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only assume the truth of the allegations made, but should assume
all facts that might reasonably be proven under such allegations.
Rabkin v. Philip A. Hunt Chemical Corp., Del. Supr., 498 A.2d 1099,
1104 (1985); Harman v. Masoneilan Intern., Inc., Del. Supr., 442 A.2d
487, 502 (1982). Strictly conclusory statements need not, however,
be accorded this deference. Grobow v. Perot, Del. Supr., 539 A.2d
180, 187 (1988); Kahn Brothers & Co., Inc. v. Fischbach Corp., Del.
Ch., G.A. No. 8987 (Sept. 19, 1989). For the reasons that follow,
I conclude that, under this test, plaintiff has failed to allege a claim
upon which relief may be granted.
III.
Plaintiff's claims are in six counts. Count I is a contractual
claim. It is there asserted that the reclassification and merger breach
the express terms of the warrant agreement because they change the
warrants' terms in an unauthorized way.
Count II is a claim of constructive redemption. Plaintiff argues
that the reclassification and merger make the warrants virtually
worthless and that the warrants have, therefore, been constructively
redeemed. The warrant agreement provides that if the warrants are
redeemed, they must be redeemed at a price equal to the warrants'
exercise price, or $22.15.
Count III is related to Count I. It claims that defendants breach
a duty of good faith and fair dealing implied in the warrant agreement
because the reclassification was effected solely to eliminate the value
of the warrants.
Count IV claims a breach of fiduciary duty. The contention is
that because the warrants automatically convert into common stock
upon their expiration, the warrant holders are equitable stockholders,
and, hence are owed a fiduciary duty of loyalty. Further, since the
merger was, they allege, not fair to the warrant holders, the defendants breached these fiduciary obligations.
In Count V, plaintiff claims that defendants breached a duty
of full and complete disclosure by issuing a materially false and
misleading proxy statement.
Finally, Count VI alleges that defendants committed fraud on
the warrant holders, because the proxy statement stated that the
outstanding shares of Acquisition common stock would be converted
into more than 47 million shares of Wickes common stock while the
merger agreement provided that each of the 1000 shares of Acquisition
would be converted into one share of Wickes.
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IV.
Certain of plaintiff's theories are dealt with summarily below.
They do not state a claim upon which relief may be granted in my
opinion, and rather evidently so. Other theories supported by the
facts alleged, however, require much closer scrutiny. I refer to those
related theories that claim a right to relief is created by the intended
effect that the reclassification had upon the value of the warrants.
Two of these theories-breach of an implied contractual duty
of good faith and fair dealing' and breach of the fiduciary duty of
fairness and loyalty-are in many ways similar. Both acknowledge
that parties bound in a legal relationship will be unable to foresee
all of the circumstances in which their relationship will exist and
that fairness and efficiency, when measured from the perspective of
the original agreement, require that certain limits on conduct be
determined only when relevant future contingencies become known.
In the fiduciary context, these restrictions relate largely to transactions
between the director and the corporation. The law imposes the flexible
and contextual duty of loyalty to protect the corporation from misuse
of that broad power. In the contract context, the unforeseeability of
future events means that the opportunity effectively to deprive one
party of the benefit of the bargain may become available to the other
party. The implied contractual duty of good faith and fair dealing
requires compliance with the most fundamental, if unstated, expectations of the parties in circumstances unforeseen at the time of
contracting.
I turn first to theories of contract interpretation advanced by
plaintiff. She contends that defendants breached the warrant agreement (Count I), and breached the duty of good faith and fair dealing
implied in the warrant agreement (Count III). These claims are
based upon California law, which governs the warrant agreement.
Two provisions of the warrant agreement have particular pertinence to determination of the present motion. Section 12, entitled
"Consolidation, Merger or Sale of Assets," is the first of them. It
provides:
If ... the Company shall at any time ... merge into
another corporation, the holder of any outstanding Warrants
4. See Lippman v. &ars Roebuck & Co., 44 Cal. 2d 136, 280 P.2d 775 (1955);
Kendall v. Ernest Pestana, Inc., 40 Cal. 3d 488, 709 P.2d 837, 220 Cal. Rptr. 818
(1985); Katz v. Oak Industries, Inc., Del. Ch., 508 A.2d 873 (1986).

[Vol. 16

DELAWARE JOURNAL* OF CORPORATE LAW

will thereafter receive, upon the exercise thereof .

.

. the

securities, property or cash to which the holder of the
number of shares of common stock then deliverable upon
the exercise of such warrants would have been entitled upon
such . . .merger ....

Section 10, the other pertinent provision, is entitled "Adjustment
of Purchase Price, Number of Shares or Number of Warrants."
Section 10(a) is designed to adjust the exercise price and the "number
and kind of shares of capital stock" issuable upon exercise of the
warrants in the event of certain enumerated events. Section 10
provides in pertinent part as follows:
Section 10. Adjustment of Purchase Price, Number of Shares or
Number of Warrants.
The Purchase Price, the number of shares covered by each
Warrant and the number of Warrants outstanding are subject to adjustment from time to time upon the occurrence
of the events enumerated in this Section 10.
(a)In case the Company shall .

.

. (iv) issue any shares of

its capital stock in a reclassification of the Common Stock
(including any such reclassificationin connection with a . .. merger
...
in which the Company is the continuing corporation), the
Purchase Price in effect at the time . . . of the effective date of
such . . . reclassification, and the number and kind of shares

of capitalstock issuable on such date shall be proportionatelyadjusted
so that the holder of any Warrant exercised or converted
after such time shall be entitled to receive the aggregate number
and kind of shares of capital stock which, if such Warrant
had been exercised or converted immediately prior to such
date ...

he would have owned upon such exercise or

conversion and been entitled to receive by virtue of such
...

reclassification ....

(emphasis added).

[3] Plaintiff's argument, in brief, is that Section 12 has no
application in this case since Wickes was the surviving corporation
in the merger and that Section 10 does not authorize the reclassification of common stock into preferred stock. More particularly,

plaintiff says that the reclassification was a breach of Section 10(a)
and was a breach of an implied obligation to treat the warrant holders
fairly. Even if the reclassification was consistent with the express
terms of Section 10(a), it is said, that step cannot be consistent with
an obligation of fair dealing implied in contracts governed by Cal-
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ifornia law, because the reclassification was a gratuitous step effectuated for the simple purpose of destroying the right to exercise into
common stock and doing so in a way that destroyed the economic
value of the option feature of the warrants. 5
The reclassification plainly does not breach Section 10(a) of the
warrant agreement. Indeed, as I read it, the warrant agreement
contains no express limitation upon the power of the issuer to engage
in reclassifications. Section 10(a) itself contains no prohibition of any
sort, but provides an adjustment mechanism to be employed whenever
the issuer exercises its power to issue shares of stock in a reclassification. Thus, reading the contract in this way, I am required to
conclude that Count I fails to state a claim upon which relief may
be granted.
[4-5] The real issue raised by Section 10(a) in the context of
the facts alleged is whether the adjustment mechanism of that section
was engaged by the reclassification. The answer to that question
must turn upon whether some implicit restriction on the company's
power to do a reclassification of the type contemplated by that Section
(i.e., any reclassification in which shares of capital stock are issued)
may be found in the agreement. That is, did the company have an
implicit obligation arising from the agreement as a whole and the
parties' relationship, to refrain from effecting a reclassification knowing that it would have the effect that Section 10(a) would accord to
it.

Under California law:
"[I]n every contract there is an implied covenant that neither party shall do anything which will have the effect of
destroying or injuring the right of the other party to receive
the fruits of the contract." (Universal Sales Corp. v. Cal. etc.
Mfg. Co. (1942) 20 Cal. 2d 751, 771, 128 P.2d 665...)
Kendall v. Ernest Pestana, Inc., supra, 220 Cal. Rptr. at 825.
Moreover:
[W]here a contract confers on one party a discretionary
power affecting the rights of the other, a duty is imposed

5. Recall that the warrants had another valuable feature, which was, however,
substantially less valuable than the option feature. If unexercised, the warrants
would automatically convert into 1/100th of a share of common stock on the 1992
expiration or conversion date.
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to exercise that discretion in good faith and in accordance

with fair dealing.
California Lettuce Growers, Inc. v. Union Sugar Co., 45 Cal. 2d 474,
484, 289 P.2d 785, 791 (1955). See also Larwin-Southern California, Inc.
v. JGB Inv. Co., Inc., 101 Cal. App. 3d 626, 640 (1979).
[6] Finally, I note that the existence and substance of any

obligation of this kind is a function of the specific purposes of the
contractual provisions from which the obligation is inferred.
Although the law implies in every contract a covenant of
good faith and fair dealing[,] "[t]he precise nature and
extent of the duty imposed .

.

. will depend on the contractual

purposes." (Egan v. Mutual of Omaha Ins. Co. (1979) 24 Cal.3d
809, 818, 169 Cal. Rptr. 691, 620 P.2d 141, emphasis
added .... )

Ellis v. Chevron, U.S.A., Inc., 201 Cal. App. 3d 132, 246 Cal. Rptr.
863, 866 (Cal. Ad. 4 Dist. 1988).
In order to answer the legal question whether, accepting the
facts alleged as true, the warrant agreement can be said to give rise
to a duty on the part of defendants not to effectuate a reclassification
of the kind and in the circumstances here presented, one must turn
to the specific contractual provisions contained in the Warrant Agreement.
I start with Section 12 because it is centrally important in
deducing the scope of these parties' implied obligations involving
mergers. That section provides that in any merger in which Wickes
is not the surviving corporation, a warrant holder's right to exercise
into common stock will be converted into a right to exercise into
the "securities, property or cash" delivered to Wickes common
shareholders as merger consideration. Thus, for example, any cash
merger in which Wickes was not the surviving corporation at a price
less than the exercise price would, under Section 12, remove any
value in the option feature of the warrants, because after the merger,
the warrants would be exercisable for $22.15 into an amount of cash
less than $22.15. In Section 12, the warrant agreement therefore
specifically contemplates the possibility that a merger might occur
during the term of the warrant agreement that would have the effect
of eliminating the economic value of the option feature of the warrants. It was, in other words, part of the bargain from the outset
that the option feature of the warrants might lose all value in the
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event a merger of Wickes into another company at a price below
the exercise price was authorized.
Section 12, however, does not apply to situations, such as this,
in which Wickes is the surviving corporation in a merger. In such
settings, since Wickes common stock continues to exist, the mechanics
of the merger do not require a substitution of property into which
the warrants may be exercised.
The acquirors understandably desired in connection with the
merger to eliminate the potential for future dilution that the warrants
represented; they were to acquire all of the company's outstanding
stock. Section 12 opened a dear, contractual path for them to accomplish this purpose. Yet for tax and other reasons, it was desired
that Wickes be designated the surviving corporation. Thus, the acquirors could not take advantage of Section 12's mechanism for
converting the exercise right of the warrants into the right to acquire
the merger consideration unless the acquirors paid the cost (not to
the warrant holders though) of giving up such tax or other benefits.
The reclassification-merger transaction, however, appeared to be an
available alternative to achieve the acquirors' goals by reclassifying
the Wickes common into a security that mirrored and was exchangeable for the merger consideration given to the common shareholders.
Plaintiff's good faith claim thus reduces to the assertion that
while defendants could have eliminated the economic value of the
warrants under Section 12 by the effectuation of a merger identical
to the one accomplished (except Wickes would not have survived),
defendants had no right to accomplish the same purpose with the
reclassification and merger in which Wickes did survive.
[7] But so understood-and I think that is the gist of the matterit is, in my opinion, impossible to conclude that this reclassification
and merger breached an implied promise. Section 12 reveals that
the creators of the contract must have understood that the economic
value of the option feature could properly be destroyed by a merger
in which Wickes disappeared. On what basis, then, can it be imagined
(see Katz v. Oak Industries, supra, at 880) that the parties would have
regarded another form of corporate transaction that accomplished
the same thing but left Wickes surviving, as implicitly forbidden?
Indeed, Section 10(a)'s reference to a "reclassification of the Common
Stock (including any such reclassification in connection with a merger
... )" seems to contemplate this very type of reclassification and
merger transaction, albeit the risks of having the option value de-
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stroyed in a reclassification may be less obvious than, for example,
in a cash merger governed by Section 12.
I do not go so far as to say that there could be no violation of
good faith to warrant holders in effecting a reclassification. A reclassification that destroyed the value of the warrants' option feature
might, for example, be held to constitute a breach of an implied
obligation of good faith if the reclassification was not done in connection with a change in corporate control or other corporate transaction having independent significance to the corporation. Where,
however, a reclassification is in connection with a merger that represents a change in corporate control, it cannot be said to controvert
the warrant holders' reasonable expectations, given the language of
Section 12, as well as Section 10.
Accordingly, I conclude that accepting the facts alleged as true,
they fail to allege any breach of the warrant agreement, including
the obligations of good faith and fair dealing that are implied within
that agreement.
V.
I turn now to that claim in the complaint in which plaintiff
asserts that defendants owed a fiduciary duty to the warrant holders
and breached that duty when defendants effectuated the reclassification.
Having determined that directors owed to the warrant holders
a contractual duty of good faith, defined as that is in this instance
by California law, the question now is whether those directors owed
to the class of warrant holders analogous but arguably more demanding duties of loyalty imposed upon fiduciaries.
To say one is a fiduciary for another is a preliminary step in
the analysis of legal problems. But this early step itself is sometimes
problematic. The classic occasion when the supervening protection
of equity will be extended through the instrument of the law of
fiduciaries is where someone holds the property of another for the
benefit of the other. In that situation, as in the law of contracts,
although the parties' agreements upon specific terms of the relationship will govern the propriety of exercises of power over the
property, such exercises of power will also be subject to review when
a claim of disloyalty or lack of due attention is made.
[8-9] Generally, our law has assumed that a corporation owes
to all constituencies impacted by its operation legal duties arising
from contract, statute or common law, but that directors owe only
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to shareholders equitable duties of loyalty. Thus, it has been held,
for example, that holders of a corporation's debt instruments (Simons
v. Cogan, Del. Ch., 542 A.2d 785 (1987), aff'd, 549 A.2d 300 (1988))
and even holders of preferred stock, insofar as the rights of preference
against the common stock are concerned (Jedwab v. MGM Grand
Hotels, Inc., Del. Ch., 509 A.2d 584 (1986)) are not owed a duty
of loyalty, even if they may be owed a contractual duty of good
faith. 6 In this way, Delaware law has continued to isolate the director's
duty of loyalty as one running to the corporation and its shareholders.
It may, however, be overly broad to say that in no circumstances
may a board be said to owe fiduciary duties of loyalty to any person
other than a present equity owner. This case presents an interesting
if unexpected example of a situation in which a fiduciary duty might
arguably be said to exist, even when the beneficiary of that duty is
not yet a stockholder.
Here the interests involved-the warrants-have two distinct
aspects of value. First, they represent the right at any time prior to
a certain date in 1992 to purchase one share of Wickes common
stock for $22.15 per share. This right prior to the reclassification
had value insofar as there was any prospect for the traded price of
such stock to trade above that exercise price before 1992. This was
the warrants' principal but not sole source of value. The warrants
had a second feature that contributed value: the automatic conversion
of each unexercised warrant into 1/100 of a share of common stock
upon expiration of the warrant in 1992.
[10] Under our law, the option feature of these instruments does
not qualify for the protections that flow from a fiduciary duty. Our
prior cases have held that an option to buy stock in futuro does not
make one an equitable stockholder. See, e.g., Gamble v. Penn Valley
Crude Oil Corp., Del. Oh., 104 A.2d 257, 260 (1954). Cf. Simons v.
Cogan, supra (no fiduciary duty to holders of convertible debentures).
[11-12] But the second feature of the warrants here involved is
subject to a different analysis. With respect to the automatic conversion feature, the holder, while not a shareholder legally, vl
become a shareholder without the payment of any additional consideration to the corporation. This interest seems analogous to the
rights of a subscriber of stock who has not yet paid for his stock.

6. Delaware law has not had occasion to focus upon the question just how
similar or dissimilar these duties may be. See Coffee, Tie Mandatoqy/EnablngBalance
in Corporation Law, 89 Colum. L. Rev. 1618, 1653 et seq. (1989).
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In Gamble, supra, this court implied that fiduciary duties would extend
to a subscriber to stock. For purposes of this motion, I assume
without deciding that that is the case. With respect to the conversion
right, the warrant holders are more clearly equitable stockholders
than stock subscribers would be, since there are no conditions except
the passage of time for the issuance of stock to the warrant holders.
Thus, I assume that insofar as the warrants represent the right to
have Wickes stock issued to the warrant holders, those holders are
equitable shareholders to whom fiduciary duties are owed.
The scope of such duties, however, cannot extend beyond the
scope of the rights giving rise to them. That is, in my opinion, since
the conversion right alone arguably gives rise to a fiduciary duty,
any such duty should be understood to relate only to that right.
With respect to the remaining and once economically more important
right-the option right-its correlative duty is exclusively contractual,
albeit based on a contract that incorporates an implied obligation of
good faith. Cf. Jedwab v. MGM Grand Hotels, Inc., supra.
Unlike the option right which was in effect destroyed in the
reclassification, the conversion right remains. In the reclassification,
the corporation's capital structure was changed and all common stock
(excepting intermediate common) was reclassified into Wickes preferred stock. Under the warrant agreement, unexercised warrants
will now convert into a 1/100th share of Wickes preferred stock rather
than a 1/100th share of Wickes common stock. Alterations in the
conversion right associated with the warrants are thus the analog of
the changes effected by the merger on the common stock. The
supplemental complaint, however, which focuses entirely upon the
impact upon the value of the stock purchase option, cannot be read
to intend to challenge the fairness of the reclassification's effect on
the warrants' conversion feature.
Count IV of the amended complaint will therefore be dismissed
for failure to state a claim upon which relief may be granted. Plaintiff,
however, will be granted leave to fie, within 30 days, a further
amended complaint should she wish to assert, as a breach of fiduciary
duty, the narrow and specific claim that substitution of the conversion
right into Wickes preferred stock for the conversion right into common
stock that had existed, treated the warrant holders unfairly.
VI.
[13] Plaintiff claims that the merger acted as a constructive
redemption of the warrants entitling the warrant holders to be paid
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the redemption price of $22.15 per warrant.7 Delaware law requires
dismissal of this claim. Rothschild International Corp. v. Liggett Group,
Inc., Del. Supr., 474 A.2d 133 (1984); Jedwab v. MGM Grand Hotels,
Inc., supra, at 594 n.6; Dart v. Kohlberg, Kravis, Roberts & Co., Del.
Ch., C.A. No. 7366, Hartnett, V.C. (May 6, 1985).
Plaintiff contends that her claim is distinguishable from those
in the cited cases, because in the cited cases the challenged transaction
actually benefitted the complaining security holders, e.g., Rothschild,
supra, was voted upon by the complaining security holders, e.g., Dart,
supra, or did not involve unfairness claims, e.g., Jedwab, supra. I fail
to see importance in the distinctions plaintiff attempts to describe.
First, in Rothschild, the Supreme Court considered whether in
a cash-out merger, preferred shareholders were entitled to receive
the value of the liquidation preference on their stock, rather than
the lower price of the tender offer and merger. It was irrelevant to
the Court's reasoning that the market price of the preferred shares
before the merger may have been lower than the tender offer price.
Indeed, in its summary of the facts, although the Court notes the
liquidation value and the tender offer and merger price, the Court
does not mention the market price of the preferred stock. As a legal
matter, the relevant question is whether plaintiffs have received what
they are entitled to receive, not whether plaintiffs received some
benefit at all.
Second, in Dart, that the preferred shareholders may have voted
on the transaction was not mentioned, much less relied upon, in the
court's dismissal of plaintiff's constructive redemption claim. Dart,
supra, at 13-14.

And, finally, plaintiff's case is not distinguishable on the grounds
that she raises claims of unfairness. These claims merely restate the
claim that the warrant holders are entitled to receive the redemption
price in exchange for the warrants. Plaintiff's unfairness claims raise
no separate issue. See Rothschild, supra, at 137; Dart, supra, at 14.
Thus, the purported absence of such claims in Jedwab does not
undermine that case's relevance here.
VII.
Plaintiff claims that the proxy statement contained omissions
and misstatements of material facts in violation of both the fiduciary
duty of candor and a contractual duty of disclosure.
7. Section 20(a) of the warrant agreement provides that Wickes may only
redeem the warrants at a price equal to their exercise price.
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[14] Shareholders who were required to vote upon the proposed
transaction are owed a fiduciary duty of candor. Warrant holders
who have no role in approving that transaction have no right arising
from fiduciary duties to demand disclosure, complete or otherwise.
Indeed, plaintiff does not allege that the warrant holders even received
copies of the proxy statement from the board when copies were sent
to the Wickes shareholders.
As to the purported breach of a contractual duty of disclosure,
Section 21 of the warrant agreement requires Wickes to give the
warrant holders notice specifying the date of any reclassification.
Plaintiff does not allege that defendants failed to give the required
notice. Nothing more was required under the contract itself.
VIII.
Plaintiff argues that defendants committed fraud on the warrant
holders because the proxy statement states that over 47 million shares
of Wickes common stock would be issued in exchange for the 1,000
shares of Acquisition common stock, while the merger agreement
provided only for the issuance of 1,000 shares of Wickes common
stock. The importance of this disparity is contingent; only if the
reclassification is invalid is it important. In that event, the warrants
continue to be exercisable into common stock. This exercise right
would of course be a great deal more valuable if only 1,000 common
shares are outstanding, rather than if 47 million shares are outstanding.
[15-16] Yes, of course, one might say, but what is the fraud?
In order to allege fraud, plaintiff must allege "[1] a false representation of a [2] material fact [3] knowingly made with intent to be
believed to one who, [4] ignorant of its falsity, [5] relies thereon
and is thereby [6] deceived [injured]." Harman v. Masoneilan Intern.,
Inc., supra, at 499. Plaintiff has, however, not alleged facts which if
true could support a finding that the alleged misstatement was material to those who voted on the transaction or was relied upon by
plaintiff. Indeed, since the warrant holders played no role in authorizing or approving the reclassification and merger, plaintiff could
not allege that the warrant holders relied on the purported misdisclosures to the warrant holders' detriment. As reliance is a necessary
part of any fraud claim, I must dismiss plaintiff's fraud claim.
For the foregoing reasons, the pending motion to dismiss shall
be granted with permission for the plaintiff to file an amended
supplemental complaint addressing the point treated at page 25 within
30 days.

1991]

UNREPORTED CASES

HARMS v. CARTER
No. 8768
Court of Chancery of the State of Delaware, New Castle
May 4, 1990
Plaintiff, a minority shareholder, brought a derivative suit against
defendant corporation and two distinct groups of defendants: the
former controlling shareholder group and the present controlling
shareholder group which had. allegedly "looted" the corporation after
the change in control. Plaintiff's amended complaint asserted the
former controlling shareholder group negligently transferred control
without investigating the bona fides of the person to whom they sold
control. Defendants brought this action to dismiss the amended
complaint on the grounds that: (1) the action was not properly
instituted as a derivative action; (2) the amended complaint did not
state a claim upon which relief can be granted; and (3) the court
lacked jurisdiction over certain defendants.
The court of chancery, per Chancellor Allen, denied the defendants' motions to dismiss and held that: (1) the relevant pleadings
excused pre-suit demand upon the board of directors of the corporation on whose behalf the derivative action was filed; (2) the amended
complaint did state a claim upon which relief could be granted; and
(3) all defendants had been properly served with process, giving the
court proper personal jursidiction over them.
1. Corporations

0=

202

The nature of the pleading itself and not the pleader's characterization of the claim determines whether a claim stated is derivative or not.
2.

Corporations

C-

206(3), 211(6)

In order to excuse demand, the complaint must allege facts that
if true create a reasonable doubt that: (1) the directors are disin-
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terested and independent; and (2) the challenged transaction was
otherwise the product of a valid exercise of business judgment.
3.

Corporations

C=

202, 203

The law need not require compliance with Rule 23.1 procedure
in order to give the derivative corporation itself the opportunity to
take over a suit which was brought on its behalf. DEL. CH. CT. R.
23.1.
4.

Corporations

0-

213

Courts entertaining derivative actions must exercise caution so
that through this device shareholders do not improperly seize corporate powers.
5.

Corporations

0=

205

When claims have been properly laid before the court and are
in litigation, neither Rule 23.1 nor the policy it implements requires
that a court decline to permit further litigation of those claims upon
the replacement of the interested board with a disinterested one.
DEL. CH. CT. R. 23.1.

6.

Corportions

Cc-

211(6)

A rule that recognizes the power to amend or supplement a
well-instituted derivative suit without recourse to Rule 23.1 does not
acknowledge a shareholder right to institute new corporate claims
against an existing defendant after a disinterested board takes control
of the corporation. Rather it limits the representative plaintiff's ability
to amend and supplement pleadings to those that relate to claims
already in litigation.

7. Corporations

DEL. CH.

C-

CT. R. 23.1.

211(6)

An amendment or supplement to a complaint that elaborates
upon facts relating to acts or transactions alleged in the original
pleading, or asserts new legal theories of recovery based upon the
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acts or transactions that formed the substance of the original pleading,
would not constitute a matter that would require a derivative plaintiff
to bring any part of an amended or supplemental complaint to the
board prior to filing.
8.

Corporations

0=

319(1)

The statute providing that a nonresident director is deemed to
have consented to the state court's jurisdiction has been interpreted
to apply only to suits against a director of a Delaware corporation
for acts performed in the capacity as a director. DEL. CODE ANN.

tit. 10, § 3114 (1984).
9.

Corporations

C

319(1)

Merely selling shares of stock in a company on whose board
one sits is not a directorial act within Delaware Code section 3114.
DEL. CODE ANN. tit. 10, § 3114 (1984).
10.

Corporations

C

319(1)

A sale of stock that amounts to the negligent transfer of corporate
control does constitute actions taken in the capacity as a director
within the meaning of Delaware Code section 3114. DEL. CODE ANN.
tit. 10, § 3114 (1984).
11.

Pretrial Procedure

0

622, 624

If on any state of facts that may reasonably be inferred from
the pleaded facts plaintiff would be entitled to judgment, a claim
that will survive a Delaware Chancery Court Rule 12(b) motion to
dismiss has been stated. DEL. CH. CT. R. 12(b).
12.

Corporations

C

174, 307

When transferring the control of a corporation to another, a
controlling shareholder may, in some circumstances, have a duty to
investigate the bonafides of the buyer-that is, in those circumstances,
to take such steps as a reasonable person would take to ascertain
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that the buyer does not intend or is unlikely to plan any depredations
of the corporation.
13.

Corporations C=

307

A shareholder has a right to sell his or her stock and in the
ordinary case owes no duty in that connection to other shareholders
when acting in good faith.
14.

Corporations

C

174, 307

When a shareholder presumes to exercise control over a corporation, to direct its actions, that shareholder assumes a fiduciary
duty of the same kind as that owed by a director to the corporation.
Norman M. Monhait, Esquire, and Robert Bria, Esquire, of Morris,
Rosenthal, Monhait & Gross, P.A., Wilmington, Delaware, for plaintiff.
Mary B. Graham, Esquire, and Richard D. Allen, Esquire, of
Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware, for defendants Donald J. Carter, Frank Jeffett, Murphy Martin, and
William J. Hendrix.
Steven D. Goldberg, Esquire, of Theisen, Lank, Mulford & Goldberg, Wilmington, Delaware, for defendants Tom Devaney and Atlas
Energy Corporation.
Judith Nichols Renzulli, Esquire, David B. Ripsom, Esquire, John
L. Olsen, Esquire, and Thomas P. Preston, Esquire, of Duane Morris
& Heckscher, Wilmington, Delaware, for defendant Frederic E. Mascolo.
ALLEN,

Chancellor

Two distinct groups of defendants have moved to dismiss the
Amended and Supplemental Complaint in this action ("amended
complaint"). They assert (1) that the action was not properly instituted as the derivative action it purported to be (2) that the
amended complaint does not state a claim upon which relief may
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be granted and (3) with respect to certain defendants, that the court
lacks personal jurisdiction over them.
Certain of the legal issues presented are novel questions under
our law and they arise in a case of some factual and procedural
complexity.
For the reasons that follow I conclude that the relevant pleadings
excuse pre-suit demand upon the board of directors of Atlas Energy
Corporation, the corporation on whose behalf the amended complaint
is said to be filed. Thus I conclude that the motion to dismiss for
failure to comply with the requisite of Rule 23.1 must be denied
(see pp. 14-24). I conclude as well that the amended complaint does
state a claim upon which relief may be granted against those defendants who are alleged to have negligently sold control of Atlas
to a buyer who allegedly looted the corporation (see pp. 25-34).
Lastly, I conclude that all defendants have properly been served with
process pursuant to our director consent statute, 10 Del. C. § 3114,
and thus the motion to dismiss for want of personal jurisdiction
should be denied (see pp. 24-25).
The litigation arises from the negotiation and sale by one group
of defendants (the Carter group') of a control block of Atlas stock
to Frederic Mascolo; the resignation of the Carter group as directors
and the appointment of the Mascolo defendants 2 as directors of Atlas,
and, finally, the alleged looting of Atlas by Mascolo and persons
associated with him. Insofar as the Carter defendants are concerned
it is alleged that they were negligent and that their negligence breached
a duty that, in the circumstances, they owed to the corporation. It
is not claimed that they stand as an insurer of the corporation
generally, but that the specific circumstances of their sale of control
should have raised a warning that Mascolo was dishonest. The claims
against Mascolo are more conventional: effectuation of self-dealing
transactions on unfair terms. The Mascolo group is principally Messrs.
Mascolo and Ager. They are two of the four alleged co-conspirators
1. That group includes defendants Carter, Jeffett, Hendrix, and Martin.
Each were directors of Atlas and each resigned following the sale by Carter and
his associates of their Atlas stock to Mascolo. Mr. Hendrix himself owned no Atlas
stock.
2. As used in this opinion the "Mascolo defendants" refers principally to
defendants Mascolo and Ager, and more peripherally to Messrs. Johnson, Demunck
and Devaney. Messrs. Johnson and Demunck have not answered the complaint.
Mr. Devaney has not moved to dismiss. These three defendants appear from the
complaint to be pawns in the scheme of Mascolo, Ager and others. The "Mascolo
group" refers to Messrs. Mascolo, Ager and their non-defendant co-conspirators.
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who orchestrated the wrongs alleged. The other two named coconspirators-a convicted felon named Riefler and a lawyer named
Beall-were not named as defendants since they are not amenable
to service of process in the jurisdiction.
Procedural History
Plaintiff is a minority shareholder of Atlas. He brought this
action after the change in control from the Carter group to the
Mascolo group had occurred. The action was brought originally as
a class action to enjoin a transaction that plaintiff alleged would
constitute a breach of the directors' fiduciary duty; to rescind certain
transactions effected by the Mascolo group; and, to collect damages
from the Mascolo group. In addition the original complaint sought
to collect damages from the Carter defendants for an alleged breach
of a duty of care to minority shareholders in connection with the
sale of control of Atlas to Mascolo.
The transaction that was sought to be enjoined in the original
pleading was abandoned without any judidial action. Thereafter,
following discovery, plaintiff filed the amended complaint. The
amended complaint for the first time purported to assert claims
derivatively on behalf of Atlas.
In general the claims asserted against the Carter group in the
amended complaint are of two types. More significantly it is alleged
that the Carter group, qua shareholders, owed a duty of care to Atlas
to take the steps that a reasonable person would take in the circumstances to investigate the bona fides of the person to whom they sold
control. 3 It is said that the duty was breached here, and that if it

had been met the corporation would have been spared the losses
that are alleged to have resulted from the transactions effected by
the board under the domination of Mascolo. There is no allegation
that the Carter group conspired with Mascolo. Indeed the Carter
group did not sell for cash but for shares of common stock of a
corporation that plaintiff claims was a worthless shell and which was
later employed in the transactions that are said to constitute a looting
of Atlas. Thus, accepting the allegations of the complaint, they suggest
that the Carter group was misled to its own injury as well as the
injury of Atlas and its other shareholders. This claim was set forth,

3. Carter owned 46% of Atlas' stock and the Carter group as a whole owned

52% of the Atlas stock. Several individuals designated in the amended complaint
as members of the Carter group are not named as defendants.
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albeit as a direct claim and perhaps less elaborately, in the original
pleading.
The second claim against the Carter defendants relates to a
$100,000 payment made by Atlas after the change in control. It is
alleged this amount was paid to a broker who acted for the Carter
of its Atlas stock. It is thus said
group in connection with the sale
4
waste.
corporate
a
to constitute
With respect to the second group of defendants-the Mascolo
defendants-the amended complaint alleges a series of complex corporate transactions effectuated once Mascolo took control of Atlas,
and claims that those transactions wrongfully injured Atlas. (See infra
pp. 8-9).
The amended complaint alleges that demand upon the board
of directors pursuant to Rule 23.1 of our rules of procedure is excused
in this instance because:
Atlas' directors at the time this action was institutedwere neither
disinterested nor independent. They were all nominees of
the Mascolo group.
It alleges that following the filing of the original complaint Mascolo
"transferred [his] Atlas stock to [one] Devaney... placing Devaney
32(a). It does appear to
and/or his nominees in control of Atlas."
allege that Devaney later caused a self-dealing transaction to be
done, 5 but does not allege that it was on terms that were unfair to
the corporation. Thus the pleadings refer to a change in board control
between the date of the filing of the original complaint and the date
of the filing of the amended complaint. Moreover, the amended
complaint contains no allegations that demand on the new (Devaney
controlled) board would be futile.
The amended complaint seeks appointment of a receiver, rescission, and damages.
I.
The facts as alleged are involved. As alleged they appear as
follows.

4. This claim is also asserted against the Mascolo group. The Carter defendants are alleged to have participated in the corporate waste resulting from the
$100,000 payment.
5. That is rescission of the MPA transaction. &e infra p. 11.
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The Company
Atlas Energy Corporation is a Delaware corporation which,
before Mascolo acquired control of it, engaged in oil and gas exploration and production. It conducted its business primarily through
the acquisition of oil and gas properties which were resold to drilling
programs. It then acted as sponsor and general partner of the drilling
programs.
The Stock Exchange Agreement
The Carter group, which collectively owned 52% of the stock
of Atlas, and Mascolo entered into a Stock Exchange Agreement
dated as of March 28, 1986. That agreement provided that the
Carter group would exchange its Atlas stock for shares of stock held
by Mascolo in a company called Insuranshares of America ("ISA")
and contemplated a later merger between ISA and Atlas. ISA was
described in the preamble to the Stock Exchange Agreement as "a
company engaged in the insurance field by and through whollyowned subsidiaries." The Stock Exchange Agreement contained representations and warranties by Mascolo to the effect that ISA owned
all of the issued and outstanding capital stock of Pioneer National
Life Insurance Company and Western National Life Insurance Company. It is alleged that those representations were false. ISA did not
own stock in either company and had no insurance subsidiaries.
In the course of negotiations, the Mascolo group furnished the
Carter group with a draft financial statement of ISA that reflected
an investment in Life Insurance Company of America, a Washington
corporation ("LICA"). No representation concerning LICA was
made in the Stock Exchange Agreement, however. The existence of
a purported investment by ISA in LICA was fictitious. It is alleged
that the draft ISA financial statement was sufficiently suspicious to
put any reasonably prudent business person on notice that further
investigation should be made. Indeed Atlas' chief financial officer
analyzed the financial statement and raised several questions concerning its accuracy, none of which were pursued by the Carter
group.
The Stock Exchange Agreement further provided that Mascolo
would place in escrow 50,000 shares of Louisiana Bankshares Inc.
8% cumulative preferred stock, $10 par value. It was agreed that
if Atlas consummated an exchange merger for all of the outstanding
common stock of ISA on agreed upon terms within 365 days of the
date of the Stock Exchange Agreement, the bank stock would be
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returned to Mascolo. If no merger took place within the specified
time, then that stock was to be distributed pro rata to the Carter
group members.
It was agreed, finally, that as part of the stock exchange transaction, the members of the Carter group would resign their positions
as Atlas directors in a procedure that assured that Mascolo and his
designees would be appointed as replacements.
The gist of plaintiff's claim against the Carter defendants is the
allegation that those defendants had reason to suspect the integrity
of the Mascolo group, but failed to conduct even a cursory investigation into any of several suspicious aspects of the transaction: the
unaudited financial statement, the mention of LICA in negotiations
but not in the representations concerning ISA's subsidiaries, and the
ownership of the subsidiaries themselves. 6 Such an investigation,
argues plaintiff, would have revealed the structure of ISA to be
fragile indeed, with minimal capitalization and no productive assets.
The charges against the Mascolo defendants are that the Mascolo
defendants caused the effectuation of self-dealing transactions designed to benefit members of the Mascolo group, at the expense of
Atlas.
Mascolo purchased the Carter group's stock on March 28, 1986.
Also on that day the newly elected Atlas board (i.e., the Mascolo
7
defendants) adopted resolutions that, among other things:
(a) changed Atlas' name to Insuranshares of America,
Inc. ;"
(b) effectuated a reverse stock split converting each
existing Atlas share into .037245092 new shares, thus reducing the 26,849,175 Atlas shares to approximately
1,000,000 shares;
(c) reduced Atlas authorized capitalization to 10,000,000
shares, $.10 par value;
(d) approved the acquisition of all of the outstanding
common stock of ISA in consideration for 3,000,000 post-

6. Plaintiff also charges that Atlas' payment of a finder's fee in connection
with the sale of the Carter group stock constituted a waste of assets in which the
Carter defendants participated.
7. The following day Mascolo, as holder of a majority of Atlas' shares,
executed a written consent ratifying the board resolutions.
8. The name was changed back to Atlas in June, 1987.
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reverse stock split Atlas shares;
(e) elected defendant Mascolo as chairman of the board,
Johnson as president, Devaney as treasurer and Ager as
vice president;

(f) approved the negotiation of the sale of Atlas' oil
properties "with a series of potential buyers";
(g) approved the purchase of 200,000 shares of the
common stock of Hughes Chemical Corporation at $3 per
share with an option to acquire an additional 1,000,000
shares at $5 per share for a 12-month period and for $10
per share for a consecutive 12-month period;
(h)ratified the actions of the company's prior officers
and directors and released them from any liability arising
as a consequence of their relationship to the company; and
(i) authorized payment of a $100,000 commission to the
company which found the buyers of the Carter group stock.
It is alleged, essentially, that defendants Devaney, Demunck, and
Johnson approved the ISA and Hughes Chemical transactions without
any credible information about the business or assets of either of
those companies. Messrs. Mascolo and Ager, it is alleged, knew of
the poor financial condition of ISA and Hughes Chemical and fraudulently approved the challenged transaction. Each Mascolo defendant
is charged with breach of fiduciary duty in connection with the
approval of the payment of a finder's fee in connection with the
Stock Exchange Agreement.
The ISA Transaction
Plaintiff asserts that ISA is nothing more than a corporate shell.
Pursuant to the Stock Exchange Agreement Mascolo acquired a
controlling (52%) stock interest in Atlas in exchange for 518,335
ISA shares. Atlas then acquired all the outstanding ISA shares in
exchange for 3,000,000 newly issued shares of Atlas common stock.
As a result of that transaction, the Mascolo group as a whole came
to own 75% of Atlas' shares. The minority shareholders of Atlas
saw their proportionate ownership of Atlas reduced from 48 % before
the ISA transaction to 12% upon its consummation. 9 For Atlas to
exchange 3,000,000 of its shares for the stock of this "corporate

9. The Carter group held the other 13% as a result of the Stock Exchange
Agreement and the ISA transaction.
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shell" was, argues plaintiff, equivalent to issuing Atlas stock to the
Mascolo group (the holders of the ISA stock) without consideration.
The Hughes Chemical Purchase
Hughes Chemical Corporation is a North Carolina corporation
with its sole place of operations in Fletcher, North Carolina. Mr.
Mascolo and two of his associates (who are referred to in the amended
complaint as members of the Mascolo group but who are not named
as defendants) were stockholders and directors of Hughes Chemical.
Plaintiff asserts that in March, 1986, Mascolo caused Atlas to acquire
shares of Hughes Chemical at a price unfair to Atlas and its stockholders.
The MPA Transactions
Defendant Devaney, elected by Mascolo to the Atlas board, was
president and a principal stockholder of MPA Associates, Inc.
("MPA"), a Utah corporation. On April 20, 1986, Atlas entered
into an agreement with MPA for the sale to MPA of Atlas' oil and
gas properties. In exchange for those properties, MPA issued to Atlas
a $5,000,000 secured promissory note, and 2,000,000 shares of MPA
common stock, representing 31.8% of the MPA shares issued and
outstanding after such issuance. It was agreed that until the MPA
Note was fully paid, Atlas would receive 40% of the net cash flow
from the oil and gas properties attributable to sales of oil and gas
in excess of certain specified prices. Plaintiff alleges that, as a result
of the MPA transaction, the MPA Note and stock became Atlas'
principal assets.
After MPA's acquisition of the oil and gas properties, Devaney
discovered that certain Atlas creditors had claims on the cash flow
from those properties. MPA did not make the payments to Atlas
required by the MPA Note. On June 2, 1987, Devaney and Mascolo
reached an agreement which essentially rescinded the MPA Agreement. Mascolo transferred his Atlas stock to Devaney in exchange
for shares of an unrelated corporation. The MPA Note was canceled
and Atlas transferred its 2,000,000 MPA shares to MPA, all in
exchange for a return of the oil and gas properties originally sold
to MPA. Devaney and/or his nominees assumed control of Atlas.' 0

10. Plaintiff alleges that the 1987 agreement to "undo" the MAPA transactions

violated this court's order of December 18, 1986. That order prohibited Mascolo
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The EXL Transaction
Plaintiff alleges that the Carter group hired EXL, Inc., to find
a buyer for the Carter group stock. EXL succeeded in putting the
Carter group in contact with Mascolo and his associates. The Mascolo
defendants are charged with breach of fiduciary duty in connection
with their approval as directors of the payment to EXL of a $100,000
finder's fee in connection with the Stock Exchange Agreement.
II.
The pending motions are made separately by the Carter defendants and by Mr. Mascolo. Each has moved to dismiss the amended
complaint for failure to state a claim upon which relief may be
granted and for failure to comply with the demand requirements of
Rule 23.1 in circumstances in which demand was not excused. In
addition, the Carter defendants assert that they cannot, in these
circumstances, be properly served with process under the statute that
governs service of process upon directors of Delaware corporations.

I turn first to the question of the requirement of demand under
Rule 23.1, for that topic is raised by both sets of defendants and if
determined in their favor will render it unnecessary to address the
remaining questions. For the reason that follows, however, I conclude
that prior demand upon the board of Atlas was excused at the time
the original pleading was filed; that that pleading raised, if it did
not denominate as derivative, the claims now brought as derivative
claims and that the later amendment to the complaint does not
require the plaintiff to initiate the Rule 23.1 procedure, even if it
were assumed that the Atlas board at the time of the filing of the
amended complaint was capable of exercising a valid business judgment with respect to the question whether the corporation itself should
assert these claims. This conclusion is fully consistent with the policy
underlying Section 141(a) of our corporation law," for a number of
options lie open to a disinterested board in such a circumstance. See

pp. 20-21.

and Atlas from, among other things, selling Atlas' assets out of the ordinary course
of business. The amended complaint alleges that the MPA Note and stock constituted
all of Atlas' assets when they were transferred back to MPA in exchange for the

oil and gas properties. Plaintiff asks for Mascolo and Devaney to be held in contempt
of the December 1986 order. I put this matter to one side for the present.

11. "The business and affairs of a corporation . . . shall be managed by or
under the direction of a board of directors . . . ." 8 Del. C. § 141(a).
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Thus, concluding that the case is properly pleaded as a derivative
claim, I am required to address the further questions whether the
Carter group of defendants are properly served and whether a claim
is stated against each group of defendants. For the reasons set forth
at pp. 24-34, I conclude that the answer to both questions is yes.
All pending motions will therefore be denied.
III.
The original complaint did not purport to be brought derivatively
and thus, while it alleges facts relevant to the control of Atlas, it
contains no allegation that demand upon the Atlas board to bring
suit was excused. The amended complaint was expressed as a derivative action and did contain an allegation that demand upon the
board that existed at the time of the filing of the original complaint
was excused. The amended complaint also contained allegations
which suggest that a change in board control occurred after the filing
of the complaint and that the betes noires of the piece, Mascolo and
Ager, no longer sat on the Atlas board when the amended complaint
was filed. This curious history raises several issues.
The first question is, what is the proper time to measure socalled demand futility 2 where the original pleading does not purport

to be brought derivatively: is the proper time to measure demand
futility when the original pleading is filed or later when an amended
complaint first purports to state from the same facts a derivative
claim?
Assuming it is, as I conclude, the time of the filing of the
original pleading that is relevant, the second question is whether
that original pleading in this case includes facts that meet the test
of Aronson v. Lewis, Del. Supr., 473 A.2d 805 (1984) and other
controlling Delaware precedents, even though it plainly lacks a direct
allegation concerning demand futility.
If, as I conclude, the original complaint does satisfy that test,
the third question is whether the apparent change in board control
and the arguable existence of a disinterested board at the time of
the filing of the amended complaint establishes a special situation in

12. The phrase is convenient but misleading. A demand to sue might be

futile because the board is personally interested in the matter or because, even
though it is not, it is apparent that the board will not institute suit for sound
reasons. These two types of "futility" would be quite different for Rule 23.1
purposes. I mean to refer only to the first type of futility when I use the phrase.
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which an allegation of demand or excuse under Rule 23.1 relating
to the time of filing the amended complaint is required.
A.
[1] There are many cases that hold that the proper time to
measure demand futility is at the filing of the complaint. E.g., Aronson
v. Lewis, Del. Supr., 473 A.2d at 810. They do not directly apply
here, for in each of them the complaint purported to institute a
derivative action and contained an express allegation relating to
demand futility. The original pleading here purported to be brought
as a class action only. Nevertheless, I conclude that the principle of
these cases is applicable. It has been held that the nature of the
pleading itself and not the pleader's characterization of the claims
determines whether a claim stated is derivative or not. Lipton v. News
InternationalPlc., Del. Supr., 514 A.2d 1075, 1078 (1986). The facts
alleged in the original complaint-for example, the issuance of Atlas
shares in the ISA transaction for no real consideration-attempted
to state a corporate claim. The nature of that claim was unaffected
by the pleader's characterization of the claim as individual.

B.
[2] Did the complaint allege facts excusing demand, even though
it contained no conclusory allegation that demand was excused?
Restated in terms of the applicable legal test, the question becomes
whether the facts alleged if true create a reasonable doubt that:
(1) the directors are disinterested and independent and (2)
the challenged transaction was otherwise the product of a
valid exercise of business judgment.
Aronson v. Lewis, Del. Supr., 473 A.2d at 814. There is inescapably
a question of judgment to be made by the trial court in answering
such question; what is required is the sound exercise of discretion.
Grobow v. Perot, Del. Supr., 539 A.2d 180, 186 (1988). Terms like
reasonable doubt, for example, help guide judgment but, are not
scientific. In making the required judgment no single factor-such
as receipt of directorial compensation; family or social relationships;
approval of the transaction attacked; or other relationships with the
corporation (e.g., attorney or banker)-may itself be dispositive in
any particular case. Rather the question is whether the accumulation
of all factors creates the reasonable doubt to which Aronson refers.
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Here I am persuaded that the facts originally alleged do create
a reasonable doubt that the challenged transaction would qualify for
business judgment protection. The circumstances alleged, in which
the Mascolo group acquired its controlling interest on March 28,
1986, and immediately achieved board approval for a series of very
complex transactions that are alleged to have been wasteful, and
indeed fraudulent, itself is sufficient to raise a reasonable doubt that
the challenged board decisions would qualify for the protection of
the business judgment rule. See Smith v. Van Gorkom, Del. Supr., 488
A.2d 858 (1985).
C.

The last question relating to Rule 23.1 is in some respects the
most interesting. The amended complaint alleges that Mascolo has
sold his Atlas stock and implies that he resigned from the board of
directors of the company. That pleading does not allege that at the
time of filing the amended complaint demand on the post-Mascolo
board would be futile. The question these circumstances raise isassuming for the purposes of argument that a post-Mascolo board
were disinterested with respect to suing the Mascolo group and the
Carter group-whether it is necessary, given the change in board
make-up, to allege facts excusing demand at the time of the amended
complaint, as well as in the original pleading?
The first aspect of this question is why is there any question at
all. The Aronson test for demand futility, quoted above, focuses upon
the apparent availability or not of business judgment protection for
the board that approved the "challenged transaction." Whether the
pleadings can state a reasonable doubt with respect to that question
will not be affected at all by a later change in board composition.
Thus, the existence of a new, wholly independent board at the time
of the institution of a suit might under the Aronson test be thought
wholly irrelevant. For this reason Aronson has been criticized as
focusing the test for futility on the wrong time. See Starrels v. First
National Bank of Chicago, 870 F.2d 1168, 1174-75 (7th Cir. 1989)
(Easterbrook, J., concurring).
The Aronson test as stated at 473 A.2d 814 does focus upon the
board at the time of the transaction challenged and not exclusively
upon the independence, etc. of the board upon whom demand might
be made. In most instances, as in Aronson itself, the board that
approves "the challenged transaction" and the board upon whom
a demand could be made is one and the same. See 473 A.2d at 810.
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Plainly the Supreme Court in Aronson was focusing on this commonlyoccurring pattern when at pp. 814-15, it set forth a test of demand
futility that focused on the availability of business judgment rule
protection for the board that approved the challenged transaction.
This time frame will work well in the vast number of cases since
the board that approved the challenged transaction is typically composed of the same individuals as the board that would decide whether
to institute suit. In the special case, however, where there is a change
in board control between the date of the challenged transaction and
the date of suit, it might open the way to error to focus on the
board existing at the time of the challenged transaction. What, in
the end, is relevant is not whether the board that approved the
challenged transaction was or was not interested in that transaction
but whether the present board is or is not disabled from exercising
its right and duty to control corporate litigation.
I do not consider that Aronson intended to determine that demand
under Rule 23.1 upon an independent board that has come into
existence after the time of the "challenged transaction" would be
excused if the board that approved the challenged transaction did
not qualify for business judgment protection. Assuming for present
purposes that the Atlas board at the time of the amended complaint
was independent, I conclude for the following reasons that the existence of such an independent board is relevant to a Rule 23.1
inquiry, but only with respect to derivative claims not already validly

in litigation.
The authority on this narrow question is scant indeed. In a
1975 per curiam opinion the Second Circuit Court of Appeals held
that where an amended complaint is filed it is the board of directors
as constituted at the date of that pleading that is to be looked to in
order to determine whether demand is excused:
The very purpose of the "demand" rule is to give the
derivative corporation itself the opportunity to take over a
suit which was brought on its behalf in the first place.
Brody v. Chemical Bank, 517 F.2d 932, 934 (2d Cir. 1975). No other
case squarely addressing the question has been cited or found. I am
constrained to express a somewhat different view than that contained
in Brody.
[3] First, the law need not require compliance with a Rule 23.1
procedure (or in its absence, dismissal of a pending derivative suit)
in order to "give the derivative corporation itself the opportunity to
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take over a suit which was brought on its behalf...." That important interest may be otherwise served.
When a board is comprised of new directors who are under no
personal conflict with respect to prosecution of a pending derivative
claim, the board may cause the corporation to act in a number of
ways with respect to that litigation. It may move the court to take
control of the litigation by being re-aligned as a party plaintiff. In
re Penn CentralSecurities Litigation, 335 F. Supp. 1026 (E.D. Pa. 1971).
Or the board may, after deliberation on the matter, move to dismiss
the case as not, in the board's business judgment, in the corporation's
best interest. Cf. Joy v. North, 692 F.2d 880 (2d Cir. 1982), cert.
denied, 460 U.S. 1051 (1983). 13 If the new board is independent and
acts in an informed way in good faith its judgment ought ordinarily
be respected by the court. Zapata Corporationv. Maldonado, Del. Supr.,
430 A.2d 779 (1981). Finally, the board may, through a formal
understanding or by simply failing to act, allow the representative
plaintiff and his counsel to carry the litigation forward. Cf. Sohland
v. Baker, Del. Supr., 141 A.2d 277 (1927). These options fully protect
the legitimate rights of the board under Section 141(a) to manage
the corporation's business and affairs.
Thus, when during the pendency of a derivative litigation there
occurs a change in the composition of a board that had been disabled
by conflict, and the board as newly constituted is capable of validly
exercising judgment concerning that corporate claim, it has sufficient
avenues open to it to meet its Section 141(a) responsibilities. There
are good reasons not to go further and require that a derivative
plaintiff interrupt litigation, when amending his pleading or otherwise, to make a demand upon such a newly constituted board.
[4-5] Derivative suits are an invention of equity and the conditions that called forth that innovation continue. It is, of course,
the case that courts entertaining such actions must exercise caution
so that through this device shareholders do not improperly seize
corporate powers. Fleer v. Frank H. Fleer Corporation, Del. Ch., 125
A. 411 (1924). Rule 23.1 is designed to assist this effort. But that
rule and the policy behind it ought not to be so construed as to stall
the derivative suit mechanism where it has been properly initiated.

13. Joy v. North actually involves the different and more complex question

whether a later decision by a committee of arguably disinterested directors to
discontinue a pending derivative suit should be accorded business judgment protection.
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When claims have been properly laid before the court and are in
litigation, neither Rule 23.1 nor the policy it implements requires
that a court decline to permit further litigation of those claims upon
the replacement of the interested board with a disinterested one. In
that circumstance a new board should be required to take one of
the steps outlined above, should it decide to act at all with respect
to the matter. As in Zapata Corporation v. Maldonado, "some tribute
must be paid to the fact that the lawsuit was properly initiated."
430 A.2d at 787. Accordingly, in my opinion, such a change in
control does not require a derivative plaintiff to present a demand
to the new board, or to allege facts that would excuse demand as
of the time a plaintiff elects to amend his pleadings.

[6-7] A rule that recognizes the power to amend or supplement
a well-instituted derivative suit without recourse to Rule 23.1, does
not acknowledge a shareholder right to institute new corporate "claims"
against an existing defendant (as might otherwise occur under Rule
18) after a disinterested board takes control of the corporation. Rather
it limits the representative plaintiff's ability (without independent
justification under Rule 23.1) to amend and supplement pleadings
to those that relate to "claims" already in litigation. See Kaufman v.
Beal, Del. Ch., C.A. No. 6485, Hartnett, V.C. (February 25, 1983).
However, "claim" for these purposes does not refer simply to legal
theories of liability but refers broadly to the acts and transactions
alleged in the original complaint. See Restatement (Second) ofJudgments,
Title D, Introductory Note and S 24 et seq. (1982). Thus, an amendment or supplement to a complaint that elaborates upon facts relating
to acts or transactions alleged in the original pleading, or asserts
new legal theories of recovery based upon the acts or transactions
that formed the substance of the original pleading, would not, in
my opinion, constitute a matter that would require a derivative
plaintiff to bring any part of an amended or supplemental complaint
to the board prior to filing.
Here the amended complaint does not allege new claims in this
sense. 14 Thus plaintiff was under no obligation created by Rule 23.1

14. Both the original complaint and the amended complaint allege that Atlas
purchased shares of Hughes Chemical Corporation stock at a price unfair to Atlas.
Both the original and the amended complaint charge that the sale by the Carter
defendants of their controlling Atlas shares to Mascolo constituted a breach of an
alleged duty of care to Atlas' minority stockholders. It is further asserted in both
pleadings that, following Mascolo's acquisition of control of Atlas, he caused the
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to make a demand upon the board as then constituted prior to filing
that pleading or to allege an excuse for his failure to do so.
IV.
I turn now to the Carter defendants' motion to dismiss for lack
of effective service of process upon them. Such service was effected
pursuant to Section 3114 of Title 10, the directors consent statute.
No question is raised concerning the mechanics of service of process.
The question is whether the statute authorized such service in this
instance. That statute provides, in pertinent part, as follows:
(a) Every nonresident of this State who after September 1,
1977, accepts election or appointment as a director... of
a corporation organized under the laws of this State ...
shall ...

be deemed thereby to have consented to the

appointment of the registered agent of the corporation ...
as his agent upon whom service of process may be made
in all civil actions ...

brought in this State, by or on

behalf of, or against such corporation, in which such director
... is a necessary or proper party, or in any action a
proceeding against such director ...

for violation of his

duty in such capacity ....
[8] Section 3114 has been interpreted to apply only to suits
against a director of a Delaware corporation for acts performed in
the capacity as a director. Hana Ranch v. Lent, Del. Oh., 424 A.2d
28, 30 (1980). See also Instituto Bancario Italiano v. Hunter Engineering
Co., Del. Supr., 449 A.2d 210, 228 (1982). Thus, whether service

of process on the Carter defendants was proper turns on whether
those defendants are charged with committing wrongful acts in a
directorial capacity.
[9-10] It is true, as the Carter defendants suggest, that a claim
against a director relating only to the director's sale of his personally

company to enter into a merger transaction with a corporation owned by the
Mascolo group at a price unfair to Atlas and its stockholders. One alleged foreseeable
effect of the merger was an increase in the percentage ownership of Atlas by the
Mascolo group and a corresponding decrease in the percentage of Atlas' equity
represented by all other shares.
Newly presented in the amended complaint is the theory that the payment by
Atlas of an alleged finder's fee for locating a buyer for the Carter group's Atlas
stock constituted a corporate waste in which both groups of defendants participated.
But this matter is sufficiently bound up with the facts originally alleged to constitute
a part of the original claim.
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held stock in the corporation would not satisfy the requirement of
Section 3114. Merely selling shares of stock in a company on which
board one sits is not a directorial act within the meaning of the
statute. But the complaint in the present case involves more than
simply a sale of stock by directors. What is alleged is a negligent
transfer of corporate control by the Carter defendants to Mascolo.
Two types of acts were undertaken to facilitate the control transfer.
First, the Carter defendants sold their controlling Atlas shares to
Mascolo in a transaction that contemplated a later merger between
ISA and Atlas. Second, those same defendants, as directors, resigned
their positions on the Atlas board in a process designed to assure the
appointment of Mascolo and his designees. Thus plaintiff alleges far more
than a simple sale of corporate stock; he complains of action taken
in the capacity as a director within the meaning of Section 3114.

The consent statute in my opinion, therefore, authorizes service of
process on each of the Carter defendants in this action.
V.
[11] Finally, I turn to the Carter defendants' motion to dismiss
for failure to state a claim upon which relief may be granted. This
motion raises novel questions of Delaware law. Stated generally, the
most basic of these questions is whether a controlling shareholder or
group may under any circumstances owe a duty of care to the
corporation in connection with the sale of a control block of stock.
If such a duty may be said to exist under certain circumstances the
questions in this case then becomes whether the facts alleged in the
amended complaint would permit the finding that such a duty arose

in connection with the sale to the Mascolo group and was breached.
In this inquiry one applies the permissive standard appropriate for
motions to dismiss: if on any state of facts that may reasonably be
inferred from the pleaded facts plaintiff would be entitled to a judgment, a claim that will survive a Rule 12(b) motion has been stated.
Rabkin v. Philip A. Hunt Chemical Corp., Del. Supr., 498 A.2d 1099
(1985); Delaware State Troopers Lodge v. O'Rourke, Del. Ch., 403 A.2d
1109, 1110 (1979).
A.
[12] A number of cases may be cited in support of the proposition
that when transferring control of a corporation to another, a controlling shareholder may, in some circumstances, have a duty to
investigate the bonafides of the buyer-that is, in those circumstances,
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to take such steps as a reasonable person would take to ascertain
that the buyer does not intend or is unlikely to plan any depredations
of the corporation. 15 The circumstance to which these cases refer is
the existence of facts that would give rise to suspicion by a reasonably
prudent person. The leading case is Insuranshares Corporation, 35 F.
Supp. 22 (E.D. Pa. 1940).
In that case defendants, who comprised the entire board of
directors of the corporation involved, sold their 27% stock interest
in the corporation and resigned as directors. The resignations were
done seriatim, in a way that permitted the designation of the buyers
as successor directors. The buyers proceeded to loot the corporation.
As here, the sellers contended that they could have no liability
for the wrongs that followed their sale. They merely sold their stock
and resigned. These were acts that they were privileged to do, they
claimed. Judge Kirkpatrick rejected this position:
Those who control a corporation, either through majority
stock ownership, ownership of large blocks of stock less than
a majority, officeholding, management contracts, or otherwise, owe some duty to the corporation in respect of the
.transfer of the control to outsiders. The law has long ago
reached the point where it is recognized that such persons
may not be wholly oblivious of the interest of everyone but
themselves, even in the act of parting with control, and
that, under certain circumstances, they must be held liable
for whatever injury to the corporation made possible by
the transfer. Without attempting any general definition,
and stating the duty in minimum terms as applicable to
the facts of this case, it may be said that the owners of
control are under a duty not to transfer it to outsiders if
the circumstances surrounding the proposed transfer are
such as to awaken suspicion and put a prudent man on
his guard-unless a reasonably adequate investigation discloses such facts as would convince a reasonable person that

15. See Insuranshares Corporation v. Northern Fiscal Corporation, 35 F. Supp. 22
(E.D. Pa. 1940); Clagett v. Hutchison, 4th Cir., 583 F.2d 1259, 1262 (1978); Swinney

v. Keebler Company, 4th Cir., 480 F.2d 573, 577 (1973); Estate of Hooper v. Gorement
of Virgin Islands, 3rd Cir., 427 F.2d 45, 47 (1970); McDaniel v. Painter, 10th Cir.,
418 F.2d 545, 5,47-548 (1969). See also Essex Unirtrsal Corporation v. Yates, 2nd Cir.,
305 F.2d 572, 581 (1962) (Friendly, J., concurring); Seagrare Corp. v. Mount, 6th
Cir., 212 F.2d 389, 395 (1954). See also Fletcher Cyc. Corp. § 900, § 5805 (1986).
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no fraud is intended or likely to result.
If, after such investigation, the sellers are deceived by false
representations, there might not be liability, but if the
circumstances put the seller on notice and if no adequate
investigation is made and harm follows, then liability also

follows.
35 F. Supp. at 25.
This statement represents the majority view on the subject. There
is a minority view. Judging from a single fifty year old case, in New
York a controlling shareholder may apparently not be held liable in
any sale of control setting, other than one in which he had actual
knowledge of a planned depredation by his buyer. While in Gerdes
v. Reynolds, 26 N.Y.S.2d 622, 652-654 (1941), the Supreme Court,
Special Term held that a seller of corporate control could be liable
for wrongs of his buyer without actual knowledge of his buyer's
purpose if he knew facts that should have put him on guard. In
Levy v. American Beverage Corp., 38 N.Y.S.2d 517 (1942), the New
York Supreme Court, Appellate Division held to the contrary. (P.
524-26). That court concluded that a selling majority shareholder
could be held to account for the looting of the corporation by his
buyer only if he had knowledge of the improper purpose of his buyer.
Although there are few cases applying the principle of the Insuransharescase that do fix liability on a seller, it is the principle of
Insuransharesand not the actual notice rule of Levy that has commanded
the respect of later courts. In Swinney v. Keebler Company, 480 F.2d
573, 577 (1973), the Second Circuit Court of Appeals acknowledged
Insuransharesas "the leading case." It aptly summarized the principle
of that case:
Liability was predicated upon breach of a duty not to
transfer control since the circumstances surrounding the
transfer were "such as to awaken suspicion and put a
prudent man on his guard-unless a reasonably adequate
investigation discloses such facts as would convince a reasonable person that no fraud is intended or likely to result."
35 F. Supp. at 25.
Swinney v. Keebler Company, 480 F.2d at 577. The appeals court went
on:
The district court properly rejected the test applied in Levy
v. American Beverage Corp., 265 App. Div. 208, 38 N.Y.S.
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2d 517, 526 (1942), to the effect that, before the transferor
can be found liable, it must have actual notice that the
transferee intends to loot the corporation. We agree with
the district court that "[t]o require knowledge of the intended looting on the part of the seller in order to impose
liability on him places a premium on the 'head in the sand'
approach to corporate sales," 329 F. Supp. at 223, and
with Judge Friendly that "[t]o hold the seller for delinquencies of the new directors only if he knew the purchaser
was an intending looter is not a sufficient sanction." Essex
Universal Corporation v. Yates, 305 F.2d 572, 581 (2nd Cir.
1962) (concurring opinion).
Id. at n.6. See also Estate of Hooper v. Government of Virgin Islands, 427
F.2d 45, 47 (3rd Cir. 1970); McDaniel v. Painter, 418 F.2d 545, 547
(10th Cir. 1969); Seagrave Corporation v. Mount, 212 F.2d 389, 395
(6th Cir. 1954); Clagett v. Hutchison, 583 F.2d 1259, 1262 (4th Cir.
1978).
B.
[13] While Delaware law has not addressed this specific question,
one is not left without guidance from our decided cases. Several
principles deducible from that law are pertinent. First is the principle
that a shareholder has a right to sell his or her stock and in the
ordinary case owes no duty in that connection to other shareholders
when acting in good faith. Frantz Manufacturing Co. v. EAC Industries,
Del. Supr., 501 A.2d 401, 408 (1985).
[14] Equally well established is the principle that when a shareholder presumes to exercise control over a corporation, to direct its
actions, that shareholder assumes a fiduciary duty of the same kind
as that owed by a director to the corporation. Sterling v. Mayflower
Hotel Corp., Del. Supr., 93 A.2d 107, 109-10 (1952). A sale of
controlling interest in a corporation, at least where, as is alleged
here, that sale is coupled with an agreement for the sellers to resign
from the board of directors in such a way as to assure that the
buyer's designees assume that corporate office, does, in my opinion,
involve or implicate the corporate mechanisms so as to call this
principle into operation.
More generally, it does not follow from the proposition that
ordinarily a shareholder has a right to sell her stock to whom and
on such terms as she deems expedient, that no duty may arise from
the particular circumstances to take care in the exercise of that right.
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It is established American legal doctrine that, unless privileged, each
person owes a duty to those who may foreseeably be harmed by her
action to take such steps as a reasonably prudent person would take
in similar circumstances to avoid such harm to others. 16 While this
principle arises from the law of torts and not the law of corporations
or of fiduciary duties, that distinction is not, I think, significant
unless the law of corporations or of fiduciary duties somehow privileges a selling shareholder by exempting her from the reach of this
principle. The principle itself is one of great generality and, if not
negated by privilege, would apply to a controlling shareholder who
negligently places others foreseeably in the path of injury.
That a shareholder may sell her stock (or that a director may
resign his office) is a right that, with respect to the principle involved,
is no different, for example, than the right that a licensed driver
has to operate a motor vehicle upon a highway. The right exists,
but it is not without conditions and limitations, some established by
positive regulation, some by common-law. Thus, to continue the
parallel, the driver owes a duty of care to her passengers because
it is foreseeable that they may be injured if, through inattention or
otherwise, the driver involves the car she is operating in a collision.
In the typical instance a seller of corporate stock can be expected
to have no similar apprehension of risks to others from her own
inattention. But, in some circumstances, the seller of a control block
of stock may or should reasonably foresee danger to other shareholders; with her sale of stock will also go control over the corporation
and with it the opportunity to misuse that power to the injury of
such other shareholders. Thus, the reason that a duty of care is
recognized in any situation is fully present in this situation. I can
find no universal privilege arising from the corporate form that
exempts a controlling shareholder who sells corporate control from
the wholesome reach of this common-law duty. 7 Certainly I cannot
read the Supreme Court's opinion in Frantz, supra, as intending to
lay down a rule applicable to the question here posed.

16. See Restatement of Torts Second § 281; Prosser & Keeton on Torts 284-90
(5th ed. 1984); Palsgraf v. Long Island Railroad Co., 248 N.Y. 339, 162 N.E. 99
(1928); Delmarva Power & Light Company v. Burrus, Del. Supr., 435 A.2d 716, 71820 (1981).
17. A privilege arguably does exist with respect to foreseeable risk of financial
injury to share values that might arise from a risky though honest future business
plan that the buyer may have in mind. Such a privilege would not be involved
here when the thrust of the complaint is that Mascolo engaged in-and Carter
defendants should have foreseen or at least investigated-dishonest transactions.
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Thus, I conclude that while a person who transfers corporate
control to another is surely not a surety for his buyer, when the
circumstances would alert a reasonably prudent person to a risk that
his buyer is dishonest or in some material respect not truthful, a duty
devolves upon the seller to make such inquiry as a reasonably prudent
person would make, and generally to exercise care so that others who
will be affected by his actions should not be injured by wrongful
conduct.
The cases that have announced this principle have laid some
stress on the fact that they involved not merely a sale of stock, but
a sale of control over the corporation. Thus, in Insuranshares, the
agreement that the sellers would resign from the board in a way that
would facilitate the buyers immediately assuming office (see 35 F.
Supp. at 24) was given importance. That circumstance is pleaded here
as well.
One cannot determine (and may not on this type of motion
determine) whether Mr. Carter and those who acted with him were
in fact negligent in a way that proximately caused injury to the
corporation. Indeed one cannot determine now whether the circumstances that surrounded the negotiations with Mascolo were such as
to have awakened suspicion in a person of ordinary prudence. The
test of a Rule 12(b)(6) motion is, as noted above, permissive. It is
sufficient to require denial of this motion to dismiss that I cannot
now say as a matter of law that under no state of facts that might
be proven could it be held that a duty arose, to the corporation and
its other shareholders, to make further inquiry and was breached. In
so concluding I assume without deciding that a duty of care of a
controlling shareholder that may in special circumstances arise in
connection with a sale of corporate control is breached only by grossly
negligent conduct. Cf Lewis v. Aronson, 473 A.2d at 812.

That Mr. Carter may well have been misled to his own detriment
may be a factor affecting the question whether a duty to inquire arose,
as Carter might be assumed to be a prudent man when dealing with
his own property. But that assumption is essentially evidentiary and
can be given no weight on this motion.
For the foregoing reasons the pending motions will be denied.
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KAHN v. HOUSEHOLD ACQUISITION CORP.
No. 6293
Court of Chancery of the State of Delaware, New Castle
March 1, 1990
Plaintiff, a minority shareholder in the target corporation, had
successfully challenged the fairness of the merger price in prior litigation. In the prior proceeding, the court concluded that the quasiappraisal remedy was available and determined the fair value of the
target corporation's stock. This action was brought to determine which
of the minority shareholders of the target corporation should be able
to recover under the quasi-appraisal remedy.
The court of chancery, per Vice-Chancellor Berger, held that the
quasi-appraisal remedy is not available to an informed shareholder
who either votes in favor of a merger or accepts the benefits of the
transaction. However, since an earlier decision in this case may have
misled some plaintiff shareholders into believing that they could relinquish their shares and continue to benefit from any future recovery,
the court held that it would be inappropriate to exclude stockholders
who tendered their shares on or after the date of that earlier decision.
1. Corporations

0

584

An informed minority shareholder who either votes in favor of
a merger or accepts the benefits of the transaction cannot thereafter
attack the fairness of the merger price.
2.

Corporations

0=

584

Where a fully informed stockholder undertakes to vote in favor
of a controlled merger, it seems appropriate to find that he has
acquiesced if the merger price is the only issue.
3.

Corporations

0=

584

Bershad requires that those former minority stockholders who tendered their shares in exchange for the merger consideration be excluded
from the quasi-appraisal remedy.
Pamela Tikellis, Esquire, of Greenfield & Chimicles, Wilmington,
Delaware, for plaintiff.
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Lawrence A. Hamermesh, Esquire, of Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware, for defendants.
BERGER,

Vice-Chancellor

This is the decision on the one remaining issue in this class action
challenging the merger of Wien Air Alaska, Inc. ("Wien") with an
indirect wholly-owned subsidiary of Household Finance Corporation
(collectively "Household"). Prior to the merger, Household owned
approximately 88.4% of Wien's outstanding common stock. Ruth
Kahn, representing a class of all of Wien's former minority stockholders, claimed that defendants breached their duty of entire fairness
by failing to make full disclosure, manipulatrjg the timing of the
merger, and paying an unfair price-S6.00 per share. After trial, this
Court found neither manipulation nor a breach of defendants' duty
of complete candor, but determined that the fair value of Wien's stock
was $7.27. Kahn v. Household Acquistion Corp., Del. Oh., Civil Action
No. 6293, Berger, V.C. (May 6, 1988). Reargument was granted to
consider whether the former minority stockholders are entitled to a
quasi-appraisal remedy in light of the holding in Weinberger v. UOP,
Inc., Del. Supr., 457 A.2d 701 (1983). This Court concluded that the
quasi-appraisal remedy is available in this case because the timing of
the merger and that of the lawsuit fall within the "grandfather"
provisions of Weinberger. Kahn v. Household Acquisition Corp., Del. Oh.,
Civil Action No. 6293, Berger, V.C. (Oct. 17, 1989).
[1] Now, defendants argue that only certain members of the class,
previously certified to include all former minority stockholders of Wien,
should be able to recover. Specifically, defendants state that judgment
should be entered in favor of only those former minority stockholders
who neither voted in favor of the merger nor surrendered their shares
for the merger consideration. The decision in Bershad v. Curtiss-Wright
Corp., Del. Supr., 535 A.2d 840 (1987), according to defendants, is
directly on point and requires that recovery be limited. In Bershad, a
minority stockholder brought a class action claim challenging the entire
fairness of a cash-out merger that required, for approval, the affirmative
vote of a majority of the minority stockholders. After rejecting plaintiff's
disclosure claims, this Court dismissed the named plaintiff's disclosure
claims, this Court dismissed the named plaintiff and all other minority
stockholders who either voted in favor of the merger or accepted its
benefits by tendering their shares for payment. The Delaware Supreme
Court affirmed, holding that the Weinberger quasi-appraisal remedy is
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not available to, "[a]n informed minority shareholder ... who either
votes in favor of a merger or accepts the benefits of the transaction .... ." Id. at 842. The Court explained its reasoning as follows:
The thrust of Weinberger is to protect those rights of minority
stockholders which have been tainted by an element of unfairness. However, when an informed minority shareholder
either votes in favor of the merger, or like Bershad, accepts
the benefits of the transaction, he or she cannot thereafter
attack its fairness. Since Bershad tendered his shares and
accepted the merger consideration, he acquiesced in the transaction and cannot now attack it (citations deleted).
Id. at 848.
Plaintiff argues that Bershad is distinguishable because the merger
in that case was subject to a majority of the minority vote whereas
the Wien merger was not. The cases she relies upon, however, predate Bershad and did not involve actions that were limited to the
Weinberger quasi-appraisal claim. See Serlick v. Pennzoil Co., Del. Oh.,
Civil Action No. 5986, Walsh, V.C. (Nov. 27, 1984); Schlossberg v.
The First Artists Production Co., Del. Ch., Civil Action No. 6670,
Longobardi, V.C. (Oct. 6, 1983).
[2] I am not persuaded that plaintiff's attempt to distinguish
Bershad is valid. First, the Supreme Court did not even mention the
fact that the merger required a majority of the minority vote in its
discussion of the stockholders who would be entitled to a quasi-appraisal
remedy. The holding, likewise, contains no such limitation. See Bershad,
535 A.2d at 842, 848. Second, I am unwilling to accept plaintiff's
suggestion that an informed vote in favor of a controlled merger is
entirely meaningless when considering a stockholder's future inconsistent legal positions. If a stockholder believed his vote to be totally
meaningless, one would expect him to refrain from voting at all.
Certainly, if the stockholder had any concern about the price being
offered in the merger, one would think that he would not vote or
vote against the merger in order to preserve his appraisal rights. Thus,
where a fully informed stockholder undertakes to vote in favor of a
controlled merger, it seems appropriate to find that he has acquiesced,
if the merger price is the only issue.
[3] Bershad also requires that those former minority stockholders
who tendered their shares in exchange for the merger consideration
be excluded from the quasi-appraisal remedy. However, an earlier
decision in this case may have misled some Wien stockholders into
believing that they could relinquish their shares and continue to benefit
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from any future recovery. See Kahn v. Household Acquaition Corp., Del.
Ch., C.A. No. 6293, Brown, V.C. (Jan. 19, 1982). This Court held
that Kahn, who had surrendered her shares prior to that decision,
had standing to maintain what was then an entire fairness claim. This
Court did not address, in that opinion, what would happen if Kahn
prevailed only on her quasi-appraisal claim. Since other Wien stockholders may have understood the 1982 decision as permitting them
to surrender their shares without sacrificing any claim, I find that it
would be inappropriate to exclude stockholders who tendered their
shares for payment on or after January 19, 1982 from the recovery.
A Final Order and Judgment, giving effect to this decision, is
attached hereto.
IN THE COURT OF CHANCERY OF THE STATE OF
DELAWARE IN AND FOR NEW CASTLE COUNTY

)

RUTH KAHN,

)
Plaintff,

)

)
)

v.

)

HOUSEHOLD ACQUISITION
CORPORATION and HOUSEHOLD
FINANCE CORPORATION,
Defendants.

Civil Action 6293

)
)
)

)
)

FINAL ORDER AND JUDGMENT
This matter having been tried on October 8, 9 and 10, 1986,
and for the reasons set forth in this Court's opinions of May 6,
1988, October 17, 1989 and March 1, 1990,
IT IS ORDERED, this 1st day of March, 1990, that:
1. Judgment is hereby entered against defendants and in favor
of the members of the class certified herein on April 6, 1982 (the
"Class") who (a) did not, prior to January 19, 1982, exchange their
shares of stock of Wien Air Alaska, Inc. ("Wien") for the consideration payable in the merger of Wien and HAC Alaska, Inc. (the
"Merger") that was effective December 16, 1980 (the "Merger
Date"), and (b) did not vote in favor of the Merger, in the amount
of $1.27 per share of such stock held as of the Merger Date, together
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with interest on such amount at the rate of 11 % per year, simple
interest, from the Merger Date through the date of this Final Order
and Judgment.
2. Judgment is hereby entered in favor-of defendants and against
the members of the Class who exchanged their shares of Wien stock
for the Merger consideration prior to January 19, 1982 or who voted
in favor of the Merger.
3. In accordance with Chancery Court Rule 23(c):
(a) The members of the Class are specified herein to consist
of all persons other than defendants who were shareholders of Wien
on December 16, 1980; and
(b) Notice in the form approved by order entered on November 20, 1989 was mailed to each member of the Class at his,
her or its address reflected on the stock records of Wien as of
December 16, 1980, and those Class members identified in Exhibit
A hereto have duly requested exclusion from the Class.
4. Jurisdiction is reserved for the purpose of implementing this
Final Order and Judgment.
5. Costs of this action shall be assessed by the Register in
Chancery against defendants.
EXHIBIT A
KAHN v. HOUSEHOLD ACQUISITION CORP.
Civil Action No. 6293
Persons Requesting Exclusion
Name
Address
Howard M. Davis, Jr.
6521 Ellsworth
Dallas, TX 75214
L.A. Lafon, Jr.
Maria M. Lafon
1104 Market Street
(deceased)
Laredo, TX 78040
27042 Mallorca Lane
John H. Myers
Mission Viejo, CA 92691
Warren Nejedlo
Rt. 1 - Box IN0G
Washburn, WI 54891
8028 28th Ave., N.E.
Ellery Hall and
Seattle, WA 98115
Florence Hall,
Jt. Ten.
John E. Weise
Box 210316
Auke Bay, AK 99821
Julie T. Weise
Arne K. Weise
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Kenneth E. Smith

302 E. Cook Avenue
Anchorage, AK 99501
c/o McNew Insurance
Agency, Inc.
612 West 5th Ave.
P.O. Box 5208
Pine Bluff, AR 71611

Charles S. McNew, III

LEWIS v. LEASEWAY TRANSPORTATION CORP.
No. 8720
Court of Chancery of the State of Delaware, New Castle
May 16, 1990
Plaintiffs, minority stockholders in the target corporation, sought
to challenge a leveraged buy out by defendants. Plaintiffs' second
amended consolidated and supplemental class action complaint alleged that: (1) the buy out was permeated with unfair dealing and
its price was grossly inadequate; (2) the proxy statement used to
solicit shareholder approval was false and misleading; and (3) an
investment banker defendant conspired with or aided and abetted
the director defendants' breaches of fiduciary duty.
The court of chancery, per Vice-Chancellor Chandler, granted
the defendants' motion to dismiss for failure to state a claim and
held that: (1) plaintiffs' complaint provided no basis to invoke the
entire fairness standard; (2) plaintiffs failed to allege how the changed
circumstances disclosed in a new feasibility study would significantly
alter the "total mix" of information already provided; and (3) plaintiffs failed to allege facts to support conclusion that either defendant
aided and abetted the purported breaches of fiduciary duty on the
part of the directors of the corporation.
1. Pretrial Procedure

C

624

For the purposes of a defendants' motion to dismiss for failure
to state a claim under Chancery Court Rule 12(b)(6), it must appear
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with a reasonable certainty that a plaintiff would not be entitled to
the relief sought under any set of facts which could be proven to
support the action. DEL. OH. CT. R. 12(b)(6).
2.

Pretrial Procedure

C=

624, 687

For the purposes of a defendants' motion to dismiss for failure
to state a claim under Chancery Court Rule 12(b)(6), all well-pleaded
factual allegations, as distinguished from legal conclusions, are accepted as true and deemed admitted, and all well-supported inferences
are construed in favor of the non-moving party. DEL. CH. CT. R.
12(b)(6).
3.

Pretrial Procedure

0

622

Because only general notice of the asserted claims is required,
a complaint will not be dismissed unless it is dearly without legal
or factual merit.
4.

Pleading

C

34(1)

Upon a defendants' motion to dismiss for failure to state a claim,
relevant facts, taken as true, will be gleaned from the complaint and
uncontroverted facts, incorporated by reference from a proxy statement, will be considered.
5.

Corporations
Evidence

C

C

314(1)
73

The entire fairness standard is a special scrutiny given to transactions effectuated by stockholders or directors who have divided
loyalties. If the standard is not invoked, the obligation to pay a fair
price does not arise. In this situation, the shareholders have the legal
right to vote on the transaction or to dissent and demand appraisal
under Delaware Code Annotated, title 8, section 262, and to require
directors, in equity, to act in the good faith pursuit of corporate or
shareholder interest. DEL. CODE ANN. tit. 8, § 262 (1983).

UMNEPORT-
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6.

Corporations

CASES

174, 184

0

A majority stockholder, who stands in a fiduciary position to
the minority and also stands on both sides of a transaction, bears
the burden of establishing the entire fairness of the transaction and
must pass the test of careful scrutiny by the courts.
7.

Corporations
Evidence

0

0

310(1)
73

Without evidence of divided interests, the judgment of the majority stockholders and/or the board of directors is presumed to be
made in good faith and inspired by a bona fides of purposes.
8.

Corporations

C

174, 310(1), 314(1)

Only where the stockholders or the directors, who control a
transaction, stand on both sides of that transaction may the presumption of sound business judgment fail.
9.

Corporations

0-

310(1)

The business judgment rule is a presumption that in making a
business decision the directors of a corporation acted on an informed
basis, in good faith, and in the honest belief that the action taken
was in the best interest of the company.
10.

Corporations

C=

310(1), 320(11)

The presumption of the business judgment rule, which protects
a board-approved transaction, can be overturned if a plaintiff adequately alleges that a majority of directors expected to derive personal
financial benefit from the transaction, that they lacked independence,
or that they were grossly negligent in failing to inform themselves.
11.

Corporations

0=

310(1)

With respect to a disclosure claimn, the business judgment rule
has no applicability to the question whether shareholders have been
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provided with appropriate information to make an informed choice
because the underlying duty (candor) does not concern the management of business and affairs of the corporation.
12.

Corporations

0

187

The duty of complete candor requires the disclosure of all material facts.
13.

Securities Regulation

0=

49.22(2)

An omitted fact is material if there is a substantial likelihood
that a reasonable shareholder would consider it important in deciding
how to vote. Put another way, for a fact to be material, disclosure
of omitted fact would have been viewed by the reasonable investor
as having significantly altered the "total mix" of information made
available.
14.

Corporations

-

584

Where a transaction has been ratified by a majority of fully
informed shareholders, an attack on fairness must normally fail.

15.

Conspiracy

0

1

To state a claim for aiding and abetting the breach of a fiduciary's duties, plaintiff must allege: (1) the existence of a fiduciary
relationship, (2) a breach of the fiduciary's duty, and (3) a "knowing
participation" in that breach by the defendants who are not fiduciaries.
Norman M. Monhait, Esquire, of Morris, Rosenthal, Monhait &
Gross, P.A., Wilmington, Delaware; Wolf, Popper, Ross, Wolf &
Jones, New York, New York; Abbey & Ellis, New York, New York;
Goodkind, Wechsler, Labaton & Rudoff, New York, New York;
and Greenfield & Chimides, P.C., New York, New York, for the
plaintiffs.
Charles F. Richards, Jr., Esquire, and Kevin G. Abrams, Esquire,
of Richards, Layton & Finger, Wilmington, Delaware, for defendants
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Leaseway Transportation Corporation, its directors, Richard M.
Cashin, Jr., Citicorp Capital Investors, Ltd., and its affiliates.
Laurence A. Silverman, Esquire, William M. Murphy, Esquire, and
John G. Hutchinson, Esquire, of Cahill, Gordon & Reindel, New
York, New York, for defendant Drexel Burnham Lambert Incorporated.
CHANDLER,

Vice-Chancellor

This is my decision on defendants' motion to dismiss a purported
class action that was precipitated by the leveraged buy out ("LBO")
of Leaseway Transportation Corporation ("Leaseway"). The second
amended consolidated and supplemental class action complaint
("complaint") was filed on June 1, 1987, by Leaseway common
shareholders who were cashed out as a result of the now challenged
LBO transaction. They challenge the fairness of the transaction.
Leaseway and its directors, together with Richard M. Cashin, Jr.,
Citicorp Capital Investors, Ltd. and its affiliates, and Drexel Burnham Lambert, are named as defendants.
On June 11, 1987, plaintiffs sought a preliminary injunction
enjoining the consummation of the challenged transaction. This Court
denied plaintiffs' motion after finding, inter alia, that they had not
met their burden of showing a reasonable probability of success on
the merits. Lewis v. Leaseway Transportation Corp., Del. Ch., C.A.
No. 8720, Hartnett, V.C. (June 12, 1987).
I.
[1-4] This case is now before the Court on defendants' motion
to dismiss for failure to state a claim under Chancery Court Rule
12(b)(6). On such a motion "it must appear with a reasonable
certainty that a plaintiff would not be entitled to the relief sought
under any set of facts which could be proven to support the action."
Rabkin v. Philip A. Hunt Chemical Corp., Del. Supr., 498 A.2d 1099,
1104 (1985) (citing Harman v. Masondlan Int'l, Inc., Del. Supr., 442
A.2d 487, 502 (1982)). All well-pleaded factual allegations (as distinguished from legal conclusions) are accepted as true and deemed
admitted, and all well-supported inferences are construed in favor
of the non-moving party. Siegman v. Tri-Star Pictures, Inc., Del. Ch.,
C.A. No. 9477, Jacobs, V.C., slip op. at 2 (May 5, 1989); Harman
v. Masoneilan International Inc., supra. Because only general notice of
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the asserted claims is required, a complaint will not be dismissed
unless it is dearly without legal or factual merit. Rabkin v. Philip A.
Hunt Chemical Corp., supra (citing Michelson v. Duncan, Del. Supr.,
407 A.2d 211, 217 (1979)); Delaware State Troopers Lodge v. O'Rourke,
Del. Ch., 403 A.2d 1109, 1110 (1979). As is necessary on a motion
to dismiss, the relevant facts, taken as true, are gleaned from the
complaint. DelawareState Troopers Lodge v. O'Rourke, supra. In addition,
as is the practice of this Court, uncontroverted facts from the proxy
statement that are incorporated in the complaint by reference will
also be considered. See Patents Management Corp. v. O'Connor, Del.
Ch., C.A. No. 7110, Walsh, V.C., slip op. at 2 (June 10, 1985);
Greenfield v. National Medical Care, Inc., Del. Oh., C.A. Nos. 7720 &
7765, Berger, V.C., slip op. at 1 (June 6, 1986); Porter v. Texas
Commerce Bancshares, Inc., Del. Ch., C.A. No. 9114, Allen, C., slip
op. at 2 n.2 (Oct. 12, 1989).
II.

Before the challenged transaction, Leaseway was a full service
franchising company incorporated in Delaware and principally located
in Ohio. As of September 30, 1986, Leaseway had 11,819,000 shares
of common stock outstanding that traded on the New York Stock
Exchange.
According to plaintiffs, the challenged transaction is a direct
result of the O'Neill family expressing their dissatisfaction with Leaseway management during the spring of 1986. The O'Neills, who are
relatives of Leaseway's founders, controlled, at that time, 30% of
Leaseway's stock. There are no allegations, however, that they in
anyway controlled Leaseway. 1 In furtherance of their dissatisfaction,
the O'Neills formed the "Committee to Revitalize Leaseway Transportation Corporation." This committee served as the vehicle by
which the O'Neills launched a proxy battle to replace the incumbent
Leaseway directors. During the proxy battle, which commenced in

April or May of 1986, the O'Neills stated that they would, if they
gained control, attempt to sell Leaseway. In response, Leaseway

management announced that it was in a better position to sell the

1. In Delaware a stockholder is not deemed controlling unless it owns a

majority of the stock, Aronson v. Lewis, Del. Supr., 473 A.2d 805, 815 (1984), or

has exercised actual domination and control in directing the corporation's business
affairs. Gilbert v. El Paso Co., Del. Ch., 490 A.2d 1040, 1055 (1984). Neither is
alleged here.
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company and proceeded to fight the O'Neill group with its own slate
of directors.
Before the eventual reelection of the management slate, management put into place a process to solicit and consider offers to
purchase Leaseway. Salomon Brothers Inc. ("Salomon") was retained to assist the board and then the Evaluation Committee ("special committee"), which was established on August 14, 1986. There
are no allegations that Salomon answered to anyone other than the
special committee after the special committee was formed. The special
committee, which appears to have retained independent legal counsel,
consisted of Leaseway directors who were not otherwise employed
or affiliated with Leaseway or the soon to be established acquisition
group. The complaint contains no indication that the members of
the special committee were interested in the challenged transaction.
Shortly after the management slate was reelected, plaintiffs assert, the incumbent board adopted certain amendments to the company's bylaw that made it more difficult for shareholders to replace
management. Plaintiffs also point to a September 9, 1986, letter
from the O'Neills that criticizes the bylaw and demands its repeal.
In addition, the O'Neills sought information about Leaseway's dealings with potential acquirers. These actions by the O'Neills, plaintiffs
contend, demonstrate that the O'Neills, at least in the minds of
Leaseway's management, were a potential threat to any future transaction.
While the complaint makes no allegations concerning how the
special committee solicited and received offers to purchase Leaseway,
the proxy statement contains a detailed description of the process.
There are also no allegations of offers other than the offer that
Leaseway eventually accepted.
At some point during the fall of 1986, the special committee
started to concentrate on a potential LBO by an acquisition group
(the "buy out group") in which Leaseway management (the "management group") would participate as substantial (20%) equity owners. Leaseway director, Gerald C. McDonough ("McDonough"),
chairman of the board and chief executive officer, was part of the
group. Other members of the management group are not specifically
identified in the complaint. In furtherance of the contemplated LBO,
plaintiffs say that Leaseway expanded a profitable operation and sold
another to facilitate financing.
It is unclear from the complaint whether the management group
contacted Citicorp Capital Investors, Ltd. ("Citicorp") or if Citicorp
contacted the management group. Regardless, Citicorp started mak-

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 16i

ing arrangements for a LBO in which the management group would
participate. Citicorp was represented by one of its vice presidents,
Richard M. Cashin, Jr. ("Cashin") who was the sole officer and
director of its affiliate LTC Holdings and its wholly owned subsidiary
LTC Acquisition (collectively "Citicorp"), the latter of which was
created solely to effectuate the LBO. Citicorp brought in Drexel
Burnham Lambert ("Drexel") to participate by assisting in financing
the transaction. Citicorp and Cashin agreed to arrange the transaction
and act as the principal spokesman for the buy out group that
consisted of members of Leaseway management, Drexel and itself.
The management group, as mentioned, was to have a 20% interest
after the purchase, with Citicorp and Drexel having the remaining
8% interest.
On November 13, 1986, Leaseway announced that its directors
had approved a leveraged buy out of Leaseway. The terms of the
acquisition were embodied in an agreement of merger dated November 13, 1986 ("merger agreement"). The merger agreement
provided, subject to adoption by Leaseway's stockholders, for a tender
offer and merger in which public holders of Leaseway common stock
would receive $51 per share. The merger agreement contained a $15
million "break up" fee that would be paid to Citicorp if the transaction was not consummated. It also required Leaseway to advance
$5,000,000 to Citicorp towards contingent expenses. In addition, the
merger agreement contained a "no shop" provision that restricted
Leaseway's ability to encourage, solicit or initiate further discussion
with potential acquirers. Finally, Leaseway granted Citicorp a "lock
up" option to purchase up to 2,150,000 common shares (18% of
Leaseway's outstanding shares) at $51 per share.
After announcement of the buy out, the complaint states that
the O'Neill family expressed their dissatisfaction with the transaction.
Plaintiffs allege that the defendants were concerned about the O'Neill's
dissatisfaction since the O'Neills were Leaseway's largest stockholder
group. To eliminate this concern, plaintiffs contend that Leaseway,
with the approval of Cashin, Citicorp and Drexel, entered into stock
purchase agreements with the O'Neills. Leaseway agreed to purchase
up to 2.2 million shares of Leaseway common stock owned by the
O'Neill family at a price of $48.125 per share. On December 22
and 23, 1986, Leaseway purchased a total of 2,199,988 shares. This
purchase, plaintiffs maintain, was entirely beneficial to the O'Neills,
since it allowed them to take advantage of lower tax rates about to
expire. Plaintiffs further allege that the buy back violated Leaseway's
charter. This last allegation deserves illumination.
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In May of 1983, Leaseway shareholders approved article thirteen
of Leaseway's restated certificate of incorporation. Article thirteen
provides, among other things, that an "interested stockholder," i.e.,
any person who, together with affiliates and associates, owns 20%
or more of Leaseway's outstanding stock, cannot receive special
benefits as a result of the sale of shares to Leaseway without the
authorization of approval of the holders of 80% of Leaseway shares.
The complaint states that the Leaseway directors were required "to
make diligent inquiry to determine compliance with article thirteen"
and that it could have been determined that the O'Neill family
constituted an "interested stockholder" as defined by article thirteen.
From this the complaint concludes that the board breached its fiduciary duties by failing to make such a determination.
The complaint alleges that the buy out price was grossly inadequate and that the buy out was permeated with unfair dealing.
The unfair dealing allegations include: failing to properly negotiate
with prospective bidders, subjecting Leaseway to an excessive
"breakup" fee, a "no shop" clause and "lock up" option, bestowing
a substantial benefit on the O'Neill family not available to other
shareholders, taking advantage of Leaseway's expected increase in
revenues, and offering a price to shareholders not the result of arm'slength negotiations and adequate evaluation of Leaseway. The complaint also includes claims that the proxy statement used to solicit
shareholder approval was false and misleading in the following respects: (1) by failing to state or set forth differences between material
facts assumed by Salomon when it performed its August 26, 1986,
feasibility study and when the buy out was approved or when the
proxy statement was released; (2) by failing to update the directors'
November 13, 1986, recommendation that the buy out was fair; (3)
by failing to update Salomon's November 19, 1986, fairness opinion;
(4) by failing to inform shareholders that Salomon had not updated
its fairness opinion and; (5) for failing to inform the shareholders
that the directors had not reconsidered the fairness of the transaction
since November 13, 1986.
Defendants Cashin and Citicorp are alleged to have knowingly
participated in the buy out transaction notwithstanding their knowledge of the claimed unfair dealing and unfair price. Defendant Drexel
is alleged to have conspired with or aided and abetted the director
defendants' breaches of fiduciary duty by knowingly giving substantial
assistance.
Plaintiffs seek class action status, a declaration that the buy out
is unfair and inequitable, rescission and rescissory damages.
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III.
[5] The issue before me is whether the complaint should be
dismissed for failure to state a claim. Before reaching this issue,
however, the underlying claim must be accurately characterized.
Plaintiffs' complaint alleges an entire fairness claim. See Weinberger
v. UOP, Del. Supr., 457 A.2d 701 (1983); Rabkin v. Philip A. Hunt
Chemical Corp., supra. Defendants, to some extent, acknowledge plaintiffs' characterization by arguing, under Weinberger v. UOP, supra,
that plaintiffs have not adequately alleged unfair dealing and are
thereby relegated to an appraisal. These allegations and defendants'
argument miss the point that the complaint provide no basis to
invoke the entire fairness standard-the special scrutiny given to
transactions effectuated by stockholders or directors who have divided
loyalties. Rand v. Western Airlines, Inc., Del. Ch., C.A. No. 8632,
Berger, V.C., slip op. at 5, 6 (Sept. 11, 1989) (citing Davidj. Greene
& Co. v. Dunhill Int'l, Inc., Del. Ch., 249 A.2d 427, 430-31 (1968)).
If the standard is not invoked, the obligation to pay a fair price
does not arise. Porter v. Texas Commerce Bancshares, Inc., Del. Ch.,
C.A. No. 9114, Allen, C., slip op. at 12-13 (Oct. 12, 1989). In this
situation, the shareholders have the legal right to vote on the transaction or to dissent and demand appraisal under 8 Del. C. § 262,
and to require directors, in equity, to act in the good faith pursuit
of corporate or shareholder interest. Id. Whether plaintiffs have stated
a claim as to this latter equitable right will be addressed below. But
first, the inapplicability of the entire fairness standard deserves a
brief additional comment.
[6] In Dunhill Int'l, Inc., supra, this Court recognized the settled
law that a majority stockholder who stands in a fiduciary position
to the minority and also stands on both sides of a transaction, bears
the burden of establishing the entire fairness of the transaction, and
must pass the test of careful scrutiny by the courts. Dunhill Int'l,
Inc., supra (citing Sterling v. Mayflower Hotel Corp., Del. Ch., 89 A.2d
862 (1952)). Those characteristics of a transaction that implicate the
entire fairness standard are conspicuously absent in this case. To
begin with, the Leaseway transportation did not involve a majority
stockholder. The vast majority of Leaseway's outstanding stock was
held by individuals with no interest in the LBO transaction. Citicorp
and Drexel are not alleged to have held any Leaseway stock (although
the buy out group did eventually exercise its option to purchase 18%
of Leaseway's outstanding stock). The director defendants are alleged
to have, as a group, owned or controlled approximately 8% of
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Leaseway's total outstanding stock. It therefore goes without saying
that the challenged transaction was not the type in which a majority
stockholder had its way with the minority stockholders, i.e., a freezeout merger. There was no helpless minority, the transaction depended
on the affirmative vote of Leaseway's stockholders. (The informed
nature of this vote is addressed in section IV of this Opinion.)
[7-8] Not only was this transaction absent a majority stockholder,
it was also absent directors with divided loyalties. See DavidJ. Greene
& Co. v. Dunhill Int'l, Inc., supra. The complaint contains no nonconclusory allegations that a majority of the Leaseway directors were
interested or lacked independence. Indeed, ten out of twelve directors
were outside directors with no interest whatsoever in the challenged
transaction. Without divided interest, "the judgment of the majority
stockholders and/or the board of directors ... is presumed made in
good faith and inspired by a bona fides of purpose." Rand v. Western
Airlines Inc., supra (citing DavidJ. Greene & Co. v. Dunhill Int'l, Inc.,
supra). This presumption of sound business judgment fails only where
the stockholder or directors, who control the transaction, stand on
both sides of that transaction.
[9-10] The business judgment rule "is a presumption that in
making a business decision the directors of a corporation acted on
an informed basis, in good faith and in the honest belief that the
action taken was in the best interest of the company." Aronson v.
Lewis, Del. Supr., 473 A.2d 805, 812 (1984). The presumption,
which protects a board-approved transaction, can be overturned, at
this stage, if a plaintiff adequately alleges that a majority of directors
expected to derive personal financial benefit from the transaction,
that they lacked independence or that they were grossly negligent in
failing to inform themselves. Id. As defendants point out, accepting
the well-pleaded allegations of plaintiffs' complaint as true, they do
not adequately allege self-dealing, lack of independence, or failure,
on the part of the Leaseway board, to adequately inform itself.
Having failed to meet the Aronson pleading requirements, plaintiffs'
claims challenging the merger transaction must be dismissed.
[11] With respect to plaintiffs' disclosure claims, however, the
business judgment rule has no applicability to the question whether
shareholders have been provided with appropriate information to
make an informed choice because the underlying duty (candor) does
not concern the management of business and the affairs of the
corporation. In re Anderson, Clayton Litig., Del. Ch., 519 A.2d 669,
675 (1986). I must therefore examine plaintiffs' disclosure claims
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without affording defendants the presumption of the business judgment rule.
IV.
[12-14] The parties do not dispute that the Leaseway directors
owed a duty, in relation to the challenged transaction, of complete
candor to the Leaseway stockholders. This duty requires the disclosure
of all material facts. Rosenblatt v. Getty Oil Co., Del. Supr., 493 A.2d
929, 944 (1985). "An omitted fact is material if there is a substantial
likelihood that a reasonable shareholder would consider it important
in deciding how to vote." Id. (citing TSC Indus., Inc. v. Northway,
Inc., 426 U.S. 438, 449 (1976)). Put another way, for a fact to be
material, "disclosure of the omitted act would have been viewed by
the reasonable investor as having significantly altered the 'total mix'
of information made available." Id. Approval of a transaction by
public shareholders who have been denied material information is
given little, if any, weight. See Weinberger, 457 A.2d at 712. On the
other hand, attack on a transaction ratified by a majority of fully
informed shareholders must normally fail. Smith v. Van Gorkom, Del.
Supr., 488 A.2d 858, 890 (1985). The complaint alleges that Leaseway's proxy statement soliciting shareholder approval for the challenged transaction was false and misleading in three respects. All
three instances involve alleged omissions of material fact.
The first alleged material nondisclosure involves the feasibility
study performed by Salomon on August 26, 1986. Plaintiffs contend
that the proxy statement is materially false and misleading because
it does not state or set forth the purported important differences
between material facts assumed by Salomon initially and those existing at the time of the issuance of the proxy statement. Plaintiffs
contend that differences relating to the sale of Leaseway assets, the
cost of repurchase by Leaseway of minority stock interest, different
interest rate assumptions, and different revenue projections should

have been disclosed in this regard. In other words, it seems to me,
plaintiffs argue that Leaseway should have commissioned a new
feasibility study that would account for the various changed circumstances. This argument fails on several grounds.
First, it is important to note that plaintiffs do not allege that
Leaseway's proxy statement was materially misleading because it
failed to disclose the "changed circumstances." This is so for the
simple reason that the proxy statement goes out of its way to include
information regarding changed circumstances-both between the time
of Salomon's August 26, 1986, feasibility analysis and its November
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19, 1986, fairness opinion, and between the November fairness opinion and the May 12, 1987, proxy statement. Plaintiffs point to no
material facts that were not disclosed.
In addition, plaintiffs have nowhere alleged how incorporating
the disclosed changed circumstances into a new feasibility study would
significantly alter the total mix of information already provided. See
Weinberger v. Rio Grande Indus., Inc., Del. Ch., 519 A.2d 116, 122
(1986); Lewis v. Charan Indus., Inc., Del. Ch., C.A. No. 7738, Berger,
V.C., slip op. at 7-8 (Sept. 20, 1984). For these reasons, plaintiffs'
first disclosure claim is without merit.
Plaintiffs' second and third disclosure claims can be treated as
one because they are similar in nature and must be rejected for the
same reason. Both are claims that the proxy statement is materially
false and misleading because certain documents within the proxy
statement were not updated and the shareholders were not informed
of this failure. The documents are: the November 13, 1986, recommendation of the Leaseway directors that the buy out was fair
and the November 19, 1986, fairness opinion of Salomon. Both
documents are purported to be materially false and misleading solely
because they were not updated and because the shareholders were
not informed that the documents had not been updated (one can
assume, however, that the shareholders were on notice that the
documents had not been updated since each clearly stated the date
of its execution).
Plaintiffs appear to be alleging, in the same fashion as the
previous allegation, that the proxy statement was materially false
and misleading because Leaseway did not commission a new fairness
opinion and did not get an updated fairness recommendation of the
directors. Plaintiffs are not alleging nondisclosure of changes in the
facts and circumstances of Leaseway, up until the proxy was released.
Indeed, the proxy statement disclosed changes. These claims, as with
the first, fail because they do not allege how updating the fairness
opinion and the director recommendation would have altered the
total mix of information provided. See Weinberger v. Rio Grande Indus.,
Inc., supra. I am not aware of a per se rule that such documents must
be updated after a certain time. If there were such a rule, I doubt
it would include documents, such as those before me, that are only
six months old. I am therefore left without a choice but to dismiss
these conclusory allegations.
V.
[15] Defendants Citicorp and Drexel are charged with aiding
and abetting the director defendants in their breaches of fiduciary
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duty. Plaintiffs do not claim, nor could they, that Citicorp or Drexel
owed a fiduciary duty to Leaseway shareholders. To state a claim
for aiding and abetting the breach of a fiduciary's duties, plaintiffs
must allege: (1) the existence of a fiduciary relationship; (2) a breach
of the fiduciary's duty; (3) a "knowing participation" in that breach
by the defendants who are not fiduciaries. Gilbert v. El Paso Co.,
Del. Ch., 490 A.2d 1050, 1057 (1984); In re Sea-land Corp. Shareholders
Litig., Del. Ch., C.A. No. 8453, Jacobs, V.0., slip op. at 9 (Jan.
6, 1989). Plaintiffs have adequately alleged a fiduciary relationship
between the director defendants and plaintiff shareholders. The plaintiffs have not, however, adequately alleged a breach of that fiduciary's
duty.
Had such a breach been adequately alleged, plaintiffs claim
against Citicorp and Drexel would be dismissed nevertheless. The
complaint alleges no facts to support plaintiffs' conclusions that either
defendant aided and abetted the purported breaches by the Leaseway
directors. While courts will infer knowledge, this Court refuses to
infer knowledge of a breach of fiduciary duty unless the action
comprising the purported breach is "inherently wrongful." Greenfield
v. National Medical Care Inc., Del. Ch., C.A. Nos. 7720 & 7765,
Berger, V.0., slip op. at 10 (June 6, 1986). There is nothing
inherently wrongful about any of the purported breaches of the
Leaseway directors.
VI.
Plaintiffs have failed to allege facts from which I may infer that
the proxy disclosures were materially misleading. In addition, there
are no allegations that justify a conclusion that the board acted
improperly or that the business judgment rule does not protect the
board from further judicial scrutiny. The allegations that Citicorp
and Drexel aided and abetted the breach of the fiduciary duties of
the director defendants necessarily fail. For the reasons stated, the
complaint is dismissed.
IT IS SO ORDERED.

