "major stockholders"). Before the fiscal
year ending June 30, 1978, First Artists was engaged primarily in
the business of developing, financing and supervising the production
and distribution of theatrical motion pictures as well as music publishing. The company had production agreements with independent
companies controlled by the various artists pursuant to which fifteen
motion pictures were delivered to First Artists by March, 1979. Early
in the following fiscal year, First Artists sold the assets of its music
publishing division and decided to limit its operations in the entertainment field to managing its existing assets. In July, 1978, First
Artists acquired all of the outstanding stock of Joel/Cal-Made, a
California corporation in the business of manufacturing and distributing men's sport shirts. Thus, by the time of the merger, First
Artists' business consisted of the management of its motion picture
assets and the business of Joel/Cal-Made.
The events that led to the merger began in November 1980,
when Mullastar, an Australian company, acquired approximately
9.5% of First Artists' stock. Shortly thereafter, Leon Velik ("Velik"), who, together with Paul Faymen, controlled Mascot, called
First Artists' president, Holly, to discuss a possible acquisition of
the company. In June, 1981, following several meetings with Holly,
Mascot submitted an informal proposal which was presented to First
Artists' board of directors. Mascot proposed to acquire at least 1
million shares of First Artists and as much as 1.05 million shares,
subject to certain conditions, in a "friendly" tender offer at $5.65
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per share. At about the same time Holly had discussions with another
individual who was interested in acquiring 100% of the stock of
First Artists. Holly considered such an acquisition more desirable
than the partial tender offer proposed by Mascot and advised Velik
in July that First Artists would not go forward with the Mascot
proposal. He asked Velik if Mascot would modify the proposal to
include all First Artists' common stock, but Velik indicated that
Mascot was not interested.

In August, 1981, Mascot decided to approach the acquisition
of First Artists through the company's major stockholders rather than
management. Mascot obtained signed contracts from certain of the
major stockholders to purchase a total of 540,802 shares at $6.25
per share. The closing date on those contracts was set for September
18, 1981. If those transactions were consummated, Mascot and its
affiliates would then have owned approximately 42.4% of First Artists' outstanding common stock.
First Artists responded by filing a federal action claiming, among
other things, that Mascot could not lawfully purchase the holdings
of the major stockholders without giving the remaining stockholders
the opportunity to sell at the same price. First Artists appealed the
denial of its motion for a preliminary injunction to the United States
Court of Appeals for the Ninth Circuit and, on September 18, 1981,
the appellate court enjoined defendants in that action from voting
any newly-acquired shares of First Artists' stock.
At that point the parties entered into negotiations resulting in
an Agreement in Principle dated September 25, 1981 and a Settlement
Agreement dated October 23, 1981 which provided for the merger
at issue here. Pursuant to the Agreement in Principle, Mascot was
given the right to conduct a financial, business and legal investigation
of First Artists in order to satisfy itself as to First Artists' fiscal
condition and future prospects. Price Waterhouse conducted the
investigation for Mascot and issued a report dated October 13, 1981

(the "Price Waterhouse Report"). In addition, the Agreement in
Principle stated the principal terms of a settlement agreement whereby
Mascot would acquire First Artists at a price of $6.25 per share.
By the terms of the Settlement Agreement, Mascot was required
to organize FAMC which, in turn, was required to use its best
efforts to acquire the First Artists stock held by certain of the major
stockholders at the price of $6.25 per share. The Settlement Agreement also required First Artists and FAMC to enter into a merger
agreement whereby the remaining First Artists' stockholders also
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would receive $6.25 per share. Mascot was required to pledge the
First Artists' stock owned by FAMC to First Artists as security for
the performance of its obligations under the Settlement Agreement.
Pursuant to the Merger Agreement dated December 18, 1981, the
parties agreed that the directors of First Artists then in office would
remain the company's directors until after the merger.
On November 4, 1981, in accordance with the Settlement Agreement, FAMC purchased 934,502 shares of First Artists' stockapproximately 54.8% of the shares outstanding.
The board of directors of First Artists unanimously approved
the merger as being in the best interests of the stockholders. The
factors which led to the board's decision were set forth in the proxy
statement and in Holly's affidavit as follows:
In determining to adopt such resolution, the Board of Directors, in a series of meetings and discussions which preceeded the execution of the Settlement Agreement, considered
the historical financial results, present financial condition,
income projections and business plans of First Artists; the
lack of any further commitment to produce motion pictures
from the motion picture stars who organized First Artists;
the possibility of liquidating First Artists and the effect
thereon of the law suit commenced by Dustin Hoffman
referred to in the Proxy Statement; the relationship of the
$6.25 per share cash consideration to be paid pursuant to
the merger to the historic and current market prices for
First Artists' stock; the book value per share of the First
Artists' stock and the liquidation value per share of the
First Artists' stock; the intensive negotiations as to price
between FAMC and the business managers, accountants
and attorneys representing certain principal shareholders
leading to the purchase of shares of First Artists' stock by
FAMC from those principal stockholders on November 4,
1981; the information available to the Board of Directors
concerning Mascot and its business prospects and management; and other factors.
Holly Affidavit,
13.
Holly explained his own thinking as follows:
I personally gave great weight to the facts that (i) a number
of First Artists' major stockholders, in arms length negotiations with FAMC, had agreed to sell their shares for
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$6.25 per share, which price in my judgment included a
control premium, indicating that the same price for the
minority shares, which would not command such a premium, was fair; (ii) ... there could be no guaranty that,
in the absence of the Settlement Agreement, the litigation
brought by First Artists would ultimately succeed in preventing Mascot from acquiring a majority of First Artists'
stock or in forcing Mascot to pay $6.25 per share to the
minority stockholders; (iii) if Mascot were successful in
acquiring more than 50% of First Artists' stock and did
not have to purchase the minority stockholders' position,
the value of the stock held by such minority stockholders
would likely be negatively impacted by the fact that they
would hold a permanent minority position in a thinly traded
security with no reasonable prospect of liquidating that
investment at any price approaching $6.25 per share; (iv)
. . the per share price of $6.25... represented a premium
of approximately 47% over the dosing bid price for the
stock of $4.25 on September 24, 1981, the date preceding
the day of the public announcement of the Agreement in
Principal with Mascot; (v) in light of the decision by First
Artists not to produce any new product in the motion picture
business, the long-term financial prospects of First Artists
were for declining earnings per share from entertainment
operations, leaving First Artists only in the highly competitive men's apparel business; and (vi) despite my efforts
over a two year period to generate interest in other purchasers for the stock of First Artists, I was not aware of
any other purchaser willing to pay as much as $6.25 per
share for all of the stock of First Artists.
Holly Affidavit, J 14.
In the proxy statement disseminated in connection with the
merger, the stockholders were advised that FAMO's obligation to
consummate the merger was subject to a favorable vote by a majority
of those stockholders, other than FAMO or Mullastar, who vote on
the merger (the "minority vote condition"). However, FAMO was
free to waive the minority vote condition. In a supplement to the
proxy statement dated February 2, 1982, the stockholders were advised that FAMC had relinquished its right to waive the minority
vote condition. As a result, First Artists' minority stockholders would
be able to control the outcome. The supplement also reported First
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Artists' preliminary unaudited results of operations for the last half
of 1981 and informed the stockholders of the existence of this action
and the allegations in the complaint.
On February 26, 1982, after the Amended Complaint alleging
disclosure deficiencies had been filed, First Artists mailed a second
supplement to its stockholders. The second supplement summarized
the non-disclosure allegations and, as to each, briefly stated management's comments. The stockholders' meeting was adjourned until
March 23, 1982 in order to give the stockholders an opportunity to
consider the information contained in the second supplement. At the
March 23 meeting, 59.1 % of the shares not owned by FAMC and
Mullastar were voted and, of those shares, 92.4% were voted in
favor of the merger.
[1-2] Although the merger was negotiated before Mascot, directly
or indirectly, owned a majority of First Artists' stock, plaintiffs
contend that Mascot (through FAMC) owed a fiduciary duty to First
Artists' public stockholders and has the burden of establishing that
the merger was entirely fair. Weinberger v. U.O.P., Inc., supra. Defendants maintain that a Weinberger analysis is inappropriate here.
In any event, First Artists had a duty of complete candor in the
disclosures made in the proxy statement and supplements. Lynch v.
Vickers Energy Corp., Del. Supr., 383 A.2d 278 (1977). If, as defendants
maintain, all germane information was disclosed, then, even if Weinberger applies, the burden would shift to plaintiffs to establish that
the merger was unfair inasmuch as the merger was conditioned upon
a favorable vote of a majority of the minority stockholders. Weinberger
v. U.O.P., Inc., 457 A.2d at 703. Thus, it seems appropriate to
begin with an analysis of the alleged disclosure deficiences.
The Amended Complaint identifies seven instances of failure to
disclose allegedly material information in the proxy statement. As
noted earlier, a second supplement was mailed to the stockholders
in response to the Amended Complaint in which each of the nondisclosure allegations was summarized and briefly responded to in
the form of a management comment. Plaintiffs apparently acknowledge that the second supplement cured at least four of the seven
purported disclosure deficiencies. Their Answering Brief identifies
only three areas of concern: (1) the failure to explain the limited
circumstances under which First Artists' deferred tax liability would
be recognized; (2) the failure to disclose the estimated value of the
company's film library; and (3) the failure to disclose the contents
of the Price Waterhouse Report. Defendants argue that these matters
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are not properly before the Court because they were not specifically
included in the Amended Complaint and a further amendment of
the complaint should not he permitted at this late date. However,
the Amended Complaint does touch upon these three areas, in some
cases tangentially, and it was not until plaintiffs obtained the Price
Waterhouse Report in 1985 that they were able to be more specific
in their charges. Accordingly, I find it appropriate to consider these
disclosure claims in deciding defendants' motion for summary judgment.
The Deferred Tax Liability. The consolidated balance sheets attached to the Proxy Statement list deferred federal and state income
tax liabilities in the total amount of $3,553,137 for the year ended
June 30, 1981 and the quarter ending September 30, 1981. As
plaintiffs point out, this translates to a $2.14 deferred tax liability
per share in the context of a merger price of $6.25 per share. Plaintiffs
acknowledge that the deferred tax liability was reported in accordance
with generally accepted accounting principles. However, they argue
that a stockholder reading the financial statements would not know,
as defendants did, that under the then current tax laws, the deferred
tax liabilities would be recognized only in certain limited circumstances. For example, certain deferred tax liabilities would be recognized when each loss film achieves break even and the entire
deferred tax liability relating to films would be recognized on the
sale of First Artists' assets or the company's liquidation. Both the
Price Waterhouse Report and the auditors' work papers discuss some
of the circumstances under which the deferred tax liability would be
recognized and plaintiffs contend that such an analysis should have
been provided to the stockholders so that they would realize that the
tax liability may never have to be paid.
Plaintiffs have cited to no authority, and the Court is aware of
none, holding that the type of explanation plaintiffs suggest must be
provided. In their brief, plaintiffs rely on the decision in United States
v. Simon, 425 F.2d 796 (2d Cir. 1969), cert. denied, Simon v. United
States, 397 U.S. 1006 (1970), where, in a criminal prosecution, the
jury was instructed that proof of compliance with generally accepted
accounting principles may be very persuasive evidence but is not
conclusive on the question of whether the facts certified by the
defendant accountants were not materially false or misleading. The
Simon decision, if anything, tends to support defendants' view that
the disclosures in the financial statements satisfied their obligations
under Delaware law.
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[3] It may be that in certain circumstances financial information
stated in accordance with generally accepted accounting principles
would have to be explained or supplemented in order to satisfy the
standard of complete candor. However, I find that no additional
disclosures with respect to the deferred tax liability were required
here. First, the accountants' report, attached to the proxy statement,
certifies that the consolidated financial statements fairly present the
financial position of First Artists for the relevant period. Second, in
note 7 to the consolidated financial statements, the stockholders are
advised that the deferred tax liability is based upon timing differences
in the recognition of revenue and expense for tax and financial
statement purposes. Finally, the Second Supplement addresses this
issue as follows:
4. Plaintiff alleges that "at no time does First Artists
disclose that the experience of First Artists in the past was
that. . . the amount that First Artists actually paid [in deferred federal and state income taxes] was less than the
amount shown on the last previous First Artists' Consolidated Balance Sheet for such tax application."
Management Comment: For each succeeding accounting
period, First Artists' deferred federal and state income
taxes are either carried over as continued deferred
federal and state income taxes or become payable and
are paid. Deferred taxes are presented in the Consolidated Financial Statements in accordance with generally accepted accounting principles, as audited by
Peat, Marwick, Mitchell & Co. See Note 7 of Notes
to Consolidated Financial Statements regarding the
timing difference between recording the actual liability
and the payment thereof.
Second Supplement to Proxy Statement, p. 2.
[4] The information provided in the second supplement fairly
advises the stockholders that, except to the extent that they become payable during a given period, the deferred taxes are carried over to the
following year. From this a stockholder could conclude, as plaintiffs
apparently have, that some or all of the deferred taxes may never
have to be paid. In addition, there is no evidence that defendants
viewed the deferred tax liability as a "non liability." Given these
facts, I conclude that First Artists was not required to include a
description of the relevant tax laws and the various events which
would trigger recognition of the deferred tax liability.
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The Value of the Film Library. The consolidated financial statements
list the cost, net of amortization, of the film library as $1,784,666.
However, the Price Waterhouse Report indicates that management
estimated the net realizable value of the film library at $3.9 million
before discounting future cash flow and Price Waterhouse's own
computation, based upon management's estimates, yielded a figure
of $3.6 million. Plaintiffs contend that these estimates should have
been disclosed to First Artists' stockholders. Defendants respond that
these estimates constitute "soft" information which need not be
disclosed and that, in any event, the second supplement discloses
the estimates:
2. Plaintiff alleges that "the Proxy Statement does not
contain a single word or figure as to the projected revenues
which First Artists conservatively expected to receive in the
future with the result that First Artists failed to disdose. . .that at a minimum First Artists would receive profits of over $2,000,000 in future earnings."
Management Comment: The $2,000,000 figure apparently
refers to a projection of estimated gross revenues with
regard to certain motion pictures, less the amortized
costs of such pictures, which was prepared by Mr.
Holly as of September 30, 1981. The projection is
speculative in nature. Among other things, the
$2,000,000 projection does not take into account that
expenses and taxes will be incurred in connection with
any such projected revenues; or that it is anticipated
that such projected revenues if realized will be received
in some cases over periods ranging up to 10 years or
more, and must be discounted to arrive at a present
value.
Second Supplement to Proxy Statement, p. 2.
Based upon the standards set forth in Frnn v. Bass Brothers Enterprises,
Inc., 744 F.2d 978, 988 (3d Cir. 1984), the present record is insufficient to support a ruling that management's estimate of the value
of the film library is immaterial and need not be disclosed. However,
to the extent that disclosure may have been required, I find that
the above quoted portion of the second supplement satisfies any
potential disclosure obligation. From the Price Waterhouse Report,
it is apparent that management's $3.9 million estimate was a projection of future revenues from the film library. By subtracting the
costs of film production, net of amortization, ($1.78 million), the
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projected revenues of the film library would come to $2.22 million,
which is the figure, as rounded, discussed in the second supplement.
The Price Waterhouse Report. The Price Waterhouse Report was pre-

pared for Mascot pursuant to the Agreement in Principle that preceded the Settlement Agreement and was based upon public and
nonpublic business and financial information provided by First Artists. It is undisputed that the directors and officers of First Artists
never obtained a copy of the Price Waterhouse Report, although
there is no question but that they knew such a study had been
prepared. Plaintiffs argue that the Price Waterhouse Report contains
material information that should have been disclosed to First Artists'
stockholders. Specifically, they point to the analysis in the Price
Waterhouse Report of the deferred tax liability and the value of the
film library. Defendants respond that they cannot be required to
disclose a report that was not in their possession. Moreover, they
say that the Price Waterhouse disclosure claim is nothing but a
restatement of the two disclosure issues addressed above.
It is questionable whether directors could shield themselves from
liability based upon the failure to obtain readily available material
information. However, I need not resolve this issue inasmuch as
defendants' second argument is meritorious. Plaintiffs do not argue
that any information contained in the Price Waterhouse Report other
than that addressing the deferred tax liability and the value of the
film library requires disclosure of the report. Having found that the
disclosures on these topics satisfy the requirement of complete candor,
it follows that there was no need to disclose the Price Waterhouse
Report.
Based upon the foregoing, I conclude that the merger was
approved by the fully informed vote of a majority of the minority
stockholders. Thus, it is not necessary to resolve the issue of whether
this is a Weinberger case because even under Weinberger, the burden
would now shift to plaintiffs to establish that the merger price was
unfair. On this issue, plaintiffs again rely upon the deferred tax
liability and the value of the film library in support of their claim.
With respect to the tax question, plaintiffs argue that the $2.14 per
share deferred tax liability should have been considered an asset of
the company rather than a liability in analyzing First Artists' value.
As to the film library, plaintiffs seem to suggest that it was worth
approximately $8 million, as compared with its $1.7 million book
value. The $8 million figure comes from the 1984 purchase of First
Artists by another company.
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Defendants argue that the present record is not sufficient to
defeat their motion for summary judgment on the issue of price.
They point to the record evidence that: (1) the price was negotiated
up from Mascot's original partial offer of $5.65; (2) the major
stockholders agreed to sell at the merger price; (3) the closing bid
price for the stock on the day before the announcement of the
Agreement in Principle was $4.25; and (4) for two years prior to
the merger, the President of First Artists had been unsuccessful in
efforts to obtain purchasers willing to pay as much as $6.25 per
share.
[5] While these facts are strong indicia that the price was fair,
I am not satisfied that the record has been developed sufficiently to
rule on this issue at present. For example, the record demonstrates
that the deferred tax liability would only have to be recognized if
certain events took place in the future. For purposes of determining
the value of First Artists, there would need to be evidence, now
lacking, as to the present value of that deferred liability. Similarly,
there is record evidence of the estimated future revenues from the
film library, but no evidence as to the value of the film library at
the time of the merger. Accordingly, I conclude that there are
insufficient facts to grant defendants' motion for summary judgment.
See Gottlieb v. McKee, Del. Oh., 107 A.2d 240 (1954).
The final issue to be resolved is plaintiffs' claim, raised in their
Answering Brief, that the directors of First Artists did not exercise
due care in evaluating the proposed merger because they either did
not know of the facts contained in the Price Waterhouse Report or
recklessly ignored them. See Smith v. Van Gorkom, Del. Supr., 488
A.2d 858 (1985). The Amended Complaint does not allege such a
claim but, even if it did, defendants would be entitled to summary
judgment.
[6] There is simply no evidence that the defendant directors
were uninformed or recklessly disregarded material information as
to the value of the company. The Price Waterhouse Report was
prepared with financial and other information provided by the company. Thus, the fact that the defendant directors did not have a
copy of the report does not indicate that they were uninformed. The
source material from which the Report was prepared was directly
available to them. Moreover, plaintiffs' bare assertions are refuted
by the Holly affidavit which states that the board considered, among
other things, "the historical financial results, present financial condition, income projections and business plans.of First Artists. .. ."

1186

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 12

Holly Affidavit,
13. From this record, summary judgment for
defendants would be appropriate even in the absence of stockholder
ratification. Here, the fully informed vote of the minority stockholders
provides an independent basis for a judgment in favor of defendants.
Id. at 889.
I request that counsel for defendants submit a form of order in
accordance with this opinion, on notice.

SCHREIBER v. HADSON PETROLEUM CORP.
No. 8513
Court of Chancery of the State of Delaware, New Castle

October 29, 1986
Purported class action arose as a challenge to defendant corporation's attempted acquisition of certain limited partnerships.
The plaintiff originally sought injunctive relief to prohibit completion of proposed acquisition and liquidation of seven limited partnerships formed between 1977 and 1982. Plaintiff sought to represent
a class consisting of all the limited partners and alleged that the
price being paid for the assets of the various limited partnerships
was unfair; the acquisitions favored defendant at the expense of the
limited partners; the proxy prospectus was fraudulent and contained
misrepresentations; and that consent of all the limited partners was

needed rather than only 51%. Defendant had, prior to the filing of
the complaint, sought approval from the limited partners of the
proposed acquisitions at a special meeting, but upon the filing of
the complaint the special meeting was adjourned. Subsequently,
defendants and the named plaintiff agreed to a settlement which was
approved by a majority vote of the limited partners with an affirmative vote of at least 51% of the limited partners in each limited
partnership.
The proposed settlement of this suit was submitted to the court
of chancery for its certification of the class and the approval of the
settlement pursuant to Chancery Court Rule 23. Four persons filed
objections. While the four objectors all alleged numerous reasons for
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a denial of the settlement and class certification, only two continued
to object claiming that there was no provision for any class member
to opt-out of the class and that, therefore, all would be bound by
the judgment against their will. They, therefore, assert that this
omission is unfair and unconstitutional. They also object that plaintiff
lacks standing to bring the suit and cannot serve as a class representative because he is the owner of an interest in only three of the
seven limited partnerships, and that plaintiff did not properly represent the entire class because the settlement disfavors the limited
partnerships which have a positive value and unfairly favors the
limited partnerships which have a negative value.
The court of chancery, per Vice-Chancellor Hartnett, found that
none of these objections and defenses had merit and that in their
business judgment the settlement was fair to all the limited partners
and therefore must be approved.
1.

Constitutional Law

0= 309(1.5)

Where a forum state wishes to bind an absent plaintiff concerning
a claim for money damages or similar relief at law, it must provide
minimal procedural due process protection: plaintiff must receive
notice plus opportunity to be heard and participate in litigation,
whether in person or through counsel, and notice must be the best
practicable, reasonably calculated under all the circumstances to
apprise interested parties of pendency of action and afford them
opportunity to present their objections.
2.

Constitutional Law

C-- 309(1.5)

Due process requires at a minimum that an absent plaintiff in
a class action seeking to bind known plaintiffs concerning claims
wholly or predominantly for money judgments be provided with
opportunity to remove himself from the class by executing and
returning "opt out" or "request for exclusion" form to the court.
3.

Constitutional Law

0

309(1.5)

Due process requirements are met where there is no exclusion
mechanism for dissenting class members in a class action suit brought
pursuant to Del. Ch. Ct. R. 23(b)(2) involving claims which are
predominately for equitable and injunctive relief, as opposed to
compensatory or monetary damages.
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C= 11

Parties

For purposes of determining whether a plaintiff in a derivative
action suit has standing, certain requirements must be met; the class
representative must be a member of the class which he is attempting
to represent, he must adequately represent the class and his claims
must be typical of those being asserted by class members. FED. R.
CIV. PRO. Rule 23. DEL. CH. CT. R. 23(b)(2).
5.

Parties

0= 11, 12

In a derivative action suit where the class is numerous, common
questions of law and fact exist, and the named plaintiff has an
interest in both profitable and unprofitable partnerships standing will
be found to exist. DEL. CH. CT. R. 23(b)(2).
6.

Corporations

C

207

Only explicit standing requirement for maintaining derivative
suit is that plaintiff be stockholder of corporation at time of transaction
of which he complains, or that stock thereafter devolves upon him
by operation of law. DEL. CH. CT. R. 23, 23.1.
7.

Judgment

0= 829(3)

Compromise and Settlement

C=- 15(1)

Claims of material or fraudulent misrepresentation in connection
with an offer to sell interests in a limited partnership which are not
before the court in a settlement proceeding will not be barred by
the doctrine of res judicata in a later suit if the plaintiff's claims are
based on a transaction different from the one which led to the present
suit or the facts the plaintiff relies upon were not known to the
named plaintiff in the present action.
8.

Compromise and Settlement

0= 2

Law favors voluntary settlement of disputes.
9.

Compromise and Settlement

0= 4

A court will examine carefully every settlement proposal to
determine if it will fairly resolve the dispute; if it will, the settlement
should be approved.
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Compromise and Settlement

C

1189

4

Approval of class action settlement requires more than cursory
scrutiny by court of issues presented, but its function is discharged
when nature of claim, possible defenses, and legal and factual obstacles facing plaintiff in event of trial are considered and court
approves settlement as reasonable through exercise of sound business
judgment.

11.

Compromise and Settlement

C--

4

Question for court dealing with proposed settlement of stock.holder's derivative action is whether or not terms of settlement are
fair and reasonable when weighed against probability of recovery at
trial on asserted claims.

12.

Compromise and Settlement

0

1

Unpredictable outcome alone is insufficient basis to approve or
deny a proposed settlement.
13.

Fraud

C

41

Fraud must be particularly pleaded. DEL. CH. CT. R. 9(b).
14.

Corporations

4= 320(12)

One factor to be evaluated in determining reasonableness of
counsel fee awards is the result achieved; however, other factors may
be considered.
Norman M. Monhait, Esquire, and Joseph A. Rosenthal, Esquire,
of Morris & Rosenthal, Wilmington, Delaware; and Irving Bizar,
Esquire, of Bizar D'Alessandro Shustak & Martin, New York, New
York, for plaintiff.
Donald J. Wolfe, Jr., Esquire, and Charles S. Crompton, Jr., Esquire, of Potter Anderson & Corroon, Wilmington, Delaware, for
defendants.
Craig B. Smith, Esquire, of Lassen, Smith, Katzenstein & Furlow,
Wilmington, Delaware, for objector-Peter W. Herzog.
David A. Drexel, Esquire, of Morris, Nichols, Arsht & Tunnell,
Wilmington, Delaware, for objector-William A. Reed.
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Thomas M. Ferrill, Jr., objector pro se.
HARTNETT,

Vice-Chancellor

This purported class action arose as a challenge to defendant

Hadson Petroleum Corporation's ("Hadson") attempted acquisition
of certain limited partnerships which Hadson had previously formed
with Hadson and defendant Thomas K. Hendrick as general partners
and with investors as the limited partners. The proposed class consists
of all the limited partners in the Hadson partnership programs which
consist of seven limited partnerships formed between 1977 and 1982.
The plaintiff, Leonard I. Schreiber, originally sought injunctive
relief to prohibit Hadson from completing its proposed acquisition
and liquidation of the seven limited partnerships. Hadson had, prior
to the filing of the complaint, sought from the limited partners
approval of the proposed acquisitions at a Special Meeting, but upon
the filing of the complaint in this action the Special Meeting was
adjourned. Subsequently defendants and Leonard I. Schreiber, the
named plaintiff, agreed to a settlement which was approved by a

majority vote of the limited partners with an affirmative vote of at
least 51 % of the limited partners in each limited partnership.
The proposed settlement of this suit was then submitted to this
Court for its certification of the class and the approval of the settlement pursuant to Chancery Court Rule 23. Four persons, Messrs.
Herzog, Seymour, Ferrill and Reed, filed objections. While the four
objectors all alleged numerous reasons for a denial of the settlement
and class certification, only Mr. Reed and Mr. Ferrill continue to
object. The most serious asserted objection is that there is no provision
for any class member to opt-out of the class and that, therefore,
Mr. Reed and Mr. Ferrill will be bound by the judgment against
their will. They therefore assert that this omission is unfair and
unconstitutional. They also object that Mr. Schreiber lacks standing
to bring the suit and cannot serve as a class representative because
he is the owner of an interest in only three of the seven limited
partnerships and they assert that Mr. Schreiber did not properly
represent the entire class because the settlement disfavors the limited
partnerships which have a positive value and unfairly favors the
limited partnerships which have a negative value.
I find that none of these objections and defenses have merit
and that in my business judgment the settlement is fair to all the
limited partners and therefore must be approved.
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I
The limited partnerships which led to this litigation arose out
of the method Hadson used to raise funds to undertake domestic oil
and gas exploration and development. From 1977 through 1982
Hadson raised these funds by forming seven separate limited partnerships. Defendant Thomas K. Hendrich, former Chairman of the
Board of Hadson, and Hadson were the general partners in each
and the limited partners were investors who purchased limited partnership units. The limited partnerships were known as the 1977,
1978, 1979, 1980, 1981, 1981-A, and 1982 Partnerships. All of the
limited partnerships were formed pursuant to identical Limited Partnership Agreements.
In May of 1986 Hadson called a meeting of the limited partners
to approve the acquisition by it of the assets of all the limited
partnerships and their liquidation. Hadson proposed to use its subsidiary, defendant Hadson Petroleum (USA), Inc., to consummate
the acquisitions and it sought the approval of 51c% of the limited
partners of each of the limited partnerships.
On June 13, 1986, plaintiff commenced this purported class
action to enjoin the consummation of the acquisitions. He sought
to represent a class to consist of all the limited partners and alleged
that the price being paid for the assets of the various limited partnerships was unfair, the acquisitions favored Hadson at the expense
of the limited partners, the proxy prospectus seeking the approvals
was fraudulent and contained misrepresentations, and that the consent
of all the limited partners was needed rather than only 51%. Needless
to say, defendants denied all the allegations.
The plaintiff relied on several legal theories. He claimed Hadson
was guilty of a breach of fiduciary duty in seeking to acquire the
limited partnerships assets for itself; he disputed the accountings of
the assets of the limited partnerships done by Hadson; he claimed
that Hadson was not paying a fair price for the assets and was not
fairly presenting the facts; and that the unanimous consent of all
the limited partners was required.
As a result of the discovery he conducted, plaintiff now asserts
that his chance of success on the merits would be very doubtful.
This is so primarily because of the recent severe drop in oil and gas
prices and the resulting loss in value of the reserves owned by the
limited partnerships. As a result of this drop in oil and gas values
and the lack of success in drilling, the 1979, 1980, and 1981 Limited
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Partnerships now have negative values. Plaintiff also discovered that
Hadson had loaned substantial monies to these three limited partnerships and had not been repaid. Especially significant to plaintiff
was his realization that each of the Limited Partnership Agreements
provided that Hadson had the unrestricted right to dissolve the
partnerships.
If the three negative limited partnerships are dissolved it is clear
that there will be severe adverse federal income tax consequences to
the limited partners. It is also now obvious that, as to the partnerships
with a negative value, any payment by Hadson to the limited partners
would be a gratuity.
The 1977, 1978, 1981-A and 1982 limited partnerships, however,
have positive economic values and the critical issue, therefore, is
whether Hadson is offering a fair price for these partnerships and
whether Hadson has properly accounted for their reserves.
Plaintiffs discovery revealed that independent petroleum engineers had made the estimate of value of the oil and gas reserves
and that Hadson in ascribing values used a base price of $15 per
barrel of oil when the market price was $13 per barrel. Hadson also
included probable oil and gas reserves in its valuations although
industry practice is to only pay full price for proven reserves.
Hadson did use a risk discount factor in arriving at the price
it offered but it obtained an independent valuation of that discount
factor.
The Limited Partnership Agreements all provided that they could
be amended by a 51% vote of the limited partners of each but there
was no provision for acquisition of the assets by Hadson. Plaintiff
could, however, discover no precedent as to whether a 51 % or a
100% vote of the limited partners would be required under these
circumstances.

It also now appears that although four of the limited partnerships
have a positive value, the .poor economic prospects in the oil and
gas industries could cause those partnerships to have a negative value

in the near future. Hadson in its May 1986 proxy prospectus stated
that if the acquisitions were rejected it planned to dissolve all the
partnerships. This would result in adverse tax and economic consequences to all the limited partners. Plaintiff, therefore, now asserts
that his claims are not likely to be successful.
Shortly after suit was filed efforts were made to settle it and a
settlement was soon negotiated between the plaintiff and the defen-

dants.
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Under the original offer by Hadson the limited partnerships
with positive values were to receive cash, 8% Petroleum Price-Based
Notes and warrants for the purchase of Hadson's common stock. As
a result of the originally negotiated settlement the Limited Partnerships with positive values were to receive increased benefits resulting
from an interest rate of 9% on the notes instead of 8%, and a $0.88
per warrant decrease in the exercise price of the warrants and the
limited partnerships with negative values were to receive 20% more
cash than proposed by Hadson.
After the settlement was entered into by the plaintiff and the
defendants, one of the limited partners, Peter W. Herzog, Jr., indicated his objection to the settlement and as a result of his efforts,
the settlement was modified to provide that the holders of the positive
limited partnerships will receive the benefit of an additional 3/8%
interest rate and the holders of the negative limited partnerships will
receive an additional $5 per each two units held. This will result in
a 30% increased payment to the negative limited partnerships. Mr.
Herzog now also seeks attorney fees and the plaintiff and defendants
have agreed that plaintiff will contribute $15,000 and defendants will
pay him $25,000 if his fees are approved by the Court. As a result
of this Mr. Herzog, predictably, no longer opposes the settlement.
The value of the modified settlement is estimated to be $1,633,645
to the holders of interests in the positive value limited partnerships
and $69,255 to the holders of the negative value limited partnerships.
In addition, Hadson has agreed to pay $280,000 as legal fees and
expenses.
II
Objectors Reed and Ferrill, however, continue to challenge the
settlement and have asserted a number of motions and objections.
The primary objection is that they will be bound by the judgment
despite their objections to the settlement. The objectors place great
weight on a recent United States Supreme Court case concerning
the due process requirements for class actions. They allege that Phillips
Petroleum Co. v. Shutts, et al.,

-

U.S.

-,

105 S.Ct. 2965,

L. Ed.2d - (1985) requires a right of self-exclusion for class members
which has not been provided.
[1-2] In Phillips the Supreme Court was confronted with a class
action proceeding where the class plaintiffs were seeking payment of
royalties and interest accrued during pendency of rate change hear-
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ings. Justice Rehnquist, in discussing the requirements of due process
for absent parties, stated:
"If the forum State wishes to bind an absent plaintiff
concerning a claim for money damages or similar relief at
law,' it must provide minimal procedural due process protection. The plaintiff must receive notice plus an opportunity
to be heard and participate in the litigation, whether in
person or through counsel. The notice must be the best
practicable, 'reasonably calculated, under all the circumstances, to apprise interested parties of the pendency of the
action and afford them an opportunity to present their objections.' " citing Mullane v. Central Hanover Bank and Trust
Co., 339 U.S. 306, 314-315, 70 S.Ct. 652, 657, 94 L.Ed.
865 (1950).
In determining what these minimal due process procedures were to
be, the Court stated further that:
"... we hold that due process requires at a minimum that
an absent plaintiff be provided with an opportunity to
remove himself from the class by executing and returning
an 'opt out' or 'request for exclusion' form to the
court. . . ." Phillips, 105 S.Ct. at 2975.
At first blush these segments of the Court's Opinion appear to support
the objectors' claim. However, the objectors' argument fails due to
the limitation imposed on the Phillips case by the Supreme Court
itself. In Footnote 3 of the Opinion, the Court narrowly confines
its holding in Phillips by stating:
"Our holding today is limited to those class actions which
seek to bind known plaintiffs concerning claims wholly or
predominately for money judgments. We intimate no view
concerning other types of class action lawsuits, such as those
seeking equitable relief." Phillips, 105 S.Ct. at 2975, Footnote 3.
[3] The present complaint clearly purports to seek only equitable
relief. It sought a certification of the action as a class action; a
preliminary and permanent injunction against the acquisition and
liquidation of the limited partnerships; an accounting; costs of the
action; and any other relief. These claims are primarily for injunctive
and equitable relief, not for monetary damages. In Joseph v. Shell,
Del. Ch., C.A. #7450-NC, V.C. Hartnett (Feb. 8, 1985), decided
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prior to Phillips, I ruled that a plaintiff who sought a class action
certification pursuant to Chancery Court Rule 23(b)(2) in a suit
which sought primarily injunctive relief was not required to provide
an exclusion mechanism for dissenting class members. Nothing in
the Phillips ruling changes that result because equitable relief was
sought in Shell, as here, and Footnote 3 in Phillips provides an
exception to the exclusion requirement where equitable relief is primarily sought. Merely because plaintiff now seeks to settle the suit
does not convert the suit into an action primarily for a money
judgment.
In the case of In re Jackson Lockdown/MCO Cases, 107 F.R.D.
703 (E.D. Mich. 1985), decided after Phillips, the District Court
held:
"This footnote [Footnote 3] reveals that the Supreme Court
did not intend to bar every mandatory class action that did
not afford the right of exclusion. For example, Phillips
Petroleum does not rule that the opt-out right must accompany class actions seeking injunctive or equitable relief."
In rejackson, 107 F.R.D. at 714.
In the case of In re Asbestos School Litigation, 620 F.Supp. 873 (E.D.
Pa. 1985), also decided after Phillips, the District Court held:
"The caveat expressed by the Shutis Court in footnote three
suggests possible variances of the obligations plaintiffs may
be burdened with to fulfill due process where the relief
sought is different than compensatory damages." In re Asbestos, 620 F.Supp. at 876.
Thus here, as in the Jackson Lockdown case,

"...

plaintiffs' claims

to monetary relief do not predominate over their claims to injunctive
and declaratory relief. The Supreme Court did not mandate exclusion
rights in such a case." In re Jackson, supra, 107 F.R.D. at 714. I
therefore find that plaintiff's claims are predominately for equitable
and injunctive relief and that the proposed settlement does not violate
the holding in Phillips Petroleum v. Shutts, supra, and that the ruling
in Joseph v. Shell, supra, controls.
III
The objectors also assert that Mr. Schreiber, the named plaintiff,
lacks standing to bring this lawsuit on behalf of the class and was
not an adequate class representative and that the suit, therefore,
must be dismissed.

1196

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 12

[4] The relationship of standing, typicality and adequacy of
representation has been set forth in WRIGHT AND MILLER,
Federal Practice and Procedure; Civil, vol. 7B. The authors state:
"Notably, this latter concern [to ascertain whether the person asserting the claim is sufficiently interested so that full
litigation of the issues involved is assumed] also is addressed
through the Rule 23 requirements that the class representative be a member of the class which he is attempting to
represent, that he be an adequate representative, and that
his claims be typical of those being asserted by class members, and generally when those prerequisites are met, standing also will be found to exist." 7B WRIGHT AND
MILLER: Civil 1785.1 at 139-140.
Here, the alleged class is numerous (there are over 8,000 potential class members); common questions of law and fact exist; the
named plaintiff has an interest in both the profitable and the unprofitable partnerships, and therefore his claims are typical.
It is also claimed that Mr. Schreiber is not an adequate class
representative because he has an economic interest in only the three
limited partnerships in which he actually owns shares.
[5-6] Recently, in the case of Youngman v. Tahmoush, Del. Ch.,
457 A.2d 376 (1983), the issues of adequacy of representation and
standing were raised in a stockholders derivative suit. In that decision,
I cited Chancellor Marvel's decision in Katz v. Plant Industries, Inc.,
Del. Ch., C.A. #6407-NC (Oct. 27, 1981). Chancellor Marvel's
Opinion in Katz squarely addresses the objections here:
"(... often a strong showing of one way in which the
plaintiffs interests are actually inimical to those he is supposed to represent fairly and adequately, will suffice in
reaching such a conclusion) [i.e. failure to fulfill the requirements of 23.1]. Among the elements which the courts
have evaluated in considering whether the derivative plaintiff meets Rule 23.1's representation requirements are: economic antagonisms between representative and class; the
remedy sought by plaintiff in the derivative action; indications that the named plaintiff was not the driving force
behind the litigation; plaintiff's unfamiliarity with the litigation; other litigation pending between the plaintiff and
defendants; the relative magnitude of plaintiff's personal
interests as compared to his interest in the derivative action
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itself; plaintiff's vindictiveness toward the defendants and,
finally, the degree of support plaintiff was receiving from
the shareholders he purported to represent." Youngman, 457
at 379-380, citing Katz, Opinion at p. 304.
It is apparent that the objectors have produced no creditable
support for their claim that Mr. Schreiber is not a proper class
representative. The only possible basis for their objection is that Mr.
Schreiber only owns an interest in three of the seven limited partnerships and therefore cannot represent the class members of the
other four limited partnerships. It is uncontroverted, however, that
of the three partnerships in which Mr. Schreiber has an ownership
interest, two have negative values (the 1980 and 1981-A Partnerships)
and one has a positive value (the 1981 Partnership). Thus, while
Mr. Schreiber has an interest in only three of the limited partnerships,
he does have an interest in both types of partnerships-the profitable
and the unprofitable ones. It is therefore in his best economic interest
to negotiate a favorable settlement for all the partnerships. The fact
that Mr. Schreiber has interests in profitable and unprofitable partnerships helps to satisfy the tests advanced by Katz, supra, and its
progenies. In short, Mr. Schreiber's interest in both forms of partnerships insures that there is no economic antagonism between Mr.
Schreiber and the remainder of the class. No creditable evidence was
adduced that showed that Mr. Schreiber and his attorneys did not
vigorously pursue the interests of the entire class. I therefore find
that plaintiff Schreiber can serve as representative of the entire class
and has standing to maintain this suit.
IV
Objector Ferrill also objected to the settlement by apparently
claiming that there had been fraud and misrepresentation by defendant Thomas K. Hendrick, the former president of Hadson, in
connection with the sales of the two limited partnership interests in
which Mr. Ferrill invested. Although it is somewhat difficult to believe
that Mr. Ferrill, a sophisticated investor, was not aware of the highly
speculative nature of limited partnership oil exploration and drilling
ventures, he urges that he was misled by the failure of Mr. Hendrick
to disclose the success or failures of the limited partnerships formed
prior to the two limited partnerships in which Mr. Ferrill invested.
He also argues that if this settlement is approved, he will be barred
by the res judicata effect of the judgment from ever asserting a claim
as to the alleged fraud and misrepresentation.
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[7] The approval of the settlement herein, however, is not likely
to operate as res judicata to the claims raised by Mr. Ferrill. There
is nothing in the complaint which alleges that there was any material
or fraudulent misrepresentations in connection with the offer to sell
interests in the limited partnerships and Mr. Ferrill's claims therefore
are not before this court in this settlement proceeding. Nor will Mr.
Ferrill's claims be barred by the doctrine of res judicata in a suit he
may later bring if his claims are based on a transaction different
from that which led to the present suit, or if the facts he relies upon
were not known to the named plaintiff in this action. Ezzes v. Ackerman,
Del. Supr., 234 A.2d 444 (1967); Maldonado v. Flynn, Del. Ch., 417
A.2d 389 (1980). Although there is no pleading by which Mr. Ferrill's
claims can be tested, it seems clear that the present litigation arises
out of the attempt by Hadson to liquidate the limited partnerships
and acquire their assets while Mr. Ferrill's claim is based on a prior
transaction: the initial offering of the limited partnerships which he
chose to invest in. It also seems clear that Mr. Schreiber neither
knew nor could have known of Mr. Ferrill's claim until it was
asserted, somewhat imprecisely, at the settlement hearing.
V
[8-11] Next to be considered is the fairness of the settlement.
The law favors voluntary settlement of disputes. Rome v. Archer, et
al., Del. Supr., 197 A.2d 49 (1964). Thus, a court will examine
carefully every settlement proposal to determine if it will fairly resolve
the dispute; if it will, the settlement should be approved. The examination of fairness by the Court does not require a full-blown
adversarial hearing, however. The Supreme Court in Rome held that
evaluation of settlement necessitates the following:
"Approval of a classaction settlement requires more than
a cusory scrutiny by the court of the issues presented. The
function of the court is discharged, however, when the
nature of the claim, the possible defenses to it, the legal
and factual obstacles facing the plaintiff in the event of trial
are weighed and considered. If, in light of these matters,
the court approves the settlement as reasonable through the
exercise of sound business judgment, its function as the socalled third party to the settlement has been discharged."
(citations omitted). Rome, at 53-54.
In a later decision this Court held:
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"In other words, the question now for decision is whether
or not the terms of the settlement are fair and reasonable
when weighed against the probability of recovery at trial
on the asserted claims, (citations omitted)." Prince v. Bensinger, Del. Ch., 244 A.2d 89, at p. 93 (1968).
[12] One of the most compelling reasons for accepting the
proposed settlement here is the same one as existed in Joseph, el al.
v. Shell Oil Co., et al., Del. Ch., C.A. No. 7450, V.C. Hartnett
(April 19, 1985), aff'd., per curiam, Selfe v. Joseph, Del. Supr., 501
A.2d. 409 (1985): that the ultimate result is unpredictable. While
an unpredictable outcome alone is an insufficient basis to approve
or deny a proposed settlement, the record here convinces me that
the likely possibility of an unfavorable result should be carefully
weighed.
[13] Plaintiff, in his complaint, raises numerous allegations of
unfairness, schemes and plans to defraud, and gross unfairness in
the proposed liquidation. As stated in Joseph, however, "the lack of
entire fairness is never easy to establish even when the burden is
upon a defendant to show the entire fairness of the transaction".
The unfairness alleged here consisted of a failure to disclose all the
facts, as well as broad generalized claims of fraud. For the plaintiff
to prevail in this litigation numerous theories must not only be plead,
but proven. Some of plaintiff's allegations appear to be faulty because
the complaint does not set forth allegations of fraud with particularity
as is required by Chancery Court Rule 9(b).
Here, as in Joseph, the valuations of defendants' reserves as
determined by an independent party would also have to be disputeda most difficult task. It is clear that plaintiff runs the risk of recovering
only a minimal amount for the class, even assuming he established
at trial some basis for relief. The fact that there is a volatile petroleum
market which has suffered great losses in the past months may
continue downward, thereby causing a lowering of the values of the
limited partnerships before any trial can be held.
A review of the value of the proposed settlement as set forth
previously also shows its intrinsic fairness. As previously stated, the
holders of the positive value limited partnerships will receive an
additional $1,633,645 as a result of the settlement and the holders
of the negative value limited partnerships will receive an additional
$69,255 as a result of the settlement.
I therefore find in my business judgment that the proposed
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settlement, as negotiated and modified, is intrinsically fair to all class
members and should therefore be approved.
VI
The value of the total settlement to the class amounts to over
$1.7 million. Pursuant to the settlement, the defendants also agree
to pay a total of $280,000 in counsel fees, disbursements and costs
which will not be deducted from the benefits created by the settlement.
Payment of these counsel fees is approximately 16% of the total
settlement and no class member has raised an objection to the amount
charged as fees and disbursements.
[14] One of the factors to be evaluated in determining the
reasonableness of fee awards is the results achieved; however, other
factors may also be considered. See SugarlandIndustries, Inc. v. Thomas,
Del. Supr., 420 A.2d 142 (1980). I am convinced that the results
obtained here warrant the agreed upon sums. Consideration of the
time and effort expended, the cost to the attorneys in terms of lost
employment opportunities and the time pressures associated with the
negotiations, and the experience of all counsel involved, all also
support a decision awarding counsel fees totalling $280,000.
VII
In conclusion, in my business judgment, I find the proposed
settlement is intrinsically fair to all parties concerned. I therefore
approve the Settlement and award of counsel fees as sought both
for the named plaintiff and for Mr. Herzog.

SEAFORD NYLON EMPLOYEES COUNCIL, INC.
v. E.I. DUPONT DE NEMOURS & CO.
No. 1222
Court of Chancery of the State of Delaware, Sussex
October 10, 1986
Plaintiff sought preliminary and permanent injunctive relief
against defendant's proposal to expand an existing drug screening
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policy within the plant to include searches of employee-owned vehicles
in the plant parking lot. The complaint alleged that: (1) the plan
was vague and overbroad and that implementation would violate
plaintiffs' right to privacy; and (2) defendant that failed to bargain
in good faith as required by the National Labor Relations Act.
Defendant moved for dismissal contending that the court lacked
subject matter jurisdiction.
The court of chancery, per Vice-Chancellor Jacobs, granted
defendant's motion to dismiss holding that the union failed to satisfy
the criteria necessary to establish standing and that the privacy claims
were preempted by federal law.
1. Associations

0- 20(1)

An association lacks standing to assert its members' individual
privacy claims unless the interests it seeks to protect are germane
to their organization's purpose.
2.

Labor Relations

C

520

When it is clear or may be fairly assumed that activities which
a state purports to regulate are protected by the National Labor
Relations Act, due regard for the Act requires that state jurisdiction
must yield.
3.

Labor Relations

0

45, 510

Doctrine of federal labor law preemption is not applied to activity
that is merely a peripheral concern of the Labor Management Relations Act or touches upon interests so deeply rooted in local feeling
and responsibility that, in the absence of compelling congressional
direction, the Supreme Court will not infer that Congress had deprived the state of power to act.
4.

Labor Relations

0

510

States have power in labor disputes to prevent conduct marked
by violence and imminent threats to public order.
5.

Labor Relations

C-,

4, 47

A corporation's ability to adopt an expanded drug search program to which employees would be subject is a term and condition
of employment, the propriety of which is subject to federal regulation
under the National Labor Relations Act.
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C=510

When the risk of state interference with effective administration
of national labor policy is present due to the possibility that the
National Labor Relations Board and the state court could conceivably
arrive at different conclusions as to the propriety of a plan, such
determinations are for the National Labor Relations Board to make.
Thomas J. Stumpf, Esquire, Georgetown, Delaware, attorney for
plaintiff.
Richard D. Allen, Esquire, and Vicki A. Hagel, Esquire, of Morris,
Nichols, Arsht & Tunnell, Wilmington, Delaware, attorneys for
defendant.
JACOBS, Vice-Chancellor

This action for injunctive relief was commenced by the plaintiff,
Seaford Nylon Employees Council, Inc. ("the Union"), against the
defendant E. I. duPont de Nemours & Co. ("duPont") on September
25, 1986. The complaint alleges that duPont announced a proposed
plan to implement a new drug screening policy that would make
use of dogs specially trained to determine the presence and whereabouts of drugs, and to eliminate drugs and drug trafficking in the
work place. Such a program is currently in effect within the plant
itself. The proposed policy would expand that program to searches
of employee-owned motor vehicles in the plant parking lot. It is that
expanded program ("the Plan") that is the subject of the Union's
complaint.
The complaint alleges two claims. First, the Union avers that
the Plan is "vague and overbroad, and its implementation without
additional safeguards will result in violations of plaintiff's members'
common law rights of privacy" and will cause them irreparable
harm, including "wrongful arrests and prosecution, damage to property, physical injury, damages to reputation, and emotional distress
and mental anguish." Second, the Union alleges that duPont has
failed to bargain in good faith as to the Plan, as it is required to
do under the National Labor Relations Act ("NLRA"), 29 U.S.C.
§§ 151, et.seq., since the Plan is a "term and condition" of employment. The Union seeks a preliminary and permanent injunction
against the implementation and enforcement of the Plan.
The Union has applied for a preliminary injunction, which is
scheduled to be heard on October 20, 1986. DuPont has moved to
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dismiss on the ground that this Court lacks subject matter jurisdiction.' By agreement of the parties that motion has been separately
briefed and argued. This is the decision of the Court on defendant
duPont's motion to dismiss.
I.
The primary question presented is whether the claims asserted
by the Union are preempted as a matter of federal law by the NLRA.
It is undisputed that duPont is subject to the terms of the NLRA
and that the Plan is a term and condition of employment that must
be the subject of collective bargaining under the NLRA. The record
indicates (again without dispute) that, in fact, the Plan has been the
subject of collective bargaining between duPont and the Union, but
that the parties have reached an impasse in bargaining on this subject.
Under those circumstances, duPont claims that it is entitled under
the NLRA to implement the Plan unilaterally. As previously stated,
the Union contends that duPont has refused to bargain in good faith
and that the Plan threatens to invade the Union members' right of
privacy. DuPont contends that both of the Union's claims are preempted by the NLRA, and, moreover, that the Union lacks standing
to assert its members' individual privacy claims.
The Union concedes that its NLRB-based claim that duPont
has failed to bargain in good faith is federally preempted. It argues,
however, that its right-of-privacy claim is not preempted and that
the Union has standing to bring such a claim on behalf of its
members. Having considered the briefs and arguments of counsel,
I conclude that the grounds for dismissal urged by duPont are
meritorious and that its motion must be granted.
A.

Lack of Standing

[1] In Delaware Aloholic Beverage WoIlesalers Inc. v. Ayers, Del.Supr.,
504 A.2d 1077 (1986), the Supreme Court held that an association
has standing to bring suit on behalf of its members if three conditions
are met. The Union would have standing if1. During the briefing, duPont argued as an additional ground for dismissal,

that the Union lacks standing to assert a "right of privacy" claim on behalf of its
members. Since the plaintiff has not objected to the inclusion of that additional
issue, the "standing" defense is also addressed in this Opinion.
2. Since that concession is necessarily dispositive of the duty-to-bargain-ingood-faith claim, only the right-to-privacy claim need be dealt with in this Opinion.
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(a) its members would otherwise have standing to sue in
their own right; (b) the interests it seeks to protect are
germane to the organization's purpose; and (c) neither the
claim asserted nor the relief requested requires the participation of individual members in the lawsuit.
504 A.2d at 681.
In this case the Union has failed to satisfy the second of those
three criteria. The interests sought to be protected here are the Union
members' rights as individuals to privacy. That interest, by definition,
is peculiar to the individuals affected, and the Union has not shown
how that interest is germane to its purpose qua Union. Although the
Union characterizes its purpose (quite correctly) as being to assure
lawful, safe, and tolerable working conditions, that purpose involves
furthering the interests of its members in their capacity as duPont
employees, not in their capacity as individuals.
The uniquely personal (as opposed to associational) nature of
the claims being asserted is further underscored by the nature of the
harm that the Union alleges will befall its members. In this case the
Union contends that the Plan will lead to wrongful arrests and
prosecutions, damage to property, physical injury, damage to reputation, emotional distress and mental anguish. Plaintiff's very description of the types of privacy invasions that it fears will occur,
itself evidences the individual nature of the interests being asserted.
No single member's privacy claim will be like that of another, either
in its nature or extent, and indeed, the proof of each violation of
privacy claim would seem to be unique and peculiar to each injured
member.
Accordingly, the Union lacks standing to assert its members'
individual privacy claims.
B.

Federal Preemption

[2] It is well established that in enacting the NLRA, Congress
preempted the field of labor relations and vested the National Labor
Relations Board ("NLRB") with exclusive primary jurisdiction over
disputes arising from labor relations. The general principles governing
preemption have been articulated by the United States Supreme
Court in San Diego Bldg. Trades Council v. Garmon, 359 U.S. 236, 244
(1959), as follows:
When it is clear or may fairly be assumed that the activities
which a State purports to regulate are protected by 7 of
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the National Labor Relations Act, or constitute an unfair
labor practice under § 8, due regard for the federal enactment requires that state jurisdiction must yield. To leave
the States free to regulate conduct so plainly within the
central aim of federal regulation involves too great a danger
of conflict between power asserted by Congress and requirements imposed by state law. Nor has it mattered
whether the States have acted through laws of broad general
application rather than laws specifically directed towards
the governance of industrial relations. Regardless of the
mode adopted, to allow the States to control conduct which
is the subject of national regulation would create potential
frustration of national purposes.
[3] Congress has not, however, declared as preempted all local
regulations that touch or concern in any way the complex interrelationship between employees, employers, and unions. Amalgamated
Ass'n of St., E.R. & M. C. Emp. v. Lockridge, 403 U.S. 274, 288-89
(1971). The same considerations that underlie the Caron rule have
led the Supreme Court to recognize exceptions in appropriate classes
of cases. Generally, the Supreme Court has refused to apply the
preemption doctrine to activity that was
...a merely peripheral concern of the [NLRB or].. .touched
interests so deeply rooted in local feeling and responsibility
that, in the absence of compelling congressional direction,
[the Court].. •could not infer that Congress had deprived
the states of the power to act.
Carmon, 359 U.S. at 243-244. Accord, Farmer v. United Brotherhood of
Carpenters andJoiners of America, 430 U.S. 290, 296-297 (1977); Local
926, International Union of Operating Engineers v. Jones, 460 U.S. 669,
676 (1983).
[4] The difficulty in this, as in many situations, is not with the
general principles but with their application to a particular case, that
is, in determining whether the activity in question falls within or
without the sphere of conduct that is federally preempted from regulation by the states. This Court has long recognized that the states
have power to prevent "conduct marked by violence and imminent
threats to public order", even where such conduct arises out of a
labor dispute. Avisun Corp. v. Oil, Chemical & Atomic Workers Int.
Union, Del.Ch., 259 A.2d 389, 390 (1969); Avon Products, Inc. v.
Highway Truck Drivers & Helpers, A. F. of L., Del.Ch., 118 A.2d 476,
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479 (1955). This case, however, does not involve violence or an
imminent threat to the public peace.
The Union argues that the conduct or activity that the states
are still permitted to regulate is not restricted to those labor-related
cases involving violence and threats to public order. Relying upon
decisions such as Linn v. Plant Guard Workers, 383 U.S. 53 (1969)
and Farmer v. United Brotherhood of Carpenters, supra, the Union argues
that there is no federal preemption of "matters of particular local
concern sounding in common law tort". The Union then goes on
to argue that the conduct in this case, which involves common law
claims of privacy violations, falls within that non-preempted category.
The difficulty with the Union's argument is that the pertinent
authorities do not support any such wholesale exception to the federal
preemption doctrine for local matters sounding in common law tort.
Nor do the two cases upon which the Union principally relies, Linn,
supra, and Farmer supra, articulate any such exception. In Linn, supra,
the Supreme Court held that a state court civil damage action against
an official of an employer subject to the NLRB, for publishing libelous
statements during a union organizing campaign, was not preempted.
In Fanner, the Supreme Court held that a state court tort action for
damages by a union member against the union and its officials for
intentional infliction of emotional distress resulting from an alleged
campaign of personal harassment, was not preempted. In both cases
that result was reached by applying thepreemption criteria articulated
in Cannon, supra, and Local 926, International Union of OperatingEngineers
v. Jones, supra, to the particular activity challenged in those cases,
and not by invocation of any general exception for common law
torts.
Specifically, the Supreme Court found in those two cases that
(i) the underlying conduct was not protected by the NLRA3 , (ii)
there was an "overriding state interest" (but only a peripheral federal
interest) in protecting the plaintiff from the conduct complained of,
(iii) there was "little risk that the state cause of action would interfere
with the effective administration of national labor policy." (Farmer,
430 U.S. at 298). Finally, (iv) the relief sought by the plaintiffs in
those cases-damages for personal injuries sustained as a result of
intentional torts-was unavailable in an NLRB proceeding.

3. In Linn, that conduct was the intentional circulation of defamatory materials known to be false. In Farmer, that conduct was the intentional infliction of
emotional distress by union officers upon a union member.
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Thus, whether or not the privacy claims being asserted here are
preempted must be determined by applying those same criteria to
the facts at bar.
In my view, the Gannon/Jones criteria, properly applied to the
instant facts, permit no other conclusion than that those claims, as
they arise in their present posture, are federally preempted. This is
not a case where (for example), after duPont implements the Plan,
a Union member has been charged with a criminal drug violation
and defensively challenges the reasonableness of the search. Nor is
it a case where pursuant to the Plan, a Union member's automobile
is searched in a manner that arguably constitutes a privacy invasion
for which the union member seeks civil damages in a state tort
action. In that procedural posture, such privacy claims would arguably be more akin to the claims involved in Fanner and Linn, i.e.,
would arguably be a subject of predominant state, but ofminimal
federal, interest. Here, by way of contrast, the privacy claims are
asserted, not concretely as a basis for an actual state tort claim or
criminal defense, but, rather, hypothetically as the basis for an argument
that because the Plan might lead to invasions of privacy, duPont,
as an employer, should not be permitted to adopt and implement
the Plan as one of the terms and conditions of employment. Thus
viewed, the Union's claim is not one involving tortious activity that
arises only incidentally out of a labor dispute. Rather, the Union's
claim involves the labor dispute itself, in an area (collective bargaining) that has been expressly carved out for federal regulation.
See Association of Western Paper Pulp and Paper Workers v. Boise Cascade
Corporation, C.A. No. 86-373-PA (D.Ore. September 11, 1986) (holding that claim that drug search program violates rights of privacy
is preempted under Labor Management Relations Act.)
[5-6] More specifically, the underlying conduct-duPont's ability
to adopt an expanded drug search program to which its employees
would be subject-is a term and condition of employment, the
propriety of which is the subject of federal regulation under the
NLRA. The propriety or impropriety of such a term of employment

is precisely the kind of matter that Congress envisioned would be
determined, in the first instance, by the NLRB. Conversely, the
second factor-an overriding state interest-is not present here. A
state interest might arguably predominate at a later stage, i.e., where,
as a result of the implementation of the Plan, a Union member's
privacy rights are violated, for which the Union member seeks judicial
relief under state law. Because of the overriding federal interest, the
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third factor-the risk of state interference with the effective administration of national labor policy-is manifestly present, because the
NLRB and this Court could conceivably arrive at different conclusions as to the propriety of the Plan. On that subject, the federal
scheme contemplates that such determinations are for the NLRB,
not the state courts, to make. Finally, the relief sought in this case,
an injunction prohibiting enforcement of the Plan, is available under
the NLRB.

For the foregoing reasons, the defendant's motion to dismiss
the complaint is granted. IT IS SO ORDERED.

IN RE SOUTHERN ONE-STOP, INC.
No. 7500
Court of Chancery of the State of Delaware, New Castle
December 3, 1986
In an action for corporate dissolution pursuant to Del. Code Ann.
tit. 8, § 273, petitioner, sought a reduction of respondent's share of
the assets due to an alleged diversion of a corporate opportunity and
moved to compel discovery of a non-party corporation allegedly
controlled by the principles of respondent. Vice-Chancellor Hartnett
denied petitioner's motion for two reasons: (1) the theory upon which
need for the discovery was based had not been pleaded sufficiently
to afford notice to respondent; and (2) petitioner's theory of diversion
of corporate opportunity was improperly asserted in action to dissolve
corporation.
1.

Pleading

0= 341

Motion to compel discovery will be denied on grounds of relevancy where information sought is outside the bounds of the litigation.
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2.

Pleading

1209

0= 8(2), 12, 36(2)

Under notice pleading theory, a party cannot be held to have
notice of a claim which is not fairly asserted.
3.

Set-Off and Counterclaim

C

60

Party cannot assert a claim of diversion of a corporate opportunity in a dissolution proceeding. DEL. CODE ANN. tit. 8, § 273
(1953).
Michael Houghton, Esquire, of Morris, Nichols, Arsht & Tunnell,
Wilmington, Delaware, for petitioner.
Josy W. Ingersoll, Esquire, of Young, Conaway, Stargatt & Taylor,
Wilmington, Delaware, for respondent.
HARTNETr,

Vice-Chancellor

This action was commenced pursuant to 8 Del. C. § 273 and
seeks a dissolution of Southern One-Stop, Inc., a Delaware corporation. Petitioner Sound Video Unlimited, Inc., and the respondent
Video Shack, Inc., each own 50% of its stock. Both agree that the
corporation should be dissolved but they differ as to how its assets
are to be distributed. Petitioner, in effect, seeks to have respondent's
share of the assets reduced by the amount of damages the corporation
has sustained by reason of respondent's alleged diversion of a corporate opportunity to itself.
Petitioner seeks the production of documents as to information
on the activities of Metro Video Distributors, Inc., which is not a
party to this litigation but which is alleged to be owned, not by the
respondent, but by the principals of the respondent. Although not
alleged in the complaint, petitioner now claims that Metro Video
was formed to receive the diverted corporate opportunity.
Respondent has opposed the discovery request and petitioner
filed a motion to compel it. Respondent opposes the motion because
it asserts that the information sought is neither relevant nor reasonably
calculated to lead to the discovery of admissible evidence. Chancery
Court Rule 26(b)(1).
[1] Although it is extremely rare that this Court denies a request
for discovery on the grounds of relevancy, the request here is so
outside the bounds of the litigation that I find that the motion to
compel discovery must be denied. This is so for two reasons.
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I
[2] The first reason that the motion to compel production of
documents must be denied is because petitioner's claim that respondent diverted a corporate opportunity is not set forth in the
petition. Although Delaware follows the notice theory of pleading,
a party cannot be held to have notice of a claim which is not fairly
asserted.
The only language of the petition which could possibly be pertinent is contained in allegations 6 and 7 of the complaint which
state:
"6. Video Shack has totally abandoned its participation
in the operation of the Corporation. Indeed, in 1983 Video
Shack, directly or indirectly, acquired ownership of a business in Fort Lauderdale, Florida, which competes directly
with the Corporation and is located approximately ten miles
from the Corporation.
7. Said competing business is operated under the name
of Metro Video Distributors, Inc. The principals of Metro
Video Distributors, Inc. are Arthur Morowitz and Howard
Farber, who are also the principals of Video Shack, Inc."
Significantly, there is no allegation of a diversion of a corporate
opportunity. Nor is there any demand elsewhere in the complaint
for any relief arising out of any claim for diversion of a corporate
opportunity.
II
[3] The second reason that the motion to compel the production
of documents must be denied is that petitioner cannot assert a claim
of diversion of a corporate opportunity in a dissolution proceeding.
8 Del. C. § 273 narrowly limits the issues in a dissolution proceeding
and such a proceeding cannot be used as the vehicle to determine
damages for a diversion of a corporate opportunity.
Both parties cite In re Arthur Treacher's Fish & Chips of Ft.
Lauderdale, Inc., Del. Ch., 386 A.2d 1162 (1978). The correct reading
of that case is that the Court refused to permit a counterclaim for
a seized corporate opportunity in a dissolution case but allowed the
defendant to assert that a conspiracy existed to compel an improper
dissolution. Under the rule in that case it is clear that the petitioner
here cannot assert a claim for the seizure of a corporate opportunity
in this dissolution proceeding.
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The motion to compel the production of documents is therefore
denied. IT IS SO ORDERED.

STATE OF DELAWARE v. DELAWARE PUBLIC EMPLOYEES
COUNCIL 81, AFCSME
No. 8462
Court of Chancery of the State of Delaware, New Castle
January 7, 1987
The Department of Correction of the State of Delaware filed
this action for declaratory and injunctive relief challenging the validity
of an arbitration award which concluded that the Department had
violated a provision of the collective bargaining agreement between
it and the defendant, Delaware Public Employees.
The court of chancery, per Vice-Chancellor Jacobs, concluded
that the arbitrator's award would be left undisturbed because: (1)
there was no evidence of fraud, partiality, serious procedural irregularity, or violation of specific command of law, and (2) the arbitrator's interpretation of the contested contractual provision was an
arguably valid construction of the agreement.
1.

Labor Relations

C

483

The role of court in post-arbitration judicial review is quite
limited; under applicable federal law a court must generally refrain
from reviewing the merits of arbitration awards.
2.

Labor Relations

C

485, 486

A court may not overturn an arbitration award because the
court might have interpreted a disputed contractual provision differently.
3.

Labor Relations

0

483

The rule of judicial deference is not without limit; an arbitrator
is not free to rewrite a disputed agreement.
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= 477, 486

Labor Relations

A court is empowered to intervene in an arbitration decision
in cases where fraud, partiality, serious procedural irregularity, or
violation of a specific command of law have occurred.
5.

Labor Relations

0

483, 486

Absent fraud, partiality, serious procedural irregularity, or violation of a specific command of law occurring from an arbitration
proceeding, an arbitrator's award will not be disturbed by a court
unless the award does not claim its essence from the collective
bargaining agreement.
John J. Polk, Esquire, Deputy Attorney General, Wilmington, Delaware, for plaintiff.
Charles E. Whitehurst, Esquire, of Schmittinger and Rodriguez,
Dover, Delaware, for defendant.
JACOBS,

Vice-Chancellor

In this action for declaratory and injunctive relief the Department

of Correction, State of Delaware ("the Department") challenges the
validity of a January 24, 1986 arbitration award which determined
that the Department had violated a provision of the collective bargaining agreement between it and the defendant, Delaware Public
Employees, Council 81, American Federation of State, County and
Municipal Employees, AFL-CIO, Local 1726 ("the Union"). The
Department filed its complaint on April 24, 1986. The Union filed
its answer on May 15, 1986, denying all material allegations of the
complaint and counterclaiming for specific performance of the arbitration award.
Both parties have moved for 'summary judgment. This is the
opinion of the Court, following briefing, on the cross motions for
summary judgment.

I.
The material facts are not disputed. The parties' collective bar-

gaining agreement (sometimes referred to as "the Agreement") contains two provisions that are key to this dispute. Section 19, Paragraph
3 provides that:
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The Department agrees to notify the Union President of
any inmate who has, or is medically suspected of having
any communicable disease. The Department shall ensure
that all employees who work in the area are notified of an
inmate who has, or is medically suspected of having a
communicable disease. Union and Management agree to
establish mutually agreeable procedures to protect those
employees who have come in contact, or work near such
inmates.
The instant dispute arose out of a grievance filed by the Union,
claiming that the Department had not complied with Section 19 (3).
It appears that an inmate in the custody of the Department, who
was incarcerated at the Delaware Correctional Center, died as a
result of what was subsequently found to be Acquired Immune
Deficiency Syndrome ("AIDS"). When that fact became generally
known, some twenty other inmates disclosed that they had engaged
in homosexual relations with the deceased inmate and requested that
they be tested (on a promise of confidentiality of the results) to
determine if they had been exposed to the AIDS virus. Those inmates
were tested by the Department of Public Health, which did not
participate in the testing, and was not informed of the test results.
The arbitrator found that the evidence indicated that at least several
inmates were found to have tested positive, which meant that those
persons were susceptible to contracting AIDS. (A "positive" test
result did not, however, establish that such persons had, in fact,
contracted the disease.)
Concerned with the potential health and safety risks, the Union
asked the Department to disclose the names of those inmates whose
test results were positive. The Department responded that it could
not supply the names, because it did not have that information and
because the tested inmates had been promised that the test results
would be kept confidential. The Department also took the position
that Section 19(3) did not require disclosure of the test results, because
those results did not establish that the tested inmates were "medically
suspected of having any communicable disease" as required by that
Section. It was that impasse which prompted the filing of the Union's
grievance and the later arbitration of the parties' dispute before the
American Arbitration Association.
In the proceedings before the arbitrator, the Union sought an
order directing that those employees who work with inmates who
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had tested positive be notified of that fact. The Union also requested
that the test results be noted in the files of such employees, in the
event that they developed symptoms at some future time, and also
that the Department and the Union be directed to negotiate procedures for dealing with such inmates.
In response, the Department acknowledged that (i) AIDS did
present serious problems to prison facilities that cannot be ignored,
(ii) procedures should be established to provide safety to employees
who work closely with inmates that may be exposed to AIDS, and
(iii) the Department was agreeable to joining with the Union in an
effort to work out procedures satisfactory to all concerned. The
Department contended, nonetheless, that this particular grievance
must be denied, because it had not committed a violation of the
Agreement that would entitle the Union to a remedy.
The arbitrator found that the Department had violated Section
19(3), not because the Department failed to disclose the names of
those inmates who had tested positive, but because the Department
had adopted an unreasonable interpretation of that Section. The
Department had interpreted Section 19(3) as applying only to those
inmates who have been found to have a communicable disease. The
arbitrator found that interpretation to be overly narrow, because the
Section also applied to inmates w*ho are "medically suspected" of having
a communicable disease. The Department's argued-for interpretation
would also have defeated the purpose of Section 19(3), which is to
alert the affected employees (i.e., the guards) to the need for special
caution in dealing with inmates who could subject them to the risk
of exposure to diseases such as AIDS.
Having found a violation of the Agreement, the arbitrator then
addressed the appropriate remedy. The arbitrator acknowledged that
he lacked authority to direct State health officials who were not
parties to the case to release the names of inmates who had tested
positive. The arbitrator noted, however, that he did have the authority
to direct Department officials to take appropriate action to ascertain
which inmates had positive test results. That action might include
(a) seeking the consent of the tested inmates to the release of the
test results or (b) failing that, administering new tests without any
promise of confidentiality, and classifying any inmate who refused
to participate as "medically suspected". Rather than directing a
specific course of action at that stage, the arbitrator decided that the
Department and the Union "should have an opportunity to work
out an agreed procedure for handling this problem of identification",
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and that if the parties were unable to agree, the procedure would
be established in a subsequent arbitration.
It is that determination which the Department seeks to have
overturned and which the Union seeks to have specifically enforced.
II.
The Department claims that the arbitrator's decision is invalid
because it directs the Department to perform acts that are not required
by the collective bargaining agreement. The Department reasons as
follows: Section 19(3) requires the Department to notify the Union
president of an inmate who has, or is medically suspected of having,
any communicable disease. However, that duty can only arise where
the Department knows of the test results. Because the Department
lacked that knowledge, it had no affirmative duty to disclose such
information in this particular case. Since the Department had no
duty under the Agreement to seek out inmates who might have a
communicable disease, the arbitrator erred in finding that he had
authority to order that previously tested inmates be retested to ascertain which of them were contagious. And although the arbitrator
is conceded to have authority to order the Department to meet with
the Union to discuss measures to protect employees who had been
exposed to contagious inmates, such discussions, the Department
contends, would be meaningless, unless the parties knew which specific inmates were contagious. Finally, the Department insists that
the arbitrator wrongly determined as a factual matter that those
inmates whose test results were positive were "medically suspected"
of having AIDS.
III.
[1-5] The role of courts in post-arbitration judicial review is
quite limited. Under the applicable federal lawl a court must generally
refrain from reviewing the merits of arbitration awards. Super Tire
Engineering Company v. Teamsters Local Union No. 676, 721 F.2d 121,
123 (3rd Cir. 1983), citing United Steelworkers of America v. Enterprise

1. This case is not governed by the Delaware Arbitratrion Act, because that
Act is not applicable to arbitration agreements in labor contracts wvhere (as here)
the covered employees are represented by a labor organization or collective bargaining representative. 16 Del. C. 9 5725.
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Wheel and Car Corp., 363 U.S. 593, 596 (1960). Thus, it has been
held that a court may not overturn an arbitration award because
the court might have interpreted a disputed contractual provision
differently from the arbitrators. See Ludwig Honold Mfg. Go. v. lletcher,
405 F.2d 1123, 1128 (3d Cir. 1969). On the other hand, the rule
of judicial deference to arbitration awards is not without limits. For
example, an arbitrator is not free, in performing his function, to
rewrite the agreement. See Mistletoe Express Service v. Motor Expressmen's
Union, 566 F.2d 692, 695 (10th Cir. 1977). A court is empowered
to intervene in cases where fraud, partiality, serious procedural irregularity, or violation of a specific command of law, have occurred.2
See Ludwig Honold Mfg. Co. v. Fletcher, 405 F.2d at 1128 n. 27 and
cases cited therein. Absent such circumstances, a court will disturb
an arbitration award only where the award does not "claim its
essence from the collective bargaining agreement". NF&M Corp. v.
United States Steelworkers of America, 524 F.2d 756, 759 (3d Cir. 1975);
United Steelworkers of America v.Enterprise Wheel and Car Corp., 363 U.S.
593, 597 (1960).
In this case the "essence" of the collective bargaining agreement
is consistent with the foregoing rules of law. Section 12(c) of the
agreement provides that the arbitrator's decisions shall be limited
"to the application and interpretation of the provisions of this Agreement", and Section 12(f) provides that the Arbitrator shall be "without power to make any decision contrary to, or inconsistent with,
or modify or varying [sic] in any way, the terms of this Agreement".
It is with those provisions and rules in mind that the Department's
arguments are now considered.
Taking the Department's contentions in reverse order, the Department claims that the arbitrator wrongly concluded that an inmate
who was found to have tested positive was likely to have been exposed
to AIDS and is therefore "medically suspected" of having a "communicable disease". That conclusion is claimed to be erroneous
because the arbitrator incorrectly found that AIDS is caused by a
virus, not by the antibody used in the test.
That contention must be rejected for two reasons. It is clear
from the record that the arbitrator correctly understood that AIDS
was caused by a virus, but simply misspoke when he indicated that
antibodies may be the cause. Thus, in his decision (at p. 2), the
2. No contention is made that this case involves fraud, partiality or serious
procedural irregularity.
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arbitrator recognized that the purpose of the test was "to determine
whether [the inmates] had been exposed to the AIDS virs", and in
the award itself, he twice made reference to "inmates who have
tested positive for having the AIDS virus". (Emphasis added.) Moreover, the Department's contention goes to the merits of the arbitrator's decision, which falls outside this Court's power of review.
Equally without merit is the Department's second ground for
attacking the award. The Department concedes, as it must, that it
is required under Section 19(3) to participate in meetings with the
Union to agree on measures to protect employees who have been
exposed to contagious inmates. The Department argues, however,
that such discussions would be "meaningless" unless it knows which
inmates were arguably contagious. However, the conclusion that the
Department seeks to reach from the foregoing is not correct. The
Agreement imposes upon the Department an unqualified duty to
discuss safety procedures with the Union. Section 19(b) requires
generally that "mutually agreeable procedures", be established. That
generic topic may be discussed without regard to the specifics of any
particular case, and thus, without regard to the circumstances of
specific inmates. In rejecting the Department's contention the arbitrator interpreted Section 19(3) consistently with its language and
purpose. Had the arbitrator adopted the interpretation argued for
by the Department, he would have, in effect, rewritten that provision,
which is precisely what he was not permitted to do. In short, the
Department's second contention likewise does not fall within any
category of post-arbitration claims that this Court is empowered to
review.
The Department's final contention is that because the Department had no knowledge of the inmates who tested positive, it had
no obligation under those particular circumstances to disclose the
identity of those inmates. The Department further contends that the
arbitrator erroneously determined that it had the remedial power to
order the Department to seekout such information independently
(either by compulsory retesting or by obtaining the consent of the
inmates who were tested to disclose of the test results), because
nothing in the Agreement affirmatively obliges the Department to
seek out such information. Because the gist of the Department's
position is that the arbitrator made a determination that had no
basis in the Agreement, that claim is cognizable by this Court.
The Agreement does not, in so many words, explicitly require
the Department to identify persons who have, or who are medically
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suspected of having, a communicable disease. The arbitrator determined, however, that such an affirmative duty was implicit in Section
19(d). The question is whether that determination represented an
arguably valid interpretation of the Agreement (in which case it will
not be disturbed, even if the interpretation is one that the Court
might not have adopted) or whether it represented an impermissible
rewriting of that provision (in which case the decision must be
overturned).
In my opinion, the arbitrator's interpretation of Section 19(3)
was an arguably valid construction of the Agreement. Section 19(c)
imposes upon the Department an absolute, unqualified duty to notify
the Union President of any inmate who has, or is medically suspected
of having, any communicable disease. It also imposes upon the

Department a duty to ensure that all employees who work in the
area are notified of an inmate who has, or is medically suspected
of having, a communicable disease. The intent of that provision is
to provide for the safety of the employees covered by the collective
bargaining agreement. There are only two ways of ascertaining which
inmates have, or may have, a communicable disease: voluntary
disclosure of such information by the inmate or testing the inmates
for exposure to a contagious disease. To interpret Section 19(3) so
as to limit the Department's duty to cases where disclosure is made
voluntarily by the inmates themselves, would render that provision
essentially unworkable and defeat its purpose. It therefore was permissible for the arbitrator to interpret Section 19(3) to require the
Department to take whatever affirmative action may be reasonably
necessary to ascertain which inmates in its custody have, or may be
"medically suspected" of having, a communicable disease, including

AIDS. See 17A C.J.S. Contracts § 318. On that ground the arbitrator's
conclusion, whether or not the Court would agree with it on its

merits, will not be judicially overruled.
IV.
For the foregoing reasons the arbitrator's award will be left
undisturbed by this Court. On the issue of the validity of the arbitrator's award, the defendant's motion for summary judgment is
granted and the plaintiff's motion for summary judgment is denied.
IT IS SO ORDERED.

On the question of relief, the defendant's request for an order
of specific performance must be denied because at this time there
is nothing to be specifically enforced. The arbitrator specifically
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declined to fashion any remedy until the parties first attempted to
resolve their differences. Now that the question of the validity of the
award is settled, the parties should avail themselves of the opportunity
afforded by the arbitrator, namely, to confer and attempt to agree
upon an appropriate remedy. Failing agreement, the issue of remedy
will be determined in a later arbitration. Accordingly, the defendant's
request for specific performance is denied as premature. IT IS SO
ORDERED.

TOPPS CHEWING GUM, INC. v. FLEER CORP.
No. 6781
Court of Chancery of the State of Delaware, New Castle
December 12, 1986
Plaintiff moved to strike defendant's motion for summary judgment claiming that defendant's motion merely restated matters previously determined.
The court of chancery, per Vice-Chancellor Hartnett, denied
plaintiff's motion to strike even though defendant's motion appeared
on its face to restate arguments that were or should have been raised
previously, since a discovery motion was not the best procedural
vehicle to consider substantive and novel legal issues at the heart of
the litigation.
1.

Pleading

C--

352

In bringing a motion to strike pursuant to Delaware Chancery
Court Rule 12(f, a party bears the burden of showing dearly and
without doubt that the matter sought to be stricken has no bearing
on the subject matter of the litigation. DEL. CHi. CT. R. 12(o.
2.

Pleading

C

353

The granting of a motion to strike pursuant to Delaware Chancery Court Rule 12(o is permissive, not mandatory, and such decision
is left to the discretion of the court. DEL. CH. CT. R. 12().
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0=354(11)

Pretrial Procedure

-

14, 22

A motion for summary judgment will not be stricken as being
repetitive of matters previously determined when a discovery motion
is not the best vehicle to consider substantive and novel legal issues
going to the gravamen of the case.
Edward B. Maxwell, 2nd, Esquire, of Young, Conaway, Stargatt &
Taylor, Wilmington, Delaware, for plaintiff.
R. Franklin Balotti, Esquire, of Richards, Layton & Finger, Wilmington, Delaware, for defendant.
HARTNETT,

Vice-Chancellor

The plaintiff, Topps Chewing Gum, Inc., has moved, pursuant
to Chancery Court Rule 12(f, to strike defendant Fleer Corp.'s
Motion for Summary Judgment because, in effect, it contends that
defendant's Motion for Summary Judgment merely restates matters
previously determined in this litigation. Defendant, Fleer, has responded by alleging that it is not seeking to rehash former rulings,
but rather it is seeking a resolution of the issue of its liability, if
any, to plaintiff, Topps; an issue which it claims has not been ruled
upon. Somewhat reluctantly, I find Topps' motion to strike the
motion of Fleer for summary judgment must be denied.
This case arose because of a decision rendered by the U. S.
District Court for the District of Delaware in 1980. The gist of the
District Court's decision was that plaintiff-Topps' exclusive position
in the baseball card market violated applicable antitrust laws. In an
attempt to remedy this perceived violation the court ordered Topps
to grant a license to Fleer, which permitted Fleer to also sell baseball
cards. The Third Circuit Court of Appeals subsequently reversed
the District Court, thus terminating Fleer's license. Topps then filed
this suit to recover the profits Fleer earned pursuant to the shortlived license agreement. Defendant-Fleer, in its Answer, filed a counterclaim seeking to recover the increased profits which Topps allegedly
made because of Fleer's alleged role in creating a larger market for
all baseball cards. Defendant-Fleer subsequently filed a motion seeking to discover information as to plaintiff-Topps' sales and profits
before, during and after the period the license was in effect. On
November 20, 1985, I denied defendant-Fleer's motion to compel
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discovery and later, on January 27, 1986, denied Fleer's motion for
reargument of that decision. Defendant-Fleer then filed this motion
for summary judgment on February 13, 1986. On April 30,
1986, plaintiff, Topps, filed a motion to strike defendant-Fleer's Motion for Summary Judgment and on July 18, 1986 filed an amended
motion to strike.
[1-3] In interpreting F.R.C.P. 12(f) (which is similar to Delaware
Chancery Rule 12(f)), Professor Moore has stated:
"Motions to strike allegedly redundant, immaterial, impertinent or scandalous matter are not favored (citation
omitted). Matter will not be stricken from a pleading unless
it is clear that it can have no possible bearing upon the
subject matter of the litigation. If there is any doubt as to
whether under any contingency the matter may raise an
issue, the motion should be denied."
2A MOORE's FederalPractice 12.21[2] (2nd ed. 1985). Thus plaintiffTopps bears a heavy burden when it attempts to advance a motion
to strike. It must show clearly and without doubt that the matter
sought to be stricken has no bearing on the subject matter of the
litigation. Furthermore, the granting of such a motion is permissive,
not mandatory, and therefore a court must exercise its own judgment.
35A C.J.S., Federal Civil Procedure § 414. The legal issue raised
in defendant's Motion for Summary Judgment and in its prior Motion
to Compel Discovery is the primary legal issue in this litigation.
This legal issue is whether defendant-Fleer can seek restitution from
plaintiff-Topps for the profits Topps allegedly made as a result of
Fleer's entry into the baseball card market pursuant to a subsequently
reversed court order. Fleer claims its activities increased the total
market for baseball cards and therefore increased Topps' profits.
Although defendant-Fleer's Motion For Summary Judgment facially
appears to merely restate the same arguments it raised or should
have raised previously in its motion to compel discovery, the unusual
way in which this legal issue was initially raised compels me to permit
defendant to maintain its motion for summary judgment. A discovery
motion is not the best vehicle to consider substantive and novel legal
issues which go to the gravamen of a case. For this reason, despite
the additional burden placed on the court, I will, reluctantly, not
strike the motion for summary judgment filed by defendant-Topps,
thereby in effect giving it a "third bite out of the apple" and will
consider defendant's motion for summary judgment on its merits.
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Plaintiff-Topps' motion to strike defendant-Fleer's motion for
summary judgment is therefore denied. IT IS SO ORDERED.

TRINITY TRANSPORT, INC. v. RYAN
No. 922
Court of Chancery of the State of Delaware, Kent
October 1, 1986
Plaintiff, Trinity Transport, sought a temporary restraining order enjoining defendants, former employees, from breaching noncompete and confidentiality agreements.
The court of chancery, per Vice-Chancellor Hartnett, held that
plaintiff did not sustain its heavy burden of showing a reasonable
probability of success on the merits and questions of fact sufficient
to preclude entering a temporary restraining order.
1.

Injunction

0

136(1), 136(3)

A temporary restraining order or preliminary injunction are
extraordinary remedies which are granted only in order to prevent
truly irreparable injury.
2.

Injunction

0= 132

A temporary restraining order and the preliminary injunction
are granted only to maintain the status quo.
3.

Injunction

0= 136(1)

The applicant for a temporary restraining order has the burden
of showing a reasonable probability of success on the merits.
4.

Injunction

0=

136(3), 152

Even where a probability of irreparable harm is shown, the
court must balance the competing equities between the parties and
deny relief when hardship outweighs benefit.

1987]

5.

UNREPORTED CASES

Injunction

0-

1223

135

The courts have broad discretion in granting or refusing to grant
interim injunctive relief.
6.

Contracts

0

116(1)

Specific Performance

C--

73

Contracts of employees not to compete are specifically enforceable if reasonable.
7.

Contracts

C=- 116(2)

Covenants in employment contracts will be enforced if the contract was a prerequisite of the employment or was supported by
consideration; the purpose to be obtained is fair and reasonable; the
restriction does not injuriously affect the public; the enforcement of
the restriction will not do greater harm to the employee than good
to the employer; and the enforcement of the restriction is necessary
for the protection of the employer's business.
8.

Contracts

C---

117(1)

Where the nature of employment with a new employer in a
highly competitive industry is so similar to the employment prohibited
by a covenant not to compete, it is reasonably likely that an affect
on goodwill will occur.
9.

Contracts
Injunction

0
C-

116(1)
136(1)

Where a corporation engaging an employer in an agreement
not to compete has been sold and there exists a bona fide dispute
as to whether the agreement was a prerequisite to employment, the
corporation seeking to enforcethe agreement has not met its burden
of showing a reasonable probability of success on the merits.
Myron T. Steele, Esquire, of Prickett, Jones, Elliott, Kristol &
Schnee, Dover, Delaware, for plaintiff.
James T. Vaughn, Jr., Esquire, of Vaughn & Vaughn, Dover,
Delaware, for defendants.
HARTNETT,

Vice-Chancellor
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Plaintiff seeks a Temporary Restraining Order enjoining defendant James Ryan from breaching a "non-compete agreement" dated
July 21, 1985, and a "confidentiality agreement" dated January 21,
1985, and enjoining defendant Scott Ballard from breaching a "noncompete agreement" dated August 22, 1985. It is not disputed that
the agreements were executed by defendants although defendants
claim that one or more of the agreements were executed at dates
later than shown on the face of the agreements and were back-dated
by plaintiff.
It is also not controverted that the agreements were executed
in Maryland and that Maryland law controls. One of the "noncompete" agreements provides that the defendant will not enter any
field of competition with plaintiff for a period of one year within a
geographical area of 100 miles of Federalsburg, Maryland, after the
termination of employment for any reason. The other "non-compete"
agreement contains a 500 mile 5-year limitation but plaintiff seeks
only to enforce the 100 mile 1-year restriction. The confidentiality
agreement executed by Mr. Ryan prohibits his use of proprietary
information or trade secrets of the plaintiff. It is not disputed that
defendants' employment with plaintiff has recently terminated and
defendants are engaged in working for another employer in a similar
business as that of plaintiff from an office in Dover, Delaware, which
is within 100 miles of Federalsburg, Maryland.
II
[1-5] A temporary restraining order or preliminary injunction
are extraordinary remedies which are granted only in order to prevent
truly irreparable' injury. Wylain, Inc. v. TRE Corp., Del. Oh., 412
A.2d 338 (1979); Gimbel v. Signal Companies, Inc., Del. Ch., 316 A.2d
599 (1974), aff'd., Del. Supr.,'316 A.2d 619 (1974); Turek v. Tull,
Del. Ch., 139 A.2d 368 (1958); Sandler v. Schenley Indus., Inc., Del.
Ch., 79 A.2d 606 (1951). They are, however, granted only to
maintain the true status quo. Smith v. Delaware Coach Co., Del. Ch.,
70 A.2d 257 (1949); Thomas C. Marshall, Inc. v. Holiday Inn, Inc.,
Del. Ch., 174 A.2d 27 (1961). An applicant always has the burden
of showing a reasonable probability of ultimate success on the merits
although this burden is lesser in the case of an application for a
temporary restraining order. Sandler v. Schenley Indus., Inc., supra;
Cropper v. North Cent. Tex. Oil Co., Del. Ch., 114 A.2d 231 (1955);
Bayard v. Martin, Del. Supr., 101 A.2d 329 (1953). Even if the
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probability of irreparable harm is shown, the Court must still balance
the competing equities between the parties. Thomas C. .Afarshall, Inc.
v. Holiday Inn, Inc., supra; Hollingsworth v. Szczesiak, Del. Oh., 84
A.2d 816 (1951). The preliminary injunctive relief must be denied
when hardship outweighs benefit. Eastern Shore Natural Gas Co. v.
Stauffer Chemical Co., Del. Supr., 298 A.2d 322 (1972). A Court has
broad discretion in granting or refusing to grant interim injunctive
relief. Data General Corp. v. Digital Computer Controls, Inc., Del. Supr.,
297 A.2d 437 (1972) and preliminary relief is to be avoided, if
possible, because controversies should only be determined after all
the parties have had a full opportunity to present the facts. Experience
has shown that the true facts and the correct law are often difficult
to ascertain without the advantage of a full hearing or discovery.
This Court is also especially reluctant to grant preliminary relief if
by doing so it will grant all the relief which the applicant may
ultimately be entitled to after trial. Thomas C. Marshall, Inc. v. Holiday
Inn, Inc., supra.
[6] While contracts of employees not to compete are specifically
enforceable, if reasonable, they are given great scrutiny by the court.
Original Vincent andJoseph v. Schiavone, Del. Oh., 134 A.2d 845 (1957).
This is especially true where the interim injunctive relief being sought
is brought as a motion for a temporary restraining order, thus possibly
denying the employee of an opportunity to properly mount a defense
and summarily jeopardizing the employee's means of a livelihood.
III
[7] The law of Maryland relating to the enforcement of covenants
not to compete is similar to the law of Delaware. It is set forth in
John Roane, Inc. v. Tweed, Del. Supr., 89 A.2d 548 (1952). In that
case our Supreme Court stated:
"From all of the reported Maryland decisions, the rule
to be drawn is that, in Maryland, restrictive covenants in
employment contracts will be enforced after termination of
employment if (1) the contract was a prerequisite of the
employment or was supported by consideration, (2) the
purpose to be obtained is fair and reasonable, (3) the restriction does not injuriously affect the public, (4) the enforcement of the restriction will not do greater harm to the
employee than good to the employer, and (5) the enforcement of the restriction is necessary for the protection of the
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employer's business. I find as a fact that such is the law
of Maryland applicable in this case." Cf. Faw, Casson &
Co. v. Cranston, Del. Ch., 375 A.2d 463 (1977).
On the present record it appears that the purposes of the agreements are fair and reasonable; the restrictions will not injuriously
affect the public; enforcement of the relatively mild 100 mile provision
will not do greater harm to the employee than good to the employer
considering the nature of the business involved which is national in
scope; and the enforcement of the restriction may be reasonably
necessary for the protection of the employer's business. It also appears, however, that there is a question of fact as to whether the
agreements were entered into as prerequisites of employment.
IV
Defendants assert a number of legal defenses. They first assert
that plaintiff has not shown that defendants' present employer is in
actual competition with plaintiff. The verified complaint, however,
in paragraph 16 states that defendants are employed in a freight
brokerage business for their new employer in direct competition with
plaintiff. The complaint also sets forth their former duties with
plaintiff. Defendants' own affidavits set forth that they worked as
dispatchers for plaintiff and that they now work as dispatchers for
their new employers. This defense, therefore, is without merit.
[8] Defendants, in effect, next claim that plaintiff has not shown
any real or threatened effect on its goodwill by the defendants. It
is not necessary, however, for the plaintiff to show that a loss of
goodwill has already occurred. The nature of the employment by
defendants with plaintiff and with their new employer is so similar
in a highly competitive industry, as appears from defendants' own
affidavits, that it seems reasonably likely that an affect on goodwill
will occur. Ruhl v. F. A. Bartlett Tree Expert Co., Md. Ct. of App.,
225 A.2d 288 (1967).
Defendants also claim that the circumstances of defendants'
termination somehow precludes injunctive relief. The agreements,
however, specifically state that they apply should employment terminate for any reason.
Defendants also claim that plaintiff has not shown that an injunction is reasonably necessary for its protection. I disagree. Defendants are obviously engaged in competition with plaintiff in a
highly competitive industry within 50 miles of plaintiffs place of
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business. It is therefore reasonably probable that if defendants violate
the agreements, irreparable harm will inure to plaintiff.
V
A more valid defense raised by defendants is that plaintiff was
sold after the agreements were executed and just before defendants
left plaintiff's employment. The law seems to be that an agreement
for personal services is not assignable. It is not disputed that plaintiff,
a corporation, has been sold to another corporation and its office
moved to the office of the acquiring corporation. It is unclear from
the present limited record whether plaintiff is actually still engaged
in the same business that it conducted while defendants worked for
it.
VI
[9] On the present record, therefore, I find that plaintiff has
not sustained its heavy burden of showing a reasonable probability
of success' on the merits as to the issue of whether plaintiff is the
same entity as existed when the agreements were entered into and
whether the working conditions are sufficiently similar. I also find
that there is a bona fide dispute as to whether the agreements were
executed as a prerequisite to employment and that there is no evidence
that defendant Ryan is breaching, or is about to breach, the confidentiality agreement. I therefore decline to enter a temporary restraining order. IT IS SO ORDERED.

