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FREEDMAN v. RESTAURANT ASSOCIATES INDUSTRIES,
INC.
No. 9212
Court of Chancery of the State of Delaware, New Castle
September 19, 1990
Plaintiffs brought a class action seeking to enjoin or rescind a
management leveraged buyout of public shares of defendant corporation. Other named defendants, directors of the company, fell
into two classes: those who apparently had no financial interest as
buyers in the transaction and those who had such a conflicting
financial interest. The interested directors (the management group)
held six of the eleven director positions on the board and controlled,
directly and indirectly, forty-eight percent of the company's outstanding stock. Specifically, plaintiffs alleged that: (1) the management group used their enhanced management voting power from a
1985 recapitalization to thwart opposition against acquisition of the
company; (2) members of the management group breached their
fiduciary duties in their capacities both as shareholders and as directors; and (3) the supplement to the offer to purchase contained
materially misleading disclosures.
The court of chancery, per Chancellor Allen, denied defendants'
motion to dismiss with respect to the majority of the claims. However,
the court granted the defendants' motion for dismissal for those
allegations directed specifically at the alleged failure of the special
committee to shop the company at the pre-crash stage, holding that
they had no obligation to auction the company. The court likewise
granted defendants' motion with respect to the allegations of a breach
of fiduciary duty in connection with the special committee's recommendation and the board's approval of the management group's
pre-crash offer of $18 per share, holding that plaintiffs have suffered
no injury from any alleged breach of duty.
1.

Pretrial Procedure
Pleading

C-

622, 679

354

In order to sustain a motion to dismiss a complaint for failure
to state a claim, the court must conclude, with reasonable certainty,
that the plaintiff cannot prevail and would not be entitled to relief
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sought under any set of facts that could be proven to support her
claims.
2.

Cm 679, 680, 687

Pretrial Procedure

All well-pleaded factual allegations will be accepted as true and
deemed admitted, and all well-supported inferences will be construed
in favor of the non-moving party. Mere conclusions of law and fact
alone will not be accepted as true.
3.

Corporations

C

Securities Regulation

307
C= 49.21

In a proxy solicitation, where management chooses to disclose
its motives or the purposes of a transaction, it has an obligation to
disclose those purposes honestly and candidly.
4.

Corporations

O-=198(3), 310(1), 310(2)

Although a board of directors may fulfill its obligation to make
an informed and reasonable business judgment in a sale context by
conducting an auction sale, and that may often be the most prudent
way to proceed, an auction is not always necessary.
5.

Corporations

0-307, 312(5)

The obligation of the directors, where a transaction is a nonconflict one, is to exercise due care in the good faith pursuit of
legitimate goals. When that transaction is a sale of the enterprise,
an additional level of inquiry-reasonableness-is required.
6.

Corporations

C= 182.3, 307

A stockholder is under no duty to sell its holdings in a corporation, even if it is a majority shareholder, merely because the
sale would profit the minority. Thus, even a majority shareholder
has discretion as to when to sell his stock and to whom.
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307, 310(1)

Directors have fiduciary obligations to act in the best interests
of the corporation. When voting, they are required to put aside their
personal interests and instead consider only the benefit of the company.
8.

Corporations

C-307, 310(1)

When a director's interest as a shareholder conflicts with the
company's interests, the director must ignore her personal interests
as a shareholder cand attend to the corporation's interests.
9.

Corporations

0-307, 310(1)

Delaware Code, title 8, section 144 states that a self-dealing
transaction is not void by virtue of self-dealing if the transaction is
approved by vote of the shareholders or if the transaction was fair
when authorized. DEL. CODE ANN. tit. 8, § 144 (1985).
10.

Corporations

C--- 320(1)

Where directors are alleged to constitute a controlling group,
these directors bear the burden of proving at trial the entire fairness

of the transaction that was consummated.
11.

Corporations

C

307, 310(1)

A special committee is a device that, when fully and effectively
implemented, can lift the directors' burden of proving the entire
fairness of the transaction. However, where a special committee is
passive or its charter from the board unduly restricts it, the work
of the committee may be accorded no effect.
12.

Corporations

C

307

Although management may have no general obligation to disclose
its purposes or motivation, once it undertakes to disclose its purpose
in revising an offer, it has an obligation to do so truthfully and
candidly.
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C-189(11), 202, 204
0

628

A nontendering shareholder may suffer an injury and, therefore,
may state a claim upon which relief will be granted, when false
information and omissions lead others to tender their shares.
Kevin Gross, Esquire, of Morris, Rosenthal, Monhait & Gross, P.A.,
Wilmington, Delaware, for plaintiffs.
David 0. McBride, Esquire, and Bruce L. Silverstein, Esquire, of
Young, Conaway, Stargatt & Taylor, Wilmington, Delaware, for
defendants Restaurant Associates Industries, Inc., Martin Brody,
Max Pine, Sidney Lester Klepper, Renee Brody Levow, Darwin C.
Dornbush, and Allan Goldring.
Edward P. Welch, Esquire, and John G. Day, Esquire, of Skadden,
Arps, Slate, Meagher & Flom, Wilmington, Delaware, for defendants
Leonard Schecter, Morton A. Siegler, Alan Silverman, Robert
Wechsler, and Stephen A. Greyser.
Karl Savyn, Esquire, of Dornbush Mensch Mandeistam & Silverman,
New York, New York, of counsel; and Henry P. Wasserstein, Esquire, and Jeremy A. Berman, Esquire, of Skadden, Arps, Slate,
Meagher & Flom, New York, New York, of counsel.
ALLEN,

Chancellor

Pending is a motion to dismiss the second amended complaint.
The action was brought as a class action seeking to enjoin or rescind
a management leveraged buyout (MBO) of public shares of Restaurant Associates Industries, Inc. ("RA"). The defendants, who
constitute all of the directors of the company, fall into two classes,
those who apparently have no financial interest as buyers directly
or indirectly in the transaction and those that have such a conflicting
financial interest. The interested directors, according to the allegations
of the amended complaint, held six of the eleven director positions
on the RA board and controlled directly and indirectly 48% of the
company's outstanding stock.
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On August 25, 1987, RA's chief executive officer and other
officers announced their intention to take the company private. The
board of directors of the company promptly established a committee
composed of independent directors1 "to respond to the management
group's leveraged buyout proposal." That committee seems to have
gone to notable lengths to find and facilitate a higher competing
offer, but it was without power to do what was required to keep
the prospect of a higher deal alive. It did negotiate the original
management offer from $14 per share to $16 per share and then to
$18 per share before recommending the management proposal to the
full board. The story of this leg of the case is laid out as it appeared
on a preliminary injunction record in an opinion of October 16,
1987, denying a preliminary injunction against effectuation of the
$18 MBO proposal. See Freedman v. Restaurant Assocs. Inc., Del. Oh.,
C.A. No. 9212, Allen, C. (Oct. 16, 1987).
The company had by then, of course, signed an Agreement of
Merger. However, on October 19, 1987, the New York Stock Exchange (and other exchanges around the world) experienced a severe
price break. The management buyers almost immediately notified
the Special Committee that they believed themselves excused from
their obligations under the merger agreement because (as stated in
an October 30 SEC filing) "financing for an acquisition of the
Company at $18 per share could not be obtained on acceptable
terms." The Special Committee then promptly renegotiated the merger
agreement to $14.25 per share. On October 28, 1987, a rescinded
merger agreement was signed.
Plaintiffs allege breaches of fiduciary duty on the part of the
eleven directors in connection with the transaction, both in its preand post-crash phases, including allegations against the special committee for failing to shop the company. Defendants have moved to
dismiss all of their claims because they fail to state a claim upon
which relief may be granted. For the reasons that follow a motion
to dismiss will be granted only with respect to those allegations
directed specifically at an alleged failure of the special committee to
shop the company at the pre-crash stage of the transaction and with
respect to any allegations of breach of fiduciary duty in connection
with the special committee's recommendation and the board's approval of the management group's pre-crash offer of $18 per share.
1. Three of the five disinterested directors, Siegler, Silverman, and Schecter,
were appointed to the special committee.
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I.

The parties
Restaurant Associates owns subsidiaries which operate and manage food service facilities and newsstands in New York, New Jersey,
and California. It had more than 2,190,000 shares of Class A common
and 2,930,000 shares of Class B common stock outstanding. The
stock was traded on the American Stock Exchange.
The eleven individual defendants constituted the board of directors of RA. Plaintiffs allege that six of the individual director
defendants (the "management group") were members of or "allied"
with the group which proposed the management-led leveraged buyout
described below. At the time of the proposal, according to plaintiffs,
the management group controlled, directly or through familial relationships, 48% of the company's common stock. 2 The group was
comprised of six directors, including three company officers, a relative
of one of those officers, the outside general counsel of RA, and an
3
additional director.
Management's $14 bid
On August 25, 1987, RA announced that the management
group, led by defendants Brody and Pine, was considering the pur-

2. The management group acquired the 48% block as part of a recapitalization effected two years earlier which increased the management group's equity
position in the company by 11%, from 37% to 48%. Plaintiffs apparently assert
that the recapitalization was fraudulently effected based on material misrepresentations or that the equity block given the management group was fraudulently used
for purposes not envisioned by the shareholders when they approved the recapitalization.
3. Defendant Martin Brody was Chairman of the Board and Chief Executive
Officer of Restaurant. He owned 15.6% of the company's Class A stock and
approximately 24% of its Class B stock. Defendant Max Pine was President, Chief
Operating Officer and a director of Restaurant. He owned approximately 5% of
the company's Class A stock and approximately 8% of its Class B stock. Defendant
Sidney Lester Klepper was an Executive Vice President and a director of Restaurant.
He owned 1.95% of its Class A common stock and 2.67% of Restaurant's Class
B common stock. Defendant Renee Brody Levow, the daughter of defendant Martin
Brody, had been a director of Restaurant since 1984. Defendant Darwin C. Dornbush, a director of Restaurant, was a member of the law firm which acted as
general counsel to Restaurant. Defendant Allan Goldring, a director of Restaurant,
had expressed a desire to become a member of the buyout group.
The individual director defendants who were not members of the management
group were Leonard Schecter, Morton Siegler, Alan Silverman, Robert Wechsler,
and Stephen Greyser.
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chase of RA's publicly-held stock. On August 26, 1987, the management group announced that it intended to offer approximately
$14 for each share. At that time, plaintiffs allege, the company was
poised to enjoy significantly increased future earnings.
A special committee composed of defendants Siegler, Silverman,
and Schecter was formed to respond to the leveraged buyout proposal.
These directors are not alleged to have been interested as buyers in
the transaction or as co-conspirators. The special committee retained
independent legal and financial advisors. The special committee decided not to solicit third parties to submit bids for the company
because the members of the special committee felt that the company
was in play as a result of the August 26, 1987 announcement.
Soliman 's $16.50 bid and the management group's $16 counter-offer
On September 3, 1987, AWR Acquisition Corporation, led by
Anwar S. Soliman, a California restaurateur, proposed a bid of
$16.50 for each RA share, subject to financing and due diligence.
The special committee and its financial advisor soon thereafter concluded that the management group's $14 offer was inadequate.
The management group, however, qua shareholders, refused to
negotiate or cooperate with Soliman, rejected publicly the possibility
of doing any deal with him, and asserted that the management
group's shares were not for sale. On September 8, 1987, the management group offered $16 per share and demanded that the special
committee immediately accept the offer. When such approval was
not forthcoming by 9:00 a.m. on September 9, 1987, the management

group withdrew its bid.
Soliman 's $19 offer
Soliman increased his bid to $19 per share, again subject to
financing and due diligence. The special committee sought to encourage Mr. Soliman to pursue his proposal despite the management
group's assertion that it would not sell. After consulting with its
legal and financial advisors, the committee concluded that Mr. Soliman should propose that RA's board offer him the option to
purchase 1,000,000 authorized but unissued shares of Class B common stock at $19 per share. Further, the committee determined that
if Soliman paid $19,000,000 within two days, the committee would
be prepared to recommend board approval of Soliman's proposal to
buy the company. Soliman refused, however, to pay $19,000,000
without an opportunity to inspect the company's books.
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Soliman and the special committee then agreed in principle that
the special committee would recommend that the board negotiated
terms under which Soliman would pay a non-refundable $2,000,000
in exchange for an option to purchase at least 1,000,000 common
stock treasury shares within ten days ("the dilution option"). The
ten-day span would allow Soliman time to perform his due diligence.
The special committee then recommended the option agreement
to the board. On September. 9, 1987, the full board met to discuss
Soliman's proposal and the special committee's recommendation.
Soliman's proposal was rejected by a vote of six to five with the six
management group directors voting against and the special committee
and two other outside directors voting in favor of Soliman's offer.
Precluded by this board action from pursuing the Soliman alternative, the special committee recommended an improved management $18 per share offer. On September 12, 1987, the company
approved a definitive merger agreement for a management buyout
at $18 per share. The buyout was to be effected through a two-step
process-a cash offer commencing by September 17, 1987, and then
a cash-out merger. The board's decision was allegedly based upon
the management group's refusal to sell its shares. The agreement
was announced on September 14, 1987.
Soon after, Soliman reaffirmed his $19 per share cash offer
subject as before to financing and to due diligence.
The market crash and management's revised offer
On October 19, 1987, the stock market dropped precipitously.
Still outstanding was the $18 per share management tender offer.
In response to the market crash, the management buyers repudiated
the merger agreement and amended the outstanding tender offer on
October 28, 1987, stating, apparently, that they could not arrange
financing on acceptable terms. The special committee thereafter renegotiated the merger agreement. After consulting with its financial
advisor, -the special committee recommended the acceptance of a
revised $14.25 offer. The independent directors apparently did not
vote against the $14.25 deal. Nor did the special committee attempt
in any way to enforce the original $18 merger agreement.
On October 30, 1987, a supplement describing the amended
offer was filed with the Securities and Exchange Commission. The
supplement stated "that the financing for an acquisition of the company at $18 per share could not be obtained on acceptable terms
.... "The revised offer provided for a tender offer to purchase for
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cash all the outstanding Class A and Class B shares of the company
for $14.25 per share, to be followed by a merger in which each
remaining share of RA would be converted into $14.25 cash.
II.
Claims against the management group
Plaintiffs claim that the use of the controlling shareholder power
constituted a breach of duty in several respects. First, they assert
that that power arose in substantial part from the 1985 recapitalization
that management originated and recommended. That recap, it is
alleged, was justified to shareholders in part as a defensive device.
The use of the enhanced management voting power to thwart opposition to management over acquisition of the company is said to
be inconsistent with the use of that enhanced voting power authorized
by the shareholders, and to constitute a wrong.
Second, plaintiffs claim that the members of the management
group breached fiduciary duties in their shareholder capacities by
reftising to sell their shares to Soliman, who was a higher bidder,
and in their capacity as directors by rejecting the dilution option
recommended by the special committee, and by approving the management group's $18 offer.
Plaintiffs also allege breaches of fiduciary duty in connection
with the $14.25 offer by the management group and that the supplement to the offer to purchase contained materially misleading
disclosures.
Claims against the special committee
Plaintiffs claim that the members of the special committee
breached a fiduciary duty under Revlon v. MacAndrews & Forbes Holdings, Inc., Del. Supr., 506 A.2d 173 (1986), by failing to shop the
company after the management's $14 bid was made. Plaintiffs allege
that the decision not to shop the company was not a valid exercise
of their business judgment because the special committee members
knew that potential acquirors would form certain impressions about
the availability of the company depending on whether the company
announced it would be "shopped" or alternatively whether the board
treated the company simply as being "in play." Plaintiffs assert that
if the company had been shopped, potential acquirors would have
understood that the management group was willing to sell its shares
(which is, of course, inconsistent with other facts alleged, i.e., man-
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agement was not willing to sell). When the company was seen as
merely in play, however, according to plaintiffs, potential acquirors
understood that someone had expressed interest in acquiring the
company, not that the management group was willing to sell. Further,
plaintiffs assert, since the management group itself expressed interest
in buying the company and since the company was merely in play,
potential acquirors must have assumed in the absence of the company
being shopped, that the management group was not interested in
selling its shares.
Finally, plaintiffs claim that the special committee members
breached fiduciary duties by recommending management's $18 bid
to the board, by failing to enforce the agreement under which
management would pay $18 per share, and after the market drop,
by recommending management's $14.25 bid.
III.
[1-2] In order to sustain a motion to dismiss a complaint for
failure to state a claim, the court must conclude, with reasonable
certainty, that the plaintiff cannot prevail and would not be entitled
to relief sought under any set of facts that could be proven to support
her claims. Rabkin v. Phillip A. Hunt Chemical Corp., Del. Supr., 498
A.2d 1099, 1104 (1985); Harman v. Masoneilan Int'l, Inc., Del. Supr.,
442 A.2d 487, 502 (1982). All well-pleaded factual allegations will
be accepted as true and deemed admitted, and all well-supported
inferences will be construed in favor of the non-moving party. Id.;
Weinberger v. UOP, Inc., Del. Ch., 409 A.2d 1262, 1263-64 (1979).
Mere conclusions of law and fact alone will not be accepted as true.
See, e.g., Grobow v. Perot, Del. Supr., 539 A.2d 180, 187 n.6 (1988);
Kleinhandler v. Borgia, Del. Oh., C.A. No. 8334, slip op. at 5-6,
Berger, V.0. (Mar. 31, 1987); Lewis v. Straetz, Del. Oh., C.A. No.
7859, slip op. at 13, Hartnett, V.C. (Feb. 12, 1986).
1.

The recapitalization claim

Whether plaintiffs' allegations concerning the 1985 recapitalization are sufficient to withstand a motion to dismiss depends on
the exact nature of the claims which is not entirely evident from the
face of the complaint. Two alternative interpretations of the allegations contained in the complaint seem plausible: (1) that the management group knowingly misrepresented the purposes for acquiring
the 481% block of stock in the proxy statement for the recapitalization
as part of a larger scheme to take the company private or (2) that,
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although the disclosures in the proxy statement were accurate when
made, management later used the block of stock for purposes not
envisioned by the shareholders or by management at the time of
issuance and that use violated an implicit restriction or covenant
that arose from the circumstances of the creation of the stock.
If premised on the latter, plaintiffs' allegations do not sufficiently
state a claim in my opinion. A full and truthful disclosure of the
purpose sought to be served by securing stockholder authorization
does not, I think, implicitly limit the power authorized to that
purpose. See Berenstein v. Vestron, Inc., Del. Ch., C.A. No. 8404,
Allen, C. (Mar. 11, 1986). Where, for example, with stockholder
concurrence, stock is issued or power conferred, those acts will have
consequences indefinitely. Shareholders cannot reasonably assume,
absent a formal restriction of some sort, that exercise of the power
conferred by that act or by ownership of that stock will never be
used for a purpose different from the purpose sought to be achieved
by asking for the stockholders' authorization. So long as the disclosures made were full and truthful when made, the action is authorized
by law, and the vote is uninfected by coercion by the fiduciary (see
Lacos Land Co. v. Arden Group, Inc., Del. Oh., 517 A.2d 271 (1986)),
in my opinion, the power authorized cannot be said to be subject
to an implicit restriction in its future use.
[3] If, however, the allegation is that the managing directors
did intend to use the increased voting power that the recapitalization
made possible to assist in an MBO transaction, the failure to disclose
such a fact would constitute a violation of the duty of candor. In a
proxy solicitation, where management chooses to disclose its motives
or the purposes of a transaction, it has an obligation to disclose those
purposes honestly and candidly. See Rubenstein v. IU InternationalCorp.,
506 F. Supp. 311, 315 (E.D. Pa. 1980). If one takes this view of
the amended complaint, it would survive the motion to dismiss.
According appropriate presumptions to plaintiffs' pleading, I will
therefore deny the motion with respect to this claim.
2.

The claim that the special committee breached "Revlon duties" by not
conducting a public auction sale

[4] Plaintiffs claim that the management group controlled, 48%
of RA's voting stock and represented six of the eleven RA board
members. They allege that, notwithstanding the management group's
apparently controlling position, the special committee had an obligation under Revlon v. MacAndrews & Forbes, Inc., Del. Supr., 506
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A.2d 173 (1986) to shop the company in response to the management
group's $14 offer. Plaintiffs are, however, incorrect in their assumption that Revlon imposed an obligation to shop. The special
committee had an obligation only to make an informed and reasonable
business judgment in the best interests of the shareholders and to
act reasonably in attempting to obtain the best deal for the shareholders. Mills Acquisition Co. v. Macmillan, Del. Supr., 559 A.2d 1261,
1286-87 (1988). Although a board of directors may fulfill its obligation
to make an informed and reasonable business judgment in a sale
context by conducting an auction sale, e.g., RJR Nabisco, and that
may often be the most prudent way to proceed, an auction is not
always necessary. Barkan v. Amsted Industries, Inc., Del. Supr., 567
A.2d 1279, 1286 (1989) ("Revlon does not demand that every change
in control of a Delaware corporation be preceded by a heated bidding
contest"); In re Fort Howard Corp. Shareholders Litigation, Del. Oh.,
C.A. No. 9991, Allen, C. (Aug. 8, 1988); In re Formica Shareholders
Litig., Del. Ch., C.A. No. 10,598, Jacobs, V.C. (Mar. 22, 1989).
[5] The obligation of the directors where a transaction is a nonconflict one, is to exercise due care in the good faith pursuit of
legitimate goals. Barkan, 567 A.2d at 1286. When that transaction
is a sale of the enterprise an additional level of inquiry-reasonableness-is required. Mills Acquisition Co. v. Macmillan, Del. Supr.,
559 A.2d at 1286. This test will be applicable to the outside directors
in this instance (accepting the allegations of the complaint as true).
They had no obligation to auction the company. Plaintiffs have
chosen to cast one claim of their complaint precisely in terms of
such a duty. That claim does not assert a matter upon which relief
can be given. It shall therefore be dismissed.
3.

The claims that the management group's actions in response to
Soliman's proposals breachedfiduciary duties
[6] According to plaintiffs, the members of the management
group breached their fiduciary duties by refusing to sell their shares
to Soliman. It is readily apparent that this is not the law in Delaware.
See Bershad v. Curtiss-Wright Corp., Del. Supr., 535 A.2d 840 (1987).
As the Supreme Court explained in Bershad:
Clearly, a stockholder is under no duty to sell its holdings
in a corporation, even if it is a majority shareholder, merely
because the sale would profit the minority.
535 A.2d at 845. Thus, a shareholder, even a majority shareholder,
has discretion as to when to sell his stock and to whom, and I find
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no basis for holding the management group liable to plaintiffs for
exercising that discretion qua shareholder.
[7-8] Plaintiffs also allege that the management group members
breached their fiduciary duties as directors by rejecting the dilution
option. This claim is quite different from the previous matter because
the rejection of the dilution option was accomplished by the management group as directors in aid of a transaction in which they
were personally interested. Directors have fiduciary obligations to
act in the best interests of the corporation. When voting, they are
required to put aside their personal interests and instead consider
only the benefit of the company (and in a cash-out sale contest of
all shareholders as a class). Directors who are also shareholders usually
have interests as shareholders that coincide with the best interests of
the company. Occasionally, however, a director's interests as a share-

holder conflict with the company's interests. When such a conflict
arises, the director must ignore her personal interests as a shareholder
and attend to the corporation's interests. Cf. Judah v. Delaware Trust
Co., Del. Supr., 378 A.2d 624, 628 (1977).
Technically perhaps, the board's rejection of the dilution option
did not involve self-dealing because it did not involve a transaction
between the interested directors and the company. The rejection of
the dilution option was rather a refusal to have the company engage
in a transaction with an outsider, Soliman. Nonetheless, only a
wooden understanding of the law of self-dealing would deny the
concerns underlying the law of self-dealing are present here, where
the directors who are also controlling shareholders and officers are
seeking to buy the company. The fate of the interested directors'
bid depended heavily on the board's decision with respect to the
dilution option. The rejection of the dilution option, in effect, made
the management deal possible. I, thus, analyze the management
directors' action under section 144 of the Delaware Corporation Code.
[9] Section 144 states that a self-dealing transaction is not void
by virtue of self-dealing if the transaction is approved by vote of the
shareholders, or if the transaction was fair when authorized. 8 Del.
C. § 144. The dilution option was not rejected by the disinterested
directors or by the shareholders. Thus, the board's decision will be
upheld only if it was fair. Further, the defendants bear the burden
of proving fairness. See Guth v. Loft, Del. Ch., 5 A.2d 503 (1939),
aff'd, Del. Supr., 19 A.2d 721 (1941); Flieglerv. Lawrence, Del. Supr.,
361 A.2d 218 (1976). Plaintiffs, thus, state a cause of action on this
score.
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The claims arisingfrom the recommendation and approval of the
management group's $18 per share offer

Plaintiffs also claim that both the management group defendants
and the special committee defendants breached their fiduciary duties
in connection with the board's acceptance of the $18 per share
proposal. I conclude, however, that these claims arising out of the
$18 per share transactions are moot. While the facts surrounding
this transaction may be quite relevant to an assessment of the claims
of liability arising from the transaction that was accomplished, they
state no independent claim upon which relief may be granted. In
short, plaintiffs have suffered no injury from any alleged breach of
duty in recommending or approving the $18 per share transaction
because that deal was never consummated.
5.

The claims arisingfrom the revised $14.25 managemeni group offer

[10-11] Because the management group is alleged to constitute
a controlling group and is composed of directors of the corporation,
these directors would (apart from the effect of the special committee)
bear the burden of proving at trial the entire fairness of the transaction
that was consummated. The special committee, is a device, however,
that when fully and effectively implemented can lift this burden.
Citron v. E.L duPont de Nemours & Co., Inc., Del. Ch., C.A. No.
6219, Jacobs, V.C. (June 29, 1990). Nevertheless, this will only be
the case where there is a fully functional special committee. See In
re TWA ShareholdersLitig., Del. Ch., C.A. No. 9844, Allen, C. (Oct.
21, 1988), slip op. at 16-17. Where a special committee is passive
or its charter from the board unduly restricts it, the work of the
committee may be accorded no effect.
In this instance, facts are alleged that would establish that this
special committee was not given the opportunity to select from among
the range of alternatives that an independent, disinterested board
would have had available to it; it was, in effect, "hemmed in" by
the management group's actions. Under these circumstances, where,
according to the allegations contained in the amended complaint,
the management group could (and did) veto any action of the special
committee that was not agreeable to the conflicted interests of the
management directors it would be formalistically perverse to afford
the special committee's action the effect of burden shifting of which
that device is capable. Thus, I conclude that the complaint alleges,
in effect, a self-interested transaction will require the interested di-
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rectors to prove the entire fairness of that transaction to the minority
shareholders.

The outside directors stand in a different relation to the transaction. As they appear to have been financially disinterested in the
sale transaction, the scope of their duty is that referred to in Mills
Acquisition Co. v. Macmillan, 559 A.2d at 1288. While the special
committee has no per se duty to shop the company, it did have a
duty to proceed reasonably to maximize shareholder value. The
plaintiffs, in alleging that the special committee did not shop the
company and agreed to the sale of the company at a point in time,

immediately following the October 1987 market break, when its stock
price was particularly depressed (and given what preceded that agreement) have alleged circumstances that, if true, might support a
conclusion that the special committee did not act reasonably. These
allegations, therefore, may not be dismissed at this time.
6.

The disclosure claims

Plaintiffs also allege that the Supplement sent to the shareholders
in connection with the revised offer was materially misleading in
disclosing management's motivation in revising the offer. The Supplement indicated that the management bid was being lowered because financing for an offer at $18 per share could not be obtained

"on acceptable terms" after the crash. Plaintiffs, on the other hand,
contend that the management group was not really concerned with
the availability of financing, but rather was taking advantage of the
market crash to get more equity in the company for a lower price.

[12] Although management may have no general obligation to
disclose its purposes or motivation, once it undertook to disclose its
purpose in revising the offer, it had an obligation to do so truthfully
and candidly. Rubenstein v. IU International Corp., 506 F. Supp. at
315. Just what, in fact, was the motivation of the management group
is a question that must await later testimony, and thus, it is inappropriate to dispose of this disclosure claim in a motion to dismiss.

The circumstances alleged, taken together, render this allegation more
than "mere conclusions" in my opinion.

[13] I cannot agree with defendants in their assertion that plaintiffs have no standing to bring the disclosure claims because they
did not tender. In my opinion a nontendering shareholder may suffer
an injury, and therefore may state a claim upon which relief will
be granted, when, as alleged, "false information and omissions ...
led others to tender their shares." Plaine v. McCabe, 790 F.2d 742,
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746 (9th Cir. 1986). 4 This is surely true when a change in control
occurs in the tender offer. A realistic evaluation of the difference
between owning stock in a widely held firm and owning a part of
a small public minority position must recognize the real differences
that those circumstances create. See, e.g., Electronic Specialty Co. o.
InternationalControls Corp., 409 F.2d 937, 946 (2d Cir. 1969) (Friendly,
J.). Thus, fraudulent or incorrect statements made in such a tender
offer will have an effect upon a non-tendering shareholder, if relied
upon by other shareholders. Whether it is true that a non-tendering
shareholder may be injured by misrepresentations in a tender offer
made by an offeror who already has control is a different matter.
Here, however, while the management defendants plainly (as alleged)
had a blocking position and (as alleged) actual control over the board,
at 48% they did not have the voting power to cash plaintiffs out of
the corporation. They needed to acquire more votes to cash-out
plaintiffs and did so in the tender offer. Thus, in this circumstance,
the reasoning of Electronic Specialty and other federal securities cases
that confer standing on non-tendering shareholders should be followed
here as well.
The parties shall confer with respect to an implementing form
of order. Failing agreement, each party may submit a proposed form
of order.

4. See also Smallwood v. PearlBrewing Co., 489 F.2d 579, 596 (5th Cir. 1974).
cert. denied, 419 U.S. 873 (1974); Electronic Specialty Co. v. International Controls Corp.,
409 F.2d 937, 946 (2d Cir. 1969); Hundold v. United Benefit Life Ins. Co., 465 F.
Supp. 1349, 1368 (N.D. Tex. 1979); In re Commonwealth Oit/Tsoro Corp. &cznities
Litig., 467 F. Supp. 227, 242 (W.D. Tex. 1979); Blanchette v. Providence & Worcester
Co., 428 F. Supp. 347, 353 (D. Del. 1977); Huewitz v. R.B. Jones Corp., 76 F.R.D.
149, 160 (W.D. Mo. 1977); McCloskV v. Epko Shores, Inc., 391 F. Supp. 1279,
1282-83 (E.D. Pa. 1975); Gerste v. Gamble-Skogmo, Inc., 298 F. Supp. 66, 96 (E.D.N.Y.
1969).
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HARRIS v. RAPID-AMERICAN CORP.
No. 6462
Court of Chancery of the State of Delaware, New Castle
October 2, 1990
Petitioners, minority stockholders of respondent corporation, a
publicly held conglomerate, instituted this action for an appraisal
pursuant to Delaware Code, title 8, section 262, as a result of a
merger of respondent and another corporation. Specifically, petitioners claimed that a comparative valuation analysis utilizing (1) a
segmented valuation of respondent's three primary stand-alone operating segments, (2) a prospective and historical discounted returns
analysis, (3) an enterprise approach, and (4) a first-in-first-out (FIFO)
to last-in-first-out (LIFO) accounting adjustment, was the method
that most accurately reflected the going concern value of the company
at issue. Respondent took exception to the petitioner's methodology,
arguing that: (1) the segmented valuation amounted to an inappropriate liquidation analysis that should have been supplanted with an
entity approach, (2) the prospective and historical analysis was excessively speculative, and (3) the value of the minority shares should
have been determined on the freely traded minority basis rather than
on the enterprise approach.
The court of chancery, per Vice-Chancellor Chandler, held that
petitioners' appraisal analysis was the most acceptable. The court
considered the segmented valuation approach valid despite the potential presence of a liquidation value as it could always be backed
out. Additionally, although the prospective and historical approach
was deemed too speculative, the court upheld the enterprise analysis
as achieving the objective of a section 262 appraisal, which was to
value the corporation itself and not a specific fraction of shares owned
by a particular shareholder.
1. Corporations

C-- 584

Under Delaware law, both parties to a valuation dispute have
wide latitude in determining how to value a corporation.
2.

Corporations

C-

584

When comparing conglomerates for valuation purposes, such
conglomerates must be comprised of the same percentage of substantially similar businesses.
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584

Under Delaware law, a section 262 appraisal does not preclude
a segmented approach utilizing the perspective of a would be acquirer
as a method of valuation so long as distortions such as control
premiums are discounted. DEL. CODE ANN. tit. 8, § 262 (1985).
4.

Corporations

C

584

A corporate valuation analysis which includes the presence of
a liquidation value does not mandate total rejection of the analysis,
as the liquidation value can be "backed out."
5.

Corporations

C--- 584

While often accepted by the court, prospective valuation methodologies, such as discounted cash flow, do rest on a certain amount
of speculation and opinion. If nothing else, such a fact should at
least put the court on notice.
6.

Corporations

C=584

Prospective valuation methodologies are only as good as the
inputs to the model. The quality of a speculative input is central to
the reliability of the underlying methodology.
7.

Corporations

C-584

Under Delaware law, the objective of a section 262 appraisal
is to value the corporation itself, as distinguished from a specific
fraction of its shares as they exist in the hands of a particular
shareholder. DEL. CODE ANN. tit. 8, § 262 (1985).
8.

Corporations

C- 584

Under Delaware law, a dissenting shareholder is entitled to his
proportionate interest in a going concern, determined only after the
company as an entity has been valued and without further weighing
factors at the shareholder level, such as discounts to minority shares
for asserted lack of marketability.
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0-584

Delaware law forbids the valuation of an individual's shares as
freely trading minority shares. Rather, the value of a shareholder's
interest must be determined as a proportion of the corporation as a
going concern.
10.

Corporations

0-584

A company utilizing LIFO inventory accounting must disclose
in its financial statements information necessary to permit a reader
to adjust the balance sheet and income statement to a FIFO basis.
11.

Corporations

0

584

Corporate valuation methods which incorporate control premiums and liquidation values that produce inflated values do not
accurately reflect the going concern value of a corporation at issue.
12.

Corporations

0

584

When determining the value of a corporation, the corporation
itself must be appraised as distinguished from a specific fraction of
its shares as they exist in the hands of a particular shareholder.
13.

Corporations

S 584

When assessing the value of a corporation through a publicly
traded comparables analysis, a six-year time frame is an undisputably
sufficient period of time.
14.

Corporations

0

584

A comparative public companies analysis may not include control
premiums in the evaluation.
15.

Corporations

0-584

According to Delaware law, a shareholder is entitled to his
proportionate interest in a corporation, without further weighing
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factors at the shareholder level. DEL. CODE ANN. tit. 8, § 584 (1985).

16.

Corporations
Evidence

0

584

0=318(4), 352(1)

Recalculated earnings figures that were not introduced at trial
and not subject to cross-examination must be rejected as there is no
way to judge their reliability.
17.

Corporations

C=584

The court has a duty to value a corporation as an entire enterprise on a going concern basis when adjudicating a valuation
dispute.
18.

Corporations

0=584

When interest payments are required in the corporate valuation
dispute setting, only simple interest is permitted.
19.

Corporations

0

584

Under Delaware law, the costs of a valuation dispute, except
for expert witnesses and attorney's fees, shall be assessed against the
surviving corporation. DEL. CODE ANN. tit. 8, § 2620) (1985).
Stuart B. Young, Esquire, of Young, Conaway, Stargatt & Taylor,
Wilmington, Delaware; and Peter Fleming, Jr., Esquire, Eliot Lauer,
Esquire, and Benard V. Preziosi, Jr., Esquire, of Curtis, MalletPrevost, Colt & Mose, New York, New York, for petitioners.
William 0. LaMotte III, Esquire, of Morris, Nichols, Arsht &
Tunnell, Wilmington, Delaware; and Jeffrey R. Mann, Esquire, and
Tab K. Rosenfeld, Esquire, of Rubin Baum Levin Constant &
Friedman, New York, New York, for respondent.
CHANDLER,

Vice-Chancellor
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Petitioners, holders of 58,400 shares of Rapid-American Corporation ("Rapid") common stock, seek appraisal of their shares
under 8 Del. C. § 262 as a result of a merger of Rapid and R. K.
Holding Corporation into Kenton Corporation ("Kenton") that became effective January 31, 1981. The merger transaction resulted
in Rapid becoming privately held, 60% by Meshulem Riklis and
his family ("Riklis") through Kenton and 40% by American Financial Corporation ("AFC"). Pursuant to the transaction, Riklis
and AFC acquired the 53.5% of Rapid that they did not own for
approximately $28 per share. The trial of this action was conducted
on March 19-21, 1990, at which time petitioners argued the inadequacy of the $28 per share paid and that Rapid had a fair value
of $79 per share on January 31, 1981. Respondents, of course,
argued the contrary. This is the Court's determination of Rapid's
fair value on the applicable date.
I.

BACKGROUND FACTS
A.

The Merger

The merger was brought about by Kenton and AFC. Kenton
is controlled by Riklis. Petitioners allege that Rildis, who also served
as Rapid's chairman of the board and chief executive officer, planned,
as early as 1974, to take Rapid private. In support of this assertion,
petitioners recite a litany of complex transactions that can be easily
summarized.
During the period from 1973 to the beginning of 1980, Riklis,
alone and then through Kenton and AFC, acquired increasing amounts
of Rapid stock. During this same period, Rapid brought back a
great deal of its outstanding stock, thereby increasing the percentages
of outstanding stock held by Kenton and AFC. This activity, as of
January 31, 1980, resulted in Kenton and AFC owning an aggregate
of 2,435,607 shares of Rapid common stock or approximately 47.9%
of Rapid's then-outstanding 5,098,171 shares of common stock.
On April 11, 1980, Rapid announced that it had agreed to
merge into Kenton to create an entity named Rapid-American Corporation ("Rapid"). Upon the January 31, 1981, effectuation of the
merger, Rapid's common stockholders, excluding certain controlling
shareholders, received a $45 principal amount of a newly issued 10%
sinking fund subordinated debenture, due 2006, $3 in cash and an
additional $.25 in cash in consideration of the settlement of certain
class and derivative actions against Rapid concerning the merger.
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Investment bankers (Bear, Stems & Co.) retained by Rapid's special
committee, comprised of independent members of Rapid's board (the
"Transaction Review Committee" or "TRO"), found the consideration to be worth approximately $28.
The Transaction Review Committee also engaged Standard Research Consultants ("SRC") to determine, among other things, the
fairness of the proposed merger transaction to holders of Rapid
common stock. The effort was led by Arthur H. Rosenbloom ("Rosenbloom"), who was also respondents' expert trial witness.1 Respondents maintain that SRC did six months of extensive and unfettered
due diligence. This due diligence included extensive review of the
financial reports of Rapid and its divisions, interviews with Rapid
officers and bankers, as well as visits to Rapid offices and warehouses.
In its final report, SRC concluded that the consideration being paid
in the merger to Rapid's common stockholders "would result in fair
consideration" to such holders. The factors and methodologies employed by SRC in reaching this conclusion will be related after a
brief recitation of certain "background operative facts" that petitioners maintain must be considered in the valuation of Rapid as
of January 31, 1981.
B. Background of Rapid
Rapid was a publicly held conglomerate whose primary business
activities were conducted through three wholly-owned subsidiaries:
McCrory Corporation ("McCrory"), Schenley Industries, Inc.
("Schenley") and McGregor-Doniger, Inc. ("McGregor"). The three
comprised 99% of Rapid's net sales and virtually all of Rapid's
operating profits. Each of the three primary subsidiaries, along with
Rapid itself, had a full complement of executive and operating officers
and management, issued audited financial statements and had its
own debt. As a whole, Rapid was a highly-leveraged company,
capitalized with approximately 75% long- and short-term debt. The
market value of much of that debt, on January 31, 1981, however,
was carried at market value significantly below its face amount and
book value.
McCrory was Rapid's largest operating segment, comprising
approximately 63.3% of Rapid's net sales and 73.9% of Rapid's

1. At the time of trial Rosenbloom had left SRC and was
employed with the international investment banking firm of MMG Patricoff & Co.
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operating profit for the latest twelve months ended October 31, 1980.

McCrory was involved in retail merchandising. Its merchandising
activities were conducted through various subsidiaries and divisions
(including Lerner Shops (apparel); McCrory and J. J. Newberry
Stores (variety discount); OTASCO Automotive and Home Acces-

sories Stores; and Britts Department stores). Schenley, which was
engaged in the distillation, importation and sale of alcoholic beverages, was Rapid's second largest operating segment. It comprised
approximately 28.1% of Rapid's net sales and 25.4% of Rapid's
operating profit for the twelve months ended October 31, 1980.
McGregor, which manufactured and distributed men's, women's and
infants' apparel was Rapid's smallest subsidiary. It comprised approximately 8.6% of Rapid's net sales and 0.6% of Rapid's operating
profit for the latest twelve months ended October 31, 1980.
An event of purported significance, advanced by petitioners, is
the phase out of the S. Klein Stores, a department store operated
by McCrory during 1974. Petitioners maintain that the phase out
resulted in a loss to Rapid of $10.25 per share for year ended January
31, 1975, and materially affected operating results for year ended
January 31, 1976, when Rapid reported a loss of $3.68 per share.
Respondents dispute the effect that the phase out had on the 1976
results. Petitioners further contend that the negative effects of the
S. Klein phase out had ended by 1980 when Rapid reported earnings
of $4.55 per share.
Another event of significance was Rapid's decision in 1979 to
change the method of accounting for the inventories of McCrory
and Schenley from first-in-first-out ("FIFO") to last-in-first-out
("LIFO"). Due to this change, the reported earnings of McCrory
and Schenley for years ended January 31, 1979 and 1980, and for
the latest twelve months ended October 31, 1980, were based upon
LIFO inventory accounting. Thus, petitioners state, these earnings
are lower than if they were viewed on a FIFO basis. The parties
dispute how and whether adjustments, concerning the method of
accounting used, must be made to value Rapid.
Next, petitioners point to the significant capital expenditures
made by McCrory during the period before the merger. From February 1, 1978, through October 31, 1980, McCrory opened 238
Lerner Shops and dosed 21. In addition, McCrory opened 15 "prototype" McCrory variety stores. These substantial capital expenditures (and the attendant depreciation and amortization expenses) had
the purported effect of reducing McCrory's current after-tax earnings.
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At the same time, petitioners argue, these expenditures "primed"
McCrory for substantial future revenues and earnings growth.
Petitioners further contend that Rapid positioned itself for future
growth by dosing some 224 unprofitable McCrory andJ. J. Newberry
Variety Stores between February 1, 1976, and January 31, 1980.
As of January 31, 1976, a large percentage of the McCrory and J.
J. Newberry Variety Stores were evidently operating at a loss. By
dosing many of the unprofitable variety stores, the argument goes,
the McCrory division was in a better position concerning future
growth.
The petitioners also assert that the timing of the merger transaction is a significant factor. The timing of the merger transaction,
January 31, 1981, coincides with the period in which the American
economy was coming out of a recessionary period. The recession,
petitioners argue, adversely affected the growth rate of Rapid's operating subsidiaries, particularly McCrory. Which, as petitioners
contend, means that it was wholly justifiable to expect that the results
of Rapid's operating subsidiaries would improve with the general
improvement in the economic climate.
Finally, petitioners offer several reasons in support of their
characterization of Rapid as an "out-of-favor" stock. A primary
reason for this characterization was the well known fact that Riklis
intended to take Rapid private. Rapid and Riklis were also subject
to several shareholder suits and Securities and Exchange Commission
("SEC") enforcement actions. In addition, Rapid had been under
review by the New York Stock Exchange to determine whether Rapid
would be eligible for continued listing.
II.

THE VALUATION ARGUMENTS
A.

Respective Valuation Approaches

[1] Petitioners employed two methodologies in their valuation
of Rapid: discounted future returns and comparative valuation analysis. The comparative valuation analysis was conducted with publicly
traded comparables and merger and acquisition comparables. Rapid
used as their primary methodology a comparative publicly traded
company approach, comprised of two distinct subsets, an earnings
approach and a dividend approach. Rapid also employed two supplemental approaches: (a) a comparative valuation test, which measured Rapid's performance against an array of other conglomerates;
and (b) a market premium test, which measured any "going private
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premium" over Rapid's freely traded market price. Each party
approached their respective methodologies somewhat differently. The
significant differences in approach deserve comment as they factor
into my evaluation of, and conclusions about, the respective methodologies. It goes without saying that petitioners, as well as respondents, have wide latitude, under Delaware law, in determining how
to value Rapid. See Weinberger v. UOP, Inc., Del. Supr., 457 A.2d
701 (1983).
1. Retention and Due Diligence of Experts
Respondents take issue with Willamette's value conclusions because of the manner in which Willamette was retained and the manner
in which it subsequently investigated Rapid. Concerning Willamette's
retention, respondents point out that petitioners did not interview
Rapid's accountants in 1981 or any of Rapid's bankers. This is in
stark contrast to the extensive due diligence undertaken by SRC.
Respondents' attack upon the retention and due diligence of
Willamette really comes down to a lot of bark with very little bite.
To start with, there is nothing unusual about Willamette's retention
and petitioners' instructions to Willamette. Indeed, petitioners essentially instructed Willamette to value Rapid in accordance with
Delaware law. In addition, the instructions were of a general nature
so as to not constrain Willamette's independent judgment. Petitioners
dispute respondents' allegation that they acted to limit the information
provided to Willamette.
Respondents' attack upon Willamette's due diligence is potentially more serious in nature as it goes to the reliability of petitioners'
value conclusions. Willamette's due diligence is faulted, by respondents, primarily because Willamette did not interview certain people
and visit certain facilities. It is uncontested that these activities can
aid in the valuation of a company.
Respondents' most serious charges appear, however, to concern
petitioners' due diligence in connection with its discounted future
returns analysis. Because I have rejected this analysis, I will not
address whether petitioners' underlying due diligence was adequate.
As for petitioners' historical analyses, respondents' allegations do not
seem to apply. It is undisputed that Willamette relied primarily upon
Rapid data in performing these analyses.
2. Segment v. Entity Approach
[2] Willamette Management Associates, Inc. ("Willamette"),
petitioners' valuation expert, valued Rapid through valuation of
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Rapid's three primary stand-alone operating segments (factoring in
parent-level considerations at the end of the analysis). The theory
being that segment valuation was required to derive the true or
intrinsic fair value of Rapid. In support of this theory petitioners,
at trial, pointed out the disparate nature of Rapid's three primary
divisions. Rapid, as the sum of these disparate parts, the argument
goes, is a rather difficult beast to handle (or value). Petitioners'
position-that conglomerates, as inherently unique, are less comparable than their less unique segments-is persuasive. Indeed, it is
almost obvious. For conglomerates to be truly comparable, for the
present purpose, such conglomerates would have to be comprised of
the same percentages of substantially similar businesses. Petitioners'
method is further bolstered by the fact that Riklis and AFC seem
to have endorsed this view. In his deposition Riklis noted that Rapid's
value is best found in the sum of its parts. (Tr. HI, p. 114-115).
In addition, AFO employed a segment approach when doing a
valuation of Rapid for purposes of assessing its investment.
After applying the valuation methodologies to the three operating
segments and aggregating the concluded equity values, Willamette
considered value factors at the parent level. These factors included
Rapid's investments, parent-level debt, exercise of warrants and
conversion of preferred stock, as well as corporate level revenues,

assets and expenses. This last factor, Willamette explained, did not
result in additional adjustments to value.
[3] Respondents hotly object to petitioners' segment approach.
They contend that petitioners valued Rapid from the perspective of
a third party acquiring Rapid's assets, i.e., a "liquidation" or "break
up" analysis. Respondents point to testimony by Louis A. Paone
(petitioners' trial expert who is a supervisory analyst with Willamette)
in which he stated that Willamette's analysis was premised upon
viewing Rapid from the perspective of a would be acquirer. While
such a perspective may involve distortions (such as control premiums)
that would have to be backed out for the purpose of a § 262 appraisal,
there is no evidence that such a perspective is equivalent to a
liquidation analysis. Petitioners state that their determination of fair
value, like that of the financial community, is an evaluation of what
a willing buyer would pay to a willing seller for an entire enterprise
on a going concern basis.
[4] For this reason, petitioners argue, their analysis is nothing
like the liquidation approach rejected in Bell v. Kirby Lumber Corp.,
Del. Ch., 395 A.2d 730 (1978), modified, Del. Supr., 413 A.2d 137
(1980). In Bell, the dissenting shareholders urged an asset appraisal

1488

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 16

of the subject natural resource company. The analysis was based on
two separate and time-related lumber company transactions. The
Court essentially accepted the analysis but factored out an amount
for the going-concern value of the company. Id. at 737. In other
words, the inflated liquidation value inherent in the analysis was
factored out to achieve the appropriate going concern value. Willamette did no such analysis and therefore did not come up with
the inflated value this Court found in Bell. Willamette's analysis
merely "proceeds from the value of what the company is worth in
its entirety . . . [a]s if somebody were buying it." Tr. II at 68. An

improper liquidation value will be present only if one is added or
if one is inherent (such as in Bell when the analysis is based on an
actual transaction). In either case, of which there is no evidence
here, if a liquidation value is present, it can be backed out. Presence
of such a value, in turn, does not require the total rejection of the
analysis. See Bell, 395 A.2d at 737.

3.

Debt-Free Approach

Willamette conducted its analysis on a "debt-free" basis. In
each analysis, of each of Rapid's segments, Willamette determined
value without regard for the manner in which the segment was
capitalized, i.e., as if each had no debt. This resulted in finding the
value of the capital invested in the enterprise in its entirety or market
value of invested capital ("MVIC"). MVIC is the total value an
acquirer would pay all investors (debt, preferred stockholders, and
common stockholders) for a given segment.
Concerning Willamette's discounted future returns analysis, they
derived value based upon the present value of discretionary cash
flows ('debt free' free cash flow") available to service all of the
operating segment's invested capital without regard for its composition. The sum of those cash flows, discounted to present value,
plus the present value of the segment's terminal value, constitutes
the MVIC.
The debt-free approach has different justifications in the context
of Willamette's comparable valuation analysis. Petitioners contend
that the debt-free approach allowed them to compare Rapid's divisions to their respective comparable companies without the distortion of varying levels of debt. (Debt levels can, of course, be factored
in by discounting the ultimate value reached.) In other words, the
approach makes the companies more comparable. To this end, Willamette developed pricing multiples on the basis of revenues; earnings
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before interest and taxes ("EBIT"); earnings before depreciation,
interest and taxes ("EBDIT"); and tangible book value of invested
capital ("TBVIC") because, petitioners state, those fundamentals
are not distorted by discretionary capitalization decisions. Application
of these multiples to the operating fundamentals of each segment
resulted in a determination of the segment's MVIC.
Respondents have not objected to Willamette's debt-free valuation. A leading authority on business valuation has endorsed the
use of debt-free valuation methods especially where "the capital
structures of the comparative companies and the subject differ signficantly .... " S. Pratt, Valuing A Business: The Analysis and Appraisal
of Closely-Held Companies 109 (2d ed. 1989). In other words, petitioners
argue, it makes the comparative companies more comparative. Respondents did not use debt-free valuation methods.
4.

Prospective and Historical Approach

In valuing Rapid by a discounted future returns analysis and
a comparative valuation method, Willamette utilized, respectively,
a prospective and historical approach. Combining the two approaches
to reach a final valuation conclusion is a common practice that, in
theory, is not presently challenged. What respondents do vigorously
challenge is the petitioners' specific forward-looking methodology.
[5-6] While often accepted by this Court, prospective methodologies, such as discounted cash flow, do rest on a certain amount
of speculation and opinion. See In re DelawareRacing Ass'n, Del. Supr.,
213 A.2d 203, 212 (1965); Cottrell v. Pawcatuck Co., Del. Supr., 128
A.2d 225, 231-232 (1956), cert. denied, 355 U.S. 12 (1957). If nothing
else, such a fact should at least put the Court on notice. As this
Court has recently recognized "methods of valuation, including a
discounted cash flow analysis, are only as good as the inputs to the
model." Neal v. Alabama By-Products Corporation, Del. Ch., C.A. No.
8282, Chandler, V.C., slip op. at 22 (Aug. 1, 1990) (citing S. Pratt,
Valuing A Business: The Analysis and Appraisal of Closely Held Companies
84 (2d ed. 1989)). Inputs in a discounted cash flow are predictions
which are necessarily speculative in nature. The quality of these
predictions is therefore central to the reliability of the underlying
methodology. Indeed, it is these very inputs that respondents object
to.
Willamette's discounted cash flow was admittedly not based on
projections generated by McCrory, Schenley or McGregor. Willamette's conclusions were based upon general trends such as value
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line's industry-wide growth rates. This practice multiplies the already
speculative quality of a prospective methodology. Indeed, petitioners
analysis is based on more speculation than I am comfortable in
accepting. For this reason, I reject petitioners' discounted future
returns analysis.
5.

Enterprise v. Freely Traded Minority Basis Approach

Willamette purports to have valued Rapid in its entirety as if
100% of the company were being transacted, i.e., on an enterprise
basis. This is in stark contrast to respondents who, petitioners claim,
did not value Rapid at all but merely determined the "freely traded
minority interest value" of petitioners' shares. Petitioners object to
respondents' approach because it allegedly fails to value Rapid as
an entity and in its entirety. In addition, petitioners continue, the
"minority value" approach penalizes the public shareholders for
individual lack of control and permits the acquiring group to reap
a windfall at the expense of those shareholders.
Petitioners' contention that respondents valued an interest in
Rapid other than Rapid the entity in its entirety is not denied. In
their post-trial brief, in support of their methodology, respondents
state "[t]he public company approach is a preferred methodology
for determining the fair value of a freely traded minority interest."
In addition, at trial, Rapid's expert characterized the dividend analysis, also conducted by Rapid, as an appropriate approach for valuing
a distinctly minority block. Elsewhere in that same brief respondents
contend that "SRC complied with the § 262 requirement that Rapid's
minority shareholder receive the equivalent in value of the interest
in a going concern."
[7-8] The Delaware Supreme Court has recently stated that,
"the objective of a § 262 appraisal is 'to value the corporation itself,
as distinguished from a specific fraction of its shares as they exist in
the hands of a particular shareholder."' Cavalier Oil Corp. v. Hartnett,
Del. Supr., 564 A.2d 1137, 1144 (1989). The court goes on to state
that a dissenting shareholder is entitled to "his proportionate interest
in a going concern," determined "only after the company as an
entity has been valued" and without "further weighing factors at
the shareholder level, such as discounts to minority shares for asserted
lack of marketability." Id.
[9] Respondents have done exactly what Delaware law forbids,
i.e., applied a discount at the shareholder level. Id. at 1145. Instead
of determining the petitioners' proportionate (1.5 %) interest in Rapid
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as a going concern, respondents have determined the value of petitioners' shares as freely trading minority shareholders. Implicit in
this approach, signaled by respondents' labeling of petitioners as
minority shareholders, is an inequality of shareholders that contravenes the underlying objective of a § 262 appraisal. This objectiveto protect dissenting shareholders-would be diluted if minority shareholders could be punished, and majority shareholders rewarded, in
a § 262 appraisal.
6.

FIFO to LIFO Adjustment

[10] The respective approaches also differ in that petitioners
chose to make certain accounting adjustments not made by respondents. It is undisputed that for the year ended January 31, 1979,
Rapid changed the method of accounting for inventories for Mc(rory
and Schenley from first-in-first-out ("FIFO") to last-in-first-out
("LIFO"). 2 It is also undisputed that as a matter of generally accepted
accounting principles, a company utilizing LIFO inventory accounting must disclose in its financial statements information necessary
to permit a reader to adjust the balance sheet and income statement
to a FIFO basis. See M. Miller, Miller Comprehensive GAAP Guide,
"Inventory Pricing and Methods," 24.07 (1990). Accordingly, petitioners adjusted the financial statements for McCrory and Schenley
for years ended January 31, 1979, 1980 and for the latest twelve
months ended October 31, 1980, to reflect FIFO inventory and
earnings. The adjustment better allows one to compare and analyze
Rapid's financial condition and operating results from year to year.
In addition, petitioners adjusted all of the comparable companies
that reported on a LIFO basis to FIFO. These inventory accounting
adjustments, petitioners argue, are required for meaningful comparisons.
7.

Valuation Approaches Conclusion

[11] Of the methodologies employed by the parties, I find, for
reasons explained more fully below, petitioners' comparative publiclytraded companies analysis the most acceptable. For the aforementioned reasons I reject petitioners' discounted future returns analysis.

2. As explained by respondents' expert at trial, the FIFO to LIFO change
is typically made during periods of high inflation. The change depresses earnings
and consequently saves money on taxes.
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In addition, I reject petitioners' comparative merger and acquisition
companies analysis. The merger and acquisition approach necessarily
incorporates control premiums and liquidation values that produce
inflated values that do not accurately reflect the going concern value
of the company at issue. While it is true that I could determine a
method in which to back out whatever liquidation or control premium
is present, there are only so many days in the year.
[12] Respondents' analysis must be rejected for several reasons.
Foremost is the fact that respondents did not value Rapid itself, "as
distinguished from a specific fraction of its shares as they exist in the
hands of a particular shareholder." Cavalier Oil Corp., 564 A.2d at
1144. By valuing a "distinctly minority block" rather than the entire
enterprise at issue, respondents chose a path that this Court cannot
follow in an appraisal proceeding. In addition, I accept petitioners'
position that Rapid can be best valued on a debt-free basis, after
FIFO to LIFO adjustments have been made. Put simply, I am
convinced that in the present situation, valuing Rapid on a debtfree basis, after FIFO to LIFO adjustment have been made, is
necessary in doing a comparative analysis. Respondents' failure to
do either thereby contributes to my decision to disregard respondents'
value conclusion.
B.

Comparative Publicly Traded Companies Analysis
1. General Approach

The first step in doing a comparative companies analysis is to
compile a list of comparative companies. The parties agree that one
must start by identifying the most appropriate Standard Industrial
Classification ("SIC") for the subject company. A SIC list is, however, only a starting point. That list must be further refined to
achieve a more truly comparable list of publicly traded companies.
To achieve this end, petitioners developed criteria to be used in
selecting those publicly traded companies felt to be comparable. The
details of the criteria and selection process for each business segment
are outlined below.
After arriving at a list of comparable companies for each segment, petitioners' next step was to look at the financial statements
of the subsidiaries and the comparable companies and develop pricing
multiples on the basis of revenues; earnings before interest and taxes
("EBIT"); earnings before depreciation, amortization, interest and
taxes ("EBDIT") and; tangible book value of invested capital
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("TBVIC"). 3 Petitioners chose to develop pricing multiples based
on these fundamentals because, as explained earlier, they are not
distorted by discretionary decisions on capitalization. In other words,
the numbers are unaffected by varying levels of debt which are, to
a great extent, a factor of managerial discretion. Furthermore, petitioners contend, use of these operating fundamentals avoids disparities in tax circumstances, depreciation, amortization expenses
and thus permitted the evaluation of Rapid's operating subsidiaries
and their respective comparables on as even a playing field as possible.
Application of the multiples derived from the comparable companies
resulted in a determination of each segment's market value of invested
capital ("MVIC") or, described another way, the total value an
acquirer would pay all investors (debt, preferred stockholders and
common stockholders) for the segment.
[13] The publicly traded comparables analysis looked at the fiveyear average and latest twelve months ("LTM") immediately preceding the merger. The latter was given the greater weight of the
two due to petitioners' belief that it best reflected the Rapid segments
as of January 1981. The number of years used-six altogether-in
the analysis is an undisputably sufficient period of time. See Application
of Delaware Racing Assoc., Del. Supr., 213 A.2d 203, 212 (1965); In
re Olivetti Underwood Corp., Del. Oh., 246 A.2d 800, 804 (1968).
There was some dispute, at trial, over the use of certain of these
years. Respondents elicited testimony at trial to point out that petitioners' analysis includes the same Christmas twice. Respondents'
objections to this fact, if they still exist, have not, however, been
articulated or supported with evidence. I am therefore unable to
probe the issue further.
After arriving at the market value of invested capital for each
segment, the market value of senior claims-debt and preferred
equity-was subtracted to arrive at the value of common equity for
each segment. Then, finally, various parent-level considerations were
considered. These considerations cause both additions and subtractions from the aggregate common equity value of the segments.
[14] After hearing the witnesses at trial and wading through the
voluminous pre-trial and post-trial submissions, I am convinced that
petitioners' comparative public companies analysis is well thought
out and reliable. In addition, it is by far the most reliable analysis
3. Those figures that are a result of FIFO accounting methods were adjusted
to LIFO methods.
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presented in this appraisal action. For these reasons, I adopt the
analysis and its conclusions. My only modification to the analysis,
and necessarily the conclusion, is my decision, as mandated by
Delaware law, to back out the control premium added to petitioners'
value conclusions for McCrory, Schenley and McGregor. The Court
has not recomputed the analysis with its own numbers and assumptions.
Petitioners' comparative public companies analysis incorporates
a multitude of discretionary determinations. For example, what companies are truly comparable, what time frame is appropriate and
what numbers are most determinative of value, etc. I do not have
the expertise or the resources to carefully scrutinize every turn and
twist in petitioners' analysis. Suffice it to say, I have carefully
reviewed the analysis and find it, as a whole, to be thoughtfully
conducted and reasonable in its conclusions. What follows is a summary recitation of how petitioners' comparative public companies
analysis was carried out and the conclusions it produced.
2.
(a)

Valuations Per Segment

McCrory

In arriving at its initial list of companies comparable to McCrory,
petitioners searched the following SIC codes: SIC No. 5631 - Variety
Stores; SIC No. 5611 - Department Stores; SIC No. 5631 - Women's

Accessories and Specialty Stores; SIC No. 5621 - Women's Ready
to Wear Stores; and SIC No. 5651 - Family Clothing Stores. Some
160 publicly traded companies were found under these classifications.
Based on the following criteria, petitioners narrowed the list to 12
companies:
(1) Revenues at or greater than $200 million.
(2) Eighty percent or more of revenues were derived from
variety/discount retail merchandising.
(3) The companies primarily leased their stores.
(4) Companies whose variety/discount department stores
carried primarily "upscale" merchandise were excluded.
(5) Retail grocers and shoe stores were excluded.
(6) Stores were geographically diversified across the United
States with the variety/discount department stores having
a concentration in the eastern United States.
(7) Foreign corporations were excluded.
(8) The stock of the company had to be actively traded.
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The following twelve companies that each, more or less, fit the above
criteria were chosen: The Gap Stores, Inc. ("Gap"), The MillerWohl Company, Inc. ("Miller"), Petrie Stores Corporation ("Petrie"), Ames Department Stores, Inc. ("Ames"), Jamesway Corporation ("Jamesway"), King's Department Stores, Inc. ("King"),
K Mart Corporation ("K Mart"), G. C. Murphy Company ("Murphy"), S. E. Nichols, Inc. ("Nichols"), Rose's Stores, Inc.
("Rose's"), F. W. Woolworth Company ("Woolworth") and Zayre
Corporation ("Zayre").
(i) EBIT
The first MVIC to be determined was for earnings before interest
and taxes ("EBIT") during the last 12 months ("LTM"). The LTM
multiples for the 12 comparable companies ranged from 3.2 to 6.7
with a mean of 5.0 and median of 4.7. These numbers exclude
King's which was thought to have an unusually high multiple of
7.7. In trying to determine the appropriate multiple, petitioners found
no useful relationship between historical or projected EBIT growth
and the EBIT multiples. For this reason petitioners took a closer
look at the multiples of several of the comparable companies. One
such company was Zayre which petitioners claim to be the most like
McCrory in terms of size and line of business. Zayre had a multiple
of 6.3. Several of the larger revenue companies had similar multiples-5.8 (K Mart) and 6.7 (Woolworth). Four other companiesMiller, Murphy, Rose's and Zayre-that, like McCrory, were experiencing improving earnings had an average multiple of 4.7. Considering all of the above, petitioners chose a multiple of 5.5. McCrory's
EBIT/LTM of $145,007,000 times 5.5 yields an indicated MVIC of
$797,539,000.
The next MVIC to be determined was for McCrory's five-year
average EBIT. The multiples for the five-year average EBIT for the
comparable companies ranged from 3.4 to 7.7 with a mean of 5.6
and a median of 5.7. Again, no meaningful relationship between
historical or projected EBIT growth and the EBIT multiples was
found. Looking to several individual companies, petitioners found
that Zayre had a multiple of 7.7 and that the large revenue companies
had multiples of 6.4 (K Mart) and 7.1 (Woolworth). The four
comparative companies with improving revenues had an average
multiple of 5.6. Taking these numbers into consideration, 6.5 was
chosen as the multiple. McCrory's five-year average EBIT of
$126,358,000 multiplied by 6.6 yields an indicated MVIC of
$821,327,000.
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EBDIT

The process that resulted in the MVIC for EBIT was then
repeated for earnings before depreciation/amortization, interest and
taxes ("EBDIT"). The LTM EBDIT multiples for the comparable
companies ranged from 2.7 to 5.3 with a mean of 4.2 and a median

of 4.1. Petitioners found a relationship between the MVIC/LTM
EBDIT and projected EBDIT growth. Based on that relationship,
petitioners came up with a multiple of 4.0. The petitioners believed,
however, that the factors of profitability and size were too important
to ignore. Petitioners noted that K Mart, Zayre and Woolworth all
had multiples of 4.9. In addition, the group of five comparables with
improving earnings had an average multiple of 4.6. Taking these
numbers into consideration, 4.6 was chosen as the multiple. Mc-

Crory's LTM EBDIT of $167,651,000 multiplied by 4.6 yields an
indicated MVIC of $771,195,000.
The five-year average EBDIT multiples ranged from 2.9 to 5.7
with a mean of 4.6 and a median of 4.9. Petitioners found no
relationship between historical or projected growth and EBDIT multiples of the comparable companies. Again, petitioners looked to
those companies deemed most comparable to McCrory. Zayre-the
company deemed most comparable-had a multiple of 5.7. K Mart
and Woolworth had multiples of 5.5 and 5.6 respectively. The five
comparables with improving earnings had an average multiple of
4.4. Evidently giving more weight to the multiple for Zayre and the
large revenue companies, petitioners chose a multiple of 5.5.
McCrory's five-year average EBDIT of $144,606,000 multiplied by
5.5 yields an indicated MVIC of $795,333,000.
(iii) Revenues
Next petitioners compared revenues. Multiples of the comparable
companies produced from the LTM revenues ranged from 0.12 to

0.81 with a mean of 0.33 and a median of 0.26. A good relationship
was found between these multiples and revenue returns. Petitioners
felt that McCrory's multiple should be at the high end due to
McCrory's heavy apparel emphasis. In retail, apparel supposedly
produces higher revenue margins. Apparel accounts for 65% of
McCrory's operating profits, as opposed to 9.4% for Zayre. Based
on this reason and the relationship found between the return on
revenues and multiples of the comparable companies, petitioners
chose a multiple of .45. McCrory's LTM revenues of $1,619,714,000
multiplied by 0.45 yields an indicated MVIC of $728,871,000.
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For the five-year average revenues, multiples ranged from .13
to 1.01 with a mean of .41 and a median of .35. A good relationship
between the multiples of the comparables and revenue returns was
found. For this reason and the reasons stated in the previous paragraph, petitioners chose 5.5 as the appropriate multiple for fiveyear average revenues. McCrory's five-year average revenues of
$1,515,549,000 multiplied by 5.5 yields an indicated MVIC of
$833,552,000.

(iv)

TBVIC

Finally, petitioners compared latest quarter tangible book value
of invested capital ("TBVIC"). The multiples ranged from .56 to
2.07 with a mean of 1.0 and a median of .84. A good relationship
was found between the multiples and EBIT and EBDIT return on
TBVIC. Petitioners chose a somewhat lower multiple, however,
because of McCrory's higher degree of leverage. Petitioners felt that
a multiple of 1.40 was appropriate. McCrory's latest interim TBVIC
of $457,283,000 multiplied by 1.40 yields an indicated MVIC of
$640,196,000.
(v)

Conclusion

After completing the MVIC/EBIT, MVIC/EBDIT, MVIC/Revenues and MVIC/TBVIC computations, petitioners averaged the
LTM and five-year averages. Because of purported changes in the
retail industry over the past five years, petitioners afforded the greatest
weight to indicated values from LTM fundamentals. The averages
with this weighting are as follows:
MVIC/EBIT
LTM
5-YR
Weighted Average

$797,539,000
$821,327,000
$805,000,000

MVIC/EBDIT
LTM
5-YR
Weighted Average

$771,195,000
$795,333,000
$780,000,000

MVIC/Revenues
LTM
5-YR
Weighted Average

$728,871,000
$833,552,000
$760,000,000
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MVIC/TB VIC
$640,000,000
Petitioners then weighted and averaged the conclusions stated
above. The earnings based approaches were accorded the greatest
weight. MVIC/TBVIC was accorded the least weight because it is
most relevant when a company's assets are going to be liquidated.
McCrory, of course, is a going concern and must be valued as such.
This fact does not, however, preclude limited use of numbers most
relevant in the liquidation context. See Bell v. Kirby Lumber Corp.,

supra; Weinberger v. UOP, supra. Finally, considerable weight was
placed on the MVIC/Revenues due to the strong relationship between

MVIC/Revenues and returns on revenues. Taking these considerations into account, petitioners arrived at an indicated publicly traded
MVIC value of $760,000,000 as of January 31, 1981, for McCrory.
To arrive at the figure relevant to the appraisal-indicated
publicly traded equity ("PTE") value of equity owned by Rapidpetitioners had to subtract the market value of debt not owned by
Rapid. The market value of interest-bearing debt was $328,430,000
and the market value of preferred stock not owned by Rapid was
$7,386,000. After subtracting these values, McCrory's indicated PTE
value of equity owned by Rapid is $424,184,000.
The $424,184,000 value does not, according to petitioners, represent McCrory's value for the purpose of this proceeding. Petitioners
state that "[b]ecause the indicated PTE value of $424,189,000 was
derived from comparison to publicly traded companies, it represents
the value of Rapid's equity investment in McCrory as if it were a
minority interest. They go on to state that the addition of a "control
premium" is appropriate because of their duty to determine the fair
value of Rapid on an enterprise, or control basis. Petitioners then
refer to the various prerogatives of control that make a controlling
interest more valuable than a minority interest. For McCrory, petitioners arrived at a control premium of 45 % after looking at control
premiums paid for companies during 1980. Applying a control premium of 45% to McCrory's indicated PTE value of $424,184,000
results in an indicated value of $615,100,000 (rounded).
[15] I accept nothing more than petitioners' indicated PTE value
of $424,184,000 because petitioners have not demonstrated that addition of a control premium is anything but a contravention of
Delaware law. To hold otherwise would be inconsistent with the
underlying concept of a § 262 proceeding, i.e., that petitioners are
entitled to their proportionate interest in the company, without further
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weighing factors at the shareholder level. Cavalier Oil Corp., 564 A.2d
at 1144.

(b)

Schenley

Petitioners determined that Schenley most closely resembled SIC
No. 2085-distilled, rectified and blended liquors. Approximately
twenty publicly traded companies fit this classification. The initial
list of twenty was then narrowed by applying the following criteria:
1. Revenues over $75.0 million.
2. Eighty percent or more of revenues derived from the
production, importation and sale of alcoholic beverage.
3. The company had to be incorporated in Canada, its
primary market had to have been the United States.
4. The stock of the company had to be actively traded.
The following four companies that each, more or less, fit the above
criteria were: Bacardi Corporation ("Bacardi"), Brown-Foreman
Distillers Corporation ("Brown-Foreman"), Glenmore Distilleries
Company ("Glenmore") and The Seagram Company, Ltd. ("Seagram's").
Petitioners found the four companies to be very comparable to
Schenley. The most obvious reason being that all four are involved
in the manufacture and distribution of alcoholic beverages. Of the
four, Brown-Foreman was deemed the most comparable in terms of
size and product mix. Brown-Foreman's LTM revenues were $732.5
million compared to Schenley's $621.3 million (as adjusted). Both
Schenley and Brown-Foreman's alcoholic beverages were primarily
whiskey with certain wine products. Petitioners acknowledge that
Bacardi was the least comparable of the four companies. This was
primarily because Bacardi's central product, rum, was experiencing
some of the highest growth of the products available in the alcoholic
beverage industry.
(i)

EBIT

The first MVIC to be determined was for LTM EBIT. The
multiples for LTM EBIT for the four comparable companies ranged
from 4.5 to 9.3, with a mean and median of 6.8. After finding no
useful relationship between either historical or projected EBIT growth
and the EBIT multiples, petitioners looked to the individual comparables. Brown-Foreman's (considered to be the most comparable
to Schenley) MVIC/EBIT multiple was 5.5. Schenley, petitioners
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acknowledge, was much less profitable than Brown-Foreman. Glenmore, on the other hand, who had revenue returns below Schenley's
and TBVIC returns only slightly above Schenley's, had a multiple
of 4.5. Based on an analysis of these comparisons, petitioners selected
a multiple of 5.0. Schenley's LTM EBIT of $57,867,000 multiplied
by 5.0 produces an indicated MVIC of $289,335,000.
The multiples for five-year average EBIT ranged from 6.6 to
12.9, with a mean of 9.7 and a median of 9.9. Again finding no
useful relationship between either historical or projected EBIT growth
and the EBIT multiples, petitioners looked to the individual companies. Schenley's profitability on a five-year average was below
average and below Brown-Foreman's. Brown-Foreman's multiple was
7.9. In addition, Schenley experienced almost no growth in EBIT
over the five-year period compared with 23.2% median growth in
EBIT of the comparative publicly traded companies. After deciding
that Schenley's five-year average EBIT multiple should be lower
than those exhibited by the comparative companies, petitioners chose
a multiple of 7.0. Schenley's five-year average EBIT of $55,415,000
multiplied by 7.0 produces an indicated MVIC of $387,905,000.
(ii)

EBDIT

The multiples for LTM EBDIT ranged from 4.3 to 8.7, with
a mean of 6.4 and median of 6.3. Again, a good relationship between
growth and MVIC/EBDIT was not found. Based on the same analysis
conducted for the MVIC/LTM EBIT method, petitioners selected
a multiple of 4.7, which is below Brown-Foreman's (5.3), due to
Schenley's lower profitability, but above Glenmore (4.3) who experienced profitability below or equal to Schenley and was appreciably
smaller. Schenley's LTM EBDIT of $62,913,000 multiplied by 4.7
produces an indicated value of $295,691,000.
The multiples for five-year average EBDIT ranged from 6.0 to
12.1, with a mean of 9.0 and median of 9.1. Petitioners found no
useful relationship between either historical or protected EBDIT
growth and the five-year average EBDIT multiples. Based on the
factors used to arrive at the MVIC/five-year average EBIT, petitioners found a multiple of 6.5 to be appropriate. Although BrownForeman's MVIC/five-year average EBDIT multiple was 7.5, petitioners noted that Schenley's EBDIT growth (1.6%) was considerably lower than the median EBDIT growth for the comparables
(21.3%). Schenley's five-year average EBDIT of $59,920,000 multiplied by 6.5 produces an indicated MVIC of $389,480,000.
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(iii) Revenues
The multiples for LTM revenues ranged from .28 to 1.35, with
a mean of .93 and a median of 1.08. Excluding Bacardi, a good
relationship was found between these multiples and EBIT and EBDIT
return on revenues. Based on this relationship, petitioners chose .55
as the appropriate multiple for Schenley's LTM revenues. Schenley's
LTM revenues of $621,291,000 multiplied by .55 produces an indicated MVIC of $341,710,000.
The multiples for five-year average revenues ranged from .32
to 1.73 with a mean of 1.16 and a median of 1.33. As with LTM
revenues, a good relationship (excluding Bacardi) was found between
these multiples and five-year average EBIT and EBDIT return on
revenues. Because Schenley's revenue growth over the five-year period was negative 1.4%, petitioners chose what they characterize as
a relatively low multiple of 5.5. Schenley's five-year average revenues
of $646,014,000 multiplied by .55 produced an indicated MVIC of
$355,308,000.
(iv) TBVIC
The multiples for TBVIC ranged from .74 to 3.60, with a mean
of 1.81 and median of 1.49. Petitioners found a fairly consistent
relationship between these multiples and EBIT and EBDIT return
on TBVIC. In addition, Schenley's leverage, as measured by interestbearing debt ("IBD")/TBVIC ratio, was .24, which was close to
the average of the comparative companies' median of .29. Based on
this relationship, petitioners selected a multiple of .80. Schenley's
latest interim TBVIC multiplied by .80 produced an indicated MVIC
of $408,394,000.
(v) Conclusion
After completing the MVIC/EBIT, MVIC/EBDIT, MVIG/Revenues and MVIC/TBVIC computations, petitioners averaged the
LTM and five-year averages. Because of purported changes in the
retail industry over the past five years, petitioners gave the greatest
weight to indicated values from LTM fundamentals. The averages,
with this weighting, are as follows:
Method
MVIC/EBIT:
LTM

Indicated MVIC Value
$289,335,000
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$387,905,000
$320,000,000

MVIC/EBDIT:
LTM
Five-Year Average

$295,691,000
$389,480,000
$325,000,000

MVIC/Revenues:
LTM
Five-Year Average

$341,710,000
$355,308,000
$345,000,000

MVIC/TBVIC:

$408,394,000

Next, petitioners determined the relative weights to be accorded
the four methods. The greatest weight was given to the earnings
based approaches (revenues, EBIT and EBDIT). TBVIC was given
the least amount of weight due to its focus on a company's worth
after liquidation of assets. With these general considerations in mind,
petitioners concluded that Schenley's indicated publicly traded MVIC
value was $350,000,000. To determine the indicated value of Rapid's
investment in Schenley, petitioners deducted the market value of
Schenley's interest-bearing debt. As of January 31, 1981, Schenley
did not have any preferred stock outstanding. Petitioners determined
that Schenley's indicated value of common equity, as of January 31,
1981, to be $241,277,000.
Petitioners' final step of adding a 20% control premium has,
for reasons stated previously, been rejected.
(c)

McGregor

In arriving at its initial list of companies comparable to McGregor,
petitioners searched the SIC codes: No. 2311-Men's, Youths' and
Boys' Suits, Coats and Overcoats; No. 2321-Men's, Youths' and
Boys' Shirts and Nightwear; No. 2323-Men's, Youths' and Boys'
Neckwear; No. 2327-Men's, Youths' and Boys' Separate Trousers;
No. 2341-Women's, Misses', Childrens' and Infants' Underwear
and Nightwear; No. 2344-Brassieres, Girdles and Allied Garments.
Approximately 110 companies fit into these categories and were

publicly traded. From this list eight companies were chosen based
on the following criteria:
(1) Revenues over $200 million.
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(2) No more than 20% of revenues derived from one customer.
(3) Manufacturers apparel, predominantly men's and boys'.
(4) No retailing operations accounting for 20% or more of
revenues.
(5) Foreign corporations were excluded.
(6) The companies' stock must be actively traded.
The following twelve companies that each, more or less, fit the above
criteria were chosen: Cluett, Peabody and Co., Inc. ("Cluett"),
Damon Creations, Inc. ("Damon"), Hampton Industries, Inc.
("Hampton"), Munsingwear, Inc. ("Munsingwear"), Palm Beach
Incorporated ("Palm Beach"), Farah Manufacturing Company, Inc.
("Farah"), V.F. Corporation ("V.F.") and Warnaco, Inc. ("Warnaco").
In applying its comparable publicly traded companies' approach,
petitioners did not use LTM operating results in the valuation of
McGregor. Petitioners present several reasons for this decision. First,
petitioners felt profitability, particularly in the LTM, had been so
depressed following the 1979 acquisition of McGregor as to not
indicate future earnings levels. Secondly, McGregor's and the industry's volatility made the five-year average a more reliable figure.
This reasoning is acceptable and has not been seriously challenged
by respondents.
(i)

EBIT

The multiples for five-year average EBIT ranged from 4.3 to
7.4, with a mean of 5.8 and a median of 5.9. Petitioners found a
strong relationship between the EBIT and EBDIT multiples and
recognition and/or quality of trademarks of the apparel manufactured
by the company. Considering this along with the profitability of the
comparables, petitioners chose a multiple of 5.5. McGregor's fiveyear average EBIT of $7,794,000 multiplied by 5.5, yields an indicated MVIC of $42,867,000.
(ii)

EBDIT

The multiples for five-year average EBDIT ranged from 3.8 to
6.3, with a mean of 5.0 and median of 5.3. Based on the same
analysis as in the five-year average EBIT method, petitioners selected
a multiple of 5.0. McGregor's five-year average EBDIT of $9,806,000
multiplied by 5.0 yields an indicated MVIC of $49,030,000.
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Revenues

The multiples for five-year average revenues ranged from 0.41
to 0.64, with a mean of 0.49 and a median of 0.48. In addition to
the trademark relationship, petitioners found a good relationship
between MVIC multiples and return on revenues. Looking to these
relationships, a multiple of 0.30 was chosen. McGregor's five-year
average revenues of $184,404,000 multiplied by 0.30 yields an indicated MVIC of $55,323,000.
(iv)

TBVIC

The TBVIC multiples ranged from 0.56 to 1.31, with a mean
of 0.87 and a median of 0.78. Petitioners found a good relationship
between these multiples and EBIT and EBDIT return on TBVIC.
This relationship indicates that McGregor's multiple would be in
the 0.55-0.75 range. McGregor's below average leverage and recognized trademarks, however, caused petitioners to select a multiple
of 0.70. Applying a multiple of 0.70 to McGregor's latest interim
TBVIC of $69,327,000 yields an indicated MVIC of $48,529,000.
(v)

Conclusion

The methods were then weighted as they had been for McCrory
and Schenley. Petitioners concluded that McGregor's indicated publicly traded MVIC value was $49,000,000. After subtracting -the
market value of McGregor's interest-bearing debt, petitioners found
the indicated value of equity owned by Rapid to be $33,269,000 as
of January 31, 1981. Again, I reject petitioners' addition of a 30%
control premium to the above value.
3.

Parent-Level Considerations

After aggregating the concluded equity values for the operating
segments, petitioners factored in the parent level considerations. The
starting point is the sum of the concluded equity values of the
operating segments, without the addition of the control premiums$698,730,000. The first subtraction was for Rapid's interest-bearing
debt ($269,417,000) and the second was for Rapid's preferred equity
($74,142,000). The result being:
Total Value

$698,730,000

Less:

Interest-Bearing Debt

(269,417,000)
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Preferred Stock
Equity Value Before
Additional Considerations

(74,142,000)
$355,171,000

Next, petitioners added the value of Rapid's investment in ILC
($9,600,000), the proceeds from the exercise of Rapid's and McCrory's common stock purchase warrants ($190,091,000) and the
proceeds from the exercise of the March 1981 warrants ($10,620,000).
The result of these additions being:
Equity Value Before
Additional Considerations
Investment in ILC
Rapid Warrants
March 1981 Warrants
Total

$355,171,000
9,600,000
190,091,000
10,620,000
$565,482,000

The final step is to then divide by the shares outstanding (11,115,360)1
to arrive at a $51 per-share indicated value.
Respondents, however, take great issue with petitioners' determination of parent-level expenses. Concerning Rapid's corporate level
revenues, assets and expenses-which petitioners concluded were a
wash-respondents maintain that they amount to more than
$68,000,000 in expenses over the last five fiscal years. Respondents
point out that while petitioners claim to have considered these expenses, they offered, at trial, no evidence to support the assertion
that these items "did not result in additional adjustments to value."
Petitioners' Post-Trial Memorandum at 36. In valuing Rapid as a
whole, respondents argue, petitioners should have allocated parentlevel revenue and expenses to McCrory, Schenley and McGregor,
if it wished to view these major subsidiaries as the equivalent of the
entire company.
Respondents also argue that petitioners failed to account for
"substantial intangible assets," found on Rapid's consolidated balance sheet, which were attributable to the three subsidiaries (mainly
Schenley). Respondents contend that these intangible assets should
have been allocated to, and deducted from, the capital of McCrory,

4. Shares outstanding assuming exercise of McCrory March 1991 warrants,
Rapid warrants and conversion of Rapid preferred.
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Schenley and McGregor in arriving at the TBVIC of each. Because
these computations were not performed, the argument goes, petitioners arrived at inflated values for McCrory, Schenley and McGregor
and, in consequence, for Rapid as a whole.
In the spirit of cooperation, respondents corrected petitioners'
"overstatements" by making the aforementioned allocations. Pro
forma values for EBIT, EBDIT and revenues were computed by
allocating Rapid's accounts to McCrory, Schenley and McGregor
on the basis of their relative contribution to the total of their revenues.
Pro forma values of TBVIC were computed by subtracting intangible
assets on Rapid's balance sheet to McCrory, Schenley and McGregor
from their respective "stand alone" values of TBVIC. After capitalizing the resulting pro forma values of EBIT, EBDIT, revenues
and TBVIC, respondents arrived at value conclusions substantially
lower than those arrived at by petitioners.
[16] Respondents' recalculation of the McCrory, Schenley and
McGregor earnings figures must, however, be rejected. As petitioners
point out, the recalculations were not introduced at trial and have
not been subject to cross-examination. For this reason, I have no
way of judging their reliability, especially in light of petitioners'
response to the calculations.
[17] I similarly must disregard respondents' argument that parent-level intangibles should have been allocated to, and deducted
from, the invested capital of McCrory, Schenley and McGregor in
arriving at the TBVIC of each. In this regard, I accept petitioners'
position that Rapid's parent-level tangible assets cannot be "pushed
down" to Rapid's subsidiaries without pushing down corresponding
amounts of shareholders' equity. Because additions to the equity
account would be identical to the value of the intangible asset (goodwill) which is subtracted from total capital, there would be no effect
on petitioners' MVIC/TBVIC method. Regardless, respondents have
not convinced the Court that amortization of parent-level goodwill
is even an appropriate consideration in the present context. Standard
accounting practice appears to recognize goodwill only if it can be
objectively determined by an event or transaction, such as the purchase or sale of a business. Fess & Warren, Accounting Principles 407
(16th ed. South-Western Publishing Co.) (citing Opinions of the Accounting Principles Board, No. 17, "Intangible Assets," para. 29 (New
York: American Institute of Certified Public Accounts, 1970)). Recognition in the present context would, therefore, be especially in-
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appropriate in light of the Court's duty to value the entire enterprise
on a going concern basis. See Weinberger, supra; Cavalier, supra.
In addition, I accept petitioners' determination that Rapid's
parent-level revenues, assets and expenses amounted to a wash and
need not be added or subtracted to the parent-level consideration.
Petitioners and respondents testified to various assets and expenses
at the parent level. These included certain expenses such as parentlevel compensation and expenses as well as costs incurred in defending
the unusually high number of lawsuits in which Rapid was involved.
On the asset side, I heard testimony about the rather substantial
McCrory art collection as well as other identifiable parent-level expenses. Petitioners' determination that these assets and expenses
effectively cancel each other out is reasonable and has not been
contradicted by respondents' evidence.
4.

Interest

[18] The parties have stipulated to an interest rate of 12.75%.
The parties did not stipulate and do not agree, however, as to whether
such interest should be simple or compound. This determination is
thereby left to the discretion of the Court. 8 Del. C. § 262(h). Upon
review of petitioners' arguments, I choose not to depart from this
Court's standard practice of allowing only simple interest. See Neal
v. Alabama By-Products Corporation, supra; Pinson v. Campbell-Taggart,
Inc., Del. Ch., C.A. No. 7499, Jacobs, V.C. (Feb. 28, 1989); Charlip
v. Lear Siegler, Inc., Del. Ch., C.A. No. 5178, Walsh, V.C. (July
2, 1985); Francis L duPont & Co. v. Universal Studios, Inc., Del. Oh.,
343 A.2d 629 (1975).
III.

CONCLUSION

[19] The fair value of the petitioners' shares subject to this
appraisal was $51 per share on January 31, 1981. Petitioners shall
be entitled to simple interest upon that amount at the stipulated rate
of 12.75%, payable from the date of the merger to the date of
payment. The costs of this proceeding, other than expert witness
costs and attorneys' fees, shall be assessed against the surviving
corporation. 8 Del. C., § 2620).
An Order consistent with this Memorandum Opinion has been
entered.
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IN THE COURT OF CHANCERY OF THE STATE OF
DELAWARE IN AND FOR NEW CASTLE COUNTY

)

HARRIS, et al.,

)
Petitioners,

)

)
) Civil Action No. 6462

v.

)

RAPID-AMERICAN CORPORATION,)
Respondent.

)
)

ORDER
For the reasons set forth in this Court's Memorandum Opinion

entered in this case on this date, it is
ORDERED, ADJUDGED AND DECREED:
(1) That the fair value of petitioners' common stock in respondent Rapid-American Corporation on January 31, 1981, was $51
per share.
(2) That respondent Rapid-American Corporation shall pay to
the petitioners the fair value of petitioners' common stock subject
to appraisal in this proceeding ($51 per share), together with simple
interest thereon at the rate of 12.75% per annum from January 31,
1981, until the date of payment, in accordance with 8 Del. C. §
262(i).
(3) The costs of this proceeding are assessed against respondent
Rapid-American Corporation, pursuant to 8 Del. C. § 2620).

HEINEMAN v. DATAPOINT CORP.
No. 7956

Court of Chancery of the State of Delaware, New Castle
October 9, 1990

The plaintiff in this derivative action challenged the defendant
board of directors' approval of $15 million in payments to themselves
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and to officers of defendant Datapoint Corporation (Datapoint).
Plaintiff alleged that these payments constituted waste of assets and
should be invalidated because they were made by the individual
defendants in an effort to entrench themselves to a position of control
of Datapoint. In response, Datapoint moved to dismiss the complaint
on the grounds that it failed to allege facts that, if true, state a claim
upon which relief may be granted and that the complaint failed to
state with particularity facts excusing a pre-suit demand upon the
defendant directors.
The court of chancery, per Chancellor Allen, held that the
complaint sufficiently alleged facts that stated a litigable claim for
waste and implicated all directors in the wrong alleged, thereby
excusing pre-suit demand by the shareholders. The court denied
defendants' motion to dismiss as to the claim of waste and the issue
of demand. However, the court concluded that the complaint failed
to sufficiently allege a claim of entrenchment and dismissed that
claim.
1. Pleading

C= 360

Pretrial Procedure

C= 622, 624

Generally a Rule 12(b)(6) motion may be granted only when
under no state of facts reasonably foreseeable under the allegation
of the complaint would the plaintiff be entitled to relief. DEL. CH.
CT. R. 12(b)(6).
2.

Pretrial Procedure

C=- 624, 680, 687

When considering a Rule 12(b)(6) motion, all inferences that
would favor the sufficiency of the complaint are accepted by the
court. DEL. CH. CT. R. 12(b)(6).
3.

Pleading

C= 353

When considering a Rule 12(b)(6) motion, the court need not
accept mere conclusions of fact not supported by specific allegations.
DEL. CH. CT. R. 12(b)(6).
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C=310(1)

In passing upon a claim of waste of corporate assets, a court
must decide whether what the corporation has received is so inadequate in value that no ordinary sound business judgment would
deem it worth that which the corporation has paid.
5.

Corporations

0

203, 320(5)

The legal test for a Rule 23.1 motion is whether plaintiff has
alleged with particularity facts that, if true, create a reasonable doubt
that (1) the directors are disinterested and independent, or (2) the
challenged transaction was otherwise the product of a valid business
judgment. DEL. CH. CT. R. 23.1.
6.

Corporations

0=203, 206(4), 320(5)

Under Delaware Chancery Court Rule 23.1, the court cannot
excuse demand unless the well-pleaded facts create a reasonable doubt
that the business judgment rule applies to the board's actions. DEL.
CH. CT. R. 23.1.
7.

Corporations

C--206(4), 320(5)

A board of directors' approval of a self-dealing transaction raises
a reasonable doubt about whether the business judgment rule protects
the board's action, thereby excusing the demand requirement.
Joseph A. Rosenthal, Esquire, of Morris, Rosenthal, Monhait &
Gross, P.A., Wilmington, Delaware; and Ernest T. Kaufman, Esquire, of Los Angeles, California, for plaintiff.
Robert J. Katzenstein, Esquire, Clark W. Furlow, Esquire, and
Vicki A. Hagel, Esquire, of Lassen, Smith, Katzenstein & Furlow,
Wilmington, Delaware, for defendant Datapoint Corporation.
R. Franklin Balotti, Esquire, Gregory P. Williams, Esquire, Joseph
J. Bodnar, Esquire, and Matthew J. Ferretti, Esquire, of Richards,
Layton & Finger, Wilmington, Delaware, for individual defendants.
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Chancellor

The complaint in this derivative action is against the eight
individuals who at the relevant time comprised the board of directors
of Datapoint Corporation. It challenges the board's approval of
payments totalling $15 million to themselves and to officers of the
company. It is alleged that these payments were authorized in the
shadow of an impending hostile effort to win control of the corporation
and are invalid both because they constituted waste of assets and
because they were motivated for their enhancement effect.
Pending is a motion to dismiss the complaint on the ground
that it fails to allege facts that if true state a claim upon which relief
may be granted (Rule 12(b)(6)) and on the ground that it fails to
state with particularity facts excusing a pre-suit demand upon the
directors themselves (Rule 23.1).
For the reasons that follow the motion will be denied on both
grounds except as to the purported claim based upon an entrenchment
theory. The complaint, while skeletal, does in my opinion allege
facts that state a litigable claim for waste and does allege facts that
.sufficiently implicate all directors in the wrong alleged as to excuse
pre-suit demand upon them.
I.
The pleadings of the complaint can be summarized briefly:
6. "In recent months one or more attempts have been
made to remove 'the directors and management' of Datapoint from office. Defendants have been advised that a
further effort of this kind is in process."
7. "In response to their threatened removal as directors
and/or officers ... the individual defendants announced
on or about February 27, 1985, that they had implemented
a plan whereby more than $15 million of the company's
cash had been utilized for the purchase of special benefits
for themselves .... .
8. "[A]pproximately $13.1 million in cash was transferred
from the accounts of the company to a so-called trust account ....
The monies placed in the so-called trust account
are to be paid over to certain officers and directors . ..
pursuant to employment and/or severance arrangements
they have established for themselves."
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9. "To further accomplish the objections set forth in paragraph seven ... the individual defendants caused the
company to expend $2.1 million cash ...for the purchase

of annuities, payable to themselves upon their termination
as members of the board of directors."
10. "The actions of the individual defendants ... served

no valid business or corporate purpose and were undertaken
solely to entrench

. . .

without any consideration or benefit

flowing to Datapoint whatsoever ...."
11. "The acts and transactions set forth above constitute
conversion, waste and spoilation

....

"

II.
[1-3] I turn, first to defendants' motion under 12(b)(6). Such
a motion may be granted, generally, only when under no state of
facts reasonably foreseeable under the allegation of the complaint
would plaintiff be entitled to relief. Morgan v. Wells, Del. Ch., 80
A.2d 504 (1951). The test is liberally construed in order to give
effect to the philosophy of notice pleading that underlies modern
rules of procedure. Thus, all inferences that would favor the sufficiency of the complaint are accepted on such a motion. Delaware State
Troopers Lodge v. O'Rourke, Del. Ch., 403 A.2d 1109 (1979); Vale v.
Atlantic Coast & Inland Corp., 99 A.2d 396 (1953). There is an outer
limit to this solicitude to plaintiffs at this primary stage however.
That limit commands that on such a motion the court need not
accept mere conclusions of fact not supported by specific allegations.

Grobow v. Perot, Del. Supr., 539 A.2d 180, 187 n.6 (1988). The
distinction between conclusions of fact and specific facts, which can

appear clear in some instances (e.g., "defendant was negligent")
may quite often appear hazy (e.g., "the price was below market for
goods of that type"). Thus, judicial evaluation of the substance of
the pleadings seems inevitable to some extent in ruling on a 12(b)(6)
motion. In that effort we ought not lose sight of the generally lenient

standards that are
Applying this
does allege briefly
fails in its attempt

appropriate.
test I conclude that the complaint very plainly
but sufficiently a claim for corporate waste, but
to allege an entrenchment claim.
A.

[4] In passing upon a claim of waste of corporate assets a court
must decide whether "what the corporation has received is so in-
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adequate in value that no ordinary sound business judgment would
deem it worth that which the corporation has paid." Grobow v.Perot,
Del. Supr., 539 A.2d 180, 189. This inquiry, of course, compels
the court to examine the facts of the particular situation. Saxe o.
Brady, 184 A.2d at 610. Even assuming that payments complained
about here did serve a valid business purpose, it is virtually impossible
to determine on the pleadings that the value received by the corporation for the particular payment is such as to preclude a finding
of waste as a matter of law. Nor do I consider that the allegations
constitute "mere conclusion" of fact. The amount of the payments,
the circumstances and the size of the company suffice to meet a
higher test. Accordingly, defendant's motion to dismiss for failure
to state a claim must be denied.
B.
I cannot conclude that the complaint alleges a claim of entrenchment that could conceivably justify the entry of a judgment
in plaintiff's favor. Such a claim has two elements; the first is proof
of a corporate action that has the effect of protecting the tenure of
corporate directors by one means or another; the second is proof
that that action was motivated primarily or solely for the purpose
of achieving that effect. The second element of such a claim presents
precisely the type of conclusion that is hard to know, easy to make
and difficult to prove or disprove. Thus it presents the very sort of
situation in which the judicial gloss concerning pleading of conclusions
is most apt. Here, however, I need not engage in that type of
analysis. Rather I conclude the complaint fails sufficiently to allege
the first element of a claim of entrenchment.
The complaint alleges that Datapoint has 20,000,000 shares
outstanding and had a market price per share of $20 or $400,000,000
market capitalization. It alleges payments of $15 million or less than
3% of the market capitalization. Proof of these facts could not support
a final judgment that the acts complained would act as a material
deterrent to either a proxy or consent contest (the form of contest
the complaint alleges was to occur) or even to a cash tender offer,
given their modest proportions, when viewed in context.
III.
[5-6] I turn then to the Rule 23.1 motion. The legal test is
whether plaintiff has alleged with particularity facts that, if true,
create a reasonable doubt that 1) the directors are disinterested and
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independent or 2) the challenged transaction was otherwise the product of a valid business judgment. Aronson v. Lewis, Del. Supr., 473
A.2d 805, 814 (1984). Under Rule 23.1 the court cannot excuse
demand unless the well-pleaded facts create a reasonable doubt that
the business judgment rule applies to the board's actions. Grobow,
539 A.2d at 187.
The complaint alleges that demand was excused because "[a]ll
the individual defendants have a personal financial interest in the
acts and transactions alleged herein." Defendants seek to divide the
transactions into two and to challenge the allegation of futility with
regards to the severance agreements only. They say that those agreements benefitted only the two officer-directors of the corporation, so
the agreements could have been approved by a disinterested majority
of the board.'
Plaintiff's complaint, however, is most easily read as asserting

that the board's approval of the severance agreements and the annuities was part of a single transaction in which the board voted
some benefits to itself and some benefits to the officers of the corporation. On this view the board may be interested with respect to
the plan which is comprised of two elements.
The question is whether this argument is consistent with the
facts alleged in the complaint. In analyzing this question, I am
mindful that the plaintiff has not had the benefit of discovery. See
Grobow, 539 A.2d at 186-87.
[7] These paragraphs dearly do charge that the board approved
the different payments as part of a single transaction. This would
unquestionably be a self-dealing transaction. It goes without saying
that board approval of a self-dealing transaction raises a reasonable
doubt about whether the business judgment rule protects the board's
actions. Therefore, demand is excused under the second prong of
the Aronson test.
If a review of the actual facts would show that these two aspects
of the complaint are in fact and should in law be treated as completely
1. The complaint itself does not indicate whether the benefits are limited to
these two directors; it states simply that the money was to be paid to "certain
8). In this respect the complaint is perhaps
officers and directors." (Complaint
intentionally vague. I will accept defendants' characterization of the facts because
this statement does not clearly indicate that the agreements benefitted a majority
of the directors, and it is plaintiff's burden to so allege. Moreover, the terms
"employment and/or severance arrangements," normally refer to agreements with
employees, not directors, implying that the severance agreements applied only to
the officer-directors.
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independent, then that may be shown in an application for summary
judgment. At this stage it seems apparent to me that defendants'
motion to dismiss should be denied. IT IS SO ORDERED.

JOHN HANCOCK CAPITAL GROWTH MANAGEMENT,
INC. v. ARIS CORP.
No. 9920
Court of Chancery of the State of Delaware, New Castle
August 24, 1990
Plaintiff, John Hancock Capital Growth Management, Inc.
(Hancock), held 333,333 shares of defendant Texstyrene Corporation
(Texstyrene, now doing business as Aris Corporation), preferred
stock. In 1988, Texstyrene sold its principal assets to Scott Paper
Company. Hancock claimed that the sale of assets injured Texstyrene
shareholders because it precluded an alternative transaction in which
Texstyrene would have repurchased its outstanding bonds at a twentyfive percent discount. Hancock alleged that the defendant board of
directors' decision not to repurchase the bonds constituted either
gross negligence or a breach of their duty of loyalty. In response,
the defendants moved for summary judgment, stating that, as a
matter of law, the board's decision was protected by the business
judgment rule.
The court of chancery, per Vice-Chancellor Jacobs, held that
the defendant board's decision was protected by the business judgment rule and granted the motion for summary judgment. The court
dismissed Hancock's assertions and found that (1) defendants' decision to sell did constitute board action, (2) the defendants were
not grossly negligent, and (3) breach of loyalty claims against the
directors must be dismissed for lack of proof.
1. Judgment

02:181(2)

A summary judgment motion will be granted only if there is
no genuine issue as to any material fact and the moving party is
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Judgment

CT.

R. 56(c).

0-181(2), 181(4)

The party seeking summary judgment has the burden of proving
that there is no genuine issue as to any material fact, and all doubts
will be resolved against the moving party.
3.

Corporations

0

310(1)

The business judgment rule creates the presumption that a board
of directors acted in good faith, on an informed basis, and in the
best interests of the corporation.
4.

Corporations

C--= 310(1)

The business judgment rule shields directors from personal liability and their decision from judicial scrutiny.
5.

Corporations

0=310(1)

When the business judgment rule is applied, the court will not
substitute its own notions of what is or is not sound business judgment.
6.

Corporations

C=314(1), 320(8)

In order to prevail on a breach of loyalty claim, the plaintiff
must show that a majority of the directors had selfish interests that
were potentially adverse to the interests of the corporation and its
shareholders.
7.

Corporations
Judgment

0=310(1), 320(11)
C= 181(15)

When plaintiff fails to adduce evidence that five of the nine
members of a board of directors had conflicting personal interests
in a transaction, the protection of the business judgment rule is
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appropriate, and the defendants are entitled to summary judgment.

Lawrence A. Hamermesh, Esquire, Kenneth J. Nachbar, Esquire,
and Alan J. Stone, Esquire, of Morris, Nichols, Arsht & Tunnell,
Wilmington, Delaware, for plaintiff.
John H. Small, Esquire, Joseph Grey, Esquire, of Prickett, Jones,
Elliott, Kristol & Schnee, Wilmington, Delaware, for defendants.
JACOBS,

Vice-Chancellor

This action arises out of the sale by defendant Texstyrene Corporation ("Texstyrene") of its principal assets to Scott Paper Company in 1988.1 The plaintiff, which holds 333,333 shares of Texstyrene
preferred stock, has sued Texstyrene and its then-directors, 2 alleging
that the Scott Transaction injured Texstyrene's shareholders by precluding an alternative transaction in which Texstyrene would have
repurchased most or all of its outstanding 13%T bonds (the "bonds")
at a 255 discount. The plaintiff claims that the defendant directors'
decision not to repurchase the bonds was the product of gross negligence or breach of loyalty. The defendants have moved for summary
judgment on the ground that as a matter of law the board's decision
not to repuichase the bonds is protected by the business judgment
rule. This is the decision of the Court on the defendant's summary
judgment motion.
The plaintiff argues as follows. In April of 1988, Texstyrene
had the opportunity to repurchase all, or almost all, of its bonds at
a 25%o discount. That opportunity, however, was lost when the
Texstyrene board decided to enter into the Scott Transaction. 3 The

1. That transaction will be referred to in this Opinion as the "Scott Transaction." The defendant, now known as Aris Corporation, will be referred to as
"Texstyrene," which was the corporation's name at the time of the events that
form the subject of this action.
2. The nine defendant directors are Warren F. Florkiewcz, James M. Har-

rison, James K. Makrianes, Jr., Eriberto Scocimara, John R. Sloan, Jere W.
Thompson, John P. Thompson, Jon 0. Underwood, and Melville B. Wier.
3. The Scott Transaction also resulted in the release of approximately $2.5

million in debt guarantees given to Texstyrene by the Philp Company, a corporation
owned by two of the director defendants, Jere and John Thompson, and members
of their family. The record shows that the liquidation value of Texstyrene was such
that there was never any real danger that Philp would have to make good on its
guarantee.
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bond indenture required that absent the consent of a majority of the
bondholders, the proceeds of the Scott Transaction would have to
be used to pay off the bonds. Stated differently, to consummate the
Scott Transaction without paying off the bondholders, the consent
of a majority of the bondholders was required. Texstyrene induced
the bondholders to give their consent by (i) increasing the interest
rate on the bonds, (ii) paying the bondholders over $2.5 million in
cash, and (iii) issuing stock warrants to them. Such actions, plaintiff
alleges, increased the market value of the bonds, thereby necessarily
precluding their repurchase at a substantial discount. As a consequence, it is claimed, the shareholders were monetarily damaged.
For purposes of this motion, the plaintiff's factual allegations
will be accepted as true. The question presented is whether the
business judgment rule applies to the directors' decision to pursue
the Scott Transaction in place of the bond repurchase. I find that
it was.
[1-5] A summary judgment motion will be granted only if "there
is no genuine issue as to any material fact and that the moving
party is entitled to a judgment as a matter of law." Oh. Ct. Rule
56(c). The party seeking summary judgment has the burden of
satisfying this standard, and all doubts will be resolved against the
moving party. Brown v. Ocean Drilling & Exploration Co., Del. Supr.,
403 A.2d 1114, 1115 (1979); Tomczak v. Morton Thiokol, Inc., Del.
Ch., C.A. No. 7861, Hartnett, V.C. (Apr. 5, 1990), Mem. Op. at
18. Where applicable, the business judgment rule creates a presumption that the board, in approving the transaction, acted in good
faith, on an informed basis, and in the best interests of the corporation. Aronson v. Lewis, Del. Supr., 473 A.2d 805, 812 (1984).
As a result, the business judgment rule shields the directors from
personal liability and their decision from judicial scrutiny. Revlon,
Inc. v. McAndrews & Forbes Holdings, Inc., Del. Supr., 506 A.2d 173,
180 n.10 (1986). In such circumstances, the "Court ... will not
substitute its own notions of what is or is not sound business judgment." Sinclair Oil Corp. v. Levien, Del. Supr., 280 A.2d 717, 720
(1971).
The plaintiff advances several reasons why the board's actions
should not be entitled to business judgment rule protection. These
arguments are now addressed.
The plaintiff first contends that the abandonment of the bond
repurchase did not constitute board action, but, rather, amounted
to board inaction, because the board never explicitly determined not
to repurchase the bonds. For that reason, plaintiff argues, that decision is not protected by the business judgment rule. See Aronson,
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473 A.2d at 813. I cannot agree. The board did explicitly approve
the Scott Transaction. It is'also undisputed that the Scott Transaction
had the effect of precluding the bond repurchase, at least for a period
of time. Therefore, by approving the Scott Transaction, the board
implicitly rejected the bond repurchase. For present purposes, that
implicit decision constituted board action. See Kelly v. Bell, Del. Supr.,
266 A.2d 878, 879 (1970); In re Chdsea Exchange Corp., Del. Oh.,
159 A. 432, 436 (1932).
The plaintiff next argues that the board was grossly negligent,
because it did not consider the alternative of repurchasing the bonds.
That argument, however, is not cognizable in this instance. Texstyrene's Certificate of Incorporation contains a provision, expressly
authorized by 8 Del. C. §102(b)(7), that eliminates director liability
for acts of gross negligence. At oral argument, plaintiff's counsel
conceded that that Certificate provision forecloses a gross negligence
claim. Consequently, the plaintiff is left only with its claim that the
directors violated their duty of loyalty.
[6] To prevail on its breach of loyalty claim, the plaintiff must
show that a majority of Texstyrene's directors had selfish interests
that were potentially adverse to the interests of Texstyrene and its
shareholders. See Haber v. Bell, Del. Ch., 465 A.2d 353, 358 (1983).
The plaintiff contends that eight of the nine directors had such
conflicts of interest. As to four of those directors, however, that claim
must be rejected, because no evidence is presented to support it.
Those four directors, together with James R. Makrianes, who is the
sole director against whom the plaintiff raises no disloyalty claim,
constituted a majority of the Texstyrene board. Therefore, the allegation that a majority of the directors had conflicting or adverse
interests, is legally insufficient.
The breach of loyalty claim against four of the nine directorsJere W. Thompson, John P. Thompson, Eriberto Scocimara, and
John R. Sloan-rests upon their alleged involvement in transactions
involving companies substantially owned by defendants John and
Jere Thompson.4 Those Thompson-related companies were engaged
in certain transactions involving Drexel Burnham Lambert, Incorporated ("Drexel"), as investment banker. It is claimed that these
four directors would have gained financially if those deals were

4. Mr. Sloan owned interests in some of those companies, and was vice
president of one of them, and Mr. Scocimara regularly consulted for one of the
Thompson owned companies.

