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In this case an understanding of the irreparable harm involved
is central to a proper evaluation of the merits of plaintiffs' claims.
For that reason, the irreparable harm issue is first addressed.

The plaintiffs' claim of irreparable harm, simply stated, is that
by virtue of newly issued supervoting Preferred Stock, Yampol and
the Attar group now control 44% of the voting power of the Company, thereby virtually assuring the outcome of the election of directors on May 13, 1986. Moreover, even if the outcome were not
assured, the concentration of such voting power in the defendants'
hands will nonetheless cause stockholders to perceive that the result
is a foregone conclusion, thereby fatally chilling any proxy solicitation
by the dissident shareholders' group.
Plaintiffs rely upon the affidavit of John J. Gavin, Executive
Vice President of D. F. King, a New York proxy soliciting firm.
The thrust of Mr. Gavin's affidavit is that if the defendants' entire
44% voting block were cast in favor of management, it would be
impossible as a practical matter for an opposition group of shareholders to win the election. To achieve even a tie vote, 88% of the
total number of votes entitled to be cast would have to actually be
voted. That is highly unlikely, since only 80-85 % of the vote normally
turns out in a contested election of directors. Assuming that 100%
of the shares entitled to vote were actually present and voting, the
dissident slate would need over 38% of the remaining vote to win,
as opposed to only 6% for management. 6 Thus, the dissidents would
have to outpoll management by over 7 to 1, an almost impossible
feat in the world of corporate elections where a 4 to 1 margin of
victory is considered a landslide. Even if the voting shares represented
were at the 90-95% range, the opposition would have to outpoll
management at a rate that is impossible to achieve for a company
that pays no dividends, engages in no regular communications with
its stockholders, has not held an annual meeting in 2 1/2 years, and
is traded over-the-counter.
Mr. Gavin also concludes that the issuance of the Preferred,
and the disclosure of its supervoting aspects, will chill the plaintiffs'

6. The dissidents presently control 12% of the vote and the defendants
control 44%, for a total "affiliated" vote of 56%, leaving only 44% of the vote
to decide the outcome.
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group's proxy solicitation, because management will be perceived as
having an insurmountable lead. That perception will normally diminish both the overall voter turnout and the number of shareholders
who are willing to vote for the party that appears to be losing.
Graphic shareholders will also be chilled from voting for the opposition slate because of the provision that would entitle the Series
B Preferred stockholders, upon a change in control of Graphic's
board of directors, to block transactions such as a sale of substantially
all of Graphic's assets or a merger. Since the values underlying the
shareholders' investment are often (and sometimes only) achieved
by such transactions, many shareholders would be reluctant to vote
to oust management if the cost would be to imperil future opportunities to realize upon their investment.
The defendants have submitted no evidence to controvert Mr.
Gavin's conclusions or reasoning. Instead they attack plaintiffs' underlying premise that the defendants should be treated as a single
44% voting block. Defendants insist that Attar has no agreement
or commitment to vote with management and that the Attar group
represents a "swing vote" that could go for either side.
Even if that argument were correct, it would tend to prove only
that the outcome of the election is not preordained. It would not
negate the proposition that in any event, the plaintiffs' proxy solicitation will nonetheless be chilled by the perception that management
has an overwhelming voting advantage.
Moreover, the present record suggests a strong possibility, if
not likelihood, that Attar will in fact, support incumbent management
in the election. The record clearly shows that Attar is presently
inclined to vote with present management, although he is not formally
obligated to do so. Such an inclination on Attar's part is fully
understandable. As counsel for Monar and Battery suggested at the
hearing, ". . .if you invest $10,000,000 in a company you've got
to know something about management, and you've got to have some
confidence in current management." (Tr. of April 11, 1986 Hearing,
p. 130). By the same token, human experience makes it unlikely
that Graphic's current directors (who are standing for reelection)
and Yampol would have sought out Attar to invest in Graphic and
would have conferred significant voting and "transaction blocking"
rights upon his group, without having some confidence that Attar
would support their bid for continued incumbency.
Defendants next argue that while the Preferred stock issuance
may create legal uncertainty for the plaintiffs, that does not constitute
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irreparable harm. They suggest that what plaintiffs are really seeking
is an advisory opinion to eliminate these uncertainties before they
undertake the expense of a proxy solicitation. Relying on Newell Co.
v. William E. Wright Co., Del. Ch., 500 A.2d 974 (1985), the defendants urge that no harm will result in having the proxy contest proceed
without a preliminary adjudication of the validity of the Preferred
stock, because a final post-meeting adjudication (either in this action
or in a proceeding under 8 Del. C. § 225) that the Preferred stock
is invalid would afford plaintiffs a complete remedy.
That argument is not correct. In Newell v. Wright, supra, Chancellor Allen declined to enjoin the implementation of a rights plan
which, if valid, would seriously have discouraged the plaintiff from
proceeding with a tender offer for the corporate defendant. In Newell
there was no showing that the tender offer itself would be jeopardized
by the rights plan. Moreover, the Court specifically found that no
injury would be sustained by postponing an adjudication until final
hearing. Quite the opposite is true here. It has been established, at
least for present purposes, that the supervoting Preferred will, at the
very least, substantially influence the outcome of the election and
will have a chilling effect on the plaintiffs' proxy solicitation. If the
May 13, 1986 election went forward and the Preferred stock were
thereafter found to be valid, then admittedly the Preferred would
have no actionable impact upon the election. However, if the Preferred were ultimately found to be invalid, the election would have
been prejudicially tainted, would have to be invalidated, and a new
election, free of any tainting influence, would have to be held. A
course that might yield such an undesirable result should be avoided
if possible. No authority is cited which would require such an approach.
[2] In this case, a preliminary adjudication in advance of the
shareholders' meeting appears to be the more sensible way to proceed.
The harm threatened here is to the corporate electoral process, a
process which carries with it the right of shareholders to a meaningful
exercise of their voting franchise and to a fair proxy contest with
an informed electorate. See, Colonial Securities Corp. v. Allen, Del. Oh.,
C.A. No. 6778, Longobardi, V.C. (April 18, 1983), at p. 7; American
Pacific Corp. v. Super Food Services, Inc., Del. Ch., O.A. No. 7020,
Longobardi, V.C. (December 6, 1982), at p. 12. Harm of that
nature must be prevented before a shareholders' meeting in cases
where, as here, any post-meeting adjudication might come too late.
For the foregoing reasons, I am satisfied that plaintiffs have met
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the criteria for establishing irreparable harm. Mesa Petroletm Co. v.

Unocal Corp., Del. Oh., C.A. No. 7997, Berger, V.C. (April 22,
1985), at pp. 8-9.
Finally, the balance of hardships favors plaintiffs' side. Defendants argue that a grant of preliminary injunctive relief would inflict
greater harm than would its denial, because Battery and Monar
would be denied the voting protections for which they bargained,
and the $10 million invested by the Attar group will thereby become
subject to rescission. The result, defendants say, would be to revive
the very cash flow problem that the Company by this transaction
attempted to solve.
That argument is unpersuasive. In their Purchase Agreement
governing the sale of the Series B Preferred, Graphic, Battery and
Monar contractually provided for the legal consequences if an injunction were to issue. Paragraph 10.5 of the Agreement grants
Battery and Monar the right to a refund of the $10 million purchase
price either in cash or by a six month promissory note secured by
collateral ( i.e., Switchco stock and other acceptable assets) equal to
150% of the purchase price. Thus, both Graphic and the Attar
Group have contractually protected themselves in the event the Series

B stock were to be invalidated. Having contractually agreed upon
a remedy that must be presumed to have been acceptable to the
parties if plaintiffs' motion were to be granted, it comes with poor
grace for the defendants now to argue that their agreed upon remedy
would not be acceptable. The balancing of hardships favors the
plaintiffs.
I turn now to the merits of the plaintiffs' claims.
III.
A.

PROBABILITY OF SUCCESS ON THE MERITS

The Contentions
By way of overview, two preliminary observations are appro-

priate.
First, this case does not present a question of whether supervoting

preferred stock may validly be issued under the Delaware General
Corporation Law or Graphic's charter. Plaintiffs concede that as an
abstract matter, supervoting preferred is statutorily permissible and
that in other circumstances it might be legitimately employed as a
corporate finance vehicle. What plaintiffs contend is that in these
particular circumstances the creation and issuance of supervoting
Preferred stock was impermissible, because its effect was to shift

DELAWARE JOURNAL OF CORPORATION

LAW

[Vol. 12

significant voting power to Yampol and the Attar group, and the
defendants' purpose was to maintain in control the same management
which has avoided holding an election of directors for two and onehalf years. Specifically, plaintiffs contend that defendants' conduct
was an inequitable manipulation of the corporate machinery for the
primary purpose of maintaining the defendants in control and an
impermissible interference with the processes of shareholder democracy. 7
Second, the defendants' factual and legal slant on this matter
is so diametrically different from the plaintiffs' that one cannot help
but wonder whether the transaction being attacked and the transaction
being defended are one and the same. The defendants categorically
deny that the supervoting Preferred was created to thwart plaintiffs'
effort to wage a proxy contest. They insist that the Preferred stock
transaction was required because they had no other choice: Graphic
was in desperate need of cash and had no other way to raise it but
to approach Yampol and Attar as "lenders of last resort." Alternative
capital sources had previously been tried but without success. Defendants insist that Yampol and Attar required as a condition to making
an investment, that they be issued securities having supervoting
features, and that Attar further demanded a veto power over significant corporate transactions. Given the exigent circumstances confronting them, Graphic's directors urge that they were entitled as a
matter of business judgment to accede to those conditions. Only in
that way could they save a corporation that was projected to run
out of money, and that would face the prospect of defaulting on its
loans, by the late Spring of 1986. For that reason, defendants argue,
the case prohibiting corporate transactions intended for entrenchment
purposes are inapposite, because the directors had no entrenchment
purpose. The defendants emphasize that Yampol will not be standing
for reelection at the May, 1986 meeting, that the directors other

7. The plaintiffs also claim that the Series B Preferred, by virtue of its right
to veto any significant transaction involving Graphic's assets, constitutes an illegal
"lockup" of Graphic's assets in favor of the Attar group and a violation of the
defendants' fiduciary duty to obtain the best available price for corporate asset3
that they have previously determined to sell. Plaintiffs also attack the Preferred
stock issuance on grounds that the Graphic directors acted without due care, violated
their duty to make full and candid disclosure of all material facts, engaged in illegal
vote buying, and violated 8 Del. C. §153. Those contentions are noted, but I find
it unnecessary to, and therefore do not, address them in this Opinion.
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than Yampol are independent and disinterested, and that Attar is
an independent investor who is not controlled by Yampol and not
committed to vote for management. Accordingly, defendants argue
that the issuance of Series A and Series B Preferred stock should be
upheld under the business judgment rule.
These contentions are now addressed.
B.

Application of Rule 23.1 and The Business Judgment Rule

The merits of plaintiffs' claim depend upon the resolution of
two threshold issues. The defendants argue that the plaintiffs lack
standing to bring this action, because their claim is derivative in
nature and therefore subject to the demand requirements of Chancery
Court Rule 23.1. Since the plaintiffs made no demand and have
pleaded no facts that would excuse a demand, defendants conclude
that this action should be dismissed.
[3] That argument fails for lack of a valid premise. The plaintiffs' claim is individual in nature, not derivative, because it is
separate and distinct from that suffered by other shareholders. As
stated by our Supreme Court in Moran v. Household International,Inc.,
Del. Ch., 490 A.2d 1059, 1070, aff'd, Del. Supr., 500 A.2d 1346
(1985):
Of course, a hoard of directors may not use the corporate
machinery for the purpose of obstructing the legitimate
efforts of dissident stockholders to undertake a proxy contest
against management. Schnell v. Chris-Craft Industries, Inc.,
Del. Supr., 285 A.2d 437 (1971). However, where as here,
no shareholder is presently engaged in a proxy battle, and
the alleged manipulation of corporate machinery does not
directly prohibit proxy contests, such an action must be
brought derivatively.
The plaintiffs here are engaged in a proxy contest. They claim
that they are being wrongfully obstructed. Their claim is individual.
See, also, Schnell v. Chris-CraftIndustries, Inc., supra; Lerman v. Diagnostic
Data, Inc., Del. Ch., 421 A.2d 906 (1980) and Mesa Petroleum Co.
v. Unocal Corp., Del. Ch., C.A. No. 7997, Berger, V. C. (April 22,
1985), all of which were actions brought individually by proxy contestants seeking judicial aid in remedying management manipulation
of proxy fights.
[4,5] The second threshold issue is whether the business judgment rule applies to the conduct of the defendant directors in this
case. If it does, then the directors of Graphic are entitled to the
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presumption that in making a business deci-

sion... [they]... acted on an informed basis, in good faith and in

the honest belief that the action taken was in the best interests of
the company." Moran v. Household International, Inc., supra, 500 A. 2d
at 1356, quoting Aronson v. Lewis, Del. Supr., 473 A.2d 805, 812
(1984). Where that presumption comes into play, the decisions of
directors will not be disturbed if they can be "attributed to any
rational business purpose." Sinclair Oil Corp. v. Levien, Del. Supr.,
280 A.2d 717, 720 (1971); Unocal Corp. v. Mesa Petroleum Co., Del.
Supr., 493 A.2d 946, 954 (1985). Defendants contend that raising
capital was a purpose of the Preferred stock and because that purpose
was rational, they are protected by the business judgment rule.
[6,7] I disagree. The protections of the business judgment rule
are available only to directors who are independent and disinterested
with respect to the transaction under challenge. Aronson v. Lewis,
supra, 473 A.2d at 814; see, Revlon, Inc. v. McAndrews &Forbes Holdings,
Inc., Del. Supr., Nos. 353 and 354 (1986) (Moore, J.). On the
present record, neither label can fairly be said to fit the directors of
Graphic. As a beneficiary of the Preferred stock transaction, Yampol
was clearly interested and no one contends otherwise. The remaining
directors had professional, financial and personal relationships with
Yampol, and received financial benefits from the company of which
he was Chairman, which suggests a motivation for such directors'
loyalty to Yampol and dependence upon his continued goodwill.
These relationships, which are more fully described in footnote 1,
p. 5, supra, preclude a finding at this preliminary stage that a majority
of Graphic's directors were motivated to, or did, act independently
of Yampol in approving the issuance of the Preferred stock.
Nor can the directors other than Yampol be deemed to have
been "disinterested" with respect to the challenged transaction, because they stood to benefit from the issuance of the Preferred shares
to Yampol. The benefit, while not financial in nature, consisted of
an increased likelihood of the directors' continued incumbency by
virtue of the additional voting power conferred upon Yampol with
whom they were allied. Increased voting power has been found,
although in a different factual setting, to constitute a benefit sufficient
to negate the element of disinterest. See, Good v. Texaco, Inc., Del.
Ch., C.A. No. 7501, Brown, C. (May 14, 1984)8.
8. The Graphic's directors appreciated the significance of Yampol's voting
power is evidenced by a petition they filed with the FCC on March 27, 1986 (two
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The Plaintiffs' Claim

[8] The legal principles governing plaintiffs'claim of entrenchment are well established. As this Court stated in Moran v. Household
International, Inc., supra, 490 A.2d at 1080:
The subversion of corporate democracy by manipulation of
corporate machinery will not be countenanced under Delaware law. Schnell v. Chris-Craft Industries, supra. Special
scrutiny will be given a situation in which directors, bent
on entrenchment, use their authority to restrict the ability
of shareholders to replace them. Giuridch v. Emirol Corp.,
Del. Supr., 449 A.2d 232 (1982); Lerman v. DiagnosticData,
Inc., Del. Ch., 421 A.2d 906 (1980).
Our Supreme Court in Giuricich v. Emirol Corp., supra, 449 A.2d
at 239, articulated the principle as follows:
The courts of this State will not allow the wrongful subversion of corporate democracy by manipulation of the
corporate machinery or by machinations under the cloak
of :Delaware law. [citation omitted]. Accordingly, careful
judicial scrutiny will be given a situation in which the right
to vote for the election of successor directors has been
effectively frustrated and denied....
In the landmark decision of Schnell v. Chris-Craft Industries, Inc.,
supra, 285 A.2d at 439, Justice Herrmann stated:
[M]anagement has attempted to utilize the corporate machinery and the Delaware law for the purpose of perpetuating itself in office; and, to that end, for the purpose of
obstructing the legitimate efforts of dissident stockholders
in the exercise of their rights to undertake a proxy contest

days after they issued the Preferred) urging the FCC to deny GSS!M's petition

for approval of a "proforma" transfer of certain licenses held by Graphic. In their
petition, Graphic's directors (including Yampol) made the following statement to
the FCC:
One of the present Directors, Barry Yampol, the founder of the company,
has a substantial ownership interest now amount to 305. While the

directors do not contend that Yampol individually is in control of Graphic,
it is a fact that the other four directors are in agreement with him as to
what the company's policies and actions should be, and that they are, as
a group, "backed up" by his substantial economic interest. (Szydlo Aff.,
Exh. C, p. 10).
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against management. These are inequitable purposes, contrary to established principles of corporate democracy.
[9] In cases where management has wrongfully attempted to
perpetuate itself in office by issuing securities that would adversely
impact on a shareholder legitimately seeking to obtain majority control or to assert majority control already obtained, this Court has
not hesitated to grant appropriate relief against such conduct. Canada
Southern Oils v. Manabi Exploration Co., Del. Ch., 96 A.2d 810 (1953);
Condec Corp. v. Lunkenheimer Co., Del. Ch., 230 A.2d 769 (1967);
Telvest v. Olson, Del. Ch., C.A. No. 5798, Brown, V.C. (March 8,
1979).
The defendants do not dispute these principles, only their application to this case. Defendants claim that obstructing plaintiffs'
proxy solicitation formed no part of their purpose. They say that
their sole objective was to raise capital to save Graphic from an
impending cash crisis under circumstances where the only available
means was to issue supervoting preferred stock and the only available
sources of cash were Yampol and the Attar group.
[10] For the reasons that follow, I am satisfied that the defendants' position is not legally or factually supported. While raising
capital may have been a purpose for the directors' conduct their
primary purpose was to obstruct plaintiffs' ability to wage a meaningful proxy contest in order to maintain themselves in control.
Attar, whose knowledge is attributable to Battery and Monar, was
aware of that purpose. That being the case, plaintiffs have established,
at least on the present record, that they will probably succeed on
the ultimate merits of their claim at final hearing.
[11] As previously discussed,the effect of the newly issued Preferred will be to inflict a severe, if not fatal, wound upon the plaintiffs'
proxy solicitation. See Section II, supra of this Opinion. The undisputed events, and the sequence in which they occurred, lead inescapably to the conclusion that the defendants knew full well that
such would be the consequences of their actions.
For many years Graphic has experienced cash flow problems.
For years Graphic has solved those problems by employing a variety
of capital-raising techniques. Never has supervoting preferred stock
been used as one of them. The only time that the use of supervoting
preferred was even considered was as an antitakeover defensive measure in 1985. What Graphic's counsel recommended in 1985 to avoid
a takeover is precisely what Graphic did in 1986: it created and
issued two series of supervoting preferred stock. The only difference
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is that the 1985 proposal contemplated creating fewer new votes.
Even so, in 1985 the defendants recognized and clearly understood
that the creation of the new preferred and its issuance to Yampol
would render a hostile takeover extremely difficult. Those same
defendants could hardly claim a different understanding of the antitakeover effect of an identical transaction, implemented only one
year later, that involved creating three times as many new votes.
Added to this are the circumstances of timing and sequence.
The supervoting preferred stock concept which was proposed in 1985
and thereafter shelved, was resurrected at a February 20, 1986
meeting between three Graphic directors and attorneys from Paul,
Weiss. The purpose of the meeting was to seek advice as to how
Graphic should respond to Lafer, Amster's signaled intent, made
clear in its amendment to its Schedule 13D, to seek control of the
Graphic board of directors. At that meeting defendant Beckman
requested a copy of the Paul, Weiss memorandum describing the
proposal, and he proceeded to discuss the concept with Paul, Weiss
during the next four days. By February 24, 1986, only four days
later, the Graphic board had committed itself to issue to Yampol
what became Class A Preferred.
If both Series of Preferred had been issued to Yampol, the strong
appearance of an entrenchment purpose would have been difficult
to deny. Although bringing in an outside purchaser for the Series
B Preferred would limit the amount of money that Yampol would
have to invest, it would also have the felicitous effect of avoiding
unsavory appearances.
Ten days after the board had committed to issue the Series A
Preferred, Yampol telephoned Attar, who, because of his earlier
discussion with Donald Carter, knew of the impending proxy contest.
(Indeed, Attar had steered Carter to Melvyn Weiss, with the intent
that Weiss would introduce Carter to Yampol.) Yampol told Attar
that Graphic had a real need for capital because the cost of the
proxy contest was extreme. Shortly thereafter, Attar flew to New
York to meet with Yampol. On the day of his arrival, Attar met
with Yampol and they agreed on the "broad terms" of Attar's
investment, which would include supervoting preferred stock. That
the proxy contest played more than a fortuitous role in Yampol's
dealings with Attar is further inferable from the fact that all of the
subsequent negotiations, document drafting, and meetings between
representatives of Attar and Graphic commenced immediately after
this Court had entered its March 12, 1986 consent Order directing
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the holding of a stockholders' meeting on May 12, 1986. The period
of negotiation and document preparation occupied no more than two
weeks, and the preferred stock was issued on March 25, 1986, i.e.,
in time to be eligible to be voted at the stockholders' meeting which
had a record date of April 15, 1986.
It is against the backdrop of these undisputed facts that the
defendants' quite different perspective on these events must be evaluated. For the reasons which follow, the defendants' position is legally
insufficient and, in any event, it is not adequately supported by the
record.
[12,13] As a legal matter, even if the defendants were found
not to have a subjectively intended to obstruct the plaintiffs' effort
to wage a proxy contest, it would make no difference in this case.
An inequitable purpose can be inferred where the directors' conduct
has the effect of being unnecessary under the circumstances, of
thwarting shareholder opposition, and of perpetuating management
in office. Lerman v. Diagnostic Data, Inc., supra, 421 A.2d at 912, 914.
For the reasons discussed in Part II, supra, the defendants' conduct
would have the effect of thwarting shareholder opposition and perpetuating management in office. 9 And clearly, what was done here
has not been shown to be necessary. Even if one accepts in its
entirety the defendants' position that they had no economic choice
but to issue the Preferred to Yampol, Battery, and Manor, no reason
has been shown why, at the very least, the transaction could not
have been made conditional upon the Preferred not being voted until
after the May 13, 1986 election of directors.
Moreover, as a factual matter, defendants' claim that they had
no other alternatives lacks adequate record support. To be sure,
affidavits of Graphic's directors and of certain officers (none of whom
can be considered disinterested) unanimously trumpet the defendants'
point of view. Unfortunately, those affidavits are long on conclusions,
short on specifics, and more notable for what they do not say than
for what they do say.
9. Defendants argue that Yampol's recently announced intent not to stand
for reelection negates any entrenchment motive. However, that development took
place after the issuance of the Preferred under challenge and it would appear to
be of minimal relevance. Yampol has a substantial economic interest in Graphic
and, therefore, has a continuing interest in how Graphic is managed. The remaining
directors, all allied with Yampol, are standing for reelection. Given his substantial
voting power, Yampol would be in a position (albeit behind the scenes) to continue
having significant influence.
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It is undisputed that during the period July 1, 1983 through
December 31, 1985 Graphic was able to raise over $163 million in
cash through a variety of sources, including conventional financing
and sales of cellular partnerships. What defendants are saying, in
essence, is that all of those financing doors were closed to Graphic
after 1985. However, it would appear from the affidavits of Louis
Haggis, and William Wheatley, Graphic's Assistant Treasurer and
President, respectively, that management's efforts to obtain conventional bank financing ceased after 1984. There is no record evidence
of any post-1984 specific effort to seek bank fimancing except for an
effort to negotiate a $5.5 million loan from Irving Trust Company
to the Boston cellular partnership (which would have then loaned
the money to Graphic). That opportunity was not pursued to a
conclusion because the consent of Graphic's 50% partner (Metromedia) was required. The affiants claim, without being more specific,
that Graphic ceased negotiations on the loan, because Metromedia,
as a condition to the consent, would have gained "a greater position
to control the partnership's construction and sales budget." The asset
is still available as a financing source; however, on February 7, 1986
(one week before Lafer, Amster amended its Schedule 13D), the
board voted to transfer that asset to Yampol as part of the settlement
of his claims under the 12.5% contract.
Perhaps the most fruitful avenue for raising capital was to sell
interests in one or more of Graphic's cellular phone partnerships.
Why that possibility was not vigorously pursued in this period is
not satisfactorily explained. According to Graphic's Director of Marketing, during the past several months, Graphic received offers for
certain properties, but such offers were "substantially below what
Graphic believed the fair value of the properties actually was."
(Sherwin Aff., 6). No details are offered to substantiate this subjective, conclusory statement. Clearly not all of Graphic's cellular
phone properties are unmarketable at a fair price. An internal Bear,
Stearns memorandum prepared in March, 1986 discloses that management has recently proposed to sell its cellular phone interests in
Indianapolis and Milwaukee.
The defendants' "no-other-option" scenario also founders on
the shoals of two other undisputed circumstances. Corporations needing to raise significant cash not uncommonly enlist the aid of an
investment banker. Graphic did not lack the opportunity to do so:
twice it considered engaging Drexel Burnham, and it did hire Bear,
Stearns in connection with the Preferred stock transaction. Yet Bear,
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Stearns was not requested to seek alternative sources of capital.
Defendants' failure to enlist the services of an investment banker for
the purpose is difficult to reconcile with a capital-raising motive.
Similarly inconsistent is the disparity between the magnitude of the
rights given up by Graphic in issuing the Preferred and the relatively
small amount of cash which Graphic received in turn. In creating
and issuing the Preferred, the defendants caused Graphic to sell the
right to one-third (1/3) of the aggregate voting power of the company,
plus a right to veto all merger and significant sales of assets, plus
warrants to purchase one million shares of common stock at $B.75
per share. For this Yampol, Battery, and Monar paid $15,250,000
plus $100 for the warrants. To purchase the equivalent voting power
a purchaser of common stock would have had to pay $155,000,000
at the current market prices.
IV.

CONCLUSION

For the foregoing reasons, a preliminary injunction restraining
the voting of the Series A and Series B Preferred stock pendente lite
will issue. Counsel are requested tosubmit an appropriate form of
order and to advise the Court concerning their positions as to an
injunction bond.

ROSEN v. JUNIPER PETROLEUM CORPORATION
No. 7016
Court of Chancery of the State of Delaware, New Castle
April 11, 1986
This is a decision on a motion for class certification by former
stockholders of defendant, Juniper Petroleum Corporation. Plaintiffs,
tendering stockholders, challenged a tender offer by defendant and
Damson Oil Corporation and the merger of Juniper into Damson
Acquisition Sub, Inc. As of October 1982, Damson owned 49.3%
of Juniper's outstanding common stock and four of the seven members of Juniper's board of directors were Damson nominees. A tender
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offer was commenced on November 1, 1982. All but 7% of outstanding Juniper stock had been tendered by December 17, 1982
when the offer expired. The non-tendering stockholders were subsequently cashed out through a short form merger.
Plaintiffs sought certification as representatives of a class which
included both tendering stockholders and merged out stockholders.
Defendants opposed the motion on the basis that the plaintiffs had
not satisfied the typicality requirement for class certification. Defendants argued that a major focus of Plaintiffs' claim was alleged misrepresentations and omissions contained in the Offer to Purchase
and Notice of Merger, and therefore plaintiffs were subject to a
unique defense and could not represent the class. Defendants also
objected to the composition of the proposed class including both
stockholders who had tendered and stockholders who were cashed
out. Defendants argue that plaintiffs' claims or interests are different
from and antagonistic to the claims of those stockholders who were
cashed out in the merger, that the tendering stockholders could not
have been coerced or misled by the Notice of Merger and the merged
out stockholders could not have been coerced or misled by the Offer
to Purchase.
The court, per Vice-Chancellor Berger, in granting the plaintiffs'
motion for class certification, held that, for purposes of the class
certification, the plaintiffs' allegations of faulty disclosure were made
in support of their breach of fiduciary duty claim and not as an
independent basis for relief and that plaintiffs satisfied the typicality
requirement of Rule 23 insofar as their reliance on the disclosure
was concerned. In holding that plaintiffs, as tendering stockholders,
may act as class representatives for a class which includes those
stockholders who were merged out as well as those who tendered,
the court noted that both groups of former stockholders alleged the
same injury as a result of the same course of conduct by the defendants.
1.

Corporations
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-

189(9), 189(12)

0C- 9

Plaintiffs, in seeking class certification as representatives of a
class consisting of all of a certain company's former stockholders, in
challenging a tender offer and merger, have the burden of establishing
that the requirements of Chancery Court Rule 23 have been satisfied.
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189(2), 189(9), 189(12)

Where plaintiffs who tendered their stock seek class certification
to represent all stockholders who both tendered their stock in the
tender offer as well as those who were cashed out, and where the
complaint attacks the entire course of conduct whereby a defendant
corporation's public stockholders were allegedly coerced into giving
up their holdings for inadequate consideration, the typicality requirement of Rule 23(a)(3) may be satisfied, even though plaintiff's
claims include alleged misrepresentations in the offer to purchase
and notice of merger.
3.

Corporations

0

189(9)

Plaintiffs, as tendering stockholders, may act as class representatives for a class which includes both stockholders who were merged
out as well as those who tendered, where both groups allege the
same injury as a result of the same course of conduct by defendants,
the acquiring and merged corporations.
Norman M. Monhait, Esquire, of Morris & Rosenthal, Wilmington,
Delaware, for plaintiff.
Martin P. Tully, Esquire, of Morris, Nichols, Arsht & Tunnell,
Wilmington, Delaware, for defendant Damson Oil Corporation. Robert K. Payson, Esquire, of Potter, Anderson & Corroon, Wilmington,
Delaware, for certain individual defendants.
BERGER,

Vice-Chancellor

Plaintiffs, former stockholders of defendant, Juniper Petroleum
Corporation ("Juniper"), filed this action challenging a tender offer
by defendant, Damson Oil Corporation ("Damson"), and the second
step merger of Juniper into Damson Acquisition Sub, Inc. ("DAS")
whereby Juniper's public stockholders were paid $10.00 in cash.
Pursuant to Chancery Court Rule 23, plaintiffs moved for certification
as representatives of a class consisting of all Juniper stockholders,
other than defendants and their affiliates, who tendered their stock
in the tender offer as well as those who were cashed out in the
merger. Plaintiffs took no action with respect to their motion for
class certification for more than one year and defendants, thereafter,
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filed a separate motion for denial of class certification. This is the
decision on the parties' motions.
The Second Amended Complaint (the "Complaint") alleges that
Damson controlled Juniper as of October, 1982, the time at which
Damson decided to acquire the entire equity interest in Juniper.
Damson owned approximately 49.3% of Juniper's outstanding common stock and four of the seven members of Juniper's board of
directors were Damson nominees. The "any and all" tender offer
was commenced on November 1, 1982 and, by the time it expired
on December 17, 1982, all but 7% of the outstanding Juniper stock
had been tendered. Consistent with Damson's stated intention to
acquire the entire equity interest in Juniper, on February 10, 1983
the non-tendering stockholders were cashed out at the tender offer
price through a short form merger under 8 Del. C. 253.
[1] In seeking class certification, plaintiffs have the burden of
establishing that they have satisfied the requirements of Rule 23.
Meeker v. Br'ant, Del. Ch., Civil Action No. 6245, Hartnett, V. C.
(November 30, 1981). Defendants apparently agree that plaintiffs
have made an adequate showing as to numerosity and the existence
of common questions of law or fact. However, they argue that
plaintiffs have not satisfied the typicality requirement [Rule 23(a)(3)]
because they are subject to a unique defense. In addition, defendants
object to the composition of the proposed class to the extent that it
includes the stockholders who were cashed out in the merger.
Defendants' typicality argument is based upon the settled principle that, if "a major focus of the litigation will be on an arguable
defense unique to the named plaintiff.

.

., then the named plaintiff

is not a proper class representative." Koos v. First National Bank, 496
F.2d 1162, 1164 (7th Cir. 1974). They identify the major focus of
plaintiffs' claim as being the alleged misrepresentations and omissions
contained in the Offer to Purchase and Notice of Merger. Based on
this premise and Mr. Rosen's deposition testimony, which at least
raises a question as to whether plaintiffs relied on the Officer to
Purchase, defendants argue that plaintiffs are subject to a unique
defense and cannot act as class representatives.
Plaintiffs take issue with defendants' characterization of both
their claim and Mr. Rosen's testimony as to reliance. In plaintiffs'
view, the Complaint attacks the entire course of conduct whereby
Juniper's public stockholders allegedly were coerced into giving up
their holdings for inadequate consideration. They point out that only
two paragraphs of the Complaint deal with alleged omissions or
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misrepresentations in the Offer to Purchase and the Notice of Merger.
The remaining substantive allegations deal with the manner in which
the entire transaction was formulated, the reasons why the tender
offer allegedly was coercive and the basis for plaintiffs' conclusion
that the price paid was inadequate. Plaintiffs also argue that Mr.
Rosen's deposition, fairly read, does not establish that he did not
rely on the Offer to Purchase in deciding to tender his shares.
[2] For purposes of deciding class certification, I am satisfied
that the alleged disclosure deficiencies are not so central to plaintiffs'
claim as to warrant the conclusion that their purported non-reliance
will become a major focus of the litigation. Plaintiffs say that their
claim is one for breach of the fiduciary duty of entire fairness and,
although I am not ruling on the adequacy of their claim, Field v.
Allyn, Del. Ch., Civil Action No. 5951, Brown, V.C. (April 21,
1981), the complaint does purport to challenge the tender offer and
merger on grounds which go beyond the allegedly inadequate disclosures. Where, as here, the disclosure allegations are in support
of a breach of fiduciary duty claim and are not raised as an independent basis for relief, reliance is not material. Singer v. The Magnavox
Company, Del. Ch., Civil Action No. 4929, Brown, V.C. (December
14, 1978); see also, Greenfield v. Flying Diamond Oil Corp., [1981 Transfer
Binder] Fed. Sec. L. Rep. (CCH) 97,942, (S.D.N.Y. 1981). Thus,
I find that plaintiffs have satisfied the requirement of Rule 23(a)(3)
insofar as their reliance on the disclosures is concerned.
The remaining question is whether plaintiffs, as tendering stockholders, may act as class representatives for a class which includes
those stockholders who were merged out as well as those who tendered. Defendants argue that plaintiffs' claims or interests are different
from and antagonistic to the claims of those stockholders who were
cashed out in the merger. Specifically, they say that the tendering
stockholders could not possibly have been coerced or misled by the
Notice of Merger and the merged out stockholders could not have
been coerced or misled by the Offer to Purchase. In advancing this
argument, however, defendants implicitly isolate the tender offer
from the merger. Plaintiffs' claim, as noted earlier, is premised on
the theory that the tender offer and merger were parts of a unitary
transaction wrongfully forced on the public stockholders. Under plaintiffs' theory, whether the stockholders tendered or waited to be merged
out is of minor consequence because, in either event, they were
unfairly forced to relinquish their shares at an inadequate price. Both
groups of former stockholders suffered the same purported injury
(they received $10 per share) as a result of the same course of conduct
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(the alleged unfair dealing). See, Dura-Bilt Corp. v. Chase Manhattan
Corp., 89 F.R.D. 87 (S.D.N.Y. 1981).
The cases relied upon by defendants are distinguishable. In Field
v. Allyn, supra, plaintiff had tendered a portion of his shares after
he had retained counsel to file the action and, as a result, was in
a different position from other stockholders who tendered without
the benefit of legal advice. In Shapiro v. Pabst Brewing Company, et
al., Del. Ch., Civil Action No. 7339, Berger, V.C. (July 30, 1985),
plaintiff was cashed out in the merger and attempted to represent
the tendering stockholders as well as those who held their stock until
the merger. His claim was held to be atypical of the claims of the
tendering stockholders because the merger claim was dismissed on
the ground that appraisal was plaintiff's exclusive remedy. The federal
decisions cited by defendants are inapposite because they were disclosure claims and the classes as to which certification was sought
included stockholders who acquired their shares before and after the
record date, Weisfeld v. Spartans Industries, Inc., 58 F.R.D. 570
(S.D.N.Y. 1972), or stockholders who tendered their shares as well
as those who did not, Petersen v. Federated Development Co., 387 F.
Supp. 355 (S.D.N.Y. 1974).
[3] I conclude that plaintiffs are adequate representatives of
the class of tendering stockholders and merged out stockholders. The
unfair dealing, if any, affected both groups in substantially the same
way and their interests do not appear to be antagonistic. Accordingly,
plaintiffs' motion for class certification is granted and defendants'
motion for denial of class certification is denied. IT IS SO ORDERED.

SOMMER v. McELROY
No. 8402
Court of Chancery of the State of Delaware, New Castle
March 18, 1986
Plaintiffs, four former stockholders of Shell Oil Company, who
sought an appraisal of their shares of stock, brought suit against
defendants James H. McElroy and Shell Oil Shareholders Committee,
Inc. to enjoin the distribution of a letter which defendant McElroy

DELAWARE JOURNAL OF CORPORATION LAW

[Vol. 12

intended to send to all former stockholders of Shell Oil regarding
the appraisal action. The letter encouraged the former stockholders
to seek a statutory appraisal of the value of their shares instead of
accepting a tender offer by Shell in settlement of a prior action.
Defendant thereby stood to gain a percentage of moneys realized by
them if the stockholders ultimately received more money.
The court of chancery, per Vice-Chancellor Hartnett, held that
McElroy must be preliminary enjoined to a limited extent from
distributing an obviously misleading letter pending further order of
the court unless (1) the communication is not objected to by all the
attorneys who have appeared in the appraisal action after a review
of it, or (2) the communication has clearly included with it at its
beginning a disclaimer as approved by the court after opportunity
to be heard, or (3) the communication also includes a clear, legible,
full-sized actual copy of the court's opinion.
The court also held that if defendant was not authorized to use
the assets of the corporation due to resigning, plaintiffs should take
prompt action to prevent that use.
1.

C

Corporations

182.4(6)

A stockholder must comply with the technical prerequisites of
Delaware law so as to be entitled to an appraisal.
2.

182.4(6)

C;

Corporations

The value of shares of stock as ultimately determined by the
court will be based on all relevant evidence introduced at trial and
not based upon a prior stated work.
3.

Constitutional Law

0

90.1(5), 90.2

A letter that is misleading and unfair, and likely to cause unsophisticated stockholders to make business decisions on erroneous
assumptions, is not protected from judicial restraint under the United
States Constitution or the Delaware Constitution.
4.

Injunction

0

148(1), 150

Bond posted by plaintiffs in connection with a temporary restraining order may be continued as bond for the preliminary injunction.
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Clark W. Furlow, Esquire, Anne B. Horgan, Esquire, of Lassen,
Smith, Katzenstein & Furlow, Wilmington, Delaware, for plaintiffs.
Mr. James H. McElroy, pro se, for defendant.
HARTNETr,

Vice-Chancellor

Plaintiffs, who are four of the former stockholders of Shell Oil
Company that have sought an appraisal of their shares of stock in
the pending In the Matter of the Appraisal of Shell Oil Company, Del.
Ch., C.A. No. 8080-N.C., brought this suit seeking an injunction
against defendants James H. McElroy and Shell Oil Shareholders
Committee [sic]. Plaintiffs seek to enjoin the distribution of a letter
which Mr. McElroy proposes to send to all former stockholders of
Shell Oil whose names appear on the verified list of stockholders
entitled to an appraisal as filed by Shell Oil in the appraisal action.
I find that Mr. McElroy must be preliminarily enjoined to a
limited extent from distributing an obviously misleading letter.
I
Shell Oil Shareholders Committee, Inc., a Delaware non-profit
membership corporation, was apparently formed by Mr. McElroy
to encourage the former stockholders of Shell Oil to seek a statutory
appraisal of the value of their shares instead of accepting the tender
offer of $58 per share or the $60 per share offered by Shell in
settlement of a prior action commenced to thwart the tender offer.
See Selfe v. Joseph, Del. Supr., 501 A.2d 409 (1985).
Although Shell Oil Shareholders Committee, Inc. is purportedly
a non-profit corporation, Mr. McElroy indicated at the hearing that
he expects to be well compensated for his efforts in forming the
corporation and advising the Shell stockholders as to what legal
actions they should take. He is not a lawyer.
Two of the plaintiffs in this present suit are two of the three
directors of Shell Oil Shareholders Committee, Inc. and they have
repudiated Mr. McElroy's actions and directed him not to send the
proposed letter. They also alleged that Mr. McElroy resigned his
position with the corporation and that the resignation has been
accepted.
The status of the appraisal action is that it was commenced by
three separate petitions demanding an appraisal on July 9, 1985,
October 4, 1985, and October 7, 1985. The actions were consolidated
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on January 26, 1986, under the caption: In the Matter of the Appraisal
of SHELL OIL COMPANY.
Answers have been filed and the attorneys for the petitioners
and for the defendants are in the process of obtaining court approval
for an order setting forth an Entitlement Procedure which will set
forth the steps to be taken to determine which stockholders who have
sought an appraisal are entitled to it. When the form of the order
is resolved, a notice will be sent by the court to all the former
stockholders of Shell Oil who have indicated they seek an appraisal
of their shares.
Neither the Shell Oil Shareholders Committee, Inc. nor Mr.
McElroy are stockholders or former stockholders of Shell Oil.
The Court in Joseph v. Shell, Del. Ch., C.A. #7450-NC Consolidated, Hartnett, V.C. (May 19, 1985), aff'd., Selfe v. Joseph, Del.
Supr., 501 A.2d 409 (1985), criticized a prior letter Mr. McElroy
sent to the stockholders of Shell Oil as follows:
"The Shell Shareholders Committee's letter of February
20, 1985, contains numerous misstatements of fact and is
misleading in several respects. It is difficult to imagine how
an unsophisticated shareholder can be helped to make a
business decision whether to accept the settlement offer or
to seek an appraisal by the type of statements made by the
Committee to the shareholders."
Mr. McElroy concedes that he has sought and received contributions to the Shell Oil Shareholders Committee, Inc. from stockholders of Shell Oil. He has also circulated membership agreements
whereby the members agree to pay to the corporation a percentage
of all moneys realized by them on their Shell stock holdings if they
ultimately receive more for their shares than was offered by Shell
in the tender offer. He thus stands to gain if stockholders of Shell
are persuaded to seek and perfect an appraisal and if the appraisal
proceeding results in an award to the stockholders greater than offered
in the tender offer.
II
[1] The letter which Mr. McElroy proposes to send although
not authorized by the directors of Shell Oil Shareholders Committee,
Inc., contains a number of statements which might mislead a former
stockholder of Shell Oil. Some of them are:
1. The letter indicates that all the former stockholders on the
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verified list are entitled to an appraisal. It states: "So far you have
done everything you are supposed to do to participate in the appraisal." Whether a stockholder has complied with the technical
prerequisites of Delaware law so as to be entitled to an appraisal,
however, has not yet been resolved by the court and will not be
done until after the Entitlement Procedure Notice is sent and a
hearing held on any disputed requests. Some former stockholders
may find that they have not fully complied with the requirements
of the appraisal statute and, therefore, are not entitled to an appraisal
and are, therefore, only entitled to the merger price of $58 without
interest.
2. Mr. McElroy's letter also makes a prediction that the appraisal action will now take 1 to 2 years (instead of an earlier
prediction of a much shorter period). No one can predict with any
certainty how long the very complex appraisal action will take. My
guess would be 2 to 3 years in this Court and then another year
on appeal, but that is only a guess.
3. Mr. McElroy's letter states that fair interest will be paid and
that it "would be in the neighborhood of ten percent or more."
Under Delaware law an award of interest is discretionary. 8 Del. C.
§ 262(h). It is also impossible for anyone to predict, at this juncture,
the rate of interest, if any.
4. Mr. McElroy's letter also states "Consequently if for example
the Delaware courts found Shell's shares were worth $75 (the minimum value Shell's Board said they were worth), and if the appraisal
took two years you could expect a cash payment in the neighborhood
of $90 per share . . ."
[2] This is an inaccurate statement because the value of the
shares as ultimately determined by the court will be based on all
the relevant evidence introduced at the trial and will not be based
on what Shell's Board said they were worth nor will a stockholder
necessarily receive $90 per share.
There are also other statements contained in the proposed letter
which are inaccurate.
IV
[3] Mr. McElroy appeared at the hearing on March 6, 1986
and stated his reasons for desiring to send out the letter and asserted
a freedom of speech right to send it.
It is clear that the letter is not protected from judicial restraint
under the U.S. Constitution or the Delaware Constitution. Gimbel
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v. Pitlan, 124 U.S. 131 (1888); Parker v. Columbia Broadcasting System,
Inc., 320 F.2d'937 (2nd Cir. 1963); Times Film Corp. v. City of Chicago,
365 U.S. 43 (1961); Virginia State Board of Pharmacy v. Virginia Citizens
Counsel, 425 U.S. 748 (1976); Gulf Oil Co. v. Bernard, 452 U.S. 99
(1981); Kleiner v. First National Bank, 751 F.2d 1193 (11th Cir. 1985);
In re Halkin, 598 F.2d 176 (D.C. Cir. 1979).
Having said this, however, I am reluctant to deny Mr. McElroy
the opportunity to communicate with the former stockholders of Shell
Oil, despite that I believe that his proposed communication is both
misleading and unfair and is likely to cause unsophisticated stockholders to make business decisions on erroneous assumptions.
I will therefore enter a preliminary injunction restraining Mr.
McElroy, until further order of this Court: From sending any communication to the former stockholders of Shell Oil:
(1) Unless the communication is not objected to by all the
attorneys who have appeared in the appraisal action after a review
of it, or
(2) Unless the communication has clearly included with it at its
beginning a disclaimer as approved by the Court after opportunity
to be heard, or
(3) Unless the communication also includes a clear, legible, fullsized, actual copy of this opinion.
[4] The bond posted by plaintiffs in connection with the temporary restraining order is continued as the bond for the preliminary
injunction.
IT IS SO ORDERED.
V
The present relationship of Mr. McElroy to Shell Oil Shareholders Committee, Inc. is also troublesome. Two of the present
plaintiffs are a majority of the directors of the corporation. They
assert that Mr. McElroy has resigned as Executive Secretary. If that
is so he has no right to purport to act on behalf of the corporation
nor to have access to its offices, records, or bank accounts.
The director-plaintiffs have not sought an order to prevent this
occurring and merely indicate that they intend to resign at some
future date. I doubt if merely resigning at some future date will
fulfill their fiduciary duties to the members of the corporation.
If they have reason to believe that Mr. McElroy does not have
authority to use the assets of the corporation they should take prompt
action to prevent that use.
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STEINBERG v. PRUDENTIAL-BACHE SECURITIES, INC.
No. 8173
Court of Chancery of the State of Delaware, New Castle
April 30, 1986
Plaintiff brought a class action against defendants PrudentialBache Securities, Inc. and George L. Ball, Chief Executive Officer
and a Director of Prudential-Bache seeking damages and injunctive
relief. Plaintiff, as a customer of defendant, alleged defendant had
violated contractual and fiduciary duties owed to its customers by
wrongfully delaying customers' receipt of funds so that defendant
would enjoy their use on an interest-free basis.
Defendants moved to dismiss the complaint for lack of subject
matter jurisdiction over the controversy and for lack of personal
jurisdiction over defendant Ball. In the alternative defendants moved
for an order compelling arbitration. Plaintiff opposed dismissal and
moved for an order staying arbitration.
The court of chancery, per Vice-Chancellor Jacobs, (1) denied
defendants' motion to dismiss for lack of subject matter jurisdiction
because plaintiffs request for injunctive relief was necessary and
significant in remedying the wrong complained of and that claim
conferred subject matter jurisdiction upon the court, (2) granted
defendants' motion to dismiss the action against George L. Ball as
plaintiffs claim was asserted on behalf of those outside the internal
corporate family and was grounded in New York, not Delaware law
dearly falling outside the scope of Del. Code Ann. tit. 10, § 3114,
and providing no basis of jurisdiction over Mr. Ball, (3) granted
defendants' motion to compel arbitration in accordance with an
arbitration agreement previously entered into by the parties, and (4)
denied plaintiff's motion to stay arbitration.
1.

Courts 0

85(2)

Delaware Chancery Court Rule 23 is procedural not jurisdictional.
2.

Courts

C=- 85(2)

Delaware Chancery Court Rule 23 does not independently confer
jurisdiction upon the court of chancery over a claim that would
otherwise be brought at law.
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44, 46

A claim for breach of fiduciary duty owed by a majority shareholder to the minority stockholders of a Delaware corporation within
the context of a "cash out" merger falls within equity's exclusive
jurisdiction as a form of fraud which is beyond the reach of the
courts of law.
4.

Equity

0---

44, 46

A claim for breach of fiduciary duty arising out of a contractual,
commercial broker-customer relationship asserted on behalf of third
parties in a class action is merely one for damages arising out of
an arm's-length commercial transaction and is recognized as not
exclusively the subject of equity jurisdiction.
5.

Equity

0-

43, 46

Where plaintiff's request for injunctive relief in a class action
would be necessary and significant independent of any damages
awarded in remedying the wrong of which he complains, that claim
confers subject matter jurisdiction upon the court of chancery.
6.

Courts

0==

12(2)

Section 3114 has a narrow scope reaching only suits brought
against a non-resident director of a Delaware corporation for acts
performed in his capacity as a director involving alleged violations
of fiduciary duties owed by the director under Delaware law to the
corporation and/or its shareholders. DEL. CODE ANN. tit. 10, § 3114
(1984).
7.

Courts

0

5

Section 3114 does not apply to tort and contract claims asserted
on behalf of parties other than Delaware corporations or its shareholders, nor does it apply to claims that are not inextricably bound
in Delaware law. DEL. CODE ANN. tit.10, § 3114 (1984).
8.

Courts

C---

15

Where plaintiff does not sue for breach of a duty owed to a
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Delaware corporation or its shareholders,'and the duty to be enforced
does not arise under Delaware law, it falls outside the scope of section
3114 and does not provide a basis of personal jurisdiction over the
director. DEL. CODE ANN. tit. 10,§ 3114 (1984).
9.

Arbitration

0

1.2

The strong policy favoring arbitration requires that an arbitration
agreement previously entered into by the parties be enforced outweighing the policy underlying plaintiff's maintenance of a class
action suit.
10.

Arbitration

C-

3.3

While federal law controls the validity of arbitration clauses that
are part of contracts evidencing a transaction involving commerce,
state statutes which provide for the enforcement of contracts to
arbitrate are not invalid when they are consistent with the Federal
Arbitration Act.
11.

Arbitration C--

23.5

Where Delaware and New York law would compel enforcement
of an arbitration clause contained in plaintiff's agreement with defendant, plaintiff's motion to stay arbitration was without basis.
12.

Arbitration

0

6.5, 7.1

Where an agreement between the parties provides for arbitration
under specific and well established rules and does not provide for
class arbitration, accepting plaintiff's suggestion that arbitration be
compelled on a class-wide basis would amount to a rewriting of the
contract between the parties.
John C. Phillips, Jr., Esquire, of Wilmington, Delaware; and Richard
D. Greenfield, Esquire, C. Oliver Burt, III, Esquire, Maura A.
Johnston, Esquire, and Alfreda L. Verratti, Esquire, of Greenfield
& Chimmicles, Haverford, Pennsylvania, for plaintiff.
R. Franklin Balotti, Esquire, William W. Bowser, Esquire, of Richards, Layton & Finger, Wilmington, Delaware; and Theodore A.
Levine, Esquire, Robert B. McCaw, Esquire, and Sarah H. Korn,
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Esquire, of Wilmer, Cutler & Pickering, Washington, D.C., for
defendants.
JACOBS,

Vice-Chancellor

In this class action for damages and injunctive relief, the plaintiff,
who is a customer of the defendant Prudential-Bache Securities, Inc.
("Prudential-Bache"), of which co-defendant, George L. Ball, ("Ball")
is Chief Executive Officer and a Director, claims that PrudentialBache violated contractual and fiduciary duties owed to its customers
by improperly using its customers' funds. The plaintiff claims that
Prudential-Bache had a policy of issuing checks to its customers
drawn on banks distant from the branch office where the customers
maintained their brokerage accounts. The result was wrongfully to
delay the customers' receipt of such funds so that Prudential-Bache
would enjoy their use on an interest-free basis.
The defendants have moved to dismiss the complaint on the
grounds that this Court lacks both subject matter jurisdiction over
the controversy and, in addition, lacks personal jurisdiction over
defendant Ball. In the alternative, the defendants move for an order
compelling arbitration of the controversy, on the basis that the
controversy has been expressly made the subject of arbitration by
virtue of the Client's Agreement which governs the parties' brokercustomer relationship. The plaintiff opposes the dismissal motion
and, further, has moved for an order staying any arbitration. This
is the decision of the Court on all of the above-described motions.
I.
A.

The Defendants' Motion to Dismiss

For Lack of Subject Matter Jurisdiction

In support of their attack upon this Court's subject matter
jurisdiction, the defendants argue that the Court of Chancery does
not have jurisdiction over actions for which an adequate remedy
exists at law (10 Del. C. § 342) and that in testing the jurisdictional
sufficiency of a complaint, its allegations must be examined in light
of what the plaintiff actually seeks, and not what is pleaded. ChateauApartments Co. v. City of Wilmington, Del. Ch., 391 A.2d 205, 207
(1978). Applying those precepts to this case, the defendants argue
that the plaintiff's claim is essentially one for money damages, adequately remediable at law, because it amounts to a claim for wrongful
delay in payment of funds owed to plaintiff and the class. Wilmington
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Trust Co. v. Schneider, Del. Supr., 320 A.2d 709, 710-711(1974).
While conceding that his action includes a claim for damages,
the plaintiff responds by arguing that his complaint, nonetheless,
properly invokes the equity jurisdiction of this Court, for three
reasons. First, the complaint asserts a class action claim which, in
Delaware, is cognizable only in this Court, because the Superior
Court has not adopted Rule 23 or its equivalent. Second, it asserts
a claim for breach of fiduciary duty which is cognizable in equity
under Harman v. Alasoneilan International, Inc., Del. Supr., 442 A.2d
487 (1982). Third, the complaint seeks injunctive relief, a remedy
clearly equitable in nature.
[1,2] Plaintiffs first jurisdictional argument lacks merit. Chancery Rule 23 is procedural, not jurisdictional. The Rule does not
independently confer jurisdiction upon this Court over a claim that
would otherwise be brought at law. Wilmington Trust Co. v. Schneider,
supra.1
[3,4] Plaintiffs second argument - that the complaint alleges
a claim for breach of a fiduciary duty that is cognizable in equity
- rests upon Harman v. Masoneilan, supra. However, the claim involved in Harman was quite different from that asserted here. In
Harman the Supreme Court ruled that a claim for breach of fiduciary
duty owed by a majority shareholder to the minority stockholders
of a Delaware corporation within the context of a "cash out" merger,
fell within equity's exclusive jurisdiction, as being a "form of fraud
which is 'beyond the reach of the courts of law"' (442 A.2d at 500).
The claim here, however, is asserted on behalf of third parties, i.e.,
Prudential-Bache's customers, not on behalf of its corporate shareholders. And the fiduciary duty alleged here arises out of a contractual, commercial broker-customer relationship and not (as in
Hannan) a corporate director-stockholder relationship. 2 To that extent,
at least, plaintiff's claim is merely one for damages "arising out of

1. There is some indication that the unavailability of a class action remedy
may be a relevant factor in assessing the adequacy of available legal remedies. &e,
Harman v. Masoneilan Intekmaiona, Inc., 442 A.2d at 500. However, it is unnecessary
to plumb the dimensions of that suggestion in the present case, because, as discussed
infra, equity jurisdiction can be predicated on an independent ground.
2. Indeed the complaint alleges that the defendants' acts constituted a breach
of Prudential-Bache's "cdntracts vAth plaintiff and the class" and its "contractual
business relationship with its customers" (Complaint, 122, 23).
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an arm's length commercial transaction" which Harman specifically
recognizes as not being exclusively the subject of equity jurisdiction.
Harman, supra, 442 A.2d at 500, n. 24.
Plaintiff does not dispute the forgoing propositions. 'Rather, he
contends that the complaint asserts equitable claims for breach of
fiduciary duty that arise independent of the Client's Agreement and
that independently support equity jurisdiction. Relying on Gilman v.
Merrill Lynch, Pierce, Fenner and Smith, Inc., N. Y. Supr. Ct., 404
N.Y.S.2d 258, 260 (1978), the plaintiff reasons that under New York
law (which the parties agree governs the claims asserted here), the
relationship between a stockbroker and its customer is one of principal
and agent, and once a broker receives a customer's funds (as Prudential-Bache did here), it becomes a fiduciary with respect to those
funds, and may not consciously use them for its benefit and to its
client's detriment. Gilman, supra, 404 N.Y.S. at 262. A claim for
breach of such a fiduciary duty, plaintiff argues, is cognizable in
equity because it was not cognizable at law.
[5] Plaintiff's argument raises a novel question which is not
easily resolved on the present record. Although plaintiff couches his
position in "breach of fiduciary duty" terms, the duty derives from
a principal - agent relationship. If followed to its logical conclusion,

plaintiffs argument would confer equity jurisdiction over every claim
by a principal for improper acts by his agent - a proposition which
the plaintiff neither addresses nor offers supporting authority. An
issue of such importance would merit more intensive exploration.

Because the jurisdictional question can be decided on other grounds,
I decline to rule upon the plaintiff's second jurisdictional theory.
Plaintiff's third jurisdictional argument - that he also seeks injunctive relief - is, in my opinion, dispositive. Plaintiff's response,
i.e., that damages would provide an adequate remedy, is unsupported
factually and legally. While damages might compensate the plaintiff
for any losses incurred up to the present, it would not be adequate,
because the defendants' allegedly wrongful practice of delaying payment to its customers is ongoing and, unless enjoined, would continue
into the future. Moreover, the cases relied upon by the defendants
3
do not support their position.

3. In Chateau Apartments Co. v. City of Wilmington, supra, the plaintiff had
conceded that an injunction would not be necessary to protect its position. That
concession eliminated the injunction claim from the case. In Delaware Bankers Association v. Division of Revenue, Del. Ch. 298 A.2d 352 (1972), no injunctive relief
was required because there existed an adequate administrative remedy that would
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Because the plaintiff has requested injunctive relief, and because
such relief would be necessary and significant, independent of any
damages awarded, in remedying the wrongdoing of which the plaintiff
complains, that claim confers subject matter jurisdiction upon this
Court.
B.

For Lack of PersonalJurisdiction over Defendant George Ball

Defendants also urge the dismissal of this action for lack of
personal jurisdiction over defendant George Ball. Although the plaintiff initially attempted service of process over Mr. Ball pursuant both
to 10 Del. C. § 3104 and 10 Del. C. § 3114, the plaintiff now relies
solely upon 10 Del. C. 3114 as his basis for personal jurisdiction. It
therefore becomes unnecessary to address the applicability of § 3104.
Section 3114 provides that a nonresident who accepts a directorship in a Delaware corporation impliedly consents to the exercise
of jurisdiction over him by a Delaware court in actions "in which
such director is a necessary or proper party, or... for violation of
his duty in such capacity. ...

"

[6,7] Section 3114 has a narrow scope: it reaches only lawsuits
brought against a nonresident director of a Delaware corporation for
acts performed in the defendant's capacity as a director, involving
alleged violations of fiduciary duties owed by the director under
Delaware law to the corporation and/or its shareholders. Pestolite,
Inc. v. Cordura Corp., Del. Super., 449 A.2d 263 (1982); Hana Ranch,
Inc. v. Lent, Del. Ch., 424 A.2d 28 (1980); see, Armstrong v. Pomerance,
Del. Supr., 423 A.2d 174 (1980). The statute does not apply to tort
and contract claims asserted on behalf of parties other than the
Delaware corporation or its stockholders, nor does it apply to claims
that are not "inextricably bound in Delaware law." Pestolite, Inc. v.
Cordura Corp., supra, 449 A.2d at 266, 267, quoting Armstrong v.
Ponerance, supra, 423 A.2d at 176.

[8] On all of these counts, the plaintiff's attempt to apply
§ 3114 to defendant Ball must fail. The plaintiff is not suing Mr.
Ball for breach of a duty owed to a Delaware corporation or to its

protect the plaintiff's legal rights. No such administrative remedy is available here.
And in Campbell v. Carper, Del. Ch., C. A. 5908, Marvel, C. (January 9, 1980)
the injunctive relief sought would have required the payment of money in the form
of pension benefits, which amounted, in essence, to a claim for damages couched
in injunctive terms.

DELAWARE JOURNAL OF CORPORATION

LAW

[Vol. 12

stockholders. Nor does the duty that is sought to be enforced arise
under Delaware law. The claim here is asserted on behalf of strangers
to the internal corporate family - Prudential-Bache's brokerage
customers. And that claim is grounded in New York, not Delaware,
law. Since this case clearly falls outside the scope of § 3114, no basis
exists for any assertion by this Court of personal jurisdiction over
Mr. Ball.
II.

The Motions to Compel and to Stay Arbitration.

The defendants alternatively contend that
that it has subject matter jurisdiction, it should
troversy by compelling the parties to arbitrate
paragraph 14 of the Client's Agreement, which

if this Court finds
dispose of the conin accordance with
provides:

"This contract shall be governed by the laws of the
State of New York, and shall inure to the benefit of your
successors and assigns, and shall be binding on the undersigned, his heirs, executors, administrators and assigns.
Any controversy arising out of or relating to my account,
to transactions with or for me or to this Agreement or the
breach thereof, and whether executed or to be executed
within or outside of the United States, except for any
controversy rising out of or relating to transactions in commodities or contracts related thereto executed on or subject
to the rules of a contract market designated as such under
the Commodity Exchange Act, as amended, shall be settled
by arbitration in accordance with the rules then obtaining
of either the American Arbitration Association or the Board
of Governors of the New York Stock Exchange as I may
elect. If I do not make such election by registered mail
addressed to you at your main office within five (5) days
after demand by you that I make such election, then you
may make such election. Notice preliminary to, in conjunction with, or incident to such arbitration proceeding,
may be sent to me by mail and personal service is hereby
waived. Judgment upon any award rendered by the arbitrators may be entered in any court having jurisdiction
thereof, without notice to me."
For the reasons which follow, the defendants' position is wellfounded, and arbitration will be compelled in accordance with paragraph 14.
[9] This case is controlled by Leason v. Merrill Lynch, Pierce,
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Fenner and Smith, Inc., Del. Oh., C. A. No. 6914, Walsh, V. C.
(August 16, 1984), which involved circumstances virtually identical
to the case at bar. In Leason the plaintiff, who held a margin account
with a brokerage firm, filed a class action against the brokerage firm
for injunctive relief and an accounting. There, as here, the plaintiff
claimed that the brokerage firm breached its fiduciary duty by issuing
checks to its customers drawn on remote banks in order to gain the
benefit of the float period and by failing to pay dividends and interest
to its customers until the end of each month. There, as here, the
plaintiff and the brokerage firm entered into a virtually identical
agreement which provided that "any controversy between us arising
out of your business or this agreement, shall be submitted to arbitration. . .

."

In a well-reasoned opinion, then Vice Chancellor

(now Justice) Walsh ruled that the strong policy favoring arbitration
required that the arbitration agreement be enforced and that the
policies underlying the maintenance of a class action were outweighed
4
by the policies favoring arbitration.
The plaintiff makes no effort to distinguish Leason factually.
Instead, the plaintiff argues that Leason should not be followed,
because the Vice Chancellor failed to employ the analysis required
by Southland Corp. v. Keating, 465 U.S. 1 (1984), wherein the United
States Supreme Court determined that federal law controls the validity
of arbitration clauses that are part of contracts evidencing a transaction involving commerce. Plaintiff argues that since federal law
controls, Leason should not be regarded as precedent, because it was
decided on state law grounds and because a proper application of
federal law would compel this Court to conclude (contrary to the
result reached in Leason) that the public policy underlying class actions
outweighs the policy underlying enforcement of arbitration clauses.
[10] Plaintiff's argument lacks merit. In Southland, the Supreme
Court held that Section 2 of the Federal Arbitration Act (9 U.S.C.
§ 2) and the Supremacy Clause of the United States Constitution
invalidated a California statute that, by its terms, automatically
voided arbitration clauses contained in contracts that were governed
by the California Franchise Investment law. The Supreme Court
held that the substantive law created by the Federal Arbitration Act
was applicable in both federal and state courts. However, nothing

4. The identical result was reached under New York law in Harrisv. Shearson

Hayden Stone, Inc., N. Y. App. Div., 441 N.Y.S.2d 70, af'd., N.Y. Ct. App., 435
N.E.2d 1097 (1982).
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in the Southland decision purported to invalidate state statutes, such
as those of Delaware and New York, that are consistent with the
Federal Arbitration Act, i.e., statutes that provide for the enforcement
of contracts to arbitrate. 10 Del. C. § § 5701, 5703(a)(1975); N. Y.
Civ. Prac. Law § 7503(a) (McKinney 1980). Harrisand Leason remain
controlling precedent under Southland, precisely because they are
consistent with the strong federal policy in support of arbitration.
See, e.g., Mitsubishi Motors Corp. v. Solder, Chrysler-Plymouth, Inc.,
-

U.S.

-,

105 S. Ct. 3346 (1985).

Moreover, even if the plaintiff's interpretation of Southland were
correct (which it is not), the plaintiff is unable to cite any authority
that would give the policies underlying class actions preference over
the policies underlying arbitration. Federal courts which have addressed the issue have established the primacy of policies supporting
arbitration over those favoring class actions. Coleman v. National MovieDine, Inc., 449 F. Supp. 945 (E.D. Pa. 1978); Chandler v. Drexel
Durnham Lambert, Inc., C.A. No. C-85-1585A (N.D. Ga., October
28, 1985). Plaintiff's argument that the application of federal law
would compel a result different from that reached in Leason and
Harris, finds no support in federal case law.
[11] Since both Delaware and New York law would compel
enforcement of the arbitration clause contained in the Client's Agreement, the plaintiffs' motion to stay arbitration is without basis.
[12] Finally, the plaintiff suggests that if arbitration is ordered,
it should be on a class-wide basis. Plaintiff offers no New York or
Delaware authority for that proposition. 5 Absent such authority, to
accept the plaintiff's suggestion would amount to rewriting the contract between the plaintiff and Prudential-Bache. That contract
provides for arbitration under specific and well-established rules that,
insofar as this record shows, do not provide for class arbitration.

To summarize the rulings made herein (1) the defendants' motion to dismiss for lack of subject matter jurisdiction is denied; (2)
the defendants' motion to dismiss for lack of personal jurisdiction

5. In the Southland case, the California Supreme Court concluded that under

California law, a California court would have the power to superimpose class action

procedures on a contract arbitration. 645 P.2d 1192, 1209. However, the United

States Supreme Court remanded the case for a determination of whether such an

approach is permissible under the Federal Arbitration Act.
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as to defendant Ball is granted; (3) the defendants' motion for an
order compelling arbitration is granted; and (4) the plaintiff's motion
for a stay of arbitration is denied.
IT IS SO ORDERED.

TOMCZAK v. MORTON THIOKOL, INC.
No. 7861
Court of Chancery of the State of Delaware, New Castle
May 7, 1986
Defendants, Morton Thiokol, Inc., and members of its board of
directors, moved to dismiss a stockholders derivative action brought
by the plaintiffs challenging a decision by Morton Thiokol, Inc. to
sell some of its assets to Dow Chemical Company (co-defendants).
Defendants asserted that plaintiffs' action should be dismissed since
they failed to make a pre-suit demand on the board of Morton
Thiokol, Inc.
The court of chancery, per Vice-Chancellor Hartnett, denied
defendants' motion to dismiss because the allegations brought out
in plaintiff's amended complaint raised reasonable doubt whether
the directors' actions and decisions regarding the sale of assets were
a product of a valid business judgment. Therefore, plaintiffs were
excused from making a pre-suit demand on the directors for redress.
1.

Corporations

0-

211(5)

In determining whether a motion to dismiss for failure to make
a pre-suit demand is excused, the court must look solely to the
allegations of the complaint and not to extrinsic facts advanced by
either party.
2.

Corporations

C---

206(4)

A pre-suit demand will be excused if there is a reasonable doubt
that the directors are disinterested and independent or the challenged
transaction was otherwise the product of a valid business judgment.
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310(2), 320(11)

A decision by the board of directors to approve the sale of one
of the corporation's divisions raises reasonable doubt as to its valid
exercise of business judgment when outside directors are not aware
of the proposed transaction; when the proposal is immediately approved despite no need for an immediate decision; when the board
fails to inquire about the valuations of stock for sale; and when
opportunities to obtain a higher price for the stock are ignored.
4.

Corporations

0= 310(1), 320(11)

The board's violation of a fiduciary duty will preclude the
protection from judicial scrutiny afforded by the business judgment
rule.
5.

Corporations

0== 206(4)

A pre-suit demand for redress on directors will be excused if
the allegations support a claim of a violation of a fiduciary duty by
the directors.
Joseph A. Rosenthal, Esquire, of Morris & Rosenthal, Wilmington,
Delaware, for plaintiffs.
A. Gilchrist Sparks, III, Esquire, and Thomas Grimm, Esquire, of
Morris, Nichols, Arsht, and Tunnell, Wilmington, Delaware, for
defendant Morton Thiokol, Inc.
Charles S. Crompton, Jr., Esquire, and Donald J. Wolfe, Jr., Esquire, of Potter, Anderson & Corroon, Wilmington, Delaware, for
defendant Dow Chemical Company.
HARTNETT,

Vice-Chancellor

This is a purported stockholder's derivative action which challenges the decision of defendant Morton Thiokol, Inc. to sell some
of its assets to co-defendant Dow Chemical Company. Also named
as defendants are the individual members of Morton Thiokol's Board
of Directors. Defendants, asserting that the Board's decision to sell
assets is protected from judicial scrutiny by the business judgment
rule, have moved to dismiss this case because plaintiffs did not make
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a pre-suit demand on the board of Morton Thiokol pursuant to
Chancery Rule 23.1. The motion must be denied because under the
facts alleged in the Amended Complaint a pre-suit demand is excused.
I
The essential facts, as alleged in the Amended Complaint, and
construed most favorably to the plaintiffs are: Morton Thiokol was,
at the time of the alleged wrongs, organized into four segments.
One segment, Household Products, marketed household cleaners and
insecticides through its Texize Division.
In 1983 defendant Dow, along with a number of other companies, contacted Morton Thiokol expressing an interest in purchasing the Texize Division. Morton Thiokol refused to negotiate with
Dow and, in February of 1984, Dow began to acquire Morton's
common stock on the market. On April 9, 1984, Dow filed a Schedule
13D with the Securities and Exchange Commission which stated in
part:
"Although the purchases of shares of [Morton
Thiokol]

Common Stock ...

have been made for in-

vestment, at some future time Dow might decide that it is
desirable to seek to acquire [Morton] or to seek to control
or otherwise influence the management and policies of [Morton Thiokol]."
Morton Thiokol's management and Board of Directors responded to what they perceived to be a takeover threat by Dow with
a number of defensive measures and defendant Charles S. Locke,
Morton Thiokol's Chairman of the Board and Chief Executive Officer, directed Morton Thiokol's investment advisor, Goldman Sachs,
to start negotiations with Dow. These negotiations quickly resulted
in an agreement which was made subject to the approval of Morton
Thiokol's Board of Directors whereby Morton Thiokol would sell
Texize to Dow in exchange for: (1) $131 million in cash; (2) all of
Dow's Morton Thiokol stock (approximately 1.4 million shares); and
(3) Dow's promise to forego further purchases of Morton Thiokol's
stock for a period of 10 years.
The Amended Complaint alleges that the terms of the Texize
sale agreement are subject to challenge for several reasons. First,
neither Mr. Locke nor Goldman Sachs made any effort to contact
potential buyers other than Dow, even though other companies had
expressed interest in acquiring Texize. Secondly, Mr. Locke in-
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structed Goldman Sachs to assign a value of $250 million to Texize
before commencing the negotiations with Dow. This figure was,
according to Goldman Sachs, the maximum value attributable to
Texize which could still provide an attractive price for Dow. According to the plaintiffs, however, it did not provide for a premium
based on Dow's strong desire to acquire Texize and it was lower
than Texize's actual value.
The Amended Complaint also asserts that Goldman Sachs overvalued the Morton Thiokol stock held by Dow. Goldman Sachs set
the value of Morton Thiokol's stock at $80 per share, after compensating for the effects of Dow's takeover threat on the market
value. In the agreement to sell Texize, however, Goldman Sachs
accepted $85 per share as the value of this same stock.
Before the sale of Texize could be consummated it had to be
approved by Morton Thiokol's Board of Directors. Morton Thiokol's
Board was made up of two inside directors---Mr. Locke and Robert
C. Hyndman, Morton Thiokol's President and Chief Operating
Officer---and 10 outside directors. None of the outside directors were
aware of Goldman Sachs' negotiations with Dow or the proposed
sale of Texize until the evening of November 14, 1984, when Mr.
Locke briefed them over dinner. The next day, the Board met to
consider the agreement with Dow.
At the Board meeting, in an oral presentation lasting 15-20
minutes, Goldman Sachs outlined the terms of the Texize sale and
stated that it was fair. Next, Mr. Locke gave an even shorter oral
summary of the proposal. Then, although there was no emergency
requiring the Board to reach an immediate decision, the directors
voted unanimously in favor of the sale of Texize.
The Amended Complaint points out a number of alleged deficiencies in the Board's consideration and approval of the sale of
Texize. The Board was not apprised of, nor did it inquire as to,
why Goldman Sachs had assigned a value of $250 million to Texize.
Similarly, neither Goldman Sachs nor Mr. Locke provided the Board
with written reports concerning the value of Texize or the Morton
Thiokol stock, despite the fact that such reports had already been
prepared for Morton Thiokol's management. In addition, Morton
Thiokol's Board was not advised, nor did it ask, about the other
companies which had expressed interest in acquiring Texize and why
no effort had been made to seek a higher offer. Finally, it is pointed
out that Goldman Sachs did not disclose to the Board the fact that
its' compensation was contingent on the sale being consummated.
On November 26, 1984, plaintiffs, as Morton Thiokol stock-
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holders, filed this action seeking, in part, that the sale of Texize be
blocked or set aside. Plaintiffs' application for a preliminary injunction was denied by my Opinion dated February 13, 1985. Plaintiffs still contend that Morton Thiokol's directors violated their
fiduciary duties to the corporation and its stockholders and, in so
doing, were aided and abetted by Dow. Furthermore, plaintiffs claim
that they should be excused from making a pre-suit demand for relief
on Morton Thiokol's Board of Directors pursuant to Chancery Court
Rule 23.1. Defendants responded with this Motion To Dismiss,
arguing that a pre-suit demand should not be excused and that this
action should be dismissed because of plaintiffs' failure to have made
a demand on the Board before filing this suit.
II
Defendants initially urge that this Court, in considering the
motion to dismiss, look at matters other than the allegations of the
Amended Complaint. They argue that plaintiffs' allegations seriously
misrepresent the discovery record in this case and that, therefore,
the defendants should have an opportunity now to "set the record
straight". This argument is without merit.
[1] In determining whether a motion to dismiss for failure to
make a pre-suit demand is excused this Court must look solely to
the allegations of the Complaint. Aronson v. Lewis, Del. Supr., 473
A.2d 805 (1984): Good v. Texaco, Inc., Del. Ch., C.A. No. 7501,
Brown, C. (1984). I must, therefore, consider the motion to dismiss
only on the allegations contained in the Amended Complaint, and
ignore the extrinsic facts advanced by defendants.
III
[2] A pre-suit demand will be excused if there is a reasonable
doubt that "(1) the directors are disinterested and independent
[or] (2) the challenged transaction was otherwise the product of a
valid exercise of business judgment". Aronson v. Lewis, supra, 473
A.2d at 814; see also, Pogostin v. Rice, Del. Supr., 480 A.2d 619
(1984). Defendants assert that plaintiffs' allegations fail both prongsof the Aronson test.
[3,4,5] Although the requirement that this Court find the existence of a "reasonable doubt" is nebulous, it is obviously a very
high standard. After a review of all the factual allegations contained
in the Amended Complaint, I find that the allegations do raise a
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reasonable doubt as to whether the decision of Morton Thiokol's
Board of Directors to approve the sale of Texize was the product
of a valid exercise of business judgment. Plaintiffs' allegations paint
a picture very similar to that found in Smith v. Van Gorkom, Del.
Supr., 488 A.2d 858 (1985). In that cases, the Delaware Supreme
Court found that the directors failed to consider all the information
reasonably available to them before approving a merger and, therefore, held that the directors acted with gross negligence in violation
of their duty of care. The Amended Complaint in the present case
states facts which, if true, show that only two of Morton Thiokol's
twelve directors had any real notice of the proposed transaction before
the November 15, 1984 meeting was convened. Despite that no
emergency was present, the directors approved the proposal immediately. The outside directors had only two short oral presentations
to guide them when they voted to approve the sale. And no one on
the Board questioned, nor were they apprised of, the basis of Goldman
Sachs' valuations of Texize and the Morton Thiokol stock. Furthermore, according to plaintiffs' allegations, the directors ignored
obvious opportunities to obtain a higher price for Texize. See, Revlon,
Inc. v. MacAndrews & Forbes Holdings, Inc., Del. Supr., Nos. 353 and
354, Moore, J. (March 13, 1986) - A.2d - (1986). The allegations
therefore support a claim of violation of fiduciary duty and, if true,
preclude the protection from judicial scrutiny afforded by the business
judgment rule. Plaintiffs are therefore excused from not having made
a pre-suit demand on the directors for redress.
In view of the above, there is no reason to discuss whether

Morton Thiokol's directors were independent and disinterested.
Defendants' Motion To Dismiss must, therefore, be denied.
IT IS SO ORDERED.

TOPPS CHEWING GUM v. FLEER CORP.
No. 6781
Court of Chancery of the State of Delaware, New Castle
January 27, 1986
Pursuant to Rule 59(o, defendant, Fleer Corporation, moved
for reargument of Vice-Chancellor Hartnett's November 20, 1985,
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denial of its motion to compel discovery. The court of chancery, per
Vice-Chancellor Hartnett, denied the motion, holding that in an
action seeking only restitution of profits earned by Fleer from its
violation of Topps' exclusive licensing agreements for baseball trading
cards, Fleer must make restitution of any enrichment it received as
a result of such infringement, regardless of whether Topps actually
benefitted from Fleer's entry into the market. Therefore, financial
information relating to Topps' baseball card business, such as profits,
sales costs and prices, was irrelevant, and not subject to discovery.
1.

Pretrial Procedure

0

31

A motion to compel discovery will only be granted when the
information requested is relevant to or reasonably calculated to lead
to the discovery of admissible evidence.
2.

Appeal and Error

- 1208(1)

In equity a party is not entitled to keep that which he has
received pursuant to a judgment subsequently held to be erroneous.
3.

Appeal and Error

0=- 1208(1)

A party who has received value pursuant to an erroneous judgment must make restitution to the other party of the benefit received.
4.

Damages

Or- 120(7)

When defendant infringes exclusive licenses, plaintiff is entitled
to restitution of any enrichment defendant obtained, even if plaintiff
received an economic benefit due to defendant's entry into the market.
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

[1] The defendant, Fleer Corporation, pursuant to Chancery
Court Rule 59(o, moved for reargument of my opinion dated No-
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vember 20, 1985, in which I denied defendant's motion to compel
discovery from the plaintiff, Topps Chewing Gum, Inc. In my
Opinion I held that Fleer is not entitled to discover certain financial
information relating to Topps' baseball card business, including its
prices, sales costs and profits. I determined that the information
sought by Fleer is neither relevant to, nor reasonably calculated to
lead to the discovery of admissible evidence as to Topps' claims in
this action. This is so because Topps seeks only restitution of the
profits earned by Fleer from its violation of Topps' exclusive license
agreements for baseball trading cards. Fleer acted in reliance upon
a decision of the United States District Court for the Eastern District
of Pennsylvania which was reversed on appeal. Fleer argues that in
denying its motion to compel discovery, I misunderstood its position.
This is not so, although my November 20, 1985, opinion could have
better expressed my holding.
Fleer argues that it requested the discovery information in order
to support one of its liability defenses. It reasons that if it is permitted
the requested discovery, it will be able to show that Topps benefitted

from Fleer's participation in the baseball trading card market---a
participation which turned out to be not authorized. Fleer asserts

this is a crucial fact and circumstance that the Court is obligated to
consider in balancing the equities when determining whether there

is any liability by Fleer to Topps.
Fleer argues that I, at least by implication, held that if Fleer
received any economic benefit from its sales of baseball trading cards
in violation of Topps' exclusive license agreements while the trial
court's judgment was on appeal, then an award to Topps of Fleer's
net profit is necessarily required, regardless of whether Fleer's activities resulted in an economic benefit to Topps and notwithstanding

that Fleer acted pursuant to a judgment which was subsequently
overturned. Fleer correctly understands my holding. Although it could
have been expressed more clearly, that is precisely what I held. Fleer,
in arguing that this is erroneous, misunderstands the nature of

restitution which is the only relief which Topps seeks in this litigation.
[2,3] In equity a party is not entitled to keep that which he
has received pursuant to a judgment subsequently held to be erroneous. 5 AMJUR.2d, Appeal and Error § 997, § 1003 (1964); 5B

C.J.S., Appeal and Error § 1949 (1958). A party who has received
value pursuant to an erroneous judgment must, therefore, make
restitution to the other party of the benefit received. Id.; See also,
Middle West Motor Freight Bureau v. United States, 433 F.2d 212 (8th

Cir., 1978); Frost v. Eggeman, Wyo. Sup., 638 P.2d 141 (1981).
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Fleer argues that, nc awithstanding these general principles, this
Court should not hold Fleer liable at all to Topps for restitution,
because it alleges that Topps' sales increased as a result of Fleer's
activity in usurping Topps' exclusive licenses and entering the baseball trading card market. It argues that its activities in promoting
baseball trading cards resulted in increased sales for Topps and that
the value of any profit from the increased sales by Topps should be
a factor to be considered in deciding whether Fleer is liable at all
to Topps and is a factor to he considered in arriving at the amount
of restitution, if restitution is ordered. Fleer, however, cites no
authority for its proposition that a party may retain a benefit received
pursuant to an erroneous judgment merely because the other party

lost nothing and possibly even gained a benefit.
[4] It is not disputed that Fleer infringed the exclusive licenses
of Topps. Topps is, therefore, entitled to restitution of any enrichment
to Fleer resulting from the infringement in order to prevent a windfall
to Fleer. Evidence of whether the plaintiff Topps suffered any loss
or even received a benefit is not relevant to the issue of whether
Fleer is entitled to retain a windfall. See, U.S. Industries, Inc. v.
Gregg, 457 F.Supp 1293 (D.Del., 1978). Fleer, therefore, cannot be
permitted to retain any profits it received which resulted from the
subsequently overturned judgment regardless of any benefit Topps
may have received due to increased sales of its own baseball trading
cards resulting from Fleer's entry into the market. Evidence of Topps'
profits, therefore, cannot be relevant to the issues in this case. Fleer
should have been aware of the risks of entering the baseball card
market while the appeal was pending and it should have known that
the trial court's decision might he overturned.
Fleer is not penalized by the result herein, however, it is only
required to account to Topps for the net profits (if any) it received
from its improvident appropriation of Topps' exclusive license.
Defendant Fleer's motion for reargument is without merit and is
therefore denied. IT IS SO ORDERED.
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TRANS WORLD AIRLINES, INC. v. SUMMA CORP.
No. 1607
Court of Chancery of State of Delaware, New Castle
May 15, 1986
This is a decision after trial on a claim of TWA against Summa
Corporation and William R. Lummis, Delaware ancillary administrator of the estate of Howard Hughes, for damages allegedly
sustained by TWA during the years when Hughes was controlling
shareholder of TWA. TWA alleged that Hughes, directly and through
various parent-subsidiary transactions between Hughes Tool Co.
(Toolco) and TWA, caused TWA to be without jet aircraft at a
critical time in the development of commercial passenger jet transportation. Limited by a pretrial ruling on specific damage categories,
TWA claimed that Hughes, by controlling negotiations with the
principal manufacturers of jet aircraft, dictated the acquisition and
initial size of TWA's jet fleet, thus causing unrealized revenues and
additional expenses due to an undersized jet fleet and late delivery
of certain aircraft. Defendant claimed that TWA had a duty to
mitigate its damages following the period of Hughes' dominance,
and that in fact TWA realized significant off-setting savings as a
result of the Hughes jet fleet policy.
The court of chancery, per Justice Walsh, assigned pursuant to
Delaware Constitution Article IV, Sec. 13(2), ruled defendant had
not established a right to mitigation, and awarded $17.2 million in
damages to TWA based on the revenue which would have been
generated had TWA operated a 53 jet fleet as opposed to the 45
jets actually secured during Hughes' dominance. The award of damages also included expenses incurred due to disruption of training
programs caused by late delivery of various aircraft. However, the
court held that further record and supplemental briefing were required
in order to properly address the issue of prejudgment interest on
the award of damages.
1.

Corporations

0-

186

In a claim for damages arising out of parent-dominated transactions in which the intrinsic fairness standard controls the burden
of proof, to avoid liability a defendant fiduciary is required to dem-
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onstrate that his conduct was not the cause of losses suffered by
minority shareholders.
2.

Corporations

C

186

A controlling shareholder faced with the burden of establishing
the intrinsic fairness of a parent-dominated transaction, is free to
satisfy that burden of persuasion by presenting evidence to show the
challenged transactions would be no different under an independent
board of directors.
3.

Damages

C

190

In proving its damages TWA is not required to exclude every
hypothesis which might have altered the result it claims. It is enough
if it demonstrates that the results were reasonable, and more likely
than not to occur, based on historical events.
4.

Damages

(

225

An opinion as to the appropriate damage period which finds
support in historical data, finds greater acceptance than highly speculative assertions to the contrary.
5.

Damages

0= 59

Plaintiff corporation may recover damages for disruption of its
training program, so long as it took reasonable steps to mitigate its
losses caused by delays in jet deliveries.
6.

Corporations

C---

186

The intrinsic fairness test is to be applied in situations in which
fiduciary duty existing between a parent and dominated subsidiary
is accompanied by self-dealing.
7.

Damages

0

163(2)

Mitigation of damage theories applicable in breach of contract
and tort actions against a defendant fiduciary are tempered by the
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fiduciary's burden to prove the intrinsic fairness of its actions undertaken within a fiduciary relationship.
8.

Damages

0-

60

Even where the defendants' actions cause both a detriment and
a benefit to the plaintiff, the value of the benefit offsets the detriment
only when the benefits accruing to the plaintiff are sufficiently proximate to the wrong alleged and occur during the period of damage.
9.

Damages

"But-for"
damages.
10.

Damages

C

60

causation is not sufficient to establish an offset of

C--

60

A defendant can not claim credit for an incidental benefit that
accrued to plaintiff despite defendants' actions.
11.

Damages

C--- 163(1)

Even under the
damages arising in
demonstrate that it
consequences flowed
12.

Damages

0

relaxed standards which govern the recovery of
a fiduciary relationship, the beneficiary must
is more likely than not that certain harmful
from the acts that are concededly unfair.
163(1)

Damages are not self-proving and the beneficiary must supply
the effect.
13.

Damages

0

127

Even where defendants have not discharged the burden of showing the intrinsic fairness of the jet acquisition practice dictated by
the Hughes interests, recoverable damages are limited to the natural
consequences of the fleet reductions.
14.

Damages

C-

67

The allowance of prejudgment interest incident to an award of
damages in equity involves the exercise of the court's discretion.

1987]

15.

UNREPORTED CASES

Damages

C=- 67

Absence of use of the money which a plaintiff claims to have
been denied may be an appropriate interest standard but other
considerations may find application as well, since the assessment of
interest is simply a component of the fair compensation allowable
for loss of the principal.
Louis J. Finger, Esquire, and Allen M. Terrell, Jr., Esquire, of
Richards, Layton & Finger, Wilmington, Delaware; and Dudley B.
Tenney, Esquire, William E. Hegarty, Esquire, Marshall Cox, Esquire, Michael P. Tierney, Esquire, Kevin J. McKenna, Esquire,
of Cahill Gordon & Reindel, New York, New York, for plaintiff.
Andrew B. Kirkpatrick, Jr., Esquire, Martin P. Tully, Esquire,
Thomas Reed Hunt, Jr., Esquire, David A. Jenkins, Esquire, and
Edmond D. Johnson, Esquire, of Morris, Nichols, Arsht & Tunnell,
Wilmington, Delaware, for defendants.
WALSH,

Justice*

This is the decision after trial on the claim of Trans World
Airlines, Inc. ("TWA") against Summa Corporation and William
R. Lummis, Delaware Ancillary Administrator of the Estate of Howard R. Hughes' for damages allegedly sustained by TWA during

the years when Hughes was the controlling shareholder of TWA.
The extensive procedural background of this controversy is set forth
in reported opinions of the Court of Chancery and the Delaware
Supreme Court. See Hughes v. Trans World Airlines, In., Del. Supr.,
336 A.2d 572 (1975): Trans World Airlines, Inc. v. Summa Corp., Del.

*Assigned pursuant to DEL. CoNs-r. art. IV, § 13(2).
1. When this action was commenced in 1961, the named defendants were

Howard R. Hughes and Hughes Tool Company, ("Toolco"), a corporation of
which Hughes was the sole shareholder and which, in turn, owned 787 of TWA.
By reason of Hughes' death in 1976 and the reorganization of Hughes Tool Company
the defendants became Summa and the Hughes Estate. Since the conduct which
is claimed to have harmed TWA was solely that of Hughes acting in his fiduciary

capacity as the controlling shareholder of TWA, for ease of reference the Hughes

defendants will be referred to as "Hughes."

