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quasi-appraisal remedy would remain available. However, the grandfather clause expressly applies to any case then on appeal to the
Supreme Court, pending in this Court, or attacking a cash-out merger
effected before February 1, 1983. This litigation both was pending
on the date of the Weinberger decision and was one attacking a cashout merger that became effective prior to February 1, 1983. The
grandfather clause contains no limitations, and I see no reason, as
a matter of law or equity, to engraft any. The parties, because they
found no Alaska precedent on this issue, agreed that Delaware law,
and specifically Weinberger, controls the question of whether appraisal
is plaintiffs exclusive remedy. As it is agreed that Weinberger applies,
it seems entirely appropriate to apply the entire case and not just
the substantive rulings.
Based upon the foregoing, defendants' motion for the entry of
a judgment in their favor is denied. IT IS SO ORDERED.

KAHN BROTHERS & CO. v. FISCHBACH CORP.
No. 8987
Court of Chancery of the State of Delaware, New Castle
September 19, 1989
Plaintiffs, stockholders of defendant Fischbach Corporation,
sought leave to file a second amended complaint. Plaintiffs alleged
that the defendant chairman fraudulently induced the board of directors into permitting him to obtain voting control of the corporation
in violation of a standstill agreement. Defendants opposed the motion
on the grounds that the second amended complaint failed to state a
cause of action for which relief could be granted and failed to satisfy
the chancery court rule specificity requirement for pleading fraud.
The court of chancery, per Chancellor Allen, granted plaintiffs'
motion for leave to file a second amended complaint and held that
the second amended complaint adequately addressed the pleading
deficiency by specifically attacking the validity of the most recent
corporate process by which the defendant directors claimed to hold
title to such offices.

1990]

UNREPORTED CASES

1. Pleading

1053

O= 229

Motions for leave to amend should be granted freely, unless
undue delay in asserting new matter would result in substantial
prejudice to defendant.
2.

Pleading

C= 241

Where the proposed amended complaint is legally insufficient
and would be subject to a motion to dismiss, leave to amend should
be denied.
3.

Pleading

O

229, 241

Should it appear with reasonable certainty that under any set
of facts which could be proven to support the claim that plaintiffs
would not be entitled to relief, a motion to amend may properly be
denied.
4.

Corporations
Fraud

O= 211(6), 513(1)

O= 41

Pleading

O

8(15), 16, 18

When a proposed amended complaint purports to allege fraud,
but fails to satisfy the standard of Delaware Chancery Court Rule
9(b) which requires that the circumstances constituting the fraud be
stated with a particularity, a court is justified in denying a motion
under Delaware Chancery Court Rule 15. DEL. CH. CT. R. 9(b);
DEL. CH. CT. R.

15.

5.

O=211(6), 513(1)

Corporations
Fraud

C= 3, 41

Pleading

O= 8(15), 18

In order to allege fraud, plaintiff must allege that defendant,
with an intent to deceive, made a false statement of material fact
upon which plaintiff reasonably relied to his detriment.
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C= 211(2), 310(2), 320(9)

It may be inferred that if, as alleged by plaintiffs, a corporation
entered into a settlement agreement in reliance on an alleged misrepresentation by the chairman of the board of directors, such misrepresentation was material and such reliance was clearly to the
detriment of the corporation if by relying the corporation lost the
benefits of a standstill agreement.
7.

Pleading

C= 1, 16

Generally, modem rules of civil procedure based on the federal
rules contemplate notice pleadings in that all that is required of a
pleader is a short plain statement of the claim showing that the

pleader is entitled to relief. DEL. CH. CT. R. 8.
8.

Fraud

C= 41

Pleading

C

8(15), 16, 18

When fraud is charged, Delaware Chancery Court Rule 9 gives
to defendants a right to insist that the circumstances constituting the
alleged fraud be specified, and defendants are not required to be
satisfied with mere notice and are not relegated to discovery mechanisms to understand the circumstances constituting the wrong.
DEL. CH. CT. R. 9.
9.

Fraud

0= 41

Pleading

C

8(15), 16

The test of whether an attempted pleading of fraud states sufficient circumstances to satisfy Delaware Chancery Court Rule 9 is
not scientific, application of the rule calls for the exercise of informed
judgment by the trial court. DEL. CH. CT. R. 9.
10.

Fraud

-41

Pleading

C= 8(15), 16, 18

Generally, an allegation of fraud is legally sufficient under Delaware Chancery Court Rule 9(b) if it informs defendants of the
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precise transactions at issue, and the fraud alleged to have occurred

in those transactions, so as to place defendants on notice of the
precise misconduct with which they are charged. DEL. CH. CT. R.

9(b).
11.

Fraud

=41

Pleading

0-= 8(15), 16, 18

Delaware Chancery Court Rule 9(b) does not require that each
allegation of plaintiffs must be substantiated by a further allegation
to support it; all that is required is that the circumstances constituting
the fraud be alleged. DEL. OH. CT. R. 9(b).
12.

Fraud

C= 3, 41

Pleading C

8(15), 16, 18

Under Delaware Chancery Court Rule 9(b), the substantiation
or specificity necessary is that facts be pleaded that specifically identify
the act of deception charged and which, if true, would establish each
of the elements of the tort. DEL. CH. CT. R. 9(b).
13.

Pleading

0= 360(7), 360(10)

Pretrial Procedure

C

680, 681, 687

In analyzing a complaint under Delaware Chancery Court Rule
12(b)(6), the court accepts the factual allegations of the complaint
as true; however, conclusions of law or fact will not be accepted as
true absent specific allegations of fact supporting the conclusion. DE.
CH. CT. R. 12(b)(6).

Joseph A, Rosenthal, Esquire, of Morris, Rosenthal, Monhait &
Gross, P.A., Wilmington, Delaware; Silverman & Harnes, New
York, New York; Goodkind, Wechsler, Labaton & Rudoff, New
York; and Eugene A. Spector & Associates, P.C., Philadelphia,
Pennsylvania, for plaintiffs.
Jesse A. Finkelstein, Esquire, and Robert J. Shaughnessy, Esquire,
of Richards, Layton & Finger, Wilmington, Delaware; and Rosen
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& Reade, New York, New York, for defendants Victor Posner,
Bernard I. Posner, Steven Posner, Melvin Colvin, Leonard Leifert,
Walter Sieckman, Thomas A. Prendergast, Pennsylvania Acquisition
Corporation, and Pennsylvania Engineering Corporation.
P. Clarkson Collins, Jr., Esquire, of Morris, James, Hitchens &

Williams, Wilmington, Delaware, for defendants Alfred R. Manville,
John Snow, Edwin A. Wilinski, Philip Heller, Charles R. Acker,
and Fred Korth.
David C. McBride, Esquire, of Young, Conaway, Stargatt & Taylor,
Wilmington, Delaware, for defendant Fischbach Corporation.
ALLEN,

Chancellor

Pending is a motion by plaintiffs, stockholders of Fischbach
Corporation, a Delaware corporation ("Fischbach"), for leave to file
a second amended complaint.1 The motion is in response to a Memorandum Opinion dated November 15, 1988,2 which stated that
Count I of plaintiffs' Amended Complaint, which purported to state
a claim under Section 225 of our corporation law, was subject to
dismissal as it did not appear to attack the validity of the most recent
corporate process by which the defendant directors would claim to
hold title to such office. It was concluded that the motion to dismiss
that claim would be granted unless, within 30 days, plaintiffs moved
to file a further amendment to correct such deficiency. The present
motion relates to the attempt to amend the complaint that was
required by that earlier opinion.
Defendants oppose the motion to amend on the grounds that
Count I of the proposed Second Amended Complaint fails to state
a cause of action for which relief may be granted, and fails to satisfy

1. The proposed Second Amended Complaint names as defendants: (i) Fischbach, (ii) Victor Posner and eleven other persons who constitute the board of
directors of Fischbach (collectively the "individual defendants"), (iii) Pennsylvania
Engineering Corporation, a Delaware corporation ("PEC"), (iv) Pennsylvania Acquisition Corporation, a Delaware corporation and a subsidiary of PEC ("PAC"),
and (v) APL Corporation, a New York corporation ("APL"). APL has failed to
appear in this action. PEC, PAC, Fischbach and the individual defendants are
herein collectively referred to as "defendants." PEC, PAC and APL are alleged
to be controlled by Victor Posner.
2. Kahn Brothers & Co. v. Fisehbach Corp., Del. Ch., C.A. No. 8987 (November
15, 1988) (herein referred to as the "Memorandum Opinion").
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the requirements of Chancery Court Rule 9(b) for pleading fraud.
Because the Second Amended Complaint addresses the deficiency
noted in the Memorandum Opinion, and for the reasons discussed
in the Memorandum Opinion and below, I conclude that plaintiffs'
motion to amend should be granted. Accordingly, defendants' motion
to dismiss Count I must be denied.
I.
Count I of the Second Amended Complaint is brought by
plaintiffs in their individual capacities as stockholders of Fischbach,
and purports to be brought pursuant to Section 225 of our corporation
law. The thrust of Count I is that in 1985, Victor Posner ("Posner")
fraudulently induced the then existing Fischbach board into permitting him to obtain voting control of Fischbach, by inducing the
board to waive Fischbach's rights under a standstill agreement between it and Posner and his entities. That agreement limited Posner's
stock ownership of Fischbach to 24.9%. The waiver of rights under
the agreement enabled Posner to acquire stock control of Fischbach
and to have himself designated chairman of the Fischbach board,
and his designees appointed to board positions constituting a majority
of all such positions. Thus, it is claimed as a result of fraud that
Fischbach was deprived of the benefits of the standstill agreement
and control of the board was passed to Posner and his agents. The
nature of the fraud alleged is described below in the narration of
the allegations of the Second Amended Complaint.3
The relief sought under Count I is an order (i) declaring that
the individual defendants did not validly take office, (ii) appointing
a receiver to take control of Fischbach until a new election may be
held, (iii) requiring that a special stockholders meeting be held, and
(iv) impressing with a trust or sequestering in the custody of a
receiver all shares of Fischbach stock unlawfully acquired directly or
indirectly by Posner and his controlled entities so that such shares
cannot be voted except by and at the direction of this court.

3. Count 11 of the Second Amended Complaint alleges a contractual claim-

PEC's and Posner's alleged breach of the standstill agreement which is further
described below; Count I alleges waste of corporate assets and breach of fiduciary
duties by the individual defendants; and Count IV alleges that the individual
defendants will fail to negotiate with a prospective bidder for Fischbach.
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II.

The allegations of the Second Amended Complaint are in large
part those set forth in detail in the Memorandum Opinion. They

need only briefly be summarized here.'
On August 19, 1980, PEG and Fischbach entered into a standstill
agreement (the "Standstill Agreement") that limited to 24.9% the
equity interest that Posner and entities controlled by him could
acquire in Fischbach. That limitation would not apply, however, if,
among other things, a third party filed a Schedule 13D under the
Securities Exchange Act of 1934 disclosing the acquisition of more
than 10% of Fischbach's stock.
On or about December 13, 1983, Executive Life Insurance
Company ("ELI") filed a Schedule 13D disclosing its ownership of
more than 10% of Fischbach's stock. Almost immediately thereafter,
on January 9, 1984, ELI sold all of its Fischbach stock to Fischbach.
In April, 1984, PEG filed suit in Florida seeking a declaratory
judgment that the purchase by ELI had terminated PEG's obligations
under the Standstill Agreement; and Fischbach brought suit in New
York seeking a declaratory judgment that the Standstill Agreement
and PEG's obligations thereunder remained in effect despite ELI's

brief ownership of more than 10% of Fischbach's stock.
On July 10, 1984, while the aforementioned litigation remained
pending, Ivan Boesky filed a Schedule 13D indicating his ownership
of 13.4% of Fischbach's stock. During settlement negotiations with
Fischbach, Posner claimed that Boesky's stock ownership freed Posner
of his obligations under the Standstill Agreement, thus removing any
litigable questions about the continuing viability of the Standstill
Agreement.
On January 9, 1985, Fischbach and PEG entered into a settlement agreement (the "Settlement Agreement") pursuant to which
(1) the New York and Florida actions were dismissed with prejudice,

4. Count I of the Second Amended Complaint is in all relevant respects the
same as Count I of the Amended Complaint, except that plaintiffs have added
paragraphs 32 through 34, which describe the intervening election of directors in
1987 and adequately explain and attack the defendant directors' chain of title. The
allegations of paragraphs 32 through 34 are described more fully below at pp. 56. The relief requested under Count I of the Second Amended Complaint is in all
relevant respects the same as in the Amended Complaint.
Counts II and III of the Second Amended Complaint are, in all relevant
respects, the same as Counts II and III of the Amended Complaint. Count IV was
not included in the Amended Complaint.
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(2) Fischbach and PEG executed general releases in favor of each
other, (3) obligations under the Standstill Agreement were acknowledged as terminated and (4) upon the acquisition by PEG and related
entities of more than 50% of Fischbach's stock, Posner would be
appointed chairman of the board and he would designate, for board
appointment, a majority of the directors of Fischbach.
Thereafter, on February 28, 1985, Boesky sold all of his Fischbach stock to APL.
On September 4, 1985, Posner increased his interest in Fischbach
to greater than 50% of Fischbach's stock, giving him the right to
be appointed chairman of Fischbach and designate persons to fill a
majority of board positions.
Fischbach has a staggered board, with some directors serving
for three years and others for two years. On October 18, 1985,
Posner Lnd defendants Steven Posner and Walter Sieckman were
designated to serve for three year terms expiring in 1988. No election
of directors was held in 1986 or 1988, thus, Posner, Steven Posner
and Sieckman served as directors by reason of their designation on
October 18, 1985, pursuant to the terms of the Settlement Agreement.
Posner designated defendants Colvin, Prendergast and Bernard
Posner as his directorial nominees for election at the stockholders
meeting of February 3, 1987. Their election was assured since Posner's controlled entities then owned more than 50% of Fischbach's
voting stock. Defendant Leiffert was designated by Posner to replace
Dante Fabiani, another Posner designee, who, plaintiffs allege, either
resigned or retired some time after his election as director at the
1987 stockholders meeting.
Plaintiffs also allege, however, that pursuant to a secret agreement (the "Secret Agreement") between Boesky and Drexel Burnham
Lambert, Inc. ("Drexel"), Boesky and Drexel were acting on behalf
of Posner with respect to Boesky's acquisition of 13.4% of Fischbach's
stock, and that, therefore, the development that led to the termination
of the Florida and New York actions-the filing of a Schedule 13D
by Boesky-and to Posner's acquisition of control, was a deception
that invalidates the acts of the then incumbent directors in appointing
Posner and his designees to the Fischbach board.
III.
[1-4] Motions for leave to amend should be granted freely,
unless undue delay in asserting new matter would result in substantial
prejudice to defendant. Where, however, the proposed amended
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complaint is legally insufficient and would be subject to a motion
to dismiss, leave to amend should be denied. 5 Thus, should it appear
with reasonable certainty that under any set of facts which could be
proven to support the claim that plaintiffs would not be entitled to
relief, a motion to amend may properly be denied. When a proposed
amended complaint purports to allege fraud, but fails to satisfy the
standard of Rule 9(b) which requires that the circumstances constituting the fraud be stated with particularity, a court is justified in
denying a motion under Chancery Court Rule 15.
Defendants do claim that the Second Amended Complaint fails
to state a cause of action upon which relief may be granted. They
assert that the Second Amended Complaint fails to comply with Rule
9(b) in that it fails to state with particularity the circumstances
constituting the fraud claimed by plaintiffs to have been perpetrated
by Posner on the Fischbach board, and that plaintiffs' allegation that
Posner was aware of the Secret Agreement is wholly conclusory and
fails to satisfy the requirements of Rules 9(b) and 12(b)(6), respectively.
IV.
Rule 9(b) provides:
In all averments of fraud or mistake, the circumstances
constituting fraud or mistake shall be stated with particu-

larity. Malice, intent, knowledge and other condition of the
mind may be averred generally.
[5] In order to allege fraud, plaintiff must allege that defendant

(1) with an intent to deceive, made a (2) false statement of (3) a
material fact upon which plaintiff (4) reasonably (5) relied to his (6)
detriment. Harman v. Masoneilan International, Inc., Del. Supr., 442
A.2d 487 (1982); Twin Coach Co. v. Chance Vought Aircraft, Inc., Del.
Super., 163 A.2d 278 (1960); Simons v. Cogan, Del. Ch., 542 A.2d
785, 791 (1987), aff'd, Del. Supr., 549 A.2d 300 (1988).
[6] The Second Amended Complaint alleges all the elements of
fraud. It alleges that Victor Posner, with knowledge of the Secret

5. E.g., Glassman v. Wometco Cable 77, Inc., Del. Oh., C.A. No. 7307,
Hartnett, V.C. (June 19, 1985), slip op. at 7, where the court noted that "it would
waste the Court's and the parties' time to allow an amendment which would
immediately fall to a Chancery Rule 12(b)(6) motion to dismiss or to a Rule 12(o
motion to strike."
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Agreement, misrepresented to Fischbach that Boesky's allegedly independent purchase of 13.4% of Fischbach's stock relieved Posner
of his obligations under the Standstill Agreement, and further alleges
that, in reliance on such misrepresentation, Fischbach entered into
the Settlement Agreement with PEG, enabling Posner to gain majority control of Fischbach. It may.be inferred that if, as plaintiffs
allege, Fischbach entered into the Settlement Agreement in reliance
on the alleged misrepresentation by Posner, such misrepresentation
was material. Such reliance was dearly to the detriment of Fischbach,
which lost the benefits of the Standstill Agreement.
Still, defendants argue, plaintiffs fail to state with particularity
"the circumstances constituting the alleged fraud."
[7] Generally, modem rules of civil procedure, such as ours,
which are based upon the federal rules contemplate notice pleading;
all that is required of a pleader is a "short plain statement of the
claim showing that the pleader is entitled to relief." See Chancery
Court Rule 8. A broad range of discovery tools and, under certain
circumstances, motions for a more definite statement, are thought
to be fully ample to move the litigation rapidly beyond the pleading
stage.
[8] Rule 9 constitutes an exception to this general approach. It
requires, with respect to the subjects it treats, some greater degree
of specificity in pleading. The rule gives to defendants a right to
insist that the circumstances constituting the alleged fraud be specified. Defendants are not required to be satisfied with mere notice
and are not relegated to discovery mechanisms to understand the
circumstances constituting the wrong when fraud is charged. Why
this should be so has been commented upon by many courts. See 5
C. Wright and A. Miller Federal Practice and Procedure, Civil § 1296
and cases collected at 48. In general, those commentators seem to
concur that, with respect to "fraud," the seriousness of the allegations
with respect to personal reputation and the risk of strike suits account
for this requirement to plead the "circumstances" constituting the
fraud.
[9-10] The test of whether an attempted pleading of fraud states
sufficient "circumstances" to satisfy Rule 9 is not scientific. Application of the rule calls for the exercise of informed judgment by the
trial court. The Third Circuit Court of Appeals has reminded us
that "[flocusing exclusively on the 'particularity' language of Rule
9(b) 'is too narrow an approach and fails to take account of the
general simplicity and flexibility contemplated by the rules."' Christides v. First Pennsylvania Mortgage Trust, 717 F.2d 96, 100 (3d Cir.
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1983) (quoting 5 C. Wright and A. Miller, FederalPracticeand Procedure,
Civil § 1298, at 407 (1969)); see also Seville IndustrialMachinery Corp.
v. Southmost Machinery Corp., 742 F.2d 786 (3d Cir. 1984), cert. denied,
469 U.S. 1211 (1985). Generally, it may be said that an allegation
of fraud is legally sufficient under Rule 9(b) if it informs

"...

defendants of the precise transactions at issue, and the fraud alleged
to have occurred in those transactions, so as 'to place defendants
on notice of the precise misconduct with which they are charged
....

'

Vietnam Veterans of America, Inc. v. Guardian Industries, Inc.,

644 F. Supp. 951 (D. Del. 1986) (quoting Seville, 742 F.2d at 791);
accord 5 C. Wright and A. Miller, Federal Practice and Procedure, Civil
§ 1297 at 404 (1969).
Defendants argue that because plaintiffs have failed to provide
factual support for their claim that the Secret Agreement existed
between Drexel and Boesky, Count I the Second Amended Complaint
lacks the requisite substantiation.
[11-12] Defendants here misunderstood the requirement of Rule
9(b). Plaintiffs have adequately specified the claim they are making.
This is accomplished in part by the allegation that the Secret Agreement existed between Drexel and Boesky. It is true that plaintiffs
have not alleged additional specific facts to support the existence of
the Secret Agreement; however, it cannot be true that each allegation
of plaintiffs must be substantiated by a further allegation to support
it. All that is required is that the circumstances constituting the fraud
be alleged. The substantiation or specificity necessary is that facts
be pleaded that specifically identify the act of deception charged and
which, if true, would establish each of the elements of the tort. As
stated above, the Second Amended Complaint satisfies this requirement and clearly places defendants on notice not vaguely or generally
but of the precise misconduct with which they are charged.
V.
Similarly, defendants assert that the Second Amended Complaint
fails to satisfy the requirements of Rule 12(b)(6) in that any alleged
knowledge by Mr. Posner of the alleged Secret Agreement is itself
wholly conclusory and inadequate. I disagree.
[13] It is true, of course, that while in analyzing a complaint
under Rule 12(b)(6), the court accepts the factual allegations of the
complaint as true: "[c]onclusions

of law or fact ... will not be
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accepted as true absent specific allegations of fact supporting the
6
conclusion."
I cannot conclude that these allegations constitute mere conclusions and, perhaps more importantly, in my opinion, the principle
relied upon by defendants has no application, in my opinion, to an
allegation of knowledge.
Taking the second point first, Chancery Court Rule 9(b) provides
that "[m]alice, intent, knowledge and other condition of the mind
may be averred generally." The apparent meaning of these words
is that allegations of knowledge are to be treated by a distinct test:
the circumstances that give rise to an inference of knowledge on the
part of the pleader need not be pleaded with particularity. It would,
as I perceive it, create an internal contradiction to hold that while

knowledge may be averred generally under Rule 9, it may not be
alleged as a conclusion. It appears that the majority of cases interpreting Rule 9(b) has held that conclusory allegations of knowledge
are sufficient. Several courts have, however, held that to allege
scienter sufficiently, plaintiffs must do more than allege knowledge
generally. Those cases hold that plaintiffs must substantiate such
allegation with further specific allegations of fact from which such
knowledge may be inferred.
Even if I were to apply this more stringent standard in this
case, I would be compelled to conclude that the Second Amended
Complaint properly alleges scienter. Paragraph 28 of the Second
Amended Complaint states that Posner "knew" about the Secret
Agreement, but does not elaborate as to why plaintiffs have inferred
that Posner had such knowledge. However, paragraphs 19, 20 and
30 allege that the Secret Agreement was entered into by Drexel on
behalf of Victor Posner and that Boesky, after acquiring his Fischbach
stock, thereafter sold it to APL. These allegations are sufficient to
raise the inference that Posner was aware of the Secret Agreement.
6. Lewis v. Straetz, Del. Ch. Cons. C.A. No. 7859, Hartett, V.C. (February
12, 1986); Sumers v.Beneficial Corp., Del. Ch., C.A. No. 8788, Hartnett, V.C.
(March 9, 1988); West v. Sirian Lamp Co., Del. Ch., 44 A.2d 658, 660 (1945);
Wilen v.Pollution Control Indus., Inc., Del. Ch., C.A. No. 7245, Hartnett, V.C.
(October 15, 1984). Plaintiffs, however, are not required to plead evidence to
support their allegations. Strasburger v.Mars, Inc., Del. Super., 83 A.2d 101 (1951).
See also Perrot v.United States Banking Corp., (D. Del. 1944); Town of Hoskett Seiool
District v.W.R. Grace and Company, 617 F. Supp. 126 (D.C.N.M. 1984); Trtssell
v.United States Underwriters, Lad., 228 F. Supp. 757, 774 (D.C. Col. 1969); 3 J.
Moore, Moore's Federal Practice § 9-03[1] at 9-35 (2d ed. 1988).
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With the addition of paragraphs 32 through 34 which attack
the defendant directors' chain of title, the Second Amended Complaint adequately addresses the deficiency noted in the Memorandum
Opinion. Count I satisfies the specificity requirements of Rule 9(b),
and states a cause of action under Section 225. Therefore, plaintiffs'

motion for leave to amend is hereby granted. Accordingly, defendants' motion to dismiss Count I is denied. IT IS SO ORDERED.

LASTER v. WAGGONER
Nos. 11,063 & 11,067
Court of Chancery of the State of Delaware, New Castle
October 13, 1989
(Revised October 24, 1989)
Plaintiffs, stockholders of STAAR Surgical Company (STAAR)
and persons claiming to be four of STAAR's five directors, brought
this action for an adjudication that they are STAAR's lawful board
and that the defendant director of STAAR did not validly remove
them as directors. Defendant claims that the voting rights contained
in convertible preferred stock issued to him represented voting control
of STAAR and thus authorized his ability to remove the existing
directors. Plaintiffs also sought an injunction to prevent defendant
from completing a proposed transaction with Chiron Corporation
instituted without the plaintiffs' consent.
The court of chancery, per Vice-Chancellor Jacobs, held that
STAAR's Board lacked the authority to create and issue preferred
stock with voting rights and, as a result, defendant had no voting
power to validly remove plaintiffs from the board of directors. The
court, therefore, held that STAAR's Board consisted of the defendant
and the four newly reinstated plaintiffs and found it unnecessary to
address the plaintiffs' action for an injunction.
1. Corporations

0= 18, 69, 71

Where a corporation is to be authorized to issue more than one
class of stock, the rights, powers, preferences, limitations, and other
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attributes of that stock may be fixed either (1) by the certificate of
incorporation itself or (2) by board resolution pursuant to authority
expressly conferred by the certificate of incorporation. DEL. CODE
ANN. tit. 8, § 102(a)(4) (1988).

2.

Corporations

0=, 18, 69, 370(1)

The characteristics or attributes of a class of stock may be fixed
by board resolution, but only if and to the extent that the certificate
expressly grants the board authority to do so.
3.

Corporations

C=- 69, 71, 385

The clear mandate of section 102(a)(4) of the Delaware General
Corporation Law, and the equally clear absence from the certificate
of incorporation of any express grant authorizing the board to create
a preferred stock having voting rights, compel the conclusion that
the preferred stock voting powers described by the certificate of
designation were ultra vires and, therefore, invalid. DEL. CODE ANN.
tit. 8, § 102(a)(4) (1988).
4.

Corporations

C---

69, 71, 370(1)

Authority to fix preferred voting rights must be granted expressly
and cannot be conferred by a general "reservation" clause worded
in a nonspecific fashion.
5.

Corporations

0= 69, 71, 370(1)

A reservation clause empowering a board of directors to vote
on corporate purposes does not include the power to create voting
rights associated with preferred stock unless expressly provided for
in the certificate.
6.

Evidence

C--- 73

The court of chancery is not bound to accept at face value the
recitals of a certificate of correction that are discredited by testimony
of the certificate's author, establishing that there was no error that
requires correction.
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71, 189(5), 370(1)

Where a complaining party fails to show by any persuasive
evidence, let alone by a preponderance of the evidence, that the
shareholders of a predecessor corporation voted to authorize the board
of directors of the new corporation to issue voting preferred shares,
then the new corporation lacked authority from the outset to create
and issue preferred stock having voting rights, and any vote relying
on such voting rights is not valid.
David C. McBride, Esquire, Josy W. Ingersoll, Esquire, William
D. Johnston, Esquire, and Bruce L. Silverstein,, Esquire, of Young,
Conaway, Stargatt & Taylor, Wilmington, Delaware; and Todd E.
Gordinier, Esquire, Elizabeth W. Sachs, Esquire, and Payne L.
Templeton, Esquire, of Paul, Hastings, Janofsky & Walker, Los
Angeles, California, for plaintiffs.
Lawrence A. Hamermesh, Esquire, and Alan J. Stone, Esquire, of
Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware; and John
S. Kinzey, Esquire, Frederick R. Dettmer, Esquire, Thomas Fenerty,
Esquire, and Aaron Gundzik, Esquire, of Leboeuf, Lamb, Leiby &
Macrae, New York, New York, for defendants Thomas R. Waggoner, Patricia L. Waggoner, and STAAR Surgical Company.
Robert K. Payson, Esquire, and William J. Marsden, Jr., Esquire,
of Potter Anderson & Corroon, Wilmington, Delaware; and Luther
Kent Orton, Esquire, John Missing, Esquire, and Kevin P. Muck,
Esquire, of Brobeck, Phleger & Harrison, San Francisco, California,
for defendants Chiron Corporation and Chiron Opthalmics, Inc.
JACOBS,

Vice-Chancellor

On August 11, 1989, defendant Thomas L. Waggoner ("Waggoner") executed a stockholder consent purporting to remove all of
the directors of STAAR Surgical Company, a Delaware corporation
("STAAR"), other than himself. At issue is the validity of that
action. That issue, in turn, depends upon the validity of the voting
rights of certain Convertible Preferred stock, issued to Waggoner in
December, 1987, that is claimed to represent voting control of STAAR.
The plaintiffs are certain STAAR stockholders and persons
claiming to be four of STAAR's five directors. In late August of
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this year, the plaintiffs brought Civil Action No. 11063, pursuant
to 8 Del. C. § 225, for an adjudication that they (as well as Waggoner)
are STAAR's lawful Board, and that Waggoner did not validly
remove them as directors. Shortly thereafter, plaintiffs filed Civil
Action No. 11067, an action to enjoin the Waggoners from causing
STAAR to enter into a proposed transaction with Chiron Corporation
and its subsidiary, Chiron Opthalmics, inc. ("Chiron"), in which
STAAR would transfer to Chiron certain of its assets and manufacturing capability, and the distribution rights to certain of its
products.
Simultaneously, plaintiffs moved for a preliminary injunction
against the Chiron transaction and for an expedited hearing and
discovery in both cases. The actions were consolidated and the parties
proceeded with expedited discovery. After extensive briefs were submitted, Civil Action No. 11063 was tried on the merits on September
26 and 27, 1989, and on September 28, 1989, oral argument was
held in both that action and on the preliminary injunction motion.
This is the decision of the Court after a final hearing and on
the plaintiffs' motion for a preliminary injunction.
I.

BACKGROUND FACTS

Although the following factual recital is longer than the Court
would normally prefer, a thorough presentation of the facts is essential
to a proper understanding of a complicated dispute that, in the end,
is resolved by application of a simple proposition of law.
A.

STAAR and Its FinancialDifficulties

STAAR was originally incorporated in 1982 as a California
corporation. Until 1986 STAAR's "core" business was the development, manufacture, and sale of a patented soft intraocular lens
("IOL")' and related products for cataract surgery. Waggoner has
been STAAR's Chief Executive Officer and President from its inception.
In July, 1983, STAAR conducted an initial public offering of
its stock, which, since November 20, 1984, has been traded over

1. An IOL is a lens that is inserted after a surgical incision is made in the

eye. IOLs are of two kinds: hard and soft. The soft lens developed by STAAR

was an advancement in the IOL field because its insertion required only a small
surgical incision.
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the counter on the National Market System. In April, 1986, STAAR
was reincorporated in Delaware by merging the California corporation into a newly formed Delaware corporation. As the result of
second public offering in October, 1986, STAAR now has 11,334,048
common shares issued and outstanding.
By 1986 it had become apparent that STAAR could not remain
profitable by engaging solely in its "core" business, i.e., the production and sale of soft IOLs. New government regulations had
reduced the level of medicaid reimbursements to physicians for IOLs,
and the IOL market had become saturated. Those developments
effectively limited the market price for which STAAR could sell its
IOLs. In response, the Board of Directors decided that STAAR
should diversify into other product lines. The resulting diversification
program included the purchase of Frigitronics of Connecticut ("Frigitronics"), a manufacturer of surgical equipment; the acquisition
of an equity interest in International Pharmaceutical Products, Inc.
.("IPPI"), a manufacturer of acid products used in cataract surgery;
and the creation of a limited partnership to sell "XL3" phacoe2
mulsification machines.
Although the parties dispute whether Frigitronics has been profitable, it is undisputed that the other diversification measures were
not. IPPI eventually filed a bankruptcy petition. STAAR's XL3
customers experienced problems with the machines that the manufacturer failed to resolve, which forced STAAR to accept the returns
of the machines from its customers, and resulted in litigation between
STAAR and the manufacturer. These problems, and the setbacks
in STAAR's diversification program, caused it to run short of working
capital in 1987. To obtain the needed capital, in July, 1987, STAAR
and Frigitronics negotiated a line of credit from the Bank of New
York ("BONY"), secured primarily by accounts receivable and inventory.
In September, 1987, STAAR's accountants concluded that portions of its accounts receivable would have to be written down, due
to the obsolescence of certain IOL models. Those write downs caused
BONY to take the position, in December, 1987, that STAAR was
undercollateralized, and, thus, overadvanced on its credit line, by

2. As part of these diversification transactions, Waggoner personally guaranteed certain of STAAR's obligations, including pledging his own shares of STAAR
stock as security for the Frigitronics acquisition, and personally guaranteeing STAAR's
$1.8 million note to IPPI.
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almost $2 million. As a condition to continuing the credit line, BONY
demanded that STAAR's officers personally guarantee the outstanding loans.
STAAR's mounting financial difficulties with its creditors, as
well as the poor market performance of its stock, led also to difficulties
with STAAR's stockholders. In November, 1987, a group of significant STAAR shareholders met because they were dissatisfied with
Waggoner's management of STAAR. Later that month, representatives of that shareholder group met with Waggoner to express their
dissatisfaction over the direction that the Company was taking.
A second meeting between STAAR's Directors and the stockholder group representatives took place in New York City on December 13, 1987. At that meeting, Elliot Lutzker, Esquire
("Lutzker'), outside counsel for STAAR, informed the shareholders
that STAAR was actively pursuing its efforts to divest itself of assets,
including a possible sale of Frigitronics. Lutzker also informed the
shareholders that (i) STAAR was overdrawn by over $1 million on
the BONY line of credit, (ii) BONY was demanding Waggoner's
personal guarantee on the full $3.5 million debt of STAAR and
Frigitronics, and (iii) STAAR was overdue on its approximately $1
million debt owed in connection with the IPPI transaction.
In response, the shareholders demanded that Waggoner resign
and that they be given control of the Board of Directors.3 As a
compromise it was proposed, and both sides ultimately agreed, that
two of the dissident stockholders, Dr. Peter J. Utrata and Dr. David
Brown, would join the Board. Dr. Utrata joined the Board immediately, and Dr. Brown was elected at the meeting held on December
4
17, 1987, but did not begin to serve until some time thereafter.
After reaching this agreement with the dissident shareholders,
the STAAR Board met on December 13, 1987. Waggoner reported
to the Board that BONY was demanding that he guarantee STAAR's
debt to BONY, and pledge to BONY all of his STAAR common
stock. Waggoner was willing to guarantee the approximately $3.5

3. That demand is not reflected in the minutes of the December 13, 1987

meeting, but defendants assert in their brief (at p. 11) that those demands were
made, and the plaintiffs do not dispute that fact.

4. The membership of the STAAR Board changed during 1988 and 1989.
As of August 10, 1989, the members of STAAR's Board of Directors were Waggoner;

John R. Ford, an attorney; Dr. Utrata; Dr. Howard Silverman; and Lamar T.
Laster, STAAR's Chief Financial Officer. Messrs. Laster, Ford, Silverman and
Utrata are plaintiffs in Civil Action No. 11063.
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million of BONY debt and $2.8 million of other debt, but only if
he were given voting control of the Company while those guarantees
were outstanding. The Board then discussed how that objective might
be accomplished. Mr. Laster proposed "a pool of stock available
which would be convertible while the guarantees are still in effect."
Mr. Waggoner, sensitive to the recent demand for his resignation,
responded that the stock would have to be convertible to common
stock before he could be terminated from employment. No particular
form of transaction was agreed upon by the time the meeting ended,
but Mr. Lutzker did undertake to "look into the NASD and SEC
rules on this super-voting stock."
Three days later, on December 16, 1987, BONY demanded
Waggoner's personal guarantees in writing, in a letter requesting
Waggoner's "immediate attention" by noon Friday, December 18,
1987. Plaintiffs contend that the "crisis" occasioned by BONY's
demand was contrived by Waggoner, but the evidence shows otherwise. STAAR had overdrawn its line of credit by approximately
$1 million, BONY was continually pressing Waggoner to supply
personal guarantees, and Lutzker had advised both Waggoner and
Laster that BONY could "basically shut down STAAR and sell off
assets" within a short time if those guarantees were not promptly
supplied. BONY's ultimatum prompted Waggoner to call a special
directors' meeting on December 17, 1987 (the day before BONY's

December 18 deadline) to consider BONY's demand for personal
guarantees and the quid pro quo Waggoner would receive in exchange.
B.

The December 17, 1987 Directors Meeting and the Dispute
Over What the Directors Decided

The December 17 meeting was conducted by telephone with
little or no advance notice, and lasted for approximately 25 minutes.
Dr. Utrata, a Board member of only four days' standing, participated
between performing surgical operations. Mr. Ford, a trial attorney,
participated while speaking from his car phone and while travelling
between court appearances. According to the minutes. Mr. Silverman
was absent for a portion of the discussion, and Mr. Sodero, a fourth
director, intended to (and did) resign at the conclusion of that
meeting, to be replaced by Dr. Brown.
Waggoner told the Board of BONY's demand for his personal
guarantees and pledge of his STAAR stock. He also reported that
STAAR could not come up with the $1.2 million cash immediately
needed to resolve the overdraft problem. Later, Mr. Ford also con-
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firmed that no one else would be able to come up with the cash by
the next day.
The directors next discussed the arrangements Waggoner desired
in order to supply his personal guarantees. The minutes recite that
Mr. Laster formally proposed:
that a convertible preferred stock be issued to Mr. Waggoner
to enable him to have voting control as long as all of his
guarantees are in effect. The guarantees would consist of
all of the approximately $3.5 million of debt of STAAR
and Frigitronics to BONY, the $1.8 million IPPI guaranty
and the $1.1 million owed to Maurry Brothers.... If all
of the personal guarantees and stock pledges are removed
within the next 30 days, or there is a binding agreement
to such effect, Waggoner would not receive any compensation. If all guarantees were not removed within 30 days,
Waggoner would receive 2 million shares of Common Stock
as compensation for the personal risk assumed. During the
period of time that certain of the Company's stockholders
were trying to remove Tom Waggoner from the Company's
debt they will have to agree in writing not to take any
action detrimental to the Company or to Tom Waggoner.
The December 17 minutes recite that the following resolution
(the "December 17 Resolution") was then approved by Messrs.
Silverman, Laster, Utrata, and Ford (with Mr. Sodero voting against
and Mr. Waggoner abstaining):
RESOLVED, that pursuant to the authority granted to the
Board of Directors in the Certificate of Incorporation, as
amended, the Board hereby authorizes the creation of a
series of Convertible Preferred Stock, all of which shall be
held by Tom Waggoner, or his designees, which shall be
converted into two million shares of Common Stock after
January 16, 1988, unless all of the personal guarantees and
stock pledges of Common Stock by Tom Waggoner now
or hereafter in effect are removed, or a binding agreement
to such effect is in place by January 16, 1988. In the event
that all of the Waggoner guarantees are removed by January
16, 1988, all of the shares of Convertible Preferred Stock
-shall be redeemed by the Company at $.01 per share. In
the event that the two million shares of Common Stock are
issued to Tom Waggoner, all of the remaining Convertible
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Preferred Stock shall be redeemed if all of the Waggoner
guarantees and stock pledges are removed. Holders of the
Convertible Preferred Stock shall be entitled to elect a
majority of the Company's directors and to otherwise vote
a majority of the Shares of Common Stock outstanding at
any time. The shares of convertible preferred stock, in
accordance with the provision of the SEC's safe-harbor rule,
shall have a liquidation preference however, [sic] not entitle
the holder to any dividends.
In fact, the Board never formally approved this December 17
resolution. Neither that resolution or any other form of resolution
was presented to the Board before, during, or after that meeting,
and no director other than Waggoner signed the December 17 minutes.
To further complicate the picture, between December 18 and
December 24, 1987, Lutzker prepared, and Waggoner executed, a
certificate of designation setting forth certain rights, powers, and
preferences of Class A Convertible Preferred Stock of STAAR (the
"Certificate of Designation"). That Certificate explicitly recites that
it contains the resolution that the Board of Directors adopted at its
December 17, 1987 meeting. That recital is also not accurate. The
Certificate of Designation, like the December 17 resolution, was
never formally approved by the Board: it was not presented to the
directors either before it was filed or thereafter for ratification.
Moreover, in contrast to the one-paragraph resolution contained
in the December 17 minutes, the "resolution" in the Certificate of
Designation is six pages long, and describes the voting, conversion,
and redemption rights, as well as other Preferred stock features, in
language far more detailed and comprehensive than that contained
in the December 17 resolution. 5 In other words, the Certificate of
Designation contains substantive provisions, and attributes to the

5. For example, the Certificate of Designation provides that the Preferred
stock shall elect a majority of the directors, and then goes on to describe a detailed
formula or mechanism to determine the number of votes that the Preferred will
cast. The December 17 resolution- contains no such mechanism. Similarly, the
Certificate of Designation provides a specific mechanism for converting the Preferred
into 2 million shares of common stock (namely, one of the 100 shares of Preferred
is made convertible and the other 99 shares remain outstanding until they are

redeemed). The December 17 resolution contains no such explicit mechanism;
indeed, it suggests that to be converted, all 100 Preferred shares must be tendered.
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Preferred stock specific characteristics, that are nowhere found in
the December 17 resolution.
The absence of formal Board approval, and the presence of two
different "resolutions" each purporting to express the will of the
STAAR Board of Directors, underlie the plaintiffs' contention that
the Board never, in fact, approved, the creation of the Convertible
Preferred Stock described in the Certificate of Designation. That
contention, if accepted, would result in nullifying the Preferred shares
and, as a necessary consequence, would determine the outcome of
this case. For that reason counsel focused much of their trial efforts
upon what the STAAR board did-and did not-approve during
and after its December 17 meeting. Not surprisingly, the evidence
on that issue is in sharp conflict.
The defendants concede that the Board of Directors never formally approved the December 17 resolution or the Certificate of
Designation. They contend, however, that (i) the Board did approve
the fundamental concepts that underly, and are more precisely expressed in, those two documents, and that (ii) those documents simply
represent Lutzker's good faith efforts to translate those concepts into
appropriate legal form. That view is not without evidentiary support.
At the December 17 meeting, the directors did reach accord on
several concepts reflected in the December 17 resolution and the
Certificate of Designation. All witnesses testified that the directors
shared the view that if Waggoner was to assume the risk of guaranteeing the BONY debt and pledging his STAAR shares, he should
be compensated, and while those guarantees were outstanding, should
6
be protected from removal by dissident shareholders.
The directors also agreed that the vehicle for accomplishing
those objectives would be a new class of preferred stock that, (i)
would entitle the holder (Waggoner) to voting control while he was
liable on his guarantees and stock pledges, and (ii) would become
convertible into 2 million shares of common stock after thirty days
(i.e., after January 16, 1988). The compensatory component would
consist of the 2 million common shares, because once issued to
Waggoner, those shares, would become his. 7 The 30 day noncon6. It was felt that if Waggoner was to become liable for the company's
debts, he should have access to the company's assets for purposes of paying those
debts. Waggoner's involuntary removal would deprive him of that access.
7. The specific number of common shares (2 million) vra computed by
Laster as the stock equivalent (based on current market value) of the amount that
would be required to pay off the underlying BONY debt that Waggoner would
guarantee.
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vertibility "window" was designed to give the directors sufficient
time to obtain other financing to effect the release of Waggoner's
guarantees and stock pledges, and before the Preferred conversion
rights could be irrevocably triggered. If substitute financing were
obtained before the 30 days expired, the Preferred stock would then
be redeemed for one cent ($.01) per share. If not, the Preferred
stock would be redeemed when Waggoner became released from his
guarantees, but, in all events, Waggoner would keep the 2 million
common shares he had received.
In response, plaintiffs point to evidence showing that while the
directors may have agreed upon these basic concepts, they never
agreed upon a precise mechanism for their implementation. Specifically plaintiffs claim that although the Certificate of Designation
contains certain implementing mechanisms, those mechanisms rep-

resent the unilateral creation of Lutzker and Waggoner, not the
consensus of STAAR's Board. By way of example, the Board agreed
that Waggoner should have "voting control," but no consensus was
reached as to when or under what conditions voting control rights
would be triggered, or how such control would be structured. Nor
was it ever agreed that the mechanism for Waggoner to receive 2
million common shares would be by his converting only one or the
100 Preferred shares. Indeed (it is claimed) at least two directors
believed that Waggoner would have to tender all 100 of those shares
8
to effect a conversion.
In response, the defendants emphasize certain of the plaintiff
directors' post-December 17, 1987 conduct that (defendants say) is
fatally inconsistent with the plaintiffs' professed "understandings,"
and further establishes that the plaintiff-directors implicitly ratified
the Certificate of Designation after December 17, 1987. The defendants specifically emphasize (and there evidence to confirm) that (i)
none of the plaintiff directors other than Utrata ever challenged the

8. Messrs. Laster and Ford testified that they understood that Waggoner's

voting control rights would be exercised only if and when the dissident shareholders
attempted to remove Waggoner as an officer or director. Nor were the directors
in agreement as to the source of such voting control. Ford and Utrata understood
that the Preferred would automatically be converted into 2 million shares of common
stock at the expiration of the 30 day period (i.e., after January 16, 1988), and that
Waggoner's voting control would derive from the 2 million common shares he
received in the conversion. Those directors also believed that the Board had agreed
that to effect a valid conversion, all 100 Preferred shares (as opposed to only one
share) would have to be tendered. That latter view is supported, to some extent,
by the December 17 resolution. (See Fn. 5, supra).
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accuracy of the December 17, 1987 minutes and resolution; (ii) the
plaintiff directors received-but never questioned-a press release
issued on December 31, 1987, and a memorandum from Waggoner
to the Board dated January 5, 1988, describing the newly-issued
Preferred stock as giving Waggoner "temporary voting control" of
the Company; (iii) all of the plaintiff directors subsequently signed
a SEC Form 10K on behalf of STAAR, acknowledging that the
newly issued "Convertible Preferred Stock enables Mr. Waggoner
to temporarily control the voting of all matters to be voted on by
the company's stockholders"; (iv) during the next two years the
plaintiff directors signed other SEC filings that similarly confirmed
Waggoner's voting control of STAAR by virtue of his Preferred
stock; and (v) after their purported ouster as directors of STAAR,
the plaintiffs commenced litigation in California in which they took
positions explicitly or implicitly acknowledging that Waggoner had
voting control by virtue of his Preferred stock. 9
The foregoing disputation all goes to the factual question of
whether the Board approved (albeit informally) the substantive terms
of the Convertible Preferred stock, either specifically at the December
17, 1987 Board meeting, or implicitly by ratification after the fact.
Having considered this highly troublesome issue, I conclude that it
need not be resolved. That is because given the legal basis for this
Court's ruling on the merits, (See Section III, infra), it may be
assumed, without deciding, that the Board approved the Certificate
of Designation before it was officially filed on December 24, 1987.
On December 24, 1987, Waggoner personally guaranteed the
STAAR and Frigitronics debt, and pledged his STAAR common
stock, to BONY. The Preferred stock was issued to Waggoner that
same day. Over the next thirty days the directors attempted to arrange
financing that would result in the removal of Waggoner's guarantees,
but were unsuccessful. Accordingly, Waggoner converted one of his
Preferred shares, and received 2 million shares of common stock,
on January 19, 1988.

9. To this the plaintiffs reply that (i) the voting rights-related disclosures in
the various documents that they reviewed and/or signed did not appear inconsistent
with their understanding of what the Board had approved on December 17, 1987;
(ii) to the extent that those disclosures are, in retrospect, inconsistent with their
then-understanding, it is because the plaintiffs did not focus on these disclosures
as minutely as they (with the benefit of hindsight) might have; and (iii) during the

earlier California litigation, the plaintiffs were not made aware of the legal implications of the Board not having ever approved the Certificate of Designation.
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STAAR's Continued Financial Difficulties and Efforts to
Interest Potential Acquirers

During 1988 and early 1989, STAAR continued to have cash
flow and other financial difficulties. To alleviate STAAR's financial
problems, the directors considered several alternatives, including selling Frigitronics, and (prior to its bankruptcy) selling STAAR's interest in IPPI. An unsuccessful attempt was made to sell STAAR's
IOL business to Bausch pnd Lomb, and Waggoner also approached
numerous other sources for financing. Despite those efforts, STAAR's
need for casi intensified.
In May, 1988 BONY declared a formal default. Although it
granted STAAR a series of extensions through the end of 1988,
BONY began foreclosure proceedings in February, 1989. STAAR
countersued for breach of contract and fraud, and the case was

eventually settled in the spring of 1989. That settlement relieved
Waggoner from the major portion of the guarantees underlying his
Preferred stock. 10
By June, 1989, STAAR's financial difficulties reached the point
that the Board began to explore transactions that would result in a
significant infusion of outside capital. As a result of that exploration,

the Board decided to pursue a proposed merger with Vision Technologies, Inc. ("VTI").
On June 29, 1989, VTI submitted a written proposal that would
involve a merger of STAAR and VTI into separate wholly-owned
subsidiaries of a newly formed holding company, and a public sale

of $7 to $10 million of stock in that holding company. Other significant terms of VTI's proposal were that: (i) Waggoner would
resign from his positions at STAAR and would not serve as a director
or officer of the new entity; (ii) Waggoner's prior loans to STAAR
would be repaid; and (iii) VTI would undertake to obtain the release
of Waggoner's guarantees or, alternatively, indemnify Waggoner.

10. Although Waggoner remains liable as guarantor of the approximately

$850,000 Frigitronics debt to BONY, there is no evidence that Waggoner faces
financial jeopardy by reason of that guarantee. The plaintiffs stress (and defendants
do not dispute) that the Company has readily available sources from which to satisfy
that debt, and thereby to eliminate Waggoner's liability as guarantor. Two such
soruces are the sale of Frigitronics real estate and the sale of STAAR's equity

interest in Lithox, both of which transactions, it is claimed, would have gone
forward but for Waggoner's attempted removal of the plaintiff directors in August,

1989.
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This proposal called for Waggoner's agreement individually, as well
as the assent of STAAR.
The Board concluded that certain elements of the VTI proposal
were unacceptable and would have to be renegotiated. One nonnegotiable point was the release of Waggoner from his personal
guarantees, the Board having concluded that indemnifying him was
not an acceptable option. The Board communicated its concerns to
VTI, which submitted a revised proposal in early July.
At a STAAR Board meeting held on July 22, 1989, Chiron
submitted a proposal to acquire STAAR's IOL business for $6 million
cash plus a five year $10 million promissory note. The Board reacted
negatively to Chiron's proposal, because while it would make available a large amount of cash to pay off outstanding debts, it would
leave no "core business" for STAAR. The Board concluded that
of the proposals it had received, VTI's was the most viable. The
Board resolved to accept the VTI proposal if VTI would agree to
the changes the Board wanted. Accordingly, Laster made several
handwritten changes on the letter of intent VTI had submittedchanges in which Waggoner personally concurred.
By letter dated July 27, VTI responded that the proposed changes
were "unacceptable." Nonetheless, VTI expressed its continued interest in reaching an agreement, and further discussions between
STAAR and VTI took place thereafter. According to plaintiffs, most
of the open issues had been resolved by August 4. As of August 11,
1989, however, STAAR had not executed a revised letter of intent
with VTI.
On August 2, 1989, Chiron submitted a revised proposal in
which it sought to acquire STAAR's accounts receivable, inventory,
and other current assets relating to the ophthalmic surgical business,
and a two year exclusive right to market certain STAAR products
in the United States. In exchange, Chiron would pay $5 million
cash, installment payments of $750,000 per year for four years, and
a $3 million three year note at 10% interest. Waggoner wrote a
memorandum to the Board recommending the Chiron proposal if
Chiron would provide a $250,000 deposit to alleviate STAAR's severe
cash shortage. Waggoner also called a Board meeting for the following
day to consider both proposals.
At the August 4, 1989 Board meeting, none of the directors
except for Waggoner reacted favorably to the Chiron proposal, because they believed that the Chiron proposal would deprive STAAR
of its "core business." The Board then directed Waggoner to have
Sutro & Company, an investment banker, review the Chiron and
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VTI proposals, and instructed Lutzker to attempt to finalize the VTI
letter of intent with VTI's counsel.
D. The Board's Decision to Reject the Chiron Proposal and
Negotiate a Merger with VTI, and Waggoner's Removal of the
Plaintiffs From the Board in Response
On August 8 the Board met to consider the VTI and Chiron
proposals. Sutro & Co. stated its views, and Lutzker next reported
that the issues between STAAR and VTI had been resolved except
for certain matters relating to Waggoner's consulting agreement and
the voting of his preferred stock. All of the directors-including
Waggoner-then voted to approve a resolution that it
was in the Company's best interests to proceed expeditiously
to attempt to complete the proposed VTI transaction ...
[and that] ...
the proper officers of the Company are
hereby . .. directed to negotiate with . . . VTI to execute
a letter of intent agreeable to both parties and to seek to
consummate the proposed transaction as quickly as possi-

ble.

...

The next day, pursuant to the Board's instructions, Laster wrote a
letter to Chiron terminating negotiations between the two companies.
Despite the Board's directive, over the next two days Waggoner
continued to pursue discussions with Chiron. Waggoner admits that
he did this surreptitiously and without the consent of his fellow
directors. Indeed, Waggoner had by then already decided to remove
the other Board members by using his preferred super voting rights,
if that became necessary to pursue a transaction with Chiron. Although Waggoner did not share his intent with the STAAR board,
he did tell Chiron's representatives that if Chiron submitted an
acceptable proposal, he would exercise his "super majority rights"
to effectuate the transaction if the other STAAR board members did
not go along.
On the evening of August 10, 1989, Waggoner met with Chiron
representatives at the STAAR offices, at which time Chiron delivered
a revised letter of intent to Waggoner. Waggoner did not inform
any of STAAR's other directors of this meeting. Sometime during
that meeting Laster unexpectedly appeared at the Company's offices
and discovered Waggoner conferring with Chiron's representatives.
Laster immediately contacted the other Board members and informed
them of these developments. A Board meeting was immediately
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scheduled for the following day, to consider removing Waggoner for
cause.
The directors (other than Waggoner) met on August
11, 1989,
and concluded that Waggoner's actions had violated his fiduciary
duties and the Board's dear directive to pursue the VTI transaction
and to terminate discussions with Chiron. The Board then voted to
remove Waggoner as President and Chief Executive Officer, and as
a director for cause.
In the meantime Waggoner had learned that a Board meeting
had been called to terminate him. In response, Waggoner executed
a stockholders' written consent purporting to vote his preferred stock
to remove the other four directors, and to reconstitute the Board as
himself, his wife, and one vacancy. Waggoner's written consent was
delivered to Lutzker, who then informed the plaintiffs of Waggoner's
action during the August 11 meeting. That evening, at 5:00 p.m.
Waggoner held a Board meeting with his wife, where they voted to
relieve Mr. Laster of his corporate offices and to constitute themselves
as the Company's officers. They also voted to approve, and Waggoner
executed, the Chiron letter of intent.
II.

THE PARTIES CONTENTIONS

The plaintiffs ask this Court to determine that Waggoner never
validly removed them as directors of STAAR when he acted by
written consent on August 11, 1989, and that as a consequence, the
plaintiffs, together with Waggoner, continue to constitute STAAR's
lawful Board of Directors. Plaintiffs also seek a preliminary injunction
against the consummation of the proposed Chiron transaction, on
the grounds that STAAR's Board of Directors never authorized it,
and that the transaction is a product of Waggoner's breach of fiduciary duty that, unless prevented, will irreparably harm the corporation.
These two claims for relief raise a common critical issue: the
validity of the preferred stock "voting control" that Waggoner claims
to have exercised on August 11, 1989. Understandably, therefore,
the plaintiffs have mounted an intensive, multipronged attack upon
the validity of the Preferred and its "super voting" powers, and the
defendants have mounted an equally spirited defense.
In support of their position, the plaintiffs advance four distinct
contentions. First, they argue that the Preferred shares, as well as
the 2 million common shares Waggoner received by conversion, are
invalid because the Preferred shares were never authorized by
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STAAR's Board of Directors. That argument rests upon the fact
that the directors were never presented with, and never formally
approved or ratified, the December 17 resolution or the Certificate
of Designation.
Second, plaintiffs argue, alternatively, that even if the Board did
properly authorize the creation and issuance of the Preferred stock,
it lacked the power to confer "super voting" rights (or, for that
matter, any voting rights) upon those shares. Plaintiffs concede that
a certificate of incorporation may permissibly authorize a board of
directors to fix the rights, powers, and preferences of a class of stock,
but argue that 8 Del. C. § 102(a)(4) requires that any such grant of
authority in the certificate must be express. In this case, plaintiffs
argue, STAAR's Certificate of Incorporation does not expressly authorize the directors to create a class of preferred stock having voting
rights.
Third, plaintiffs contend that the mechanism created by the
Certificate of Designation for voting the Preferred stock is inherently
ambiguous in various respects. They also claim that it was legally
impermissible for only one share of an entire class of preferred stock
to be made convertible. For these reasons plaintiffs conclude that
(a) the voting rights provisions are invalid, and that (b) no valid
conversion of the Preferred ever occurred and the common stock
must therefore be canceled, or (c) alternatively, all of the Preferred
stock must be deemed to have been converted into 2 million common
shares. In any event, plaintiffs insist, Waggoner cannot retain both
the Preferred and the 2 million common shares.
Fourth, plaintiffs argue that even if the preferred and the common
shares issued to Waggoner were legally valid in all respects, the
voting power represented by those combined shares, together with
the other STAAR shares owned by Waggoner, did not constitute a
majority of the outstanding voting securities, and were therefore
numerically insufficient to oust plaintiffs as directors of STAAR.
Lastly, the plaintiffs assiduously attack the Chiron transaction
in numerous respects. In response, the defendants, including Chiron,
vigorously proclaim its virtues. But the merits and demerits of the
Chiron transaction need not be decided in this proceeding. The
defendants concede that if the plaintiffs prevail on their claim that
they are the majority of STAAR's Board of Directors, then the
Chiron transaction will not have been validly authorized. In that
event, the defendants advise, they will not further pursue the Chiron
transaction. Because I find, for the reasons now discussed, that the
plaintiffs have prevailed on their second claim, neither the preliminary
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injunction motion nor plaintiffs' other claims in the § 225 action
need be addressed.
III.

THE ABSENCE OF BOARD AUTHORITY TO INVEST
THE PREFERRED STOCK WITH VOTING RIGHTS

The validity of Waggoner's written consent removing the plaintiffs as directors of STAAR rests upon the premise that Waggoner's
Preferred stock, when combined with his common shares, represented
voting power Sufficient to effect plaintiffs' ouster. That premise,
however, is incorrect, because STAAR's Certificate of Incorporation
does not empower the Board of Directors to create a class of Preferred
stock with voting rights. Because the Preferred stock has no voting
power, the votes cast by Waggoner on August 11, 1989 were numerically insufficient to effect the plaintiffs' removal as directors of
STAAR.
A.

-

[1-2] I begin with undisputed applicable principles of corporation
law. Where a corporation is to be authorized to issue more than
one class of stock, the rights, powers, preferences, limitations and
other attributes of that stock may be fixed either (i) by the certificate
of incorporation itself, or (ii) by board resolution pursuant to authority expressly conferred by the certificate of incorporation. 8 Del.
C. 5 102(a)(4). Where the board of directors is to be delegated the
authority to fix stock attributes by resolution, the statute explicitly
commands how that authority must be delegated:
If the corporation is to be authorized to issue more than
1 class of stock, the certificate of incorporation shall set
forth ... a statement of the designations and the powers,
preferences and rights, and the qualifications, limitations
or restrictions thereof ... and an express grant of such authori!y
as it may then be desired to grant to the board of directors
to fix by resolution or resolutions any thereof that may be
desired but which shall not be fixed by the certificate of
incorporation.
8 Del. C. § 102(a)(4) (emphasis added). That is, the characteristics
or attributes of a class of stock may be fixed by board resolution,
but only if and to the extent that the certificate expressly. grants the
board authority to do so.
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The provision relevant to this inquiry is Article Fourth of
STAAR's Certificate of Incorporation, which pertinently provides
that:
[t]he Preferred Stock shall each be issued from time to time
in one or more series, with such distinctive serial designations as shall be stated and expressed in the resolution
or resolutions providing for the issue of much shares from
time to time adopted by the Board of Directors; and in
such resolution or resolutions providing for the issue of
shares of each particular series the Board of Directors is
expressly authorized to fix the annual rate or rates of dividends for the particular series and the date from which
dividends on all shares of such series issued prior to the
record date for the first dividend payment date shall be
cumulative; the redemption price or prices for the particular
series; the rights, if any, of holders of the shares of the
particular series to convert the same into shares of any
other series or class or other securities of the Corporation
or of any other corporation, with any provisions for the
subsequent adjustment of such conversion rights; and to
classify or reclassify any unissued Preferred Stock by fixing
or altering from time to time any of the foregoing rights,
privileges and qualifications.
Article Fourth clearly and expressly grants to STAAR's Board
of Directors the authority to fix certain enumerated rights, powers,
and other characteristics of the Preferred. Notably absent from that
list of enumerated characteristics, however, is any express grant of
authority to fix voting rights. Indeed, the quoted paragraph makes
no reference to voting rights at all.
[3] The dear mandate of § 102(a)(4), and the equally clear
absence from the Certificate of Incorporation of any express grant
authorizing the STAAR Board to create a Preferred stock having
voting rights, compel the conclusion that the Preferred stock voting
powers described by the Certificate of Designation were ultra vires
and, therefore, invalid. To state the proposition differently, from the
statute and the applicable rule of construction" it follows that the

11. Specifically, the principle of expressio unius est exclusio alterius. See generally,
2A. P. Singer, SutherlandStat. Const., § 47.23 (4th ed. 1984). The canons of statutory

construction apply with equal force to the construction of certificates of incorporation.
Lawson v. Household Fin. Corp., Del. Supr., 152 A. 723 (1930).
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Board was never validly granted the authority to invest the Preferred
stock with voting rights.
B.
In an effort to avoid that result, the defendants proffer two
arguments. First, they contend that an "express" grant of authority
to create voting rights does exist and is found in a different paragraph
of Article Fourth, and that the plaintiffs' reading of that Article
would violate the canon of construction that meaning must be given
to every part of an instrument. Second, the defendants argue that
the extrinsic evidence establishes that STAAR's shareholders did, in
fact, intend to authorize the Board to create a class of Preferred
stock with voting rights. Therefore, defendants conclude, the Court
should either (a) construe Article Fourth to include a grant of directorial authority to fix preferred voting rights, or (b) alternatively,
give effect to a certificate of correction, filed by the defendants in
the midst of this litigation, which supplies the missing grant of
authority by adding voting rights to the list of enumerated rights
and powers, and recites that that term was omitted from the original
Certificate of Incorporation because of a clerical error.
Neither argument, in my view, is supported by the law or the
evidence.
The defendants' initial argument rests upon the following clause
of Article Fourth of the Certificate of Incorporation:
Except as otherwise required by statute or provided for by resolution or resolutions of the Board of Directors, as hereinafter set
forth, the holders of the Common Stock of the Corporation
shall possess the exclusive right to vote for the election of
directors and for all other corporate purposes. (emphasis
added).
Defendants urge that the underscored language satisfies the statutory
requirement of an express grant of authority. They also argue that
that language would be rendered meaningless unless it is read as a
grant of authority to the Board to fix voting rights for the Preferred
stock.
[4] I cannot agree. The underscored language is not an express
grant of authority. Rather, it is a clause generally reserving certain
authority to the Board. However, authority to fix preferred voting
rights cannot be conferred by a general "reservation" clause worded
in that nonspecific fashion. In this particular context, authority of

1084

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 15

that kind must be granted expressly. See Rothschild Int'l Corp. v. Liggett
Corp., Del. Supr., 474 A.2d 133, 136 (1984); Gaskill v. Gladys Belle
Oil Co., Del. Ch., 146 A. 337 (1929).
[5] Nor does this construction of Article'Fourth deprive the
underscored words of meaning, as defendants argue. The final clause
of the quoted paragraph provides that the common stock shall possess
the "exclusive right to vote for the election of directors and for all
other corporate purposes." If that clause were read in isolation (that
is, without regard to the "reservation" clause) the result would be
to give the common stockholders the exclusive power to vote for the
"corporate

purpose" of fixing all characteristics of the Preferred

stock. The effect of the reservation clause, however, is to transfer
to the Board of Directors a portion of the common stockholders'
otherwise exclusive voting power. Specifically, the function of the
language "[e]xcept as provided for by resolution ...

of the Board

of Directors as hereinafter set forth," is to empower the Board of
Directors to vote (by resolution) on the corporate purposes "as
hereinafter set forth." Those purposes are to create the Preferred
stock having the characteristics enumerated in the next paragraph
of Article Fourth (quoted at pp. 28-29, supra). Those characteristics
(to repeat) do not include voting rights.
Thus, when properly read as a whole, Article Fourth provides
that the common stock has the exclusive right to vote for directors
and for all other corporate purposes except (i) as otherwise required
by statute and (ii) to the extent that the Board exercises its authority
"by resolution or resolutions" for the corporate purposes "as hereinafter set forth," to wit, to create the class of (non-voting) Preferred
stock described therein.
Finally, the defendants argue that the extrinsic evidence demonstrates that when STAAR was incorporated in Delaware in March,
1986, its shareholders intended to authorize the Board of Directors
to create Preferred stock with voting rights. It is claimed that this
Court should construe Article Fourth in a manner consistent with
that evidence, or, alternatively, should reform the Certificate of
Incorporation so as to include "voting rights" within the list of
enumerated characteristics that the Certificate of Incorporation empowers the Board to fix.
That position must fail as a matter of law and fact. It fails as
a matter of law, because it rests upon the highly dubious proposition
that where a statute requires a grant of power to directors to be
expressly stated in the certificate of incorporation, and where that
certificate contains no such express grant, this Court may resort to
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extrinsic evidence to supply the missing term by way of interpretation.
2
Defendants make no reasoned effort to support that proposition.'
Assuming without deciding, however, that it is legally appropriate
to resort to extrinsic evidence (by way of "interpretation" or "reformation"), to amend STAAR's Certificate of Incorporation, the
evidence in this case is plainly insufficient to justify the retroactive
amendment (by way of judicial declaration) that the defendants seek
here.
That evidence is as follows: at the 1986 STAAR annual meeting,
the shareholders were asked to approve several proposals. One of
these was to amend STAAR's Certificate of Incorporation to authorize the Board to issue a class of voting preferred stock. The
record does not disclose whether that amendment was adopted.
A second proposal was to merge STAAR, which at that time
was a California corporation, into a newly formed Delaware corporation. That proposal was adopted. However, the resulting certificate of merger did not provide that the certificate of incorporation
would be that of the predecessor California corporation. Rather, the
certificate of merger provided that the certificate of incorporation
would be that of the surviving (Delaware) corporation. That certificate
(STAAR's original Delaware Certificate of Incorporation) did not
come into existence until a later time when Mr. Lutzker prepared
it. Lutzker testified that when he prepared the Certificate of Incorporation for the new Delaware corporation, he had before him the
text of all matters presented to the shareholders of the predecessor
California corporation at the 1986 annual meeting. He further, and
repeatedly, testified that the Delaware corporation's Certificate which
he prepared, and which did not grant authority to create voting
Preferred stock, was accurate as filed.
[6] The defendants also rely upon a certificate of correction that
Lutzker executed, and Waggoner caused to be filed, pursuant to 8
Del. C. § 103(f), in the midst of this litigation. That document recites
that voting rights should have been included among the enumerated
rights that the directors were empowered to fix under Article Fourth
of the original Certificate of Incorporation, but was not included due
to a clerical error. Defendants argue that the certificate of correction

12. Defendant's reliance upon Klair v. Reese, Del. Supr., 531 A.2d 219 (1987),
is misplaced. That case involved the construction of a contract, not of a certificate
of incorporation subject to a statute requiring that a grant of a specified category

of power to the Board of Directors must be express.

1086

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 15

should be accepted as evidence that the shareholders in fact intended
to empower the Board to create voting preferred stock. I find,
however, that such evidence merits little or no weight. To begin
with, Mr. Lutzker's actions taken shortly after the 1986 shareholders'
meeting were more likely to reflect the shareholders' intent than
actions taken by him three years later, in the midst of litigation
involving documents that he drafted. But, of most critical importance,
the certificate of correction is fatally inconsistent with Lutzker's
earlier, and repeated, testimony that the STAAR Certificate of Incorporation was correct as filed in 1986. Nowhere in his earlier

testimony did Lutzker (who had ample opportunity to do so) make
13
any reference to a clerical error.
To summarize, the defendants have failed to show by any
persuasive evidence, let alone by a preponderance of the evidence,
that the shareholders of the predecessor corporation voted to authorize
the Board of Directors of the new Delaware corporation to issue
voting preferred shares.
[7] For the foregoing reasons, STAAR's Board of Directors
lacked authority from the outset to create and issue Preferred stock
having voting rights. Because Waggoner's preferred stock had no
voting power, 14 and because he otherwise lacked sufficient voting
power, Waggoner did not validly remove Messrs. Laster, Ford,
Silverman and Utrata from the Board of Directors on August 11,
1989.
IV.

CONCLUSION

The Court therefore determines, for the reasons previously discussed, that (1) Messrs. Laster, Ford, Silverman, and Utrata were
not validly removed as directors of STAAR on August 11, 1989,

13. The defendants argue that the Court must accord a presumption of validity
to the certificate of correction. 8 Del. C. 5 103(f), however, permits the filing of a
certificate of correction only if the original certificate of incorporation "is an
inaccurate record of the corporate action therein referred to, or was defectively or
erroneously executed, sealed or acknowledged . . . ." Under 8 Del. C. 5 105, the
certificate would be prima face-but not conclusive-evidence, that a clerical error
occurred. This Court is not bound to accept at face value the recitals of a certificate
of correction that are discredited by testimony of the certificate's author, establishing
that there was no error that requires correction. The certificate of correction filed
on September 22, 1989 is, therefore, without force and effect.
14. This ruling affects only the voting rights aspect of the Preferred, and is
not a determination of the validity of the Preferred stock itself or of any of the
Preferred stock's other attributes.
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and (2) those four persons, plus Mr. Waggoner, are the duly constituted Board of Directors of STAAR. Counsel shall submit a form
of order consistent with the rulings herein.

LEWIS v. SPENCER
No. 8651
Court of Chancery of the State of Delaware, New Castle
October 31, 1989
Plaintiff stockholder of Honeywell, Inc. instituted this class action
suit against the chairman of the board of directors and five other
Honeywell unnamed "John Doe" defendant-fiduciaries alleging certain breaches of fiduciary duties for the purpose of self entrenchment.
Specifically, the plaintiff alleged that the defendants (1) failed to
communicate a proposed friendly acquisition by Sperry Corporation
for $105 per share, (2) failed to consult financial advisors, and (3)
failed to give the Sperry offer meaningful consideration. The defendants filed a motion to dismiss under rule 12(b)(6), arguing that the
allegations were derivative in nature and that the purported wrongs
affect all of the stockholders equally and do not involve any contractual right of the individual stockholders.
The court of chancery, per Vice-Chancellor Berger, granted
defendant's motion to dismiss without giving the plaintiff leave to
amend. The court held that allegations of self entrenchment are
derivative in nature and stockholders have no contractual rights to
receive takeover bids.
1. Corporations

C= 202, 211(1), 211(2)

In deciding whether a claim is individual or derivative, a court
must look directly to the nature of the wrong alleged, rather than
to the plaintiffs characterization of his claim.
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C= 202, 211(l), 320(4)

Under Delaware law, entrenchment claims are derivative and
actions alleging entrenchment must be brought derivatively on behalf
of the corporation.
3.

Corporations

C

202, 211(1), 320(4)

An allegation that a director interfered with the stockholders'
receipt of a takeover bid is derivative because stockholders do not
have any contractual right to receive takeover bids.
4.

Corporations

C--

202, 211(1), 320(4)

Where a complaint does not state any claim of breach of contractual rights, nor any facts which, if true, would constitute a special
or individual cause of action, then the plaintiff's injury, if any, is
the same as the injury to all the other stockholders of the corporation
and the action must be brought derivatively.
Norman M. Monhait, Esquire, of Morris, Rosenthal, Monhait &
Gross, P.A., Wilmington, Delaware; Joseph W. Weiss, Esquire, of
Law Offices of Joseph H. Weiss, New York, New York, of counsel;
and Stull, Stull & Brody, New York, New York, of counsel, for
plaintiffs.
Edmund N. Carpenter, II, Esquire, Samuel A. Nolen, Esquire; and
Gregory V. Varallo, Esquire of Richards, Layton & Finger, Wilmington, Delaware, for defendant Edson W. Spencer.
BERGER,

Vice-Chancellor

This is the decision on defendant's second motion to dismiss
this suit under Chancery Court Rule 12(b)(6). On September 29,
1986, a stockholder of Honeywell, Inc. ("Honeywell") filed a purported class action seeking relief for alleged wrongdoing in connection
with certain Honeywell directors' rejection of an offer to acquire
Honeywell. This Court granted defendant's first motion to dismiss
for failure to state a claim but allowed plaintiff leave to amend his
complaint within thirty days. See Lewis v. Honeywell, Inc., et al., Del.
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Ch., Civil Action no. 8651, Jacobs, V. C. (July 28, 1987). Plaintiff
filed an amended complaint, which names as defendants Edson W.
Spencer ("Spencer"), the Chairman of the Board and Chief Executive Officer of Honeywell, as well as "John Does," alleged to
be fiduciaries who joined Spencer in committing the wrongs alleged.
For the reasons that follow, I conclude that Spencer's second motion
to dismiss also should be granted, this time without leave to amend.
The facts, as alleged in the amended complaint, may be summarized as follows. On May 5, 1986, Burroughs Corporation ("Burroughs") proposed an acquisition of Sperry Corporation ("Sperry")
for a combination of cash and Burroughs securities. Three days later,
Burroughs made a tender offer for 33 million shares of Sperry stock
at $70.00 per share. On or about May 6, 1986, Spencer and other
Honeywell executives allegedly decided that Honeywell, acting as a
"white knight," should negotiate an acquisition of Sperry. Representatives of Sperry and Honeywell held preliminary discussions
concerning a possible stock-for-stock transaction valued at $80.00 per
share. However, Spencer decided against the original proposal and
the two companies thereafter discussed alternative transactions. On
May 14, 1986, during a phone call initiated by Spencer, the chairman
of Sperry allegedly proposed a friendly acquisition of Honeywell for
$105.00 cash per share. Sperry's chairman asked that Spencer respond
to the proposal as soon as possible. Although the Sperry offer represented a 37% premium over the then-current market price for
Honeywell common stock, Spencer allegedly responded to Sperry's
chairman within two hours, saying that Honeywell's management
was not interested in Sperry's offer and that Honeywell did not want
to engage in any further discussions with Sperry.
Plaintiff claims that Spencer breached his fiduciary duties in
several respects. He allegedly failed to communicate the Sperry offer
to the Honeywell board; failed to consult financial advisers; and
failed to give the Sperry offer meaningful consideration. Spencer
allegedly took this approach because he wanted to preserve his job
and was, therefore, opposed to any acquisition of Honeywell at any
price. Plaintiff goes on to allege that, had Spencer entered into good
faith negotiations with Sperry, a transaction favorable to Honeywell's
stockholders could have been consummated.
Defendant argues that the amended complaint must be dismissed
because it alleges only derivative claims and because plaintiff still
has not alleged facts sufficient to state a claim, either individual or
derivative. The claims are derivative, according to defendant, because
the purported wrongs affect all stockholders equally and do not involve

1090

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 15

any contractual right of the stockholders, such as the right to vote.
Plaintiff counters by arguing that the alleged injury has been suffered
by the stockholders, not the corporation. Thus, the stockholders may
sue directly.
[1-2] In deciding whether a claim is individual or derivative,
the Court must look directly to the "nature of the wrong alleged,"
rather than to the plaintiffs characterization of his claim. Elster v.
American Airlines, Inc,, Del. Ch., 100 A.2d 219, 223 (1953); Kramer
v. Western Pacific Indus., Inc., Del. Supr., 546 A.2d 348, 352 (1988).
This Court has repeatedly held that entrenchment claims are derivative. See Moran v. Household Int'l, Inc., Del. Ch., 490 A.2d 1059,
1070, aff'd, Del. Supr., 500 A.2d 1346 (1985) ("[W]here, as here,
no shareholder is presently engaged in a proxy battle .. . such an
action [alleging entrenchment] must be brought derivatively on behalf

of the corporation."); see also Shapiro v. Pabst Brewing Co., Del. Ch.,
Civil Action No. 7339, Berger, V. C. (July 30, 1985). Thus, to the
extent that the nature of the wrong is Spencer's alleged improper
motivation, the amended complaint must be dismissed because the
claim is derivative. *
[3] If, instead or in addition, the nature of the wrong is that
Spencer allegedly interfered with the stockholders' receipt of a take-

over bid, the result is the same. Stockholders do not have any
contractual right to receive takeover bids. See Moran, 490 A.2d at
1070. In Moran, where plaintiff attacked a stockholder rights plan as
interfering with its ability to receive takeover bids, this Court held
that the claim was derivative. Plaintiff in this case does not argue
that Moran was wrongly decided; instead, he suggests that Moran is

distinguishable. Plaintiff's basis for this argument is that, in Moran,
there was no offer pending to acquire the company's stock, whereas
here the Honeywell stockholders had a "clear prospect" of receiving
a tender offer from Sperry if Spencer had not acted as he did. Trans.,
p. 53. In short, plaintiff asks this Court to hold that an oral proposal
of a friendly acquisition is the equivalent of an actual tender offer.

Stated another way, plaintiff's argument seems to be that an attack
on a director's response to an overture is the same as a direct attack

* Plaintiff acknowledges that he has not satisfied the requirements of Chancery Court Rule 23.1 and does not seek the opportunity to amend his complaint
again in an effort to plead demand futility. Thus, if the allegations in the amended
complaint point only to a derivative claim, plaintiff has effectively conceded that
the complaint must be dismissed.
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on an actual transaction involving corporate restructuring. See Kramer
v. Western Pacfic Indus., Inc., 546 A.2d at 354.
[4] I am not persuaded that Moran is distinguishable, as suggested
by plaintiff, or that a possible transaction should be equated with
an actual transaction. Rather, I find that the decision in Sumers v.
Beneficial Corp., et al., Del. Ch., Civil Action No. 8788, Hartnett,
V. C. (March 9, 1988), to be a correct statement of the law on
derivative actions and to be controlling here. The complaint in Sumers
alleged that defendants arbitrarily rejected acquisition offers made
at substantial premiums, and this Court held that:
[t]he complaint in the present suit ... does not state any
claim of breach of contractual rights, nor any facts which,
if true, would constitute a special or individual cause of
action. Plaintiffs' injury, if any, is the same as the injury
to all the other stockholders of [the corporation].
Letter

Op.

at 4.

Based upon the foregoing, I find that any wrongs complained
of in the amended complaint are derivative in nature and that the
amended complaint is therefore dismissed for failure to comply with
Chancery Court Rule 23.1. IT IS SO ORDERED.

NORMAN v. PACO PHARMACEUTICAL SERVICES, INC.
No. 10,417
Court of Chancery of the State of Delaware, New Castle
September 22, 1989
Plaintiff filed a purported class action against the various defendants seeking damages arising from alleged violations of the federal
securities laws and Delaware common law in connection with (1)
the public offering of convertible subordinated debentures of corporate
defendant Paco; and (2) the subsequent merger of Paco with a
subsidiary of defendant Scherer Corporation. Plaintiff's claims arise
because of an alleged failure to disclose in the prospectus the true
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purpose of the offering of the debentures and because the debentures
were later redeemed de facto at a price less than required by the
debenture indenture. The defendants moved to dismiss the complaint.
The court of chancery, per Vice-Chancellor Hartnett, held that
plaintiff alleged sufficient facts to state a claim under sections 11
and 12(2) of the Federal Securities Act of 1933. However, the court
granted defendant's motion to dismiss (1) the breach of fiduciary
duty claim on the grounds that plaintiffs, as convertible debenture
holders, lacked standing to assert a breach of fiduciary duty to a
stockholder of a corporation; (2) the breach of contract claim for
failure to comply with the presuit requirements of the indenture; (3)
the intentional or negligent misrepresentation claims asserted against
Scherer and the Scherer directors because they had no role in preparing or disseminating the challenged prospectus; and (4) the claims
against the Scherer directors for lack of personal jurisdiction.
1. Pretrial Procedure

- 624, 687

On a motion to dismiss for failure to state a claim upon which
relief can be granted, pursuant to Delaware Chancery Court Rule
12(b)(6), all well plead factual allegations must be taken as true and
a court cannot dismiss a claim unless it appears to a reasonable
certainty that the plaintiff would not be entitled to relief under any
state of ascertained facts.

2.

Equity

0

DEL.

CH. CT. R. 12(b)(6).

153

Pretrial Procedure

C

624, 679, 687

On a motion to dismiss for failure to state a claim upon which
relief can be granted, a court must construe the complaint and all
inferences contained therein in the light most favorable to the plaintiff.
3.

Pretrial Procedure

C

681, 687, 689

A complaint must fairly apprise the defendants as to the facts
which are relied upon by plaintiff and inferences or conclusions of
law or fact will not be assumed to be true without specific allegations
of facts which support the inferences or conclusions.

19901

4.

Pleading
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0= 354(6), 354(25)

While vagueness alone generally does not warrant dismissal of
an action, the action may be properly attacked on this ground where
the plaintiff alleges fraud. DEL. CH. CT. R. 9(b).
5.

Pretrial Procedure

0

681

In considering a Rule 12(b)(6) motion to dismiss, only those
matters referred to in the pleadings are to be considered by the
court. DEL. CH. CT. R. 12(b)(6).'
6.

Courts

0= 489(1)

Securities Regulation

0-

83

The Delaware Court of Chancery has concurrent jurisdiction
with the federal courts of offenses and suits brought under the
Securities Act of 1933. U.S. CODE ANN. tit. 15, § 77v(a) (1933 &
Supp. 1989).
7.

Securities Regulation

C= 23, 120

Section 11 of the Securities Act of 1933 permits any purchaser
who is without knowledge of untruths or omissions to sue every
person who was a director of the issuer and every underwriter

involved in the issuance of the securities. U.S.

CODE ANN.

tit.

15,

5 77k (1933 & Supp. 1989).
8.

Securities Regulation

O= 23

Section 12(2) of the Securities Act of 1933 provides for civil
liability against any person "who offers or sells" a security by means
of a prospectus or oral statement containing material misstatements
or omissions. U.S. CODE ANN. tit. 15, § 771 (1933 & Supp. 1989).
9.

Federal Civil Procedure
Securities Regulation

O= 636
Ow 104, 137, 139
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A plaintiff need not allege scienter to establish a prima facie
case under sections 11 and 12(2) of the Securities Act of 1933. U.S.
CODE ANN. tit. 15, §§ 77k, 771 (1933 & Supp. 1989).
10.

Securities Regulation

C

137, 144

Where a complaint alleges that (1) the corporate defendant sold
debentures solely to raise cash with the intention of making the
company an attractive takeover target; and (2) the corporate defendant was taken over less than a year after the debenture offering,
combined with the fact that approximately eighty percent of the
offering proceeds remained essentially in cash, if proven to be true,
could support the conclusion that the registration statement and
prospectus were false and misleading with respect to the contemplated
use of the proceeds of the offering.
11.

Securities Regulation

0

104, 119, 139

Where a prospectus clearly states that in the event of a merger,
"the debentures then outstanding will thereafter be convertible into
the kind and amount of shares of stock or other securities or property
(including cash) to which the holders thereof would have been entitled
if they had converted such debentures into common stock immediately
prior to such merger," as a matter of law, the prospectus is not
misleading with regards to the possible loss of the debentures' conversion feature in the event of a merger or other reorganization and
plaintiff's claim that the prospectus contained material misrepresentations must be dismissed.
12.

Limitation of Actions

C

179(2)

Securities Regulation

C-

134, 144

Where a complaint on its face shows that the plaintiff could
have no reason to suspect the alleged misrepresentations and omissions in the prospectus until a later corporate action, and where
the record itself shows that the plaintiff could not have known of
the alleged misrepresentations or omissions prior to the corporate
action, then in construing the complaint in the light most favor to
the plaintiff, the plaintiff has plead sufficient facts to survive defen-
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dant's motions to dismiss on grounds that plaintiff failed to adequately
plead compliance with section 13 of the Securities Act of 1933. U.S.
CODE ANN. tit. 15, §§ 771(2), 77m (1933 & Supp. 1989); DEL. CH.
CT. R. 12(b)(6).

13.

Securities Regulation

Under the
to those parties
whether or not
ANN. tit. 15, §
14.

0

23, 101

federal securities law, "seller" liability is extended
who successfully solicit the purchases of securities
in direct privity with the purchasers. U.S. CoDa
771(2) (1933 & Supp. 1989).

Securities Regulation

C--- 23, 101

A party who is not in direct privity with a purchaser may still
be deemed a "seller" if the party successfully solicits a purchase of
securities, so long as he is motivated at least in part by a desire to
serve his own financial interests.
15.

Securities Regulation

C= 23, 101

A motion to dismiss the section 12(2) claims arising under the
Securities Act of 1933, on the grounds that the defendants were not
in direct privity with the plaintiff, must be denied where the section
12(2) claims might include the defendants within the statutory definition of "seller" if they had any role in the preparation and
dissemination of the allegedly fraudulent prospectus. U.S. CoDE ANN.
tit. 15, § 771(2) (1933 & Supp. 1989).
16.

Corporations

C= 189(1), 473

, A convertible debenture holder does not have a cause of action
predicated on a breach of fiduciary duty claim.
17.

Corporations

0

189(1), 473

Where a plaintiff fails to comply with the contractual prerequisites to maintain an action to enforce an indenture, he has no
standing to maintain an action based on a breach of the provisions
of the indenture.
18.

Fraud

-41,

Pleading C

42, 45, 46
8(15), 16
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A complaint which alleges (1) that misrepresentations and omissions in the prospectus relating to the use of the proceeds of a
debenture offering; (2) that the defendants made these false representations knowingly, with the intent that the plaintiff and the other
purchasers would be deceived; and (3) that the plaintiff relied on
the alleged false representations by purchasing the debentures to his
detriment, states a prima facie case of fraud.
19.

Fraud

0

Pleading

40
0= 11, 12

Courts are generally reluctant to dismiss a claim of fraud where
the matter is peculiarly within the knowledge of the defendant or
where the plaintiff cannot be expected to have personal knowledge
of the specific facts constituting the wrongdoing.
20.

Fraud

0

Pleading

40
0

8(21), 68

It is well settled that conditions of the mind, such as knowledge
and intent, need not be plead with particularity, but may be averred
generally. DEL. CH. CT. R. 9(b).
21.

Fraud
Pleading

0

40, 44
0

16

Where a defendant corporation had no role in the preparation
or dissemination of an offering prospectus, that part of a complaint
alleging intentional or negligent misrepresentation against the defendant corporation must be dismissed.
22.

Corporations
Courts

0

307, 319(1), 502

0= 15

The court of chancery may not exercise personal jurisdiction
over a nonresident director pursuant to title 10 of the Delaware Code
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section 3114 for a breach of contract claim wholly unrelated to his
fiduciary obligations as a director in a Delaware corporation. DEL.
CODE ANN. tit. 10, 5 3114 (1977 & Supp. 1988).
R. Bruce McNew, Esquire, Pamela S. Tikellis, Esquire, and Carolyn
Mack, Esquire, of Greenfield & Chimicles, Wilmington, Delaware;
and Richard D. Greenfield, Esquire, Francis J. Farina, Esquire, and
M. Katherine Meermans, Esquire, of Greenfield & Chimicles,
Haverford, Pennsylvania, for plaintiffs.
A. Gilchrist Sparks, III, Esquire, Thomas C. Grimm, Esquire, and
Robert J. Valihura, Jr., Esquire, of Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware, for defendants Alfred Schechter, Warren
A. Law, Russell R. Haines, Jerome L. Katz, Joseph Berger, John
J. Braithwaite, Glenn M. Feit, and Merril M. Halpern.
Michael D. Goldman, Esquire, and Stephen C. Norman, Esquire,
of Potter, Anderson & Corroon, Wilmington, Delaware, for defendants Dean Witter Reynolds Inc. and First Albany Corporation.
Gregory P. Williams, Esquire, and Joseph J. Bodnar, Esquire, of
Richards, Layton & Finger, Wilmington, Delaware, for defendants
Paco Pharmaceutical Services, Inc., R.P. Scherer Corporation, Peter
R. Fink, Karla Scherer Fink, and Richard A. Manoogian.
HARTNErr,

Vice-Chancellor

The defendants have moved to dismiss the Complaint on various
grounds. I find that some of the claims asserted in Count II of the
Complaint must be dismissed but that the other claims cannot be
dismissed at this juncture.
In this purported class action, the plaintiff claims that the various
defendants violated Sections 11 and 12(2) of the Federal Securities
Act of 1933 and the Delaware common law in connection with the
public offering of convertible subordinated debentures of defendant
Paco Pharmaceutical Services, Inc. ("Paco") and the subsequent
merger of Paco with a subsidiary of defendant R. P. Scherer Corp.
("Scherer"). The plaintiff brought this action purportedly on behalf
of all persons who purchased the Debentures in reliance upon the
Registration Statement and Prospectus, dated February 6, 1987, (the
"Prospectus") and who allegedly sustained damages as a result of
the merger.
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The claims arise because of an alleged failure to disclose in the
Prospectus the true purpose for the offering of the debentures and
because later the debentures were redeemed de facto at 4 price less
than required by the Debenture Indenture. In addition to Paco and
Scherer, the defendants include certain officers and directors of Paco
(the "Paco Directors"), certain directors of Scherer (the "Scherer
Directors") and the co-underwriters of the debenture offering, Dean
Witter Reynolds, Inc. and First Albany Corporation (collectively,
the "Underwriters").
I find that the plaintiff has alleged sufficient facts to state a
claim under Sections 11 and 12(2) of the Federal Securities Act, and
therefore, defendants' motions to dismiss Count I must be denied.
As to Count II, I must dismiss plaintiff's breach of fiduciary
duty claims because plaintiff, as a holder of a convertible debenture,
does not have standing to assert a claim of breach of fiduciary duty
to a stockholder of a corporation. I must also dismiss plaintiffs
breach of contract claims because of his failure to comply with the
presuit requirements of Section 7.06 of the Indenture. I further must
dismiss the intentional or negligent misrepresentation claims asserted
against Scherer and the Scherer Directors because they had no role
in preparing or disseminating the challenged Prospectus. Lastly, I
must dismiss plaintiff's claims against the Scherer Directors because
this Court has no basis to exercise personal jurisdiction over them
pursuant to 10 Del. C. §3114, the Delaware nonresident directors
consent to service of process statute.
The other claims asserted in Count II cannot be dismissed at
this juncture.
THE FACTS

The background facts are not disputed. Prior to its acquisition
by Scherer, Paco was a leading independent packager of, and contract
manufacturer of, pharmaceutical products.
On January 27, 1987, Paco filed a Registration Statement with
the Securities and Exchange Commission proposing to offer for sale
up to $51,750,000 principal amount, 6 1/2% Subordinated Convertible Debentures, due to mature on March 1, 2007 (the "Debentures"). The Prospectus dated February 6, 1987, stated that the
proceeds of the offering would be used by Paco: (1) for the exercise
in May 1987 of an option to purchase limited partnership interests
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in Partnership I, one of its research and development partnerships
for a payment of $1.9 million; (2) for the possible purchase of royalty
obligations of the Company to former limited partners of Partnership
I following the acquisition of the limited partnership interests; (3)
for possible business acquisitions; and (4) for general corporate purposes.
Pursuant to a firm commitment underwriting agreement, the
Underwriters agreed to purchase $45 million principal amount of
the Debentures for resale to the public. The Underwriters were also
granted an option to purchase up to an additional $6,750,000 principal amount of Debentures to cover any overallotments arising from
their marketing efforts. The success of the offering was evidenced
by the Underwriters' exercise of the full option amount. Paco realized
approximately $50 million from the offering.
According to the terms of the Indenture dated February 13,
1987, between Paco and The Trust Company of New Jersey, as
Trustee (the "Indenture"), each $1,000 Debenture could be converted into 33.16 shares of Paco common stock, based on an initial
conversion price of $30.16, subject to adjustment upon the occurrence
of certain events. As with many convertible securities, the Debentures
allegedly carried a coupon interest rate somewhat below the going
market interest rate for non-convertible debentures.
The plaintiff asserts in his Complaint that he purchased the
Debentures as a means of participating in Paco's future growth,
based, in part, on what he considered to be alleged representations
in the Prospectus that Paco would use the proceeds of the Offering
for an "aggressive expansion program." According to the plaintiff,
Paco and the Paco Directors instead utilized the cash proceeds to
"clean up" Paco's balance sheet and to shrink its market capitalization in an effort to make the company an attractive takeover
candidate.
Following the Debentures offering, Paco invested the approximately $50 million net proceeds in short-term interest-bearing securities. In May 1987, as proposed in the Prospectus, Paco exercised
its option to purchase the outstanding limited partnership interests
in Partnership I for a price of $1.9 million. Then, in November
1987, after the sharp October 1987 stock market decline, Paco repurchased $10 million of its Debentures and 105,300 shares of its
common stock for approximately $7.1 million. The remaining $40
million in proceeds remained invested in short-term investments.
None of the funds were ever expended for business acquisition purposes.
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In late November 1987, representatives of R. P. Scherer Corp.
and Prudential-Bache Capital Funding approached Paco to discuss
the feasibility of a possible business combination. The parties engaged
in intermittent discussions through December of 1987, during which
time Scherer purchased approximately 235,000 shares of Paco common stock in open market transactions.. Shortly thereafter, on January
9, 1988, the negotiations culminated with the execution of an Agreement and Plan of Merger (the "Merger Agreement"), providing for
the merger of a wholly-owned Scherer subsidiary, APS Acquisition
Corp. into Paco, leaving Paco as a wholly-owned subsidiary of
Scherer. Under the terms of the Merger Agreement, the shareholders
of Paco would receive $15.25 in cash for all their shares.
With regards to the Debentures, Scherer guaranteed that it would
meet Paco's principal and interest payment obligations; however, no
provision was made for the conversion of the Debentures into Scherer
common stock. It was agreed, however, that the holders of the
Debentures would be entitled, until August 12, 1988, to offer (or
"put") Debentures to Paco in return for a cash payment of $600
per $1,000 principal amount Debenture, plus accrued interest. This
"put" feature afforded the Debenture holders a viable alternative
to an immediate conversion of their Debentures and tender of the
shares, based on the $15.25 merger consideration. An immediate
conversion and tender would have resulted in net proceeds of only
$505.64 per Debenture. It appears undisputed that, just prior to the
announcement of the Merger Agreement, the Debentures were trading in the over-the-counter market at a price less than $600 per
Debenture.
The Debenture holders, therefore, were left with only two practical alternatives: (1) they could offer their Debentures back to Paco
for $600 for each $1,000 Debenture; or (2) they could continue to
hold their Debentures and receive annual income of $65 per $1,000
Debenture until maturity in the year 2006, at which time the Debenture holders would be paid the $1,000 principal amount of the
Debenture. The plaintiff asserts that the merger therefore caused a
de facto redemption of the Debentures, allegedly at a fraction of the
compensation required by the Indenture.
On November 1, 1988, plaintiff filed this purported class action
against the various defendants, seeking compensatory or rescissory
damages on the grounds that Paco, the Paco Directors and the
Underwriters violated Sections 11 and 12(2) of the Federal Securities
Act of 1933 in connection with the February 1987 Debenture offering
by failing to disclose the true purpose of the offering and that all

