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These issues are now addressed.
B.

The Inclusion of 1983 Earnings

To begin with the conclusion, I find that 1983 earnings should
be included in the "formula" computation of "average weighted 5
years' earnings." However, even if that conclusion is incorrect, it
would not materially affect the valuation outcome.
The inclusion of 1983 earnings is less significant under the
"formula" than it would be under C-T's discounted cash flow valuation. In the latter context, the use of 1983 earnings was found
not to be fair and reasonable, because (i) the entire projection of
future cash flows rested upon the adjusted earnings for that single
year, (ii) those earnings were burdened by expenses that would
produce no future benefit for the minority stockholders, and (iii)
C-T's discounted cash flow valuation afforded no way to offset,
adjust, or compensate for the adverse impact of those expenses upon
the minority shareholders.
[17] Under the formula valuation method, 1983 earnings do not
occupy such a central or critical role. Those earnings form but one
of several components of a larger formula in which earnings for the
past 5 years are weighted and averaged. Where earnings are averaged,
it is normally inappropriate, absent extraordinary circumstances, to

exclude an unusually bad or good year from the average. See, e.g.,
Frances L duPont & Co. v. Universal City Studios, Inc., Del. Ch., 312
A.2d 344, 349 (1973); aff'd, Del. Supr., 334 A.2d 216 (1975). In
this case, 1983 earnings do reflect, in part, Rainbo Tulsa's operating
performance for that year. And while 1983 earnings were distorted
by extraordinary expenses designed to create long term future ben-

efits, under the formula it is possible to compensate for those distortions by selecting an appropriate earnings multiplier. For those
reasons, it is not unreasonable to include 1983 earnings in the formula
calculation.
However, fairness requires that if 1983 earnings are to be included, the appropriate earnings figure should be $976,000, the
adjusted 1983 earnings figure that Respondents used in their discounted cash flow valuation. I reject, as unsupported by persuasive
logic or record evidence, Professor Walter's 1983 earnings figure of
$541,000. Stated differently, I see no reason why the same adjusted
earnings figure that C-T found sufficient for discounted cash flow
purposes, should not also be sufficient for purposes of computing
fair value under the formula.
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In all events, the inclusion of 1983 earnings in the computation,
even if incorrect, would not materially prejudice the Petitioners. That
is because the resulting "weighted average earnings" does not differ
significantly from the result if 1983 earnings are excluded. If adjusted
1983 earnings are included, average weighted five year earnings are
$1,056,000. If 1983 earnings are excluded, the corresponding average
earnings figure would be $1,052,000.24 For these purposes the $4,000
($1.45 per share) difference is not material.
C.

The Appropriate Multiplier

In computing "earnings value," Professor Walter used an earnings multiplier of six (6), which was C-T's traditional "formula"
multiple. Petitioners' expert, Mr. Perlin, contended that the appropriate multiple should be ten (10) times average weighted earnings.
I reject both positions, and conclude that a fair and appropriate
multiplier is eight (8) times average weighted earnings.
When C-T was an independent company, its five and ten year
average price/earnings ratios, respectively, were 8.3 and 8.6. (DX34,

If 1983 Earnings Are Indudd:

24.
Year
1983

Earnings
$ 976

x
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5

Value (000)
= $ 4,880

1982
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=
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=
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=
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p.5). Although Rainbo Tulsa represented only one part of C-T's
overall business, it was an extremely profitable part, being one of
C-T's top profit producers within the bakery division that generated
approximately 70% of C-T's sales. These circumstances suggest that
the earnings multiple for Rainbo Tulsa should, at the least, approximate that of C-T.
Dillon Read, A-B's investment banker, arrived at a similar
conclusion. In its draft report, Dillon Read preliminarily determined
that the appropriate price/earnings ratio for Rainbo Tulsa was 8

times earnings. (PX34, p.14, and Exh. E). The evidence independently supports its determination. Before C-T was acquired by
A-B, the price/earnings ratio for its 40 bakeries as a group was 13.2.

The price/earnings ratios for C-T's food company competitors ranged
from 8.1 to 21.2, and averaged 13.8. An earnings multiple of 8
would be at the low point of that range, and therefore conservative.
D.

The Computation of Fair Value

Based upon the foregoing determinations, Rainbo Tulsa's fair
value as of the merger date is found to be $2,819 per share, computed
as follows:
Average Weighted Earnings: (000's)

Year

Earnings

1983
1982
1981
1980
1979

$ 976
1,179
1,187
938
809

Value

Weights
x
x
x
x
x

5
4
3
2
1

$ 4,880

=

4,716
3,561
1,876
809

-

=
=

=

$15,842
15

=

15
Book Value: (000's) - $5,668
Fair Value Computation: (000's)
$1,056 x 8 x .75

=

$6,336

+

$5,668 x .25

= +1,417

$7,753

$ 1,056
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Value Per Share: S7,753,000
2,750
VI.

_ S2,819

THE APPROPRIATE RATE OF INTEREST

The final issue concerns the appropriate rate of interest. Petitioners contend that the interest should be fixed at 13.5%, and at
no less than 11%. Respondents contend, for their part, that the
appropriate interest rate should be 8.2%.
[18-19] 8 Del. C. § 262(h) directs that the Court shall determine
the fair value of the shares being appraised:
...together with a fair rate of interest, if any, to be paid
upon the amount determined to be the fair value...

In

determining the fair rate of interest, the Court may consider
all relevant factors, including the rate of interest which the
surviving or resulting corporation would have had to pay
to borrow money during the pendency of the proceed-

ing. . .25

[20] To support their contended-for 11% to 13.5 % interest rate,
Petitioners cite the following evidence: (1) as of the merger date,
the legal rate of interest would have been 13.5%,16 (2) the prime
rate as of the merger date was 11 %, (3) 20 year treasury contract
maturities could have been purchased on February 1, 1984 at an
interest rate of 11.8%, (4) AAA corporate bonds were paying 11.99%
interest as of that date, and (5) the Respondents' own exhibit shows
that as of the merger date, 3 year treasury bonds were paying interest
of 11.89%, and 10 year treasury bonds were paying interest at
12.44%. (DX34, p.19).
The Respondents support their contended-for interest rate by
averaging the returns available upon various types of investments
during the "pendency of this proceeding," i.e., from 1984 through
April, 1986. The returns available from these sources are set forth
below in tabular form (DX34, p.19):

25. 8 Del. C. § 262(i) further provides that interest ".m..ay
be simple or
compound as the Court may direct."
26. 6 Del. C. § 2301 provides that the legal rate of interest where there is

no expressed contract rate shall be 5% above the Federal Reserve discount rate.
At the merger date, that discount rate was 8.5%.
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1986
(thru
Aprl

Asset

1984

1.

Donoghue's Money Funds

10.04%

2.

Treasury Bonds
a. 3-month
b. 6-month
c. 3-year
d. 10-year

9.58
9.80
11.89
12.44

7.48
7.66
9.64
10.62

6.69
6.73
7.67
8.24

5.47

5.47

5.47

12.71

11.37

9.38

4.64

4.25

3.65

8.25
8.05 %

7.13
6.87%

3.

NOW Account
-Wilmington Trust

4.

Moody's AAA Corp. Bonds

5.

S&P's "500"

6.

Certificate of Deposit 1-year
Average

10.68
9.69%

1985
7.71%

6.95%

Respondents' 8.2% interest figure was derived by averaging the
above three "averages" i.e., 9.69%, 8.05% and 6.87%.
[21] Neither the appraisal statute nor the case law provides
explicit guidance as to the precise method by which interest is to be
determined after taking "all relevant factors" into account. That
determination is reserved to the sound discretion of the Court. See
Charlip v. Lear Siegler, Inc., Del. Ch., C.A. No. 5178, Walsh, V.C.
(July 2, 1985), at p.2-3.
Having evaluated the Respondents' position, I conclude that it
labors under several infirmities. The Respondents have failed to
demonstrate that, as a conceptual matter, a "fair rate of interest"
must be computed by, or would necessarily result from, the mechanical averaging of a series of interest rates available from a
potpourri of different potential investments. That approach assumes
that a hypothetical "prudent investor," in deciding how to invest
the cash received in the merger, would assign equal weight to each
of the alternatives on the Respondents' chart. As a general proposition
that assumption is hardly self-evident, nor has it been shown to be
accurate in this particular case.
Moreover, the Respondents rely solely upon the "prudent investor" approach, which focuses exclusively upon the interest rate
at which a prudent investor could have invested his money, without
considering the borrowing cost to the corporation. Charlip v. Lear
Siegler, Inc., supra, at p.3. The prudent investor approach is, of course,
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a permissible analytical method. But the statute provides that the
Court may consider "all relevant factors, including the rate of interest
which the surviving or resulting corporation would have had to pay
to borrow money during the pendency of the proceeding." 8 Del.
C. § 262(h), Charlip v. Lear Siegler, Inc., supra, at p. 4 . The record
does not disclose C-T's actual cost of borrowing after the merger
date. However, it is undisputed that as of the merger date, the prime
rate (the lowest commercial rate available for borrowers having the
highest credit rating) was 11 %. In 1982, the year that A-B acquired
C-T, A-B's weighted average interest paid upon monies borrowed
under its credit agreement was 11.5% (DX37, Schedule IX)? Under

the Respondents' approach, those facts are not considered.
Finally, two of the items included by the Respondents-a "NOW
Account" and the "S&P 500"-are inappropriate as investment
alternatives, at least for these purposes. A NOW Account is essentially
a modem form of checking account, not a vehicle that a prudent
investor would likely select to invest the large amounts at issue here.
Moreover, the S&P 500 was not shown to be an appropriate measure
of the actual rate of return available to an investor. S&P 500 stocks
are often purchased more for capital appreciation rather than for
earnings yield. If the "NOW Account" and "S&P 500" figures are
eliminated from the Respondents' chart, the interest rates available
on the remaining investments would range from 9.58% to 12.71%
during 1984, from 7.48% to 11.37% during 1985, and from 6.69%
to 9.38% through April, 1986.
In my view, a prudent investor, in deciding how to invest the
merger proceeds as of February 1, 1984, would likely invest in a
combination of long and short term investment vehicles that would
generate the highest return available. Long term treasury and corporate bonds paid interest ranging from 11.89% to 12.44%. Shorter
term investments (3 month treasury bonds) yielded average rates of
9.58% in 1984 and 7.48% in 1985; and one year certificates of
deposit could have been purchased at rates ranging from 10.68% in
1984 to 7.13% in 1986.
Taking these factors and circumstances into account, I find that
a fair and appropriately conservative rate of interest is 10.5%. At
least that much could have been obtained by a prudent investor
during the relevant period. Moreover, that rate is consistent with

27. Comparable information for A-B and C-T for 1983 and later years does

not appear to have been placed of record in this case.
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the resulting corporation's cost of borrowing at the merger date.
VII.

Conclusion

The fair value of the Petitioners' shares subject to this appraisal
is $2,819 per share. Petitioners shall be entitled to simple interest
upon that amount at the rate of 10.5%, payable from the date of
the merger to the date of payment. Finally, the costs of this proceeding, other than expert witness costs and attorneys' fees, shall be
assessed against the surviving corporation. 8 Del. C. § 262(j); Charlip
v. Lear Siegler, Inc., supra, at 12-13, and cases cited therein.

IN RE RJR NABISCO, INC. SHAREHOLDERS
LITIGATION
No. 10,389 (Consolidated)
Court of Chancery of the State of Delaware, New Castle
January 31, 1989
In consolidated actions brought on behalf of the shareholders of
RJR Nabisco, Inc., the plaintiff sought a preliminary injunction to
enjoin the closing of a tender offer for up to 74% of the corporation
by a third party bidder. The tender offer occurred in the context of
the directors' decision to auction the corporation. The plaintiff, who
was part of a tender offer that was rejected, sought three forms of
relief: (1) an order enjoining the third party bidder from buying
stock under its offer, (2) an order declaring the "topping fee" invalid,

and (3) an order requiring the Special Committee to revive the
auction. The plaintiff asserted that: (1) the Special Committee lacked
good faith due to a desire to reject the management-based tender
offer to avoid public dismay, (2) the directors were grossly negligent
and violated their duty to use due care in not choosing the higherpriced management offer, and (3) the directors had a duty to keep
the auction open in order to get the highest bid. The defendants
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contended their motivation was in the best interests of the shareholders and that their decision was protected by the business judgment
rule.
The court of chancery, per Chancellor Allen, denied the preliminary injunction because: (1) insufficient evidence existed to support a reasonable probability of truth in plaintiff's claim that the
Special Committee favored one bidder over another; (2) the decision
to enter into the agreement was made with due care; and (3) the
Revlon decision does not establish a duty to auction the corporation
independent of the duties of loyalty and care and, since these duties
were met, the Revlon requirements were satisfied.
1.

Injunction

C

14, 132, 134

On a motion for preliminary injunction, the court must first
consider the two competing factors: whether a preliminary determination that a reasonable likelihood exists that the plaintiffs will
be able to prove their claims at trial, and whether a showing that
irreparable injury will result before final relief may be afforded to
them.
2.

Injunction

0

12, 14, 132, 134

On a motion for preliminary injunction, where the court finds
both irreparable injury to the plaintiff and a reasonable likelihood
to prove their claims, the court must then consider what sort of
injury, if any, may be visited upon defendants by the improvident
granting of the remedy, how great that injury might be in relation
to the injury with which plaintiffs are faced, and whether a bond
may offer adequate protection against that risk or whether it might
be avoided by the shaping of relief.
3.

Injunction

C

134, 136(3)

In a preliminary injunction motion, the court must be alert to
consider the legitimate interests of the public or innocent third parties.
4.

Injunction

0= 134, 135

A flimsy record at the preliminary injunction stage requires that
the court treat the application as one in which no reasonable prob-
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ability has been shown that plaintiffs will be able to prove any
wrongdoing was committed by or participated in by the defendants.
5.

Corporations

C

310(1)

In an action that constitutes an attack upon a decision made
by an apparently disinterested board in the exercise of its statutory
power to manage the business and affairs of the corporation, the
appropriate format or structure for judicial review would be provided
by the business judgment rule.
6.

Corporations

0=- 310(1), 320(11)

The business judgment form of judicial review encompasses three
elements: a threshold review of the objective financial interests of
the board whose decision is under attack, a review of the board's
subjective motivations, and an objective review of the process by
which it reached the decision under review.
7.

Corporations

C

310(1), 320(11)

If a board is financially interested in a transaction, the appropriate form of judicial review is to place upon the board the burden
to establish the entire fairness of the transaction.
8.

Injunction

0

Corporations

132, 134
C

310(1), 320(11)

If all three elements of the business judgment rule are satisfied,
then there is no basis to issue an injunction or impose liability.
9.

Corporations

C---

310(2)

The scope of "interest" that qualifies to disarm a board at the
outset of the benefits of a business judgment approach is a financial
interest in the transaction adverse to that of the corporation or its
shareholders.

1989]
10.

UNREPORTED CASES

Corporations

C-

1135

310(1), 312(5)

A direct financial interest in a corporate transaction is within
the scope of interest that qualifies to disarm a board at the outset
of the business judgment rule benefits.
11.

Corporations

0

310(1), 312(5)

Delaware law recognizes the appropriateness of directors relying
upon the advice of experts when specialized judgment is necessary
as part of a business judgment. DEL. CODE ANN. tit. 8, § 141(e)
(1985).
12.

Corporations

C

310(1)

An opinion that competing bids were essentially equivalent from
a financial point of view and that the bids had a high probability
of being revoked can in no event be seen as justifying an inference
that those who made such a choice must have had some motivation
other than the honest pursuit of the corporation's welfare.
13.

Corporations

0---

310(1), 310(2)

Plaintiff's burden to establish liability on the part of corporate
directors for violating their duty of care is that the directors were
grossly negligent.
14.

Corporations

C= 310(1)

A director's obligation to make an informed decision requires
in the first instance to be informed of all material information reasonably available.
15.

Corporations

C-= 310(1)

The important decision whether or not all the material information reasonably available for an informed decision is before the
board is itself entitled to the deference courts give to business decisions
made by disinterested directors with care in the honest pursuit of
the corporation's interest.

1136

16.

DELAWARE JOURNAL OF CORPORATE LAW

Corporations

c

[Vol. 14

310(1), 320(11)

When a board of directors exercises informed judgment in the
circumstances, considers the risks posed by the deadline imposed,
and concludes that it is prudent to act and acts with care, the board
has satisfied its duty of care.
Kevin Gross, Esquire, of Morris, Rosenthal, Monhait & Gross, P.A.,
Wilmington, Delaware; Ralph L. Ellis, Esquire, and Judith L. Spanier, Esquire, of Abbey & Ellis, New York, New York; Roger W.
Kirby, Esquire, and Edward Rubin, Esquire, of Kaufman Malchman
Kaufmann & Kirby, New York, New York; Rochelle Feder Hansen,
Esquire, of Bernstein Litowitz Berger & Grossmann, New York,
New York; Jeffrey H. Squire, Esquire, of Wolf, Popper, Ross, Wolf
& Jones, New York, New York; and Robert A. Skirnick, Esquire,
of Kaplan, Kilsheimer & Foley, New York, New York, for plaintiffs.
Stephen P. Lamb, Esquire, Randall S. Thomas-Peterhans, Esquire,
M. Erin Kelly, Esquire, Robert M. Omrod, Esquire, William P.
Frank, Esquire, Michael W. Mitchell, Esquire, and Richard M.
Breslow, Esquire, of Skadden, Arps, Slate, Meagher & Flom, Wilmington, Delaware, and New York, New York, for defendants RJR
Nabisco, Inc., Charles E. Hugel, William S. Anderson, Albert L.
Butler, Jr., John L. Clendenin, Martin S. Davis, Ronald H. Grierson, John W. Hanley, Vernon E. Jordan, Jr., Juanita M. Kreps,
John D. Macomber, John G. Medlin, Jr., and Robert M. Schaeberle.
Bruce M. Stargatt, Esquire, David C. McBride, Esquire, Josy W.
Ingersoll, Esquire, and Bruce L. Silverstein, Esquire, of Young,
Conaway, Stargatt & Taylor, Wilmington, Delaware, for defendant
RJR Nabisco, Inc.
Robert K. Payson, Esquire, and James F. Burnett, Esquire, of Potter
Anderson & Corroon, Wilmington, Delaware; and Melvyn L. Cantor, Esquire, Michael J. Chepiga, Esquire, Lyndon M. Tretter,
Esquire, and John D. Soriano, Esquire, of Simpson, Thacher &
Bartlett, New York, New York, for Kohlberg Kravis Roberts & Co.,
RJR Holdings Corporation, and RJR Acquisition Corporation.
Martin P. Tully, Esquire, of Morris, Nichols, Arsht & Tunnell,
Wilmington, Delaware; and Grace Rodriguez, Esquire, of Davis,

UNREPORTED CASES

1989]

Polk & Wardwell, New York, New York, for defendants F. Ross
Johnson, Edward A. Horrigan, Jr., James 0. Welch, Jr., and Robert
J. Carbonell.
ALLEN,

Chancellor

These consolidated actions, which are said to be brought on
behalf of the shareholders of RJR Nabisco, Inc., a Delaware corporation, seek to enjoin the closing of a pending tender offer for up
to 74% of the outstanding stock of RJR Nabisco ("RJR"). The
offer is extended by entities organized for that purpose by the investment firm Kohlberg Kravis Roberts & Co. ("KKR")' and presently has been extended so as to close on February 6, 1989. The
tender offer, if consummated, is intended to be followed promptly
by a merger. The blended consideration to be received by each
shareholder should these transactions be effectuated will consist of
cash and securities valued, by the Company's investment bankers,
at approximately $108 to $108.50 per share. The value of the total
transaction is by all measures extraordinary-approximately $25 billion.
The terms of the transaction have been negotiated with and
endorsed by the board of directors of RJR. No member of the RJR
board appears to have a present or prospective financial interest in
the KKR entities involved. Thus, the transaction appears to be wholly
arm's-length.
The decision of the RJR board to endorse the KKR tender
offer and to enter into a merger agreement with respect to a second
step merger was made following the board's instigation of a public
auction for the Company which is detailed below. In that auction,
two other responsible bidders submitted proposals. The only serious
competition for KKR, however, came, in the end, from a series of
proposals advanced by a group including senior management of RJR,
including most importantly F. Ross Johnson, the Company's President and CEO, Shearson Lehman Company and Salomon Brothers,
Inc. (the "Management Group"). Notably, the auction was conducted so that the Company's CEO had no role in the selection of
the membership of the Special Committee or its legal or investment
advisors. Nor did the board permit management to occupy an insider

1. Those entities are RJR Holdings Corp., a Delaware corporation, and its
subsidiary RJR Acquisition Corporation, a Delaware corporation, the. offeror.
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role in the auction process itself. Compare Mills Acquisition Co. v.
Macmillan, Inc., Fed. Sec. L. Rep. (CH) 94,071 (Del. Ch. 1988),
rev'd id. at 94,072 (Del. Supr. 1988).
The concluding bid by the Management Group was claimed by
it to have a value of $112 per share and included a higher proportion
of cash than did the KKR proposal. The Company's bankers, however, were of the view that the Management Group's bid had a
value of approximately $108.50-$109 per share and that the two bids
were, so far as financial analysis could determine, substantially equivalent.
When, on November 30, 1988, the Special Committee received
these "substantially equivalent" bids, it did not seek to inquire again
of the bidders whether they wished to increase their offers. Rather,
the Committee and the Board opted to accept the KKR proposal
and it is this decision that I am now called upon to address.
The case is before the court on an application for a preliminary
injunction. Three forms of relief are sought: first, an order enjoining
KKR from buying stock under its offer; second, an order declaring
invalid the $1 per share "topping fee" contained in the merger
agreement that was signed on November 30; and third, an order
requiring the Special Committee to revive the auction by informing
the Management Group that it is free to and will consider any
proposal that it may now wish to make.
Plaintiffs assert, as they must on such an application, that the
entry of a preliminary injunction is necessary to save the shareholders
from an injury that will, if it occurs, be irreparable. One cannot
know, they say, the extent of the injury since one cannot know how
high the price will go in a properly conducted auction. Moreover,
given the dimensions of the transaction, they suggest that it is fatuous
to pretend that money damages would, as a practical matter, be
available to correct the financial injury to the class that they seek
to prevent. Plaintiffs claim that the injury that will result from the
sale of the Company on these terms is no less than $3 per share or
about $775 million.
In order to justify this relief, plaintiffs offer a number of legal
theories. As I understand those theories, however, they can be restated
in three principal forms.
The first theory that plaintiffs offer challenges the good faith of

the Special Committee. This theory claims that that committee was
in fact not motivated to try to achieve the best available transaction
for the benefit of the shareholders, but was inappropriately motivated
to repudiate, and more importantly, to be seen publicly as repudiating
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the Company's management. Plaintiffs posit that such a desire was
in part a reaction to a perceived widespread public dismay (to put
that point softly) with the self-enrichment motivation-and the scale
of the self-enrichment hoped for-that was reportedly at the root of
the Management Group's initial approach. Thus, on this view, the
independent directors sought to disassociate their names from the
harsh criticism that the management action engendered. They recognized, it is said, that if the Management Group prevailed in the
auction they would inevitably be seen as willing tools or compliant
dupes of self-seeking agents. Accordingly, if the Special Committee
was not to be tarred along with Mr. Johnson in the press, it was
essential for KKR to win. The Committee members could then
parade as righteous, independent directors, free of influence from a
grasping CEO. This, at any rate, is the imaginative argument.
Plaintiffs attempt to add a support to their narrative by asserting
that the Special Committee also had a financial incentive to prefer
KKR. That is, plaintiffs say, that since KKR does not intend to
divest RJR's food businesses (at least not more than 20% of it) but
the Management Group did intend to do so, the prospect of liability
for defendants (including the directors) in a suit brought by certain
RJR bondholders would somehow be materially less if KKR were
the buyer of the Company. This is said to provide another explanation
of why the Special Committee preferred KKR.
A number of circumstances are pointed to by plaintiffs to support
this charge that the Special Committee did prefer KKR in the
bidding. They claim that the way the auction was conducted was
irrational unless seen as an elaborate effort to permit KKR to prevail.
Specifically, they say that the auction was cut short with "substantially
equivalent" bids on the table when the Committee could have, and
any well motivated, honest auctioneer would have, gone back and
asked for a tie breaker. They assert that the Committee's advisors
struggled mightily and unconvincingly to make KKR's fimancially
inferior final bid appear to be "substantially equivalent" to the
Management Group's final bid. They claim that KKR was "tipped"
as to the Committee's thinking concerning an equity component of
any bid. These and other circumstances can only be explained by
the inference of bad faith plaintiffs contend.
The second theoiy plaintiffs advance relates to the board's obligation
to exercise due care. This theory asserts that the decision to accept
the KKR bid was the result of gross negligence. It is claimed that
no person exercising even minimal care "could have believed with
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any degree of certainty that at the time the auction was aborted
either bidders' best, highest or final bid had been received."
Both the motivation (good faith) theory and the due care theory
incorporate the argument that the Management Group bid in fact
presented greater value than the KKR proposal. This contention is
of course warmly contested.
The third theory that plaintiffs offer is predicated upon a certain
reading of Revlon v. MacAndrews & Forbes Holdings, Inc., Del. Supr.,
506 A.2d 173 (1986). It is, in reality, a form of strict liability theory
contending that the duty that an auction sale of corporate control
places upon a board is the duty-not simply to manage the Company
with due care in a good faith effort to achieve an appropriate objective-but is the duty to run an "auction"-a fair auction; an
effective auction. This seemingly innocuous formulation of a duty
then, of course, leaves it to a court ex post facto to review, without
regard to the board's good faith or due care,2 whether the auction
was fair (or in a slightly altered form of argument, whether it was
effective).
Plaintiffs say that this "Revlon duty" has been violated here in
a number of ways, but most plainly in the Special Committee's
allegedly premature termination of the auction. That is, it is asserted
that even if one were to assume that the competing bids of the
Management Group and KKR were substantially equivalent (which,
of course, plaintiffs will not do), the board had a duty as a fair
auctioneer to seek a tie-breaking set of bids.
In defending against these claims, the members of the Special
Committee disclaim any motivation other than one to pursue the
special duty that fell to them with diligence for the best interests of
the shareholders. They claim entitlement to that deference concerning
their ultimate judgment that the business judgment rule confers upon
action by disinterested directors taken in good faith and with due
care. In all events, they deny that they did not pursue diligently the
highest available transaction; assert reasons for the decisions they
made and claim reliance upon the opinions of experts given in their
field of expertise.
KKR, for its part, asserts, among other things, that it has not
been charged with wrongdoing nor even, as most frequently occurs,
2. If challenges to a board's good faith or due care are implicated, of course,
traditional business judgment analysis will be sufficient to structure the review.
Thus, this "fairness" or "strict liability" approach, if it is sound, only has pertinence
where those traditional bases for court action are not present.
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with conspiring in a fiduciary breach. There is no basis in law for
the court, it is said, to exercise the restraining power of equity with
respect to it. Moreover, it asserts that a balancing of possible harms
or the availability of money damages (RJR Acquisition Corp. having
indemnified the RJR directors in the merger agreement) each preclude
issuance of the potent remedy now sought.
For the reasons that follow, I am of the opinion that (1) the
Revlon case does not establish a basis for director liability or for the
issuance of the protective remedy of injunction independent of the
traditional bases for such liability or such relief: a breach of the duty
of loyalty or of the duty of care with resulting injury (see pp. 53-58
infra); (2) that there is not sufficient evidence to permit the conclusion
that plaintiffs have a reasonable probability of establishing that the
Special Committee was motivated to favor KKR and impede the
Management Group (see pp. 37-48 infra); and (3) that the decision to
enter into a merger agreement with KKR appears at this time to
represent a decision made with due care. Directors in a similar position
could have decided without being grossly negligent that the bids in
hand were substantially equivalent in value; that KKR's bid had nonfinancial aspects that permitted a reasonable person to prefer it; and
that effectively testing at that stage of this contest whether some
additional amount could be extracted entailed risks that one could
prudently decide in the circumstances should be avoided (see pp. 4853 infra). The pending motion will therefore be denied. The bases for
this decision are more fully set forth below, following a recapitulation
of the pertinent factual background.
I.

The Company
RJR is a Delaware corporation formed following the 1985 merger
of RJ Reynolds Tobacco Company and Nabisco Brands, Inc. The
Company's principal offices are now in Atlanta, Georgia. Through
its subsidiaries, which include RJ Reynolds, Nabisco Brands, Inc.,
Del Monte Corporation and Planters Life Savers Company, the Company holds leading positions in the tobacco, food and consumer products industries. The Company has 225,519,911 shares of common
stock and 1,251,904 shares of preferred stock issued and outstanding.
Immediately prior to the events here in question, RJR's common
stock was trading on the New York Stock Exchange in the mid 50's.
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The Management Group's Initial Proposalto Acquire the
Company
At an October 19, 1988 RJR board of directors meeting, F. Ross
Johnson, speaking on behalf of the Management Group, informed
the board that that group was seeking to develop a transaction to take
the Company private by means of a leveraged buyout. He suggested
a price of $75 per share. Mr. Charles E. Hugel, the Chairman of
RJR's board but not an officer of the Company, had had some
advance notice that this subject would be brought up at the meeting
and had prepared for it to the limited extent of having invited Peter
Atkins, Esquire, an attorney with experience with transactions of the
type proposed, present.
On October 20, 1988, the board issued a press release announcing
the proposed transaction. It also announced the appointment of a
special committee of the board comprising Charles E. Hugel as Chairman, John D. Macomber as Vice Chairman, Martin S. Davis, William
S. Anderson and Albert L. Butler, Jr.3 The Special Committee immediately retained two financial advisors, Dillon, Read & Co. (the
Company's regular investment banker) and Lazard Freres, Inc. The
Committee also retained Mr. Atkins' firm, Skadden, Arps, Slate,
Meagher & Flom, to render legal advice to the Committee and to
the Company's outside directors. The Delaware firm of Young, Conaway, Stargatt & Taylor was retained as special legal counsel to the
Company.
KKR's Initial Bid for the Company
On October 24, KKR, who had purportedly earlier been rebuffed
in an effort to entice management to join it in a leveraged buyout,
informed the Special Committee that it was planning to extend an
offer to acquire the Company for $90 per share in cash and securities.
On October 27, KKR commenced a tender offer at $90 per share
cash for up to 87% of the Company's stock. The offer stated that
the balance of RJR's shares were to be exchanged for new securities
in a second step merger.

3. Mr. Hugel is Chairman and Chief Executive Officer of Combustion
Engineering, Inc.; Mr. Macomber is Chairman of the Board of Lasertechnics, Inc.
and former Chairman and Chief Executive Officer of Celanese Corporation; Mr.
Davis is the Chairman of the Board and Chief Executive Officer of Gulf & Western,
Inc; Mr. Anderson is Chairman of the Executive Committee of NCR Corporation;
and Mr. Butler is the President of Arista Company.
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The Response of the Special Committee To the Contest that
had Emerged
On November 2, the Special Committee issued a press release
announcing that it was interested in receiving proposals to acquire
the Company. On November 7, the Committee disseminated Rules
and Procedures for Submission of Proposals. This provided, inter alia,
for a deadline of 5:00 p.m. November 18, 1988 for the final submission
of bids. The rules specified that "[t]he rules and procedures outlined
above are intended to constitute a single round of bidding. Any
Proposal should reflect the potential purchaser's highest offer." The
Special Committee also stated that it "encourage[d] proposals that
provided to current RJR shareholders a prospect for a substantial
common stock related interest in the purchasing entity." Id.
Bids Received by the Special Committee November 18
Three bids were in the hands of the Special Committee on the
appointed deadline of November 18. The Management Group bid
was valued by the Management Group at $100 per share, consisting
of $90 in cash, $6 preferred stock and an equity interest of $4. KKR's
bid came in at a claimed $94 per share ($75 in cash, $11 in preferred
stock and $8 in convertible debt which would convert into 25% of
the purchasing entity's equity). The third bidder was the First Boston
Corporation. Its proposal, while not fully developed, was in some
respects the most interesting. It contemplated an acquisition of the
Company's tobacco business in 1989 for approximately $15.75 billion
in cash and warrants, and an installment sale of the Company's food
businesses immediately (by year end 1988), with the proceeds of such
sale to be held for the account of the Company's shareholders. The
total value of the First Boston Group proposal, if it could be realized,
was estimated to be in the range of $98 to $110 in cash and cash
equivalents, securities valued at $5, and warrants valued at $2-$3.
The warrants would entitle RJR shareholders to acquire up to 20%
of the Company's tobacco business.
The First Boston approach was innovative, appealing and problematic. Its primary appeal lay in the fact that the installment sale
mechanism would provide tax advantages estimated to be as high as
$3 billion. There were two difficulties, however, with this proposal.
First, its terms were not fully worked out. Second, impending changes
in the tax code created time constraints which placed the realization
of those tax benefits at risk.
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The Decision to Defer A Decision And Invite Further Bidding
In view of the fact that the First Boston Group's proposal was
at this point potentially the most attractive, and that more time was
necessary to develop it further, the Committee decided to extend the
bidding until November 29. In its press release announcing the terms
of the extension, it also published the terms of the three bids it had
received, including the percentage of potential equity participation
each contemplated.
The Special Committee met with the three bidders at various
times during the week of November 21. Bids were actively solicited
by the Committee's investment bankers, and there is testimony that
the bidders were reminded that the Committee was concerned that
a significant equity component be provided to shareholders. See, e.g.,
Rohatyn Dep. at 11, 91.
At 5:00 p.m. November 29, the Committee again received three
bids. The Management Group raised its bid only minimally; it valued
its new bid at $101 per share ($88 cash; $9 preferred stock; $4
convertible preferred). It was the lowest of the three bids. KKR's
bid jumped appreciably to a claimed value of $106 ($80 cash, $17
preferred stock; $8 automatically converting debenture), the First
Boston Group's bid was said to be in a range from $103 to $115.
Consideration of the November 29 Bids
The Special Committee concluded early on that the First Boston
Group's bid, while attractive, was subject to too much uncertainty
to be practicable. Between the remaining bids, KKR's bid plainly
appeared to be the higher if the securities included in the bids were
worth what the bidders claimed. The Committee determined that
before it would choose between these two bids it would seek to assure
that KKR's higher bid was worth what it claimed. Accordingly, it
directed its lawyers and investment bankers to negotiate concerning
the terms of the securities and the details of a merger agreement.
This was done during the course of the evening of the 29th and the
morning of the 30th.
Some time late in the evening of November 29, the Management
Group learned of these talks, apparently from a newspaper reporter.
The Management Group apparently realized that it had made a
tactical error in raising its bid only $1 when, as later events show,
it was willing to pay substantially more. It attempted to recoup by
advising the Committee that it had yet to submit its best bid. It
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requested an opportunity to do so. This request was not responded
to before the Management Group pressed ahead late in the following
morning to present another bid.
The November 30 Meetings
The Special Committee reconvened at 7:45 a.m. on November
30, together with its financial advisors and six independent outside
directors of RJR.4 Once convened, this group, with a few recesses,
remained in session throughout the day.
The independent directors were first informed that the terms of
the merger agreement with KKR were essentially complete, but that
KKR had expressed displeasure because of its suspicion that its bid
had been leaked to the press and from there to the Management
Group. In light of its fears, KKR had requested, first informally
and then by letter, that its bid be acted upon that day. The letter
required action on the bid by 1:00 p.m. November 30. This assertedly
created concern in the minds of some of the directors that the KKR
bid might be withdrawn if not acted upon in a timely manner.
At some time early on in the meeting on November 30, before
the Committee turned to its consideration of the competing bids,
the meeting was informed that a letter had been hand-delivered from
the Management Group protesting the board's negotiation the night
before of the KKR bid as a final offer. The letter stated the Management Group's willingness to discuss all aspects of its proposal.
The Committee agreed to waive the terms of the rules and procedures
and consider new bids from both parties should such bids be forthcoming. It did not, however, invite or encourage further bidding.
Further bidding did, however, eventuate; before describing it, I turn
to a brief outline of the alternatives before the Committee on the
morning of the 30th.
The KKR Offer of $106
The KKR proposal of $106, made on the night of November
29, consisted of $80 in cash, $17 in cumulative exchangeable payin-kind preferred stock and $8 in face value senior converting debentures, which KKR valued at $9 because of the conversion feature.

4. These included John L. Clendenin, Ronald H. Gierson, Vernon E.
Jordan, Jr., Juanita M. Kreps, John G. Medlin, Jr., and Robert M. Schaeberle.
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The terms of the KKR PIK preferred eventually agreed to were
designed to achieve the aim that the security would trade at par at

some point following distribution.- The concern was that a massive
public sale of securities, anticipated in order to refinance the bridge
loans used to fund the purchase of RJR shares, would push down
the value of the preferred stock. This problem was addressed by a
provision to reset the rate after the market had absorbed the securities
needed to pay off the bridge loans. The Committee also sought to
achieve as brief an interval as possible in which the yield on the
preferred would float. KKR eventually agreed to reset the rate at
the earlier of one year following the refinancing of the bridge loan
or two years after the tender offer closed. In light of these agreements,

the Committee's investment advisors informed the Committee of
their view that the securities should trade at close to their face value
of $17 per share.
The senior converting debentures were to convert automatically into
common stock of the Company at the end of three' years unless the
holder "opts out" during a two week option period which then

arises. If none of the debenture holders were to opt out, the debenture
holders as a class would own 25% of the equity of the Company at
the end of four years. These securities were to pay interest in kind
for the first ten years following their issuance, and generate cash
distributions thereafter. The interest rate was to float initially, subject
to a reset identical to the preferred stock reset. The rate initially
would be approximately 14.5%.
The Management Group's $101 Bid
On the morning of the 30th, before the Management Group
presented further proposals, the Special Committee also considered

5. The terms of the pay-in-kind preferred are as follows: Initially, that is,
for the first six years, the stock pays dividends "in kind." The dividend rate would
initially be a floating rate set at 5% over a basket of interest rates (defined as the
highest of (i) the three month Treasury bill rate, (ii) the 10 year Treasury bond
rate, and (iii) the 30 year Treasury bond rate), subject to a ceiling of 16 5/8%
and a floor of 12 5/8%. The dividend rate is subject to a reset mechanism that
will reset the rate at a fixed rate within one year of any refinancing of the bridge
loans used to finance the transaction or two years after consummation of the tender
offer. The fixed rate is to be set in an arbitration proceeding among the advisors
to KKR, the advisors to the Company, and, if necessary, a third party investment
banker. The hope is to permit the security to trade at par at the time the fixed
rate is determined.
6. This was negotiated up from two years in the original November 29
proposal and was later increased to four years in the final proposal.
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the apparently lower bid, the Management Group's November 29
bid of $101, consisting of $88 per share in cash, $9 cumulative PIK
preferred stock, and $4 face amount 13% junior convertible exchangeable preferred stock.
At the time of submission, the terms of the cumulative PIK
preferred stock were not final. The other security proposed-the 13%
junior convertible exchangeable preferred stock-would initially accrue, but not pay, dividends calculated at a rate of 13%. By its
terms, this stock could be converted at any time into a maximum
of 15% of the fully diluted stock of the surviving tobacco entity.
The stock, however, had a "call" feature that allowed the Company
to redeem it at any time at par plus accrued and unpaid dividends.
RJR's investment advisors were of the view that this unrestricted
call provided the issuer with the ability to destroy the equity aspects
of the security before it would make financial sense to exercise them.
This was said to deprive Management's convertible preferred of any
premium value in addition to its value as a straight debt instrument.
This security remained unchanged in the final bid and was assigned
a value of $2-$2.50.
The RecapitalizationAlternative
In addition to the two bids before it on the morning of November
30, the Special Committee and the outside directors also analyzed
the value of a recapitalization of the Company. They concluded that
neither a breakup nor a recapitalization would yield value to shareholders in excess of the $106 being offered by KKR.
Having reviewed the three alternatives, the Special Committee
invited Messrs. Kravis and Roberts to make a presentation to the
meeting concerning their plans should they acquire the Company.
Following the presentation, which took place around 11:00 a.m.,
Mr. Hugel asked Mr. Roberts to extend the 1:00 p.m. deadline for
consideration of KKR's bid. Mr. Roberts gave no assurances that
the deadline would be extended.
The Management Group's $108 Bid
Following a brief recess, the meeting was reconvened at about
12:30 p.m. A representative of the Management Group then reported
to the Committee orally that the Management Group was raising
its bid to $108 per share consisting of $84 cash, $20 in PIK preferred
stock, and $4 in convertible preferred (i.e., $4 less cash and $11
more preferred stock than the bid of the prior evening). No terms
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for the component securities were given, but it was stated that the
Management Group was willing to negotiate all terms, including
price, with the Committee.
With this in mind, the Special Committee told KKR that another
bid had been received and again requested an extension of the 1:00
p.m. deadline. This time an extension until 2:00 p.m. was granted.7
The minutes of the November 30 board meeting reflect that the
Management Group had been asked to make its highest and best
bid shortly after 1:00 p.m. Mr. Hugel testified that the directors
discussed the need to obtain their highest and best bid and agreed
that this was to be relayed to the Management Group. Hugel Dep.
at 170. James A. Stem, an officer of Shearson Lehman involved in
the process, testified that the Management Group was told about
1:00 p.m. or 1:30 p.m. to "[s]harpen your pencils and put your
best bid on the table." Stern Dep. at 108. In response to which the
Management Group "reached back and submitted a final proposal,
final bid that again had $84 a share in cash, a $24 a share of PIK
preferred and the same 15% equity interest via the convertible
preferred." Id.
The Management Group's Last Offer

The Management Group's last proposal was submitted to the
Committee shortly before 1:30 p.m. The Management Group asserted
it to be worth $112; the additional $4 of value was all additional
preferred stock, raising the face amount of the PIK preferred securities
from $20 to $24. Like the previous bid, Management's $112 offer
left open certain significant terms, including provisions of the PIK
preferred stock and the convertible preferred. As it had done the
previous evening with KKR's $106 bid, the Special Committee began
negotiating with the Management Group to determine if it could
achieve terms for the securities offered which would allow them to
trade at their stated value.
KKR's Final Bid

In view of KKR's actions in extracting assurance of $.20 per
share expense reimbursement provision before it agreed to an ex-

7. In consideration, KKR got the Company to agree to reimburse KKR's
expenses up to $.20 per share in the event that no merger agreement was signed
between the Company and KKR. KKR agreed, on its part, to reduce the topping
fee provision in its proposed merger agreement from $1 to $.75 per share.

1989]

UNREPORTED CASES

1149

tension (see note 7 supra), the Special Committee and its advisors
assert that they were concerned that KKR might simply withdraw
its bid altogether at this point. See, e.g., Hugel Dep. at 170; Hobbs
Dep. at 188. This would, it is said, have left the Committee in a
markedly worse negotiating position than the position it was in with
competing bids on the table.
Assertedly in order to protect the shareholders from the risk of
losing the bird in hand, after receiving the Management Group's
face value $112 proposal, the Committee offered to KKR to enter
into the now fully negotiated merger agreement with it at $106 per
share, subject to a $1 topping fee should the Company accept another
offer within seven days, but with the agreement that no further
expenses would be paid. It also offered KKR the opportunity to bid
again prior to the acceptance of any other offer. In response to the
Committee's offer to enter into a contract, KKR declined but delivered a revised bid which it claimed to be worth $108 per share."
The new bid, which was not subject to a deadline, consisted of $80
per share in cash, $18 PIK preferred and converting debentures
which KKR valued at $10. The terms of the PIK preferred remained
the same as those of the previous bid, but the conversion period for
the other security, the automatically converting debentures, was extended another year which was the basis for KKR's assertion that
the same face amount of converting debt was now worth $1 per
share more. The Committee's advisors gave their preliminary opinion
that the revised KKR bid was worth between $107 and $108 per
share.
The Final Request for Bids
There were no on-going discussions with KKR for the remainder
of the afternoon of November 30; during that time, the Special
Committee's investment advisors negotiated with the Management
Group in an attempt to improve the terms of the Management
Group's securities. Specifically, there was an attempt to get the
Management Group to agree to tie the length of the reset period
on its PIKs to the refinancing of the bridge loans used to finance
the stock acquisition. The Management Group declined to do so.

8. As to other matters, it proposed that its topping fee would be S1 per
share and the $.20 payment for expenses, should another offer be accepted, would
remain in force.

1150

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 14

Its PIK preferred had the potential, indeed the likelihood, of not
being reset to the market for almost three years.
Attempts to increase the lower rate on Management's PIK were
unavailing. The Management Group also declined to put a reset
mechanism on its convertible preferred.
By about 6:00 p.m., when the Special Committee reconvened
to confer concerning the discussions with the Management Group,
it was reported to the Special Committee that no significant progress
had been made with respect to the terms of the Management Group's
securities. It was further reported by the Committee's investment
advisors that in its view, the securities were unlikely to trade at the
values assigned them by the Management Group. The Committee
apparently decided to return to both bidders one last time. Mr.
Rohatyn testified:
A: To the best of my recollection, we had a team of people
working with the management and their financial advisors
for practically all afternoon and early into the evening.
The discussions and the negotiations took place with
respect to certain aspects of the securities, certain aspects
of the equity component, and I believe that both with respect
to KKR and with respect to the management, at the end
of that afternoon, and I can't tell you whether it was 5, 6
or 7 o'clock, they were both asked to submit their last and
best bid.
Now, I was not part of the team that was in discussions
with the management but I did-I was part of the team
that met with KKR and asked them for their best bid. I
think it must have been very late that afternoon or early
that evening.
Rohatyn Dep. at 54-55. Mr. Raether recalled receiving that request
at about 7:00 p.m. Raether Dep. at 189. Asked for KKR's response
to the request for their best and final offer, Mr. Raether replied,
"We were outraged." Id.
Despite any such feeling, KKR responded to this further invitation after receiving reassurances that the members of the Management Group would not be in attendance at any board meeting
at which the offers were considered. It submitted a merger agreement
with its final bid of $109; $1 more in cash. This final bid consisted
of $81 in cash, $18 PIK preferred, and $10 converting debentures.
KKR placed a 30-minute fuse on this offer when it was submitted.
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The Management Group replied to a last communication from
the Committee that "they had our final proposal." Stern Dep. at
131. It is possible, however, that an imperfect communication occurred at this point. The Committee's advisors had been negotiating
with the Management Group concerning the reset provision of the
preferred stock. The communication at about 5:00 p.m. or 6:00
p.m. on November 30 may have been thought to relate only to that
subject or may have been thought to relate to all subjects concerning
the bids. Mr. Stern of Shearson testified as follows:
Q. Having given them your proposals on when the rate
would be fixed and how the rate would be fixed and what
would happen if there was a disagreement and so on, did
you get any indication that in the opinion of the advisors
that what you had done was not-would not lead to the
security trading at par on a fully distributed basis?
A: No.
Q: Did the committee indicate to you in words or substance after you made your response that they were satisfied
with the response?
A: The only comment we received from the committee,
as I have already testified, was there anything that we
wanted to do to the $4 piece of paper.
Q: Was that said at the first meeting as well as the telephone call?
A: It was said, yes.
Q: Who said that, if you recall?
A: On the phone call, it was Luis Rinaldini.
Q: Our response was they had our best-they had our
final proposal.
[Recess]
THE WITNESS: I would like to clarify they had the final
terms of our preferred stocks.
Q: What time of the day was the telephone call, approximately?
A: 5:30, 6 o'clock, 5.
Q.: Was that the last communication that you had on
November 30 with the advisors to the Special Committee
prior to your being informed that the committee had selected
the KKR bid?
A: Yes, that was our final communication.
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Stern Dep. at 130-132.
The Special Committee's Investment Advisors' Presentations
Concerning the Bids
The Special Committee's investment advisors, Lazard Freres
and Dillon Read, met with the Special Committee after both "final"
bids were received. It estimated the Management Group's proposal
to be worth between $108.50 and $109 per share, based on its
conclusions that (1) the Management Group's PIK preferred stock
should be discounted approximately $2 per share because of the
longer term of its reset provisions, its below market dividend rate,
and its weaker yield curve protections; 9 and (2) that the Management
Group's convertible preferred should be discounted from $4 to $2.50
because it had no reset mechanism, also carried a low dividend rate
and was callable at any time.
The advisors only discounted the KKR PIK preferred stock
between $.50 and $1. With respect to the KKR converting debentures, they advised the Special Committee that they should trade at
their estimated value of $10 and determined as a result that the
KKR bid was worth approximately $108 to $108.50 per share.
Based on these valuations, the unprecedented size of the debt
offerings of high yield securities involved, and the inherent limitations
of predicting future markets, the investment advisors concluded that
the bids were substantially equivalent. Both investment bankers advised the Committee that, in their view, the Committee could exercise
sound business judgment in recommending either offer, and that
they were prepared to give fairness opinions on either transaction.
According to the minutes of the meeting (which are attacked as
post hoc creations by lawyers for use in litigations), the Committee
then reviewed the following factors:
1. the risk that further negotiating with either the management group or KKR could result in the withdrawal of
either party from the bidding process;

9. The fluctuating rate on the Management Group security was pegged to
LIBOR (London Inter-Bank Offering Rate) which is a short term rate, as opposed
to the "basket" of rates against which the KKR security was measured. By opting
for the highest of several rates with different maturities to fix the current interest
rate, as opposed to a single rate, an investor is offered greater protection against
market changes with respect to different maturities.
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2. the 15% equity interest in the management group
proposal as contrasted with the 25% equity interest in the
KKR proposal;
3. the fact that the KKR structure contemplated that
the tobacco and a substantial part of the food businesses
would remain going forward versus the tobacco only business contemplated by the management group proposal;
4. the greater amount of permanent equity in the KKR
proposal;
5. the fact that the amount of PIK securities in both
proposals was unprecedented and that there would be an
additional $1.5 billion in PIK securities issued in the management group transaction;
6. the fact that the management group proposal provided for $84 in cash per share of common stock while the
K.KR proposal provided for $81 in cash per share of common stock;
7. the potential issues arising under the Company's
debt indentures in connection with the management group's
proposal but not in connection with the KKR proposal;
and
8. that KKR (but not the management group) was
willing to provide for the presentation of benefits for employees whose jobs were terminated as the result of business
divestitures.
Based on these considerations, and without attempting to seek
a higher bid from either party, the Committee elected to recommend
the KKR bid and the board shortly thereafter authorized the execution of the KKR merger agreement that had been negotiated.
II.
[1-3] The pending motion is for preliminary injunction. Such
a remedy is discretionary in the sense that, in determining to issue
it, a number of competing factors, whose weight is not scientifically
ascertainable, must be evaluated. The factors themselves are not
controversial. They include first, a preliminary determination that
a reasonable likelihood exists that plaintiffs will be able to prove
their claims at trial. Secondly, plaintiffs must show that they are
threatened with irreparable injury before final relief may be afforded
to them. Should the court determine that both of these elements
appear, it is necessary to consider what sort of injury, if any, may
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be visited upon defendants by the improvident granting of the remedy, how great that injury might be in relation to the injury with
which plaintiffs are faced, and whether a bond may offer adequate
protection against that risk or whether it might be avoided by the
shaping of relief. Lastly, the court must be alert to the legitimate
interests of the public or innocent third parties whose property rights
or other legitimate interests might be affected by the issuance of the

remedy. All of this, of course, is perfectly well settled.
III.
[4] The requested preliminary relief importantly involves a preliminary injunction against KKR, although no claim is made that
KKR has itself violated any duty that it owed to the RJR shareholders. Nor does the amended complaint contain any allegations
that a conspiracy exists which joins KKR in a breach of duties owed
by the directors of the Company to the shareholders. The briefs of
plaintiffs, inspired no doubt by recent history,10 now claim that KKR
was tipped by the agents of the Special Committee concerning the
Committee's desire for an equity participation in the range of 25%35%. But the record at this stage makes any such claim appear far
too flimsy to support provisional acceptance of it for those purposes."
Thus, I must treat this application as one in which no reasonable
probability has been shown that plaintiffs will be able to prove that
KKR has itself committed or participated in a wrong.
A number of cases in this court have expressed the not surprising
view that a preliminary injunction will not issue to restrain an
innocent third party who has extended a tender offer. Jedwab v. MGM

10. See Mills Acquisition Co. v. Macmillan, Inc., Del. Supr. [Current Binder]

Fed. Sec. L. Rep. (CCH) 94072 (1988).
11. It is Mr. Rohatyn's testimony that on November 28 or 29, he called
both Mr. Kravis of KKR and Mr. Robinson of Shearson and informed them that
the Special Committee was looking for a significant equity range, of about 25%
to 35%. Raether's testimony confirms that this information was received by KKR,
Raether Dep. at 110, although Mr. Kravis states in his affidavit that he did not
recall anyone on behalf of the Special Committee suggesting any specific percentage
of equity participation. Kravis Aft. 4. Mr. Robinson does not directly contradict
Mr. Rohatyn, but states that he was never advised that a 15% equity interest was
insufficient or that any specific equity interest was required to be competitive.
Robinson Aft. 3. The substance of what the bidders were told is of diminished
significance in light of the fact that (1) the original rules and procedures given to
all bidders stated that a significant equity component was desirable, and (2) both
bids had been published following the November 21 extension of the bidding period,
so that both sides were aware that KKR's proposal included a 25% equity provision.
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Grand Hotels, Inc., Del. Oh., 509 A.2d 584, 600 (1986); Weinberger
v. Rio Grande Industries, Inc., Del. Oh., 519 A.2d 116, 131 (1986);
L.A. Partners, L.P. v. Allegis Corporation, Del. Ch., C.A. No. 9033,
Berger, V.C. (October 22, 1987); Yanow v. Scientific Leasing, Inc.,
Del. Ch. [1988 Transfer Binder] Fed. Sec. L. Rep. (C0H) 93,660
(February 8, 1988); Citron v. Steego Corp., Del. Oh., O.A. No. 10171,
Allen C. (September 9, 1988). In none of these cases, however, did
the court actually find that it was likely that a breach of fiduciary
duty by corporate directors had occurred in connection with the
board's negotiation or endorsement of the offer. Thus, in none of
them was the court actually faced with the hard choice between two
innocent parties, one of which will suffer by its decision: the innocent
third party who would lose his bargain if the injunction issued or
the innocent shareholders who would be injured by the denial of the
relief and the consummation of the transaction.
As this principle, so far as I presently know, has not yet been
relied upon to deny an application for a preliminary injunction in
a "hard case" in which a breach of duty by directors appears to
exist, I do not regard it as the best course to rely upon this principle
alone in this instance. Rather, it is appropriate to address the probability of success on the claims against the Special Committee and
the other directors. Should one conclude that such a claim appears
to have a reasonable probability of ultimate success, then this case
would be seen as presenting the "hard case" and one would be
required to return to a more searching evaluation of the principle
here discussed. However, as I have concluded that plaintiffs have
failed to establish a reasonable likelihood that a breach of fiduciary
duty has occurred, no occasion for that more thoughtful review is
presented.
IV.
[5] In assessing the probability of success on plaintiffs' various
claims, I first note that this action constitutes an attack upon a
decision made by an apparently disinterested board in the exercise
of its statutory power to manage the business and affairs of the
corporation. That being apparently the case, the appropriate format
or structure for judicial review of the action under attack would be
provided by the business judgment rule, Pogostin v. Rice, Del. Supr.,
480 A.2d 619 (1984), unless the Supreme Oourt in Revlon can be
understood to have mandated some different form of analysis when
an auction sale of a company provides the factual context for the
claim of breach of duty (a question dealt with below).
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[6-8] The business judgment form of judicial review encompasses
three elements: a threshold review of the objective financial interests
of the board whose decision is under attack (i.e., independence), a
review of the board's subjective motivation (i.e., good faith), and
an objective review of the process by which it reached the decision
under review (i.e., due care). Polk v. Good, Del. Supr., 507 A.2d
531 (1986); Aronson v. Lewis, Del. Supr., 473 A.2d 805 (1984); Smith
v. Van Gorkom, Del. Supr., 488 A.2d 858 (1985); Grobow v. Perot,
Del. Supr., 539 A.2d 180 (1988). The first of these factors is, of
course, a condition to the use of the business judgment form of

review; if the board is financially interested in the transaction, the
appropriate form of judicial review is to place upon the board the
burden to establish the entire fairness of the transaction.1 2 Weinberger
v. UOP, Inc., 457 A.2d 701 (1983); Grobow v. Perot, Del. Supr., 539
A.2d 180 (1988). Each of the second two elements of the rule reflects
one of the two theoretically possible bases for director liability in a
disinterested transaction. If each is satisfied (i.e., plaintiff cannot

show a prima facie case of, or, if such a case is made out, the balance
of the evidence does not establish, bad faith or gross negligence),
then there is, in my opinion, no basis to issue an injunction or to
impose liability."3

12. A financially interested person in this sense is one with a financial interest
in the transaction under consideration that is adverse to the corporation or its
shareholders. Aronson v. Lewis, Del. Supr., 473 A.2d 805 (1984). A fuller statement
of the occasion for invocation of the intrinsic fairness test than the brief statement
in text would acknowledge that that test will be used when a financially interested
party sets the terms of a transaction and compels its effectuation. See Sinclair Oil
Corp. v. Levien, Del. Supr., 280 A.2d 717 (1971). See In Re Trans World Airlines,
Inc. Shareholders Litigation, Del. Ch., Cons. C.A. No. 9844, Allen, C. (October 21,
1988) with respect to the role of independent committees or majority of minority
provisions.
13. The business judgment rule has been variously stated. See cases cited 473
A.2d 805, 812, at n. 6. The only real difference I detect in various formulations
of the rule involves the question whether if good faith and due care are established,
there nevertheless remains room for a judicial judgment concerning the wisdom of
the decision. Most courts articulating the rule have not focused finely on the question
but there does seem a basis to conclude there is a difference on this question.
Compare Gimble v. Signal Companies, Inc., Del. Ch., 316 A.2d 599 (1974), at p. 615
(yes), with, In ReJ.P. Stevens & Co., Inc. Shareholders Litigation, Del. Ch., 542 A.2d
770 (1988), at pp. 780-81 (no). As I conceptualize the matter, such limited substantive
review as the rule contemplates (i.e., is the judgment under review "egregious" or
"irrational" or "so beyond reason," etc.) really is a way of inferring bad faith.
(See, e.g., Atlas Chemical & Dye Corp. v. Steel & Tube Co., Del. Ch., 120 A. 486,
494, Wolcott, C. (1923) and Allaun v. Consolidated Oil Co., Del. Ch., 147 A. 257,
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I turn then to that form of judicial review that may be called
the business judgment form of review.

A.
1.

The Business Judgment Form of Judicial Review

The Independence qf the Special Committee

[9-10] This aspect of the matter required scant attention. The
sort of "interest" that qualifies to disarm a board at the outset of
the benefits of a business judgment approach is a financial interest
in the transaction adverse to that of the corporation or its shareholders. Grobow v. Perot, Del. Supr., 539 A.2d 180 (1988); Aronson
v. Lewis, Del. Supr., 473 A.2d 805 (1984). Such a financial interest
most typically is a direct financial interest in the transaction. A
special case arises when the claimed financial interest is not in the
transaction itself, but is an interest in maintaining the present board
in power. See Grobow at 188. This problem is dealt with under the
approach first delineated in Unocal Corp. v. Mesa Petroleum Co., Del.
Supr., 493 A.2d 946 (1985). Here, there is no allegation that the
member of the Special Committee had any direct financial interest
in the sale of the Company to KKR that was adverse to or even
differed from the interests of all of the stockholders of the Company.
There is also asserted a claim that an indirect financial interest
of the directors was served by the preference for the KKR bid and
that fact constitutes self-interest in the choice which mandates that

261 (1929), where a similar conception is set forth). I am driven to this view
because I can understand no legitimate basis whatsoever to impose damages (or
enter an injunction) if truly disinterested directors have in fact acted in good faith
and with due care on a question that falls within the directors' power to manage
the business and affairs of the corporation. Cf. Blasius Industries, Inc. v. Atlas Corporation, Del. Ch., Cons. C.A. No. 9720, Allen, C. (July 25, 1988) (decision to
add directors in order to preclude effectiveness of proposed shareholder action not
governed by business judgment form of analysis). To recognize in courts a residual
power to review the substance of business decisions for "fairness" or "reasonableness" or "rationality" where those decisions are made by truly disinterested
directors in good faith and with appropriate care is to make of courts super-directors.
It might be correctly said that whether one infers bad faith from an "egregious"
or "irrational" decision (thus depriving it of business judgment rule protection) or
directly strips the decision of that protection upon such a finding, is of little practical
importance. I am not sure that this is the case, but in any event in the law, to
an extent present in few other human institutions, there may be in the long run
as much importance ascribed to the reasoning said to justify action, as there is in
the actions themselves.

1158

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 14

those defendants be required to come forward and justify their choice
as intrinsically fair. The claimed interest arises from the claim that
it was less likely that the directors would be exposed to personal
liability in suits brought by some of RJR's bondholders against the
Company and its directors if KKR prevailed in the auction. Plaintiffs
have failed to make it clear why this is even arguably the case. In
all events, I note first that the directors were not named as defendants
in the suits by bondholders (bond indentures usually contain provisions protecting officers and directors from suit by bondholders
except for fraud, see, e.g., Simons v. Cogan, Del. Oh., 542 A.2d 785,
792, aff'd, Del. Supr., 549 A.2d 300 (1988)). More importantly,
both the KKR merger agreement and the proposed Management
Group merger agreement contained identical indemnification provisions; they offered identical protection to the members of the Special
Committee. Nor have plaintiffs shown how any plausible federal
securities act claim, for which indemnification might not be available,
would be made more or less likely to succeed depending upon which
bidder prevailed.
Accordingly, one passes easily over the threshold for application
of the business judgment form of judicial review in this instance.
2.

Good Faith: The Claim That the Special Committee Was Not
Motivated to Seek the Best Available Transaction for the

Stockholders
The argument-alluded to above-is that the Special Committee
was not motivated in good faith to seek the best available transaction
regardless of whose deal it was, but rather, was motivated to see
that the Management Group did not succeed even if it would,
marginally at least, pay more. This motivation is explained by a
posited desire by the members of the Special Committee to disassociate themselves from public criticism directed against Mr. Johnson' 4
and the avarice his initial proposal was said to represent. This
inappropriate desire resulted, it is claimed, in (1) the premature
termination of the auction, and (2) the choice of a demonstratively
lower bid.

14. It is, for example, noted in the briefs that the December 5 issue of Time
magazine (which was on the stands before November 30) placed a picture of Mr.
Johnson on its cover and trumpeted the Management Group's proposal under the
caption "A Game of Greed." Anderson Dep. at 193-96.
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In response to this argument, the members of the Special Committee say a number of things. First, with no detectable conviction,
they say that even if it were true that they secretly intended to
pursue a plan that favored one bidder over another for private
reasons, that would not constitute bad faith under Delaware law for
purposes of removing from them the protections of the business
judgment rule. They say that only pursuit of financial interests
opposed to those of the corporation or the shareholders counts in
the evaluation of director good faith. The Supreme Court authorities
cited for this proposition, however, (Aronson v. Lewis, Del. Supr.,
473 A.2d 805 (1984); Grobow v. Perot, Del. Supr., 539 A.2d 180
(1988)) do not support it and the assertion is inconsistent with cases
in this court (e.g., Soash v. Telex Corp., Del. Ch. [1988 Transfer
Binder] Fed. Sec. L. Rep. (C00)
93,608) and fundamental notions
of fiduciary duty. Aronson and Grobow do each focus upon "financial"
interests, but in so doing, they address the threshold question of
independence. Specifically, whether the pleadings in those cases effectively challenged the independence or disinterestedness of director
action. Their teaching on that point is applied here in the earlier
discussion of the Special Committee's independence.
Neither case, however, can be read to hold that the protections
of the business judgment rule would be available to a fiduciary who
could be shown to have caused a transaction to be effectuated (even
one in which he had no financial interest) for a reason unrelated to
a pursuit of the corporation's best interests. Greed is not the only
human emotion that can pull one from the path of propriety; so
might hatred, lust, envy, revenge, or, as is here alleged, shame or
pride. Indeed any human emotion may cause a director to place his
own interests, preferences or appetites before the welfare of the
corporation. But if he were to be shown to have done so, how can
the protection of the business judgment rule be available to him?
In such a case, is it not apparent that such a director would be
required to demonstrate that the corporation had not been injured
and to remedy any injury that appears to have been occasioned by
such transaction? Thus, the question here is not whether plaintiffs
have asserted a legally cognizable theory with respect to their claim
of bad faith, but whether it seems reasonably likely that they will
be able to prove their assertion through the circumstances to which
they point.
As to this, defendants offer their real defense, which is that in
fact they acted in utter good faith throughout. They sought to achieve
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the best available transaction for the shareholders and can explain
and have explained every decision they made on that basis.
Plaintiffs' argument with respect to motivation is built upon
inferences from a series of acts or decisions that are claimed to be
explicable only by a desire to favor KKR even if it meant not getting
the best available transaction for the Company's shareholders.
(1) Most importantly, they say that the directors aborted
a tied auction in circumstances in which, had they been
properly motivated, they would have sought to break the
tie;
(2) They chose an offer that had $3 less cash per share
and which, upon honest evaluation, was worth about $3 a
share less;
(3) They accepted a bid that presented antitrust problems
when the competing bid which everyone admits offered at
least equivalent value had no such problems;
(4) They sought higher bids from KKR when it appeared
KKR had an inferior bid but failed to solicit a higher bid
from the Management Group when they could say KKR's
bid was higher;
(5) They failed to respond to Management Group's November 29 letter offering to pay more; and
(6) They offered to sign a merger agreement with KKR
at its $106 price subject to a right to solicit other bids but
never made a similar offer to the Management Group.
Consideration of this argument does not, however, require consideration of each of these elements. For present purposes, consideration
of the critical elements would appear sufficient.
Those critical elements include the decision at the end of the
day on November 30, after the Committee was told by its investment
bankers that the KKR nominal value $109 offer and the Management
Group's nominal value $112 bid offered to shareholders substantially
equivalent value, to accept one of the offers without returning to
the contestants once more. The second critical decision is, of course,
the choice to accept the KKR proposal and to reject the Management
Group's bid. Earlier I noted that a review of the record does not
establish the claim that only KKR was informed concerning a specific
percentage of equity that the Committee would prefer and that in
all events, the circumstances made apparent that coming up to 25%
interest equity would have made the Management Group's proposal
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stronger. (See note 11 supra). Thus, I put aside that claim as a source
of an inference of bad faith.
[11] In reviewing, with respect to bona fides, the Special Committee's decision to accept one of the proposals in the early evening
of November 30, two circumstances must be first noted. First, the
consideration offered in both proposals contained complex securities
not susceptible to intuitive evaluation. Sophisticated and effective
business generalists of the type likely to be found on the board of
such companies as RJR will seldom have the specialized skills useful
to most accurately value such securities. Our law, of course, recognizes the appropriateness of directors relying upon the advice of
experts when specialized judgment is necessary as part of a business
judgment. See 8 Del. C. § 141(e). In this instance, the Committee
did receive the advice of Lazard Freres and of Dillon Read that
when the respective securities were appropriately valued, they regarded the bids as substantially equivalent.
Plaintiffs spend a good deal of effort in attacking this judgment.
The effort (as it relates to this theory of liability) is to show that
the opinion was not only incorrect but was implausible. From this
plaintiffs would infer a motive to favor KKR (the unspoken link
being the assumption that the bankers detected a preference by the
Committee and fell in with it). I have reviewed the competing
affidavits by the investment bankers. I cannot conclude that plaintiffs
have shown the Lazard Freres or Dillon Read work to be flawed.
Briefly, that is because it is quite apparent, even to one with modest
sophistication in techniques of financial analysis, that the value of
the reset provision for the interest rate of a subordinated security
issued in these circumstances (when very large amounts of senior
debt is shortly to be issued) is of great importance to the value of
the security. It is plausible (more than that really, but I need go
no further) that the KKR reset provision made its convertible debentures relatively more valuable than was the Management Group's
analogous convertible preferred. This fact, together with the higher
rate that the converting debentures were to bear and the fact that
the convertibility feature of the Management Group's preferred stock
could be mooted by exercise of a call provision at any time (thus
diminishing the value of the prospect of a later equity participation),
provides quite sufficient bases to conclude that the opinions of the
Special Committee's advisors concerning prospective value of the
respective packages (which largely reduced to quite different assessments of the relative value of the converting debentures and the
convertible preferred) were competent and reached in good faith.
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Thus, the fact that the board was faced with what it could
reasonably believe were bids that were essentially equivalent from a
financial point of view is a relevant circumstance in assessing its
good faith in acting as it did.
The second especially relevant circumstance with respect to the
Committee's decision to act when it did relates to the fact that the
Committee had been placed under severe time constraints by KKR
in submitting its final proposal-the Committee was given thirty
minutes to accept the bid on pain of its being withdrawn. Of course,
this may have been an empty threat. I suppose that few thought the
chances of such a withdrawal very high but no one, of course, was
in a position to assure that it would not happen. Were it to have
happened, it is plain that the recap option would have provided a
poor substitute at the range of values the bidding had been driven
to. Thus, the Committee would have been left with the Management
Group's proposal of substantially equivalent value but with some
important terms that were plainly less appealing.
The situation facing the Committee at this critical point is
reflected, for example, in the testimony of Felix Rohatyn, the Lazard
banker:
Q.: In your professional judgment, why did you not go
back to the respective bidders, KKR and management,
after you received what you deemed to be their best and
final bids?
A: I think it was my judgment, and I think that judgment
was shared by the other senior members of the advisors as
well as the lawyers and some of the directors there, that
we had achieved values that were way at the upper end of
the range.
The meetings that we had had on our side with KKR
group convinced me that we were in great danger of overtrading this transaction with KKR and that there was a
significant risk of losing them as a bidder.
I don't believe we had any real concern with respect
to losing management as a bidder.
On the other hand, we hadn't firmed up in a satisfactory way some of the terms of the securities, and I believe,
I think we believed that there was the risk of losing one
bidder and having the other one alter the terms of its bid
significantly enough so that whatever potential benefit on
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the one hand, I think there was a much bigger risk involved
on the downside than the likelihood of really getting a better
bid.
Q: Is that your professional judgment?
A: That was and is my professional judgment, yes.
Rohatyn Dep. at 96-98.
[12] In the light of these circumstances, the decision not to
attempt to break the tie but to accept one of the bids at that point
and thus avoid the risk of the loss of that bid-no matter that my
personal view might be that the risk was rather small-can in no
event be seen as justifying an inference that those who made such
a choice must have had some motivation other than the honest pursuit
of the corporation's welfare. See, e.g., In Re J.P. Stevens & Co., Inc.
Shareholders Litigation, 542 A.2d 770, 780, at n.5.
Nor can the decision to prefer KKR's bid with $3 less cash
and with less nominal or face value per share be seen as so beyond
the bounds of reasonable judgment as to raise an inference of bad
faith in my opinion. The larger equity stub, the different future
business plans of the two bidders, and the superior reset provision
of KKR's proposed converting debentures, all provide a basis to
support the notion that the choice was a rational one. That KKR
as an acquiror presented antitrust questions or offered a somewhat
lower proportion of cash simply presents an occasion for the exercise
of judgment; the judgment reached does not, as indicated, appear
so far afield as to raise a question of the motivation of the board.
3.

Due Care: The Charge That the Special Committee Was
Grossly Negligent In Conducting and Concluding the Auction

[13] I cannot conclude that plaintiffs have demonstrated a reasonable likelihood that this theory of liability will be sustained. In
connection with it, their burden of course will be to establish at final
hearing that in electing to sign the KKR proposed merger agreement,
the directors were grossly negligent. Aronson v. Lewis, Del. Supr.,
473 A.2d 805 (1984); Smith v. Van Gorkom, Del. Supr., 488 A.2d
858 (1985). This case presents no occasion to focus upon the more
particular legal meaning of the gross negligence test as applied to
director action since under no responsible meaning of those words
could I find them to be satisfied here; there appears to have been
no neglect of duty of any sort in this instance.
This would appear quite evident given the amount of attention
the directors lavished upon this important transaction and the re-
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sponsible steps they took to be competently advised concerning alternatives open to them. There is, however, a way of viewing the
matter that does raise a question worthy of thoughtful reply.
In Aronson, where our Supreme Court reviewed and rationalized
the Delaware law on this subject, it said:
....
to invoke the [business judgment] rule's protections
directors have a duty to inform themselves, prior to making
a business decision, of all material information reasonably
available to them. Having become so informed they must
then act with requisite care in the discharge of their duties.
473 A.2d at 812.
[14] The obligation then is in the first instance to be informed
of "all material information reasonably available." When the question is what is the best available price for an asset, the market for
such an asset provides a valuable source, and where the relevant
market is "thick," the most useful source of such information. In
the sale of a very special, perhaps unique asset such as control of
a corporation, a regular market will be unavailable. In that instance,
an auction market can provide important information as to what is
the best available transaction for sale of the Company. Thus, in Ciy
CapitalAssociates v. Interco Incorporated,Del. Ch., A. 2d (1988),
the view was implied that when an auction sale of the Company
was going forward, the board's duty to be informed would require
that the auction be permitted to go forward to generate information
as to what the market would offer:
When, as in Revlon, two bidders are actively contesting for
control of a company, the most reliable source of information as to what may be the best available transaction
will come out of an open contest or auction. Thus, Revlon
holds that where it is clear that the firm will be sold, and
such a contest is going forward, the board's duty is to act
with respect to it so as to encourage the best possible result
from the shareholders' point of view.
Slip op. at 42.
If plaintiffs' argument that the Special Committee was negligent
is to be rejected for present purposes, it is necessary to show that
the Committee had "all material information reasonably available"
at the time it decided to act to accept the KKR proposal without
going back to invite a tie-breaking round of bids. Presumably, at
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that point the auction could have continued and more information
might have been gotten about what could be achieved.
There is a compelling answer to this position. It is premised
upon the insight, upon the fact, that information has costs and it
focuses verbally on the word "reasonably" in the Aronson formulation.
It concludes that the amount of information that it is prudent to
have before a decision is made is itself a business judgment of the
very type that courts are institutionally poorly equipped to make.
See Solash v. Telex Corp., Del. Ch. [1988 Transfer Binder] Fed. Sec.
L. Rep. (CH)
93,608); Citron v. Fairchild Camera & Instrument
Corp., Del. Ch., C.A. No. 6085, Allen, C. (May 19, 1988) (appeal
pending).
[15] The answer need only be briefly expanded. Clearly, more
information was available to the Committee on the central question
would either party pay more. Just ask and you may find out (if the
answer is yes, time would of course be necessary to evaluate if
another proposal was worth more). But in this setting, the act of
asking another time for a highest and best bid might itself have costs.
It is not inconceivable that KKR (by that time protected by a S.20
per share expense reimbursement agreement given in exchange for
extending its 1:00 p.m. deadline earlier in the day) could have walked
away from the transaction. Thus, the risks (costs) associated with
getting more information had to be weighed by the Committee against
the likely benefits. The Rohatyn testimony (and it is not alone in
this) tends to establish that the Committee addressed this question
with due care. It concluded that in the circumstances (the stage of
the auction, the level of the prices, the events of the day, etc.), the
risks outweighed the potential rewards. In my opinion, this important
decision is itself entitled to the deference courts give to business
decisions made by disinterested directors with care in the honest
pursuit of the corporation's interest. Solash v. Telex Corp., supra; Citron
v. Fairchild Camera & Instrument Corp., supra.
[16] Accordingly, I conclude that the Committee had at the
time it made its decision "all material information reasonably available" to it. Aronson, supra at 812. Moreover, there is, in my opinion,
no sufficient evidence that it then failed "to act with requisite care"
thereafter in reaching the particular decision to prefer the KKR
proposal. It is the case that that decision was made under extreme
time pressure. But where an arm's-length negotiating adversary imposes time limits, a board is forced to contend with that circumstance.
If it exercises informed judgment in the circumstances, considers the
risks posed by the deadline imposed, and concludes that it is prudent
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to act and acts with care, it has satisfied its duty. See, e.g., Citron
v. FairchildCamera & Instrument Corp., slip op. at 49-50. But see, Miller
& Macey, Trans Union Reconsidered, 98 Yale L.J. 127, 135-140
(proposing an imaginative if unpersuasive interpretation of the intent
and effect of Smith v. Van Gorkom). Plaintiffs have failed to demonstrate
a reasonable likelihood that the defendants did otherwise in this
instance.
B.

Judicial Review Apart From A Review Of Business
Judgment

The Claim that "Revlon Duties" Were Violated Even If the
Special Committee Was Appropriately Motivated and Did
Exercise Due Care
The last theory of liability to be treated raises the question
whether, in the "auction" context, a court, when required to review
a business decision relating to the conducting of the auction, made,
as here, by a disinterested board in the good faith pursuit of corporate
of shareholders interests and made with the requisite care, is authorized to overturn that decision or set it aside upon a finding that
the decision (a) resulted in the sale of the Company on terms that
appear to be less favorable than might otherwise have been obtained,
or (b) resulted in an auction that was "unfair" or otherwise deviated
from some conception of what the word "auction" implies.
I take it to be the case, ordinarily, that such substantive review
of the business decision with these characteristics is unauthorized.
The claim is that the Revlon case establishes an exception to the
business judgment form of judicial review in the context of a "sale"
of a corporation. In this setting, it is claimed that even a fully
independent board has a duty, distinct from its omnipresent duty,
to act in good faith and with due care, to conduct a fair (or alternatively an effective) "auction." Thus, that case is said to create
distinctive "Revlon duties" that exist not as a subset of traditional
duties of loyalty and care but independently. Under this view, if on
a post hoc review an auction is said to be unfair (presumably to
shareholders to whom the board owes its fiduciary duty) or ineffective
or "unauction-like" in some material respect, the results may be set
aside even if no breach of directorial duty of care or loyalty is
involved.
This is an interpretation of Revlon that I do not share. See, e.g.,
In Re J.P. Stevens & Co., Inc. Shareholders Litigation, Del. Ch., 542
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A.2d 770 (1988) (a "level playing field" not required in an auction
if directors act with care and in good faith pursuit of shareholder
interests); In Re Fort Howard Corporation Shareholders Litigation, Del.
Ch., Cons. C.A. No. 9991, Allen, C. (August 8, 1988) (pre-merger
agreement auction not required where directors' mechanism to achieve
information on alternatives puts board in position to exercise fully
informed judgment); Cf. Citron v. FairchildCamera & Instrument Corp.,
Del. Oh., C.A. No. 6085, Allen, C. (May 19, 1988) (appeal pending)
("Revlon duty" is not to get the best price but to strive in good
faith to get the best available transaction. "Directors are not insurers"). The point is rather analogous to the matter treated in footnote
13 supra. But there is room for professional disagreement on this.
The court's recent opinion in In Re Holly Farms CorporationShareholders
Litigation, Del. Ch., Cons. C.A. No. 10350 (December 30, 1988)
may be thought to represent a somewhat different interpretation of
the Revlon holding. There Vice Chancellor Hartnett set aside agreements that preclude an effective auction of that Company, saying:
The record also is undisputed that Tyson Foods was prepared to make a higher bid that evening. Even if the Board
thought it was acting in good faith, the sale process itself was
so substantially flawed that the Board's actions, considering
all the facts and circumstances, were not likely to have maximized
the value of the corporation for its shareholders and, therefore,
its actions cannot be viewed as being rational.
Slip op. at 14. (emphasis added). The court there concluded that
"the Board, therefore, failed to act rationally to meet the high
standards articulated in Revlon." Id. at 15.
True irrationality is unlikely to be encountered when board of
directors of large enterprises act deliberately, after receiving the advice
of professionals, as occurred in Holly Farms. It might be suggested
that in such a setting, action that obviously is not "rationally"
designed to maximize corporate or shareholder interests, is best
understood as a "rational" breach of the duty to proceed in the
good faith pursuit of appropriate interests. So interpreted, Holly Farms
does not differ from J.P.Stevens with respect to the question whether
"Revlon duties" exist outside of the structure of business judgment
analysis.
But I need not dilate upon this question now as our Supreme
Court will shortly issue an opinion that should clarify the role of
the court in reviewing decisions made during the course of or at the
conclusion of an auction sale of a company. The language of Supreme
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Court's bench ruling in Mills Acquisition Co. v. Macmillan, Inc., supra,
(". . . Revlon . .. requires that there must be the most scrupulous
adherence to ordinary principles of fairness in the conduct of an
auction . . .") is too summary to indicate whether the "ordinary
principles of fairness" referred to are similar to the principles of
subjective good faith that fall within traditional business judgment
analysis or refer to an independent, post hoc judicial evaluation of
fairness or effectiveness of the auction apart from the good faith of
directors and officers.
Moreover, even if the court is authorized to inquire into the
manner of the auction or the results of the auction independently
of the inquiry into good faith and due care that has already been
made, I could not conclude that it was "unfair," impaired or ineffective.
Effectiveness cannot mean perfection. Moreover, there is no
very persuasive record here that the auction did not result in the
best deal prevailing. The opinion of the plaintiffs' expert on that is
entitled to weight but surely to no more than the Company's advisors'
opinion in the record. There is no indication that the Management
Group was in fact prepared to go higher on the 30th and there is
support for the contrary.
Nor do I find any persuasive indication of unfairness, if that
term in this context is intended to encompass something other than
motivation. I do not regard the process here as unfair. The claims
of bias: inviting KKR to the board meeting on the 30th, offering
to sign an agreement with KKR subject to further bidding but not
with the Management Group, etc., all appear baseless when the facts
are reviewed in context, as I have tried to do above.
But with the central assertion-that when substantially equivalent
bids are received, the concept "auction," which has been given such
currency by its use in the Revlon opinion, itself requires the board
to ask for other bids-I simply cannot agree. Surely the board may
not use its power to exercise judgment in that context as a sham or
pretext to prefer one bidder for inappropriate reasons-as occurred,
one supposes, in Holly Farms and certainly occurred in Revlon itself.
But the board of directors continues, in the auction setting as in
others, to bear the burden imposed and exercise the power conferred
by Section 141(a). Assuming it does exercise a business judgment,
in good faith and advisedly, concerning the management of the
auction process, it has, in my opinion, satisfied its duty. It appears
that such a judgment was reached in the early evening of November
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30 and I can find no basis in the principle that explains the Revlon
case for the court to set it aside.
The pending motion will therefore be denied.

TW SERVICES, INC. v. SWT ACQUISITION CORP.
No. 10,427
IN RE TW SERVICES, INC. SHAREHOLDERS
LITIGATION
No. 10,298 (Consolidated)
Court of Chancery of the State of Delaware, New Castle
March 2, 1989
Plaintiffs sought a preliminary, mandatory injunction requiring
the defendant corporation to redeem certain stock rights authorized
by the defendant board of directors without action by the shareholders. Plaintiffs asserted that the refusal of the defendant board to
redeem the rights precluded plaintiffs from buying defendant's stock
tendered to it pursuant to a public tender offer. Plaintiffs allege that
the failure to redeem the company's poison pill constituted a breach
of duty.
The court of chancery, per Chancellor Allen, held that the
proportionality test of Unocal Corp. v. Mesa Petroleum Co. did not apply
to the defendant board's decision not to divert from its long-term
business plan in order to facilitate an extraordinary transaction designed to maximize current share value. The court also held, for
the purpose of the motion, that the board appeared to be acting in
the good faith pursuit of legitimate corporate interests.
1. Injunction

0

14, 136(1)

The test for the issuance of preliminary injunctive relief requires
the applicant to demonstrate both a reasonable probability of success
on the merits and the threat of an injury that will occur before trial
which cannot be remedied by an award of damages or the later
shaping of equitable relief.

