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ZIMMERMAN v. HOME SHOPPING NETWORK, INC.
No. 10,911
ROCHESTER CONVERTIBLE GROWTH FUND v. HOME
SHOPPING NETWORK, INC.
No. 10,919
Court of Chancery of the State of Delaware, New Castle
August 14, 1990
(Revised August 30, 1990)
Plaintiffs were holders of convertible subordinated debentures
issued by defendant. The original conversion price was reset on the
advice of the underwriter for the offering to a price tied to the market
price of defendant's common stock. A dramatic drop in the price of
that stock resulted in an increase in the number of shares of common
stock into which the debentures could be converted. Pursuant to a
fraud suit against the underwriter brought by the defendant in a
separate action, the defendant issued legended shares upon the conversion of the debentures advising that the shares may be canceled
in the event that the defendant prevailed in the separate action
against the underwriter. The plaintiffs in this action alleged that
placement of the legend upon the shares issued upon conversion of
the debentures severely reduced the marketability and the market
value of the shares and the debentures. Plaintiffs sought declaratory
and injunctive relief preventing further legending of the shares and
requiring defendant to remove the legend from any legend-bearing
shares owned by members of the plaintiff class.
The court of chancery, per Vice-Chancellor Jacobs, granted
plaintiffs' motion for summary judgment. The court held that the
indenture entered into by defendant conferred upon debenture holders
an absolute and unconditional right to convert the debentures in
accordance with that instrument. In addition, the court held that
the plaintiffs were bona fide purchasers and held the securities free
of adverse claims, such as the claims against the underwriter pending
in the separate action.
The court granted plaintiffs' motion for class certification, holding that the plaintiffs satisfied the requirements of Rule 23(b) because
the prosecution of separate actions would create the risk of inconsistent
adjudications and because common questions of law and fact predominate over questions affecting only individual plaintiffs.
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0=246, 260

The assertion by an issuer of a contingent right to divest debenture holders of disputed shares represents an "adverse claim"
by the issuer with respect to those shares. DEL. CODE ANN. tit. 6,

§ 8-302(2) (1983).
2.

Securities Regulation

C-296

Section 8-302 of the U.C.C. entitles debenture holders who are
bona fide purchasers to hold their securities free of any adverse
claims. DEL. CODE ANN. tit. 6, § 8-302(3) (1983).
3.

Securities Regulation

0=296

To the extent that holders of convertible debentures are bona
fide purchasers, the conversion rights of such purchasers cannot be
burdened by legended shares claiming a contingent right by the
issuer to cancel the shares. DEL. CODE ANN. tit. 6, § 8-302(3) (1983).
4.

Securities Regulation

C--296

Under the "shelter rule" of U.C.C. section 8-301(1), debenture
holders who purchased their securities from bona fide purchasers
take free from claims of a contingent right to cancel the shares. DEL.
CODE ANN. tit. 6, § 8-301(1) (1983).
5.

Securities Regulation

C=296, 297

The protection of the "shelter rule" of U.C.C. section 8-301(1)
can be defeated only where a debenture holder was a party to fraud
or illegality affecting the security or who, as the prior holder of the
certificated security, had notice of an adverse claim. DEL. CODE ANN.
tit. 6, § 8-302(4) (1983).
6.

Contracts

0= 276

Securities Regulation

C=, 296
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Indenture section requiring holders of twenty-five percent in
principal amount of debentures to make request to trustee to bring
suit for any alleged violations of indenture governs contractual claims
arising under the indenture, but does not govern noncontractual
claims based upon the U.C.C., the Delaware General Corporation
Law, or common law fraud.
7.

Securities Regulation

296

Under U.C.C. section 8-302(1), bona fide purchaser status applies to those who purchase securities (1) for value, (2) in good faith,
(3) without notice of any adverse claims, and (4) who take delivery
pursuant to Delaware Code Annotated title 6, section 8-302(1)(a)(c). DEL. CODE ANN. tit. 6, § 8-302(1) (1983).
8.

Securities Regulation

C-- 246

The term "good faith," when used in Delaware Code, title 6,
section 8-302(1), means honesty in fact in the conduct or transaction
concerned. DEL. CODE ANN. tit. 6, § 1-201(19) (1983).
9.

Securities Regulation

C-246

An "adverse claim" includes a claim that a particular adverse
person is the owner of or has an interest in the security. DEL. CODE
ANN. tit. 6, § 8-302(2) (1983).
10.

Securities Regulation

C=246, 296

The assertion of a claim to partial equitable ownership of a
right inherent in convertible debentures, i.e., the absolute and unconditional right to convert the face amount of the debentures into
a set amount of shares of common stock, is an adverse claim to
ownership of the shares.
11.

Judgment

0:=668(3), 706

The decision of a court in a prior action to which the parties
to the present action were not joined as parties nor given adequate
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notice nor had the opportunity to assert their claims does not bind
the parties in the present action nor preclude them from asserting
the claims alleged in their complaint.
12.

Parties

C-9

To have a class certified under Delaware Court of Chancery
Rule 23, the moving party must satisfy all of the requirements of
Rule 23(a) and at least one of the requirements of Rule 23(b). DEL.
CH. CT. R. 23.
13.

Equity

0=3, 15

Where equitable jurisdiction exists of a class member's claims,
the Delaware Court of Chancery is empowered to entertain legal
claims of other class members arising out of the same controversy.
14.

Equity

0-39(2)

Once jurisdiction is properly obtained by the Delaware Court
of Chancery, it may decide the entire controversy, even though that
may involve granting a purely legal remedy.
15.

Parties

C--12

Delaware Court of Chancery Rule 23(a) first requires that to
be certified, a class must be so numerous that joinder of all members
is impracticable. DEL. CH. CT. R. 23(a).
16.

Parties

0-12

No precise enumeration of class members is required as a condition for certification, nor does any particular number of class
members determine whether joinder is impracticable.
17.

Parties

C=10

In determining whether to certify action as class action, factors
to be considered include geographical diversity of the class members,
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the nature of the action, the size of individual claims, and whether
personal jurisdiction can be obtained over some members of the class.
Courts also look to whether the class members can be easily identified
and located and the type of relief sought by the named plaintiffs.
18.

Parties

C---12

In determining whether to certify a class action where the claims
involve holders of nationally traded securities, numerosity is often
inferred.
19.

Parties

C-11

A change in claimant's status from holder of a security to seller
during the litigation at bar does not deprive the claimant from
membership in a class consisting of all persons who held the security
as of a specified date prior to the initiation of suit.
20.

Securities Regulation

C-296

The fact that a claimant purchased additional securities after
the date on which notice was given as to an adverse claim against
the securities does not affect the claimant's status as a bona fide
purchaser with regard to securities purchased before that date.
21.

Parties

C-:-9, 12

Delaware Court of Chancery Rule 23(b)(3) has been called the
"damage class action" because it authorizes a single lawsuit for
monetary redress on behalf of numerous persons having similar
disputes with the defendant, where economies of time, effort, and
expense would be achieved by representative group litigation. DEL.
CH. CT. R. 23(b)(3).
22.

Parties

C;-9, II

A damage action may be certified under Delaware Court of
Chancery Rule 23(b)(3) where the questions of law or fact common
to the members of the class predominate over any questions affecting

1991]

UNREPORTED CASES

1675

only individual members, and a class action is superior to other
available methods for the fair and efficient adjudication of the controversy. DEL. CH. CT. R. 23(b)(3).
23.

Parties

C-10

If an action is certified under Rule 23(b)(3), class members are
entitled to receive actual notice and a right to opt out of the litigation.
DEL. CH. CT. R. 23(b)(3).
A. Gilchrist Sparks, Esquire, and Alan J. Stone, Esquire, of Morris,
Nichols, Arsht & Tunnell, Wilmington, Delaware, for plaintiffs Werner Zimmerman and Mirjam Zimmerman.
Wayne N. Elliott, Esquire, Michael Hanrahan, Esquire, and Elizabeth M. McGeever, Esquire, of Prickett, Jones, Elliott, Kristol &
Schnee, Wilmington, Delaware; and David Parker, Esquire, Stephen
M. Schultz, Esquire, and Martin D. Sklar, Esquire, of Kleinberg,
Kaplan, Wolff & Cohen, P.C., New York, New York, for plaintiffs
Rochester Convertible Growth Fund and Rochester Growth Fund,
Inc.
Henry N. Herndon, Esquire, P. Clarkson Collins, Jr., Esquire,
Lewis H. Lazarus, Esquire, Thaddeus J. Weaver, Esquire, and Neal
C. Belgam, Esquire, of Morris, James, Hitchens & Williams, Wilmington, Delaware; and Charles Wachter, Esquire, of Fowler, White,
Gillem, Boggs, Villareal and Banker, P.A., Tampa, Florida, for
defendant.
JACOBS,

Vice-Chancellor

Presently pending are (1) the plaintiffs' motions for summary
judgment and for class certification, and (2) the defendant's motion
to dismiss the complaint. All motions have been briefed and were
argued on April 30, 1990. This is the Opinion of the Court on those
motions. For the reasons set forth in Part II, infra, the plaintiffs'
motions for partial summary judgment will be granted, and the
defendant's motion to dismiss will be denied. For the reasons set
forth in Part III, infra, the plaintiffs' motion for class certification
will be granted, subject to the determination of one certificationrelated issue after further briefing.
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PROCEDURAL BACKGROUND AND PERTINENT FACTS

The plaintiffs, Werner and Mirjam Zimmerman (the "Zimmerman plaintiffs"), and Rochester Convertible Growth Fund and
Rochester Growth Fund (the "Rochester plaintiffs"), are present
and former holders of 5 1/2% Convertible Subordinated Debentures
due April 22, 2002 (the "Debentures") of defendant Home Shopping
Network, Inc. ("HSN"). HSN, a Delaware corporation with its
principal place of business in St. Petersburg, Florida, is the largest
televised sales retailer in the United States.
On April 22, 1987, HSN issued $100 million of the Debentures
with a conversion price of $25.80, pursuant to an Indenture entered
into with Bankers Trust Company as Indenture Trustee (the "Indenture"). The Indenture set forth the terms of the Debentures,
including conversion rights, which are the subject of Article Twelve
of that instrument.
The underwriter for the Debenture offering was Drexel Burnham
Lambert, Inc. ("Drexel"). HSN claims that shortly after the Debentures were issued, Drexel told HSN that unless the $25.80 conversion price was reset, HSN would not achieve its goal of developing
a long term equity market in Europe. HSN claims that Drexel
induced it to enter into a Supplemental Indenture, which was executed on May 15, 1987. The Supplemental Indenture reset the
conversion price to the lower of (i) $25.80 or (ii) 20% of the average
of the last reported sales prices of HSN common stock for the last
30 trading days ending on the trading day immediately prior to
April 22, 1988 (the "reset provision"). Ultimately, as a result of a
dramatic drop in HSN's stock market price, the conversion price
was reset at $7.05 per share pursuant to the reset provision.
Resetting to a lower conversion price increased the number of
HSN common shares into which the Debentures could be converted.
At the original $25.80 conversion price, a Debenture holder would
have received approximately 38 shares of HSN common stock for
each $1000 face amount of Debentures. At the much lower $7.05
reset conversion price, that same holder would receive approximately
141 common shares, or 103 additional shares (the "Excess Shares"),
by virtue of the reset provision.
On April 18, 1988, four days before the reset conversion price
was to take effect, HSN filed, in the United States District Court
for the Middle District of Florida, a fraud action against Drexel and
certain Drexel officials. In that action, HSN charged the defendants
with having fraudulently advised HSN to modify the original In-
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denture conversion terms, and to enter into the Supplemental Indenture that provided for the lower reset conversion price. The
Florida complaint further alleged that Drexel also conspired with
other persons to manipulate and depress the market price of HSN
common stock during the 30 days prior to the April 22, 1988 reset
date.' HSN did not join the public Debenture holders, either individually or as a class, in the Florida action.
Shortly after instituting the Florida action, HSN issued a press
release and notice to all Debenture holders. The notice stated, inter
alia, that HSN had requested the Florida Court to declare null and
void, and to rescind, the reset provisions contained in the Supplemental Indenture. The notice pertinently stated that:
HSN intends to honor all provisions of the Indenture and
the Supplemental Indenture including, without limitation,
the reset provision contained in the Supplemental Indenture
until such time as a court finally determines whether the
Supplemental Indenture should be rescinded and the reset
provision nullified. Until such a final determination is made,
the Company intends to affix an appropriate legend to stock
certificates representing that number of shares of HSN
Common Stock issued upon conversion of the Convertible
Debentures which exceed the number of shares which would
have been issued at the original conversion price of $25.80.
The legend will identify such shares as ones which may be
canceled in the event that the Company prevails in the
lawsuit and the original conversion price of $25.80 per share
of HSN Common Stock is reinstated.
In its amended Florida complaint, HSN requested the Florida
Court to enjoin Drexel from transferring Debentures held by it, to
rescind and declare the Supplemental Indenture null and void, and
to reinstate the original $25.80 conversion price. HSN also sought
a "preliminary declaratory judgment" that it (HSN) was entitled to
place a notice legend on the so-called "Excess Shares" and that such
legending would not constitute a default under the Indenture. In

1. Although Bankers Trust, as Indenture Trustee, was not charged with any
wrongdoing, it was joined as a defendant in order to afford HSN the relief it sought
against the Drexel defendants. As discussed more iully, infra, Bankers Trust neither
represented nor stood in privity with the public Debenture holders in the Florida
action.
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response, Bankers Trust, as Indenture Trustee, requested the Florida
Court to issue a preliminary injunction preventing HSN from legending any stock issued upon conversion of the Debentures.
By order dated October 11, 1988, the Florida Court issued a
preliminary ruling (i) denying Bankers Trust's motion for a preliminary injunction against the legending of Excess Shares, and (ii)
determining preliminarily that HSN's "proposed legending of the
contested shares will not constitute a default under the indenture
agreement." Home Shopping Network, Inc. v. Drexel Burnham Lambert,
2
Inc., Case No. 88-532-Civ.-T-15B (M.D. Fla., Oct. 11, 1989) (Order).
Thereafter, and despite being advised by the American Stock
Exchange that the legended shares would not be allowed to trade
with unlegended common shares on that Exchange, HSN caused the
following legend to be affixed to all certificates representing Excess
Shares of HSN common stock issued upon conversion of the Debentures:
NOTICE
On April 18, 1988, HSN filed a lawsuit in the United
States District Court in Tampa, Florida against, among
others, Drexel Burnham Lambert Incorporated, Michael
Milken, certain other named and unnamed defendants and
Bankers Trust as Trustee under the Indenture dated April
22, 1987 and the Supplemental Indenture dated May 15,
1987 relating to $100 million of HSN's Eurodollar 5 1/2%
Convertible Subordinated Debentures due April 22, 2002.
HSN has requested in the lawsuit that the reset provision
contained in the Supplemental Indenture be rescinded and
declared null and void as a result of fraud, misconduct,
and unenforceability. If HSN should prevail in this lawsuit,
and if the Court grants the equitable relief requested by
HSN, the shares of stock represented by this certificate may
be canceled without further notice.
On June 16 and June 21, 1989, the plaintiffs filed these two
actions against HSN in this Court. The plaintiffs alleged that HSN's

2. On August 11, 1989, the Florida action was transferred to the Southern
District of New York and assigned to District Judge Milton Pollack by the Judicial
panel on Multidistrict Litigation. The result was to consolidate the Florida action
with the In re Ivan F. Boesky Securities Litigation, (MDL Dkt. No. 732) multidistrict
proceedings pending in the Southern District of New York.
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placement of the legend upon the Excess Shares issued upon conversion of the Debentures had severely reduced the marketability
and the market value of both the Excess Shares and the Debentures.
The plaintiffs sought declaratory and injunctive relief preventing
further legending of HSN common shares and requiring HSN to
remove the legend from any legend-bearing shares owned by members
of the plaintiff class. In Civil Action No. 10,911, the Zimmerman
plaintiffs assert claims for relief under Section 508 of the Indenture
and under 6 Del. C. § 8-302 and other provisions of the Delaware
Uniform Commercial Code ("UCC"), which confer certain rights
upon bona fide purchasers ("BFP") of investment securities. In Civil
Action No. 10,919, the Rochester plaintiffs assert those same causes
of action, and also certain statutory and common law claims, and
claims under other provisions of the Indenture. As earlier stated,
the Debenture holders were not parties to, and their interests were
not otherwise represented in, the Florida action.
HSN then moved to dismiss or stay these Delaware actions in
favor of the Florida action. By Opinion dated September 1, 1989,
this Court ruled that: (i) these (Delaware) actions would not be
dismissed on grounds of laches or equitable estoppel, because neither
defense was applicable, and (ii) these actions would be stayed to
allow the plaintiffs to seek relief in the Florida action. The decision
to stay these actions was based solely upon principles of comity.
This Court deemed it appropriate to afford the Florida Court, whose
order led to the legending of the shares, the opportunity to reconsider
its decision and its impact upon the public Debenture holders who
had been adversely affected by the ruling, but who had not been
parties before that Court. The stay was granted on the assumptions
that the court, in which the Florida action was pending (i.e., the
Southern District of New York, see note 2, supra) would permit the
plaintiffs to intervene in that action and assert their claims. This
Court pointedly stated that if that assumption were not correct, the
plaintiffs would be entitled to seek to dissolve the stay. Zirmmerman
v. Home Shopping Network, Inc., Del. Ch., Nos. 10,911 & 10,919,
Jacobs, V.C. (Sept. 1, 1989, revised Sept. 11, 1989).
Thereafter, the plaintiffs attempted to intervene in the pending
Boesky Securities Litigation in the Southern District of New York, and
HSN filed a cross motion to return the HSN action to Florida. In
an Opinion dated January 30, 1990, District Judge Milton Pollack
denied both motions. In re Ivan F. Boesky Securities Litigation, 129
F.R.D. 89 (S.D.N.Y. 1990). Judge Pollack held that while this
Court's concern for promoting comity was "in every respect appro-
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priate," the Southern District of New York had "no interest in
hearing the pioposed Intervenors' discrete claims, which are so tangential, if not completely unrelated, to the proceedings and concerns
of MDL Dkt. No. 732." Boesky, 129 F.R.D. at 96.
Since May, 1988, HSN has repurchased nearly $60 million of
principal amount of the Debentures, which have continued to sell
at prices below their face value. HSN's repurchases enabled it to
realize a significant profit. The plaintiffs contend that HSN obtained
such profit because of its wrongful actions in challenging its own
Debenture reset conversion price, thereby causing the Debenture
holders to jettison their securities due to the legend cloud created
by HSN.
Shortly after Judge Pollack denied the plaintiffs' motion to
intervene in the Boesky proceedings, the plaintiffs asked this Court
to dissolve the stay of these actions. That motion was granted, and
the parties then took discovery and briefed the plaintiffs' summary
judgment motion which had previously been filed but remained
dormant during the pendency of the stay. The parties also briefed
the plaintiffs' motion for class certification and HSN's motion to
dismiss. All motions were argued on April 30, 1990.
II. THE PLAINTIFFS' MOTIONS FOR SUMMARY
JUDGMENT AND HSN'S MOTION TO DISMISS
The plaintiffs in these actions seek an order (i) declaring the
legending of shares invalid, (ii) enjoining any future legending of
the so-called Excess Shares, (iii) directing the issuance of unlegended
certificates in place of those that are currently legended, and (iv)
awarding an accounting and money damages. In their motions for
summary judgment, the plaintiffs claim entitlement to that relief on
various grounds. In its motion to dismiss, HSN contends that, as
a matter of law, the plaintiffs are entitled to no relief. Because both
motions involve the same subject-the plaintiffs' entitlement to relief
against the legending-those motions are addressed in this Part II.
For the reasons now discussed, I conclude that the plaintiffs are
entitled as a matter of law to prevail on their claims under Section

508 of the Indenture and under the BFP provisions of the UCC.
Therefore, it is unnecessary to address the plaintiffs' other proffered

grounds for relief.
A. The Claim Under Section 508 of the Indenture
Plaintiffs first contend that HSN's placement of the notice legend

upon the Excess Shares violated Section 508 of the Indenture, which
provides:
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Notwithstanding any other provision in this Indenture, the
Holder of any Security or coupon shall have the right, which
is absolute and unconditional, to receive payment of the principal of (and premium, if any) and (subject to Section 307)
interest on such Security or payment of such coupon on
the respective Stated Maturities expressed in such Security
or coupon (or, in the case of redemption at the option of
the Company or the Holder, on the Redemption Date) and
to convert such Security in accordance with Article Twelve, and to
institute suit for the enforcement of any such payment and right to
convert, and such rights shall not be impaired without the consent
of such Holder. (emphasis added)
Section 508 thus confers an absolute and unconditional right to
convert the Debenture "in accordance with Article Twelve." Section
1201 of Article Twelve (which Article is entitled "Conversion of
Securities") provides that the Debentures "may be converted at the
principal amount thereof, into fully paid and nonassessable shares
of Common Stock at the Conversion Price, determined as hereinafter
provided, in effect at the time of the conversion." Section 1201 also
defines the Conversion Price, which was $25.80 in the original
Indenture, but which as a result of the Supplemental Indenture
amendment, was reset to a price determined by a formula described
in the following new subsection (m) to Section 1204:
(m) The Conversion Price as otherwise in effect shall automatically be reset on April 22, 1988 (the "Reset Date")
to equal the lower of (A) the Conversion Price then in
effect or (B) 120% of the average of the last reported sales
prices of the Common Stock for the 30 trading days ending
on the trading day immediately prior to the Reset Date
and the Company shall promptly notify the Trustee in
writing of the new Conversion Price.
Using the April 22, 1988 reset date, the Reset Provision yielded
a conversion price of $7.05 per share. Under Section 804 of the
Indenture, the Supplemental Indenture, upon execution, became "a
part of the Indenture for all purposes," and therefore became one
of the conversion rights unconditionally and absolutely enforceable
under Section 508 of the Indenture. Therefore, under Section 508,
the plaintiffs had the "absolute and unconditional right" (i) to receive
141 shares of HSN common stock upon conversion of each $1000
principal amount of Debentures, (ii) to "institute suit for the enforcement of such . . . right to convert ... ." Moreover, (iii) those
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be impaired without the consent of [the]

Holder[s]."
It follows that HSN's placement of the notice legend upon the
Excess Shares violated the Debenture holders' absolute and unconditional conversion rights, and it also impaired those rights without
the holders' consent, in violation of Section 508 of the Indenture.
HSN's placement of the legend impaired the right to convert each
$1000 principal amount of Debentures into 141 shares of HSN
common stock, by downgrading it into a right to receive only 38
common shares, plus 103 legended shares whose validity was conditioned upon the outcome of litigation between HSN and Drexel
to which the Debenture holders were never made parties.
HSN does not dispute the above reasoning or the conclusion
that flows from it. Rather it argues, by way of confession and
avoidance, that plaintiffs have no standing to assert a claim under
Section 508 of the Indenture, because Section 507 of that same
instrument imposes certain preconditions to bringing a lawsuit that
plaintiffs have not satisfied. HSN also argues that the legending of
shares was a "reasonable step" that it was entitled to take because
the Indenture did not expressly prohibit it. Neither argument withstands scrutiny.
Section 507 of the Indenture does prescribe conditions upon a
Debenture holder's right to seek judicial enforcement of certain rights
created by the Indenture. Among those conditions is that the holders
of at least 25% in principal amount of the outstanding Debentures
must first request the Indenture Trustee to pursue the requested
remedy. Those holders must also offer the Trustee reasonable security
for the costs and liabilities incurred in connection with the request
to sue. Only if that is done, and the Trustee has failed to sue within
60 days of the written request, may the Debenture holders bring
their own action. These conditions admittedly have not been complied
with.
However, that cannot defeat the plaintiffs' entitlement to relief,
because Section 507 does not apply to claims arising under Section
508. That latter Section provides that the Debenture holders' "absolute and unconditional" right to sue exists "[n]otwithstanding any
other provision in the Indenture."
Also without basis is HSN's ipse dixit assertion that the Indenture

authorizes HSN to legend common shares issued upon conversion
of the Debentures, so long as such legending is not expressly prohibited. That argument (i) ignores the absolute and unconditional
rights conferred by Indenture Section 508, and by Section 1204
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which is incorporated by reference, (ii) finds no support elsewhere
in the Indenture, and (iii) is without support in the case law upon
which HSN relies. 3 HSN may have been entitled to seek such legending relief in its Florida action against Drexel, which was a party
litigant (and Debenture holder) charged with wrongdoing in the
procurement of the challenged reset provision. However, HSN has
articulated no principle of law that validates its use of such legending
relief to impair the contractual rights of its public Debenture holders
who were not charged with wrongdoing, were not joined as parties
in that action, and were not able to defend themselves against HSN's
prejudicial actions.
Accordingly, the plaintiffs are entitled to partial summary judgment on their claim based upon Section 508 of the Indenture.
B.

The Bona Fide Purchaser Claims Under The Uniform Commercial
Code

I further conclude, for the reasons next discussed, that HSN's
actions also contravened the rights of the plaintiffs and the class,
under the UCC, as bona fide purchasers or as purchasers from BFPs,
to hold their Debentures free of any adverse claims represented by
the legend.
[1] As earlier stated, the amended Indenture guarantees to each
Debenture holder the right to receive, upon conversion, 141 fully
negotiable, unrestricted, common shares of HSN for each $1000 face
amount of Debentures. As a result of HSN's actions, persons who
acquire Debentures and convert them would receive only 38 fully
negotiable, unrestricted shares, plus 103 shares that are burdened

3. None of the cases upon which HSN relies, Newell Co. v. Mm. E. Wright
Co., Del. Ch., 500 A.2d 974 (1985); Broad v. Rockwell Int'l Corp., 642 F.2d 929
(5th Cir.), cert. denied, 454 U.S. 965 (1981); and Morgan Stanley & Co., Inc. v. Archer
Daniels Midland Co., 570 F. Supp. 1529 (S.D.N.Y. 1983), confers any privilege
upon HSN to alter the Indenture's conversion terms unilaterally without the Debenture holders' consent. Newell involved a challenge to the validity of a "poison
pill" security that had not yet been issued. As a condition to denying injunctive
relief, the Court directed that the poison pill securities be legended to give notice
to the holders to whom the securities would be distributed, of the securities' possible
invalidity. Because the securities had not yet been issued, the legending could not
have impaired the holders' preexisting rights. In Broad v. Rockwel, Int'l, the.court
held that the indenture expressly permitted a post-merger conversion of debentures
into the merger consideration. And in Morgan Stanley, the indenture expressly permitted the very redemption against which an injunction was being sought. None
of these cases justifies the action taken by HSN here.
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and restricted by the legend. The legend evidences HSN's claim of
entitlement to cancel the "Excess Shares" to which the legend is
affixed, should HSN prevail in its Florida action against Drexel.
HSN's assertion of that contingent right to divest the Debenture
holders' ownership of those Excess Shares, represents an "adverse
claim" by HSN with respect to those shares. 6 Del. C. § 8-302 (2);
R. Anderson, Anderson on the Uniform Commercial Code § 8-302:15 (3d
ed. 1985).
[2] However, Section 8-302(3) of the UCC, entitles Debenture
holders who are BFPs to hold their securities free of any adverse
claims. That Section states:
A bona fide purchaser in addition to acquiring the rights
of a purchaser (Section 8-301) also acquires his interest in
the security free of any adverse claim.
[3] Section 8-302(1) defines a BFP as, among other things, a
purchaser for value in good faith and without notice of any adverse
claim who takes delivery of a certificated security in bearer form.
The first date that HSN asserted an adverse claim was May 4,
1988-the date on which HSN first announced its intention to legend
Excess Shares. To the extent that the plaintiffs and members of the
class purchased their Debentures before May 4, 1988, they would

qualify as BFPs. Under Section 8-302(3) of the UCC, the conversion
rights of such purchasers could not validly be burdened by the legend.
Moreover, under UCC Section 8-301(1), even Debenture holders
who purchased their securities after May 4, 1988 would, except in
limited circumstances, take free of HSN's adverse claim. Section 8301(1), which is commonly referred to as the "shelter rule," provides
that:
Upon transfer of a security to a purchaser (8-313) the
purchaser acquires the rights, in the security which his
transferor had or had actual authority to convey unless the
purchaser's rights are limited by Section 8-302(4).
6 Del. C. § 8-301(1).
[4-5] Applying that Section to these facts, it follows that Debenture holders who purchased Debentures from a BFP after May
4, 1988 would also acquire the rights of a BFP. Under only one
narrow set of circumstances could the shelter rule be defeated, namely,
where the Debenture holder was "a party to any fraud or illegality
affecting the security or who, as the prior holder of that certificated
security, had notice of an adverse claim." 6 Del. C. § 8-302(4).
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However, in this case the proposed class would not include Drexel
or other persons charged in the Florida action with having acted in
concert with Drexel.
HSN advances several arguments in opposition to this claim.
None of them, in my view, has merit.
[6] First, HSN argues that Section 507 of the Indenture bars
the plaintiffs' BFP claim. Once again, however, Section 507 does
not apply. That Section governs contractual claims arising under the
Indenture, but it does not govern noncontractual claims based upon
the UCC, the Delaware General Corporation Law, or common law
fraud. See Simons v. Cogan, Del. Supr., 549 A.2d 300, 305-06 (1988);
Mabon Nugent & Co. v. Texas American Energy Corp., Del. Ch., C.A.
No. 8578, Berger, V.C., Mem. Op. at 6 (Jan. 27, 1988).
Second, HSN argues that the plaintiffs have not met their burden
of proving their BFP status. Those arguments are also unavailing.
It is undisputed that the Zimmerman plaintiffs purchased for value
$250,000 face amount of Debentures on April 20, 1988, and a like
amount on April 22, 1988; and that the Rochester plaintiffs purchased
for value $200,000 face amount of Debentures on March 21, 1988,
$100,000 face amount on March 30, 1988, and $200,000 principal
amount on May 4, 1988. HSN argues that the record demonstrates
that those plaintiffs purchased their securities at a time when they
were on notice of "suspicious circumstances" which (according to
HSN) raise material fact disputes as to plaintiffs' BFP status. These
arguments must be rejected as a matter of law.
[7-8] Under § 8-302(1), BFP status applies to those who purchase
securities (1) for value, (2) in good faith, (3) without notice of any
adverse claims, and (4) who take delivery pursuant to 6 Del. C. §
8-302(1)(a)-(c). HSN challenges only the second and third of these
elements, i.e., good faith and the absence of notice.4 "Good faith"
means "honesty in fact in the conduct or transaction concerned."
6 Del. C. § 1-201(19). Because HSN adduced no competent evidence
that any of the plaintiffs acted dishonestly, its argument becomes

4. In a letter sent to the Court the morning of oral argument, HSN argued,
for the first time, that the plaintiffs failed to show that they properly took delivery
of their Debentures pursuant to UCC Sections 8-302(1) and 8-313. Besides coming
too late (plaintiffs having been afforded no opportunity to respond), the argument
was presented in a manner too conclusory and undeveloped to be cogently dealt
with. In this context, it was HSN's burden to come forward with facts that would,
at the very least, demonstrate a fact dispute on the issue of proper delivery. That
was not done here.
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reduced to a contention that the plaintiffs are not BFPs because they
had notice of HSN's adverse claims at the time they purchased their
Debentures.
To be specific, HSN argues that the Zimmerman plaintiffs are
not BFPs because (i) their broker, Rainier Manthey, read or was
aware of articles describing HSN's lawsuit against Drexel that appeared in the Wall Street Journal and the Financial Times on April 19
and 20, 1988, respectively; (ii) even if Manthey did not read those
articles, he dealt regularly with personnel of Prudential Bache who
"knew or should have known and should have communicated this
information to him" (HSN Br. 80); and (iii) Manthey was unable
to testify at his deposition that the Debentures were not purchased
5
from Drexel or someone in conspiracy with Drexel.
With respect to the Rochester plaintiffs, HSN argues that "suspicious circumstances" ought to deprive those plaintiffs of BFP status,
namely, that: (i) Rochester's broker, Michael Rosen, purchased the
Debentures on the basis of a summary that was prepared by Shearson,
Lehman, Hutton, Inc., but that summary was never produced during
discovery; and (ii) Mr. Rosen's affidavit fails to mention that Rosen
received a statistical survey from Cresvale Associates-an omission
said to be suspicious, because Cresvale was also the broker for Elliott
Associates, which the American Stock Exchange found had "possibly" manipulated HSN stock during the reset period. HSN also
points to certain alleged inconsistencies between the deposition testimony of Rosen and that of another deponent.
[9-10] This potpourri of arguments does not give rise to any
material issue of fact. The issue, simply put, is whether the
[start - revised - August 30, 1990]

plaintiffs were on notice of an adverse claim by HSN when they
purchased the Debentures. An "adverse claim" includes a claim that
"a particular adverse person is the owner of or has an interest in
the security." 6 Del. C. § 8-302(2). HSN asserted a claim to partial
equitable ownership of a right inherent in the Debentures, namely,
the absolute and unconditional right to convert each $1000 face
amount of Debentures into 141 shares of HSN common stock. By

5. HSN also points to alleged inconsistencies between Mr. Manthey's deposition and the Zimmermans' pleadings. Those claimed inconsistencies, which elevate
triviality to new heights, raise no material issues of fact.
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legending the Excess Shares, HSN has effectively asserted an adverse
claim to contingent ownership of 103 of those 141 shares.
Once the nature of HSN's adverse claim is understood, the lack
of substance of HSN's notice argument is exposed. HSN never gave
notice of its adverse claim until it formally published the May 4,
1988 notice advising the world that it intended to legend the Excess
Shares. The pre-May 4 newspaper articles that ran in the United
States in April, 1988 made no mention of any legend or of the public
Debenture holders. Indeed, an article in USA Today suggested that
HSN's lawsuit was intended to stop Drexel's conversion of Debentures.
The Financial Times article that concerned HSN's lawsuit against
Drexel, was the only article published in Europe, and does not even
mention HSN's intent to challenge the reset provision. No Debenture
holder, whether in the United States or Europe, could have been
expected to divine from those articles an intent on HSN's part,
nowhere expressed or implied, to claim an interest in the Debentures
held by persons other than Drexel. Nor were
[end - revised - August 30, 1990]

those articles sufficiently informative to have imposed upon the plaintiffs a duty of further inquiry. Nothing published in those articles
or elsewhere gave fair notice to the Debenture holders that HSN
would take the position that their conversion rights could be impaired
or voided unilaterally by HSN, or by a court in a lawsuit to which
the Debenture holders were never made parties.
Because the May 4, 1988 notice marked the first occasion in
which HSN formally and unambiguously claimed an adverse interest
in the common shares into which the Debentures were convertible,
the notice date that is relevant for purposes of determining the
plaintiffs' BFP status is May 4, 1988. Because HSN's challenge to
the Zimmerman plaintiffs' BFP status rests upon claims of "notice"
based on events that occurred before May 4, 1988, that challenge
6
is legally insufficient.

6. To the extent that HSN argues that Mr. Manthey was unable to testify

that the Zimmermans' Debentures were not purchases from Drexel or a party in

conspiracy with Drexel, that argument is also devoid of merit. HSN has adduced
no evidence that the Debentures were purchased from Drexel or its affiliates. Because
the Debentures were purchased on a public securities exchange, Manthey could

hardly be expected to know the identity of the sellers. And HSN has cited no

1688

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 16

HSN's attack upon the bona fides of the Rochester plaintiffs is
even less meritorious. HSN makes no cogent argument that Rochester
had actual or constructive notice of any adverse claim by HSN. Nor
could it, since all but one of Rochester's Debenture purchases occurred before May 4, 1988. The only theoretically valid basis for
attacking the Rochester plaintiffs' BFP status would be that they did
not act in good faith. However, HSN's good faith argument is not
even cogent. It runs as follows: Elliott Associates was found to have
"possibly" manipulated HSN stock during the reset period. Cresvale
Associates, a broker for Elliott Associates, and a leading Eurobond
broker, was also a broker for Rochester. Ergo, Rochester was a party
to Elliott Associates' wrongdoing. To articulate that non sequitur is
also to refute it.
In summary, the undisputed material facts demonstrate that the
plaintiffs and other similarly situated Debenture holders are BFPs
of the Debentures. As such, they hold those securities free of adverse
claims. HSN has failed to demonstrate the existence of any material
fact issue that would preclude the grant to plaintiffs of summary
judgment on that basis, or on the basis of Section 508 of the
Indenture. What remains to be considered are HSN's legal arguments
to support its contention that this action must, in all events, be
dismissed.
C. HSN's Remaining Arguments In Opposition to Relief
HSN urges that this Court must dismiss this action on the basis
of comity and of due process principles that (HSN claims) prevent
this Court from negating the Florida Court's order permitting HSN
to legend the Excess Shares. Alternatively, HSN argues that summary
judgment must be denied because there are material fact issues
relating to its defense of laches. For the reasons now discussed, both
arguments must be rejected.
[11] If one proposition in this case is free of doubt, it is that
the Florida Court's preliminary decision and order does not bind
the plaintiffs in this action, and does not preclude them from asserting
the claims alleged in their complaints. In its September 1, 1989
Opinion, this Court specifically found that the Florida Court's decision was not binding upon the plaintiffs, because the Debenture

authority that would impose upon a securities purchaser, as a condition to enjoy
BFP status, the difficult (if not impossible) burden to ascertain the identity of the
seller in a market transaction of this kind.
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holders had not been joined as parties to, or given adequate notice
of and opportunity to assert their claims in, the Florida action.
District Judge Pollack likewise so recognized. In denying the plaintiffs' motion to intervene in the proceedings before him, Judge Pollack
found that the Florida Court ruling would not appropriately effect
stare decisis on the issues preliminarily decided. Boesky, 129 F.R.D.
at 95.
In addition, HSN's comity argument has now been rejected by
the very court to whom comity was extended. Judge Pollack ruled
that while this Court's concern for promoting comity between sister
courts was
in every respect appropriate, this Court has no interest in
hearing the proposed Intervenors' discrete claims, which
are so tangential, if not completely unrelated, to the proceedings and concerns of MDL Dkt. No. 732.
Id. at 96. Judge Pollack went on to conclude that this Court was
the "first court to be able to address the question of relevance to
the public Debenture holders, [and] is also the court best suited to
address that question." Id.
HSN's due process argument, which consists of a single conclusory paragraph, is that if this Court does not recognize and give
full effect to the Florida Court Order, HSN's right of access to the
courts will be violated. That argument is supported by no authority,
and, if accepted, would stand the Due Process clause on its head.
It was HSN that elicited an adjudication adverse to the public
Debenture holders without joining them as parties. If anyone was
deprived of access to the courts, it was the Debenture holders, not
HSN.
Finally there is no merit to HSN's effort to forestall summary
judgment on the basis of a claimed fact issue relating to its laches
defense. This Court has already determined, in its September 1,
1989 Opinion, that the plaintiffs were not guilty of laches. Zimmenman
v. Home Shopping Network, Inc., supra, Mem. Op. at 9-10. Seeking

to relitigate that issue, HSN argues that the record developed during
discovery shows that (i) the plaintiffs had notice of HSN's position,
and were therefore obligated to assert their claims at an earlier time,
(ii) the plaintiffs instead chose to sit on their rights, and (iii) HSN
was prejudiced by the plaintiffs' delay.
Even if HSN were free to relitigate the laches issue, its argument
must be rejected. Assuming without deciding that the plaintiffs did
unreasonably delay in filing these actions, HSN has failed to dem-
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onstrate any factual issue relating to prejudice. HSN claims that it
was prejudiced because a nonparty witness discarded his 1988 calendar during 1990. If that constitutes prejudice, it is of HSN's own
making, because HSN chose to seek to stay this action rather to
than proceed with the case and take discovery. Of more significance,
however, HSN has benefitted, rather than being prejudiced, by the
delay. During the intervening period, HSN has repurchased millions
of dollars of Debentures on the open market at discounted prices,
and therefore at considerable profit to itself.
Accordingly, the plaintiffs are entitled to summary judgment on
the issue of liability based upon the claims for relief adjudicated
above.
III.

THE CLASS CERTIFICATION MOTIONS

[12] The plaintiffs have also moved to certify a class consisting
of all persons (other than Drexel and persons charged in the Florida
action with having conspired with Drexel) who held Debentures on
May 4, 1988.1 To have a class certified under Rule 23, the moving
party must satisfy all of the requirements of Rule 23(a) and at least
one of the requirements of Rule 23(b). Rule 23 (a) requires a fourpronged showing that
(1) the class is so numerous that joinder of all members is
impracticable, (2) there are questions of law or fact common
to the class, (3) the claims or defenses of the representative
parties are typical of the claims or defenses of the class,
and (4) the representative parties will fairly and adequately
protect the interests of the class.
Rule 23(b) requires that the moving party satisfy at least one
of the following three tests:
(1) The prosecution of separate actions by or against individual members of the class would create a risk of:
(A) Inconsistent or varying adjudications with respect
to individual members of the class which would establish
incompatible standards of conduct for the party opposing
the class, or

7. The Zimmerman and Rochester plaintiffs originally sought to certify two
distinct classes, separately defined. However, at oral argument, counsel for both

plaintiffs represented that they had agreed upon, and were proposing, a single,
unified class definition.
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(B) Adjudications with respect to individual members
of the class which would as a practical matter be dispositive of the interests of the other members not parties
to the adjudications or substantially impair or impede
their ability to protect their interests; or
(2) The party opposing the class has acted or refused to
act on grounds generally applicable to the class, thereby
making appropriate final injunctive relief with respect to
the class as a whole; or
(3) The court finds that the questions of law or fact common
to the members of the class predominate over any questions
affecting only individual members, and that a class action
is superior to other available methods for the fair and
efficient adjudication of the controversy.
Where, as here, the proposed class consists of holders of publiclytraded securities, certification is normally not controversial. In this
case, however, HSN has managed to challenge plaintiffs' certification
motion on every conceivable basis available to it both under and
outside of Rule 23. Specifically, HSN argues that class certification
should be denied, because (i) this Court has no subject matter
jurisdiction over the class, (ii) the plaintiffs have failed to satisfy
Rule 23(a)'s requirements of "numerosity," "typicality," and adequacy of class representation, and that (iii) the plaintiffs cannot
satisfy any of the requirements of Rule 23(b). By advancing this
plethora (f arguments, HSN presumably hopes to persuade the Court
that where there is so much smoke, there must be fire. In reality,
however, if there is any smoke it comes from a far less sinister
source: a smoke machine.
A.

The JurisdictionalObjection

HSN first contends that no class can be certified, because it
includes persons over whose claims this Court would have no jurisdiction, i.e., persons who sold their Debentures and who would have
only money damage claims not enforceable by an independent action
in equity.
[13-14] That argument ignores the fact that the class also consists
of current Debenture holders who are threatened with legending, as
well as holders who converted their Debentures and received legended
certificates for HSN common stock. Those class members clearly do
have claims for relief enforceable in equity, viz., an injunction prohibiting future legending and directing HSN to substitute unlegended
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shares for those already legended. The claims of those class members
who seek equitable relief, and the claims of those who do not, arise
out of the same facts and have been validated on identical legal
grounds, i.e., Section 508 of the Indenture and the BFP requirements
of the UCC. Where, as here, equitable jurisdiction exists as to some
of the class members' claims, this Court is empowered to entertain
legal claims of other class members arising out of the same controversy. Park Oil, Inc. v. Getty Refining & Marketing Co., Del. Supr.,
407 A.2d 533, 535 (1979); Hall v. John S. Isaacs & Sons Farms, Inc.,
Del. Supr., 163 A.2d 288, 295 (1960); Manchester v. Narragansett
Capital, Inc., Del. Ch., C.A. No. 10,822, Chandler, V.C., Mem.
Op. at 16 (Oct. 18, 1989). Once this Court properly obtains jurisdiction over a controversy, it may decide the entire controversy,
even though that may involve granting a purely legal remedy. New
Castle County Volunteer Firemen's Association v. Belvedere Volunteer Fire Co.,
Del. Supr., 202 A.2d 800, 803 (1964); Garrett v. Brown, Del. Ch.,
C.A. No. 8423, Berger, V.C., Memo. Op. at 607 (July 6, 1988).
Accordingly, I find no jurisdictional obstacles to the certification
of the requested class. The only question is whether the requirements
of Rule 23 have been satisfied. To those issues I now turn.
B.

The Rule 23(a) Objections
(1) Numerosity

[15] Rule 23(a) first requires that to be certified, a class must
be "so numerous that joinder of all members is impracticable." In
this case that requirement has been met, and HSN's contrary arguments are unconvincing.
[16-17] The uncontroverted record, which consists of Drexel's
affidavit, establishes that the Debentures were initially sold to over
140 purchasers. HSN insists that that affidavit is not satisfactory
evidence of numerosity. It claims that there is substantial evidence
that as of May 4, 1988, there were very few holders of Debentures.
Therefore, those Debenture holders are fully capable of bringing
their own individual actions. That position is without legal or factual
basis.
No precise enumeration of class members is required as a condition for certification, nor does any particular number of class
members determine whether joinder is impracticable. Other factors
must also be considered. These include geographical diversity of the
class members, the nature of the action, the size of the individual
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claims, and whether personal jurisdiction can be obtained over some
members of the class. Lubin v. Sybedon Corp., 688 F. Supp. 1425,
1458 (S.D. Cal. 1988). Courts also look to whether the class members
can be easily identified and located, as well as the type of relief
sought by the named plaintiffs. Jordan v. Coun!y of Los Angeles, 669
F.2d 1311, 1319-20 (9th Cir.),judgment vacated, 459 U.S. 810 (1982).
. [18] Measured by those criteria, numerosity has been demonstrated. The class members are geographically dispersed throughout
Europe and the United States-highly persuasive evidence that joinder of all class members is impracticable. See Meeker v. Bryant, Del.
Ch., C.A. No. 6245, Hartnett, V.C., Mem. Op. at 3 (Nov. 30,
1981) (holding joinder of 23 class members scattered throughout
Eastern United States impracticable); Riordan v. Smith Barney, 113
F.R.D. 60, 62 (N.D. Ill. 1986) (finding it impracticable to join 29
class members in 9 different states); Dale Electronics, Inc. v. RCL
Electronics, Inc., 53 F.R.D. 531, 534-36 (D.N.H. 1971) (joinder of
13 class members spread across United States found impracticable).
Moreover, because the Debentures are bearer bonds, they are not
registered in a holder's name. As a result, the identity and exact
location of the holders cannot be easily ascertained. There is also
evidence that there are or were holders of relatively small amounts
of Debentures who, for that reason, would not have sufficient economic incentive to sue individually. Lastly, as even HSN concedes,
where the claims involve holders of nationally traded securities,
numerosity is often inferred.
Even in terms of the number of class members, the numerosity
requirement is satisfied. That the Debentures were sold to at least
140 initial purchasers stands uncontroverted. No persuasive evidence
supports HSN's assertion that the number of holders has dwindled
to a handful since 1988. That assertion, moreover, ignores the fact
that the proposed class would include, in addition to current Debenture holders, (i) former holders who converted their Debentures
and received legended shares in exchange, and (ii) buyers and sellers
of Debentures during the class period. From that it may be inferred
that the class may far exceed the original 140 members. HSN's
assertion is also contradicted by evidence that there were numerous
holders of relatively small amounts of Debentures during the class
8
period.

8. Between August 1988 and February 1990, HSN made 44 separate re-

1694

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 16

Finally, any doubts as to numerosity question should be resolved
against HSN, because of the inequity of HSN's own litigating position. HSN has expended considerable judicial resources in Florida
attempting to obtain what amounts to classwide relief against the
Debenture holders withput joining them as a class. HSN has also
continued to assert, in the face of two contrary judicial opinions,
that the Florida Court's preliminary order binds all Debenture holders. Having obtained in Florida an order that it contends has a
classwide effect, it comes with poor grace for HSN to now argue
that the claims of the public Debenture holders should not be adjudicated in a single action.
(2)

Typicality

HSN next contends that the plaintiffs' claims are not typical of

those of the class because the plaintiffs are subject to unique defenses.
HSN also argues that the Zimmerman plaintiffs are not members
of the class that they are attempting to certify. The record shows
otherwise.
a)

The Rochester Plaintiffs

HSN argues that the Rochester plaintiffs are subject to a unique
defense affecting their BFP status, namely, that they did not reasonably rely upon the reset conversion price at the time they purchased their Debentures. That defense, even if it had a factual basis,
would not apply to the Rochester plaintiffs' claim under Section 508
of the Indenture. In any event, the defense has no factual basis: all
but one of the Rochester plaintiffs' Debenture purchases occurred
before HSN announced its intention to challenge the reset. For class
certification purposes, the Rochester plaintiffs' BFP claims are typical
of those of the class.
b)

The Zimmerman Plaintiffs

HSN attacks the typicality of the Zimmermans' claims on the
grounds that (i) the Zimmermans are not members of the

purchases of Debentures in relatively small amounts, which suggests that there were
numerous small holders who sold to HSN. Moreover, for the period between April
1987 and the present, at least 31 Debenture holders have been identified. Most of
these holders were brokerage firms that held for numerous beneficial owners.
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[start - revised - August 30, 1990]
class (ii) they are not BFPs because they continued to purchase
Debentures after having had notice of HSN's adverse claim, (iii)
they engaged in a short selling scheme to drive down the price of
HSN stock, (iv) their status under the shelter rule is defeated by
UCC § 8-302(4), and (v) their claims are barred by the defenses of
waiver, estoppel, and lack of due diligence. For the reasons now
discussed, these arguments are meritless.
[19] First, the Zimmermans are members of the class. They
held their Debentures as of May 4, 1988, they were BFPs of Debentures purchased before that date, and they had rights under
Section 508 of the Indenture, which the Court has found was violated.
HSN's argument rests entirely upon the fact that the Zimmermans
no longer own their Debentures, having transferred them in 1989.
But that fact does not defeat typicality. The proposed class consists
of persons who held their Debentures as of May 4, 1988. That class
includes those persons who continue to hold the debentures and also
those who sold them after May 4, 1988. Both groups have a damage
claim, to the extent of any proven diminution in the value of the
Debentures resulting from HSN's challenge to the reset price and
legending of the Excess Shares. In addition, the current holders are
entitled to injunctive relief. The fact that the Zimmermans' status
changed during the litigation from that of holders to that of sellers
does not deprive them of membership in the class.

[end - revised - August 30, 1990]
[20] Second, that the Zimmermans may have purchased Debentures after May 4, 1988 does not affect their status as BFPs with
respect to Debentures purchased before that date. No authority is
cited for HSN's suggestion that a securities purchaser's BFP status
as to certain securities can be defeated by events occurring after
those securities were purchased.
Third, the Zimmermans engaged in short sales of HSN stock
beginning on April 20, 1988, but HSN has failed to demonstrate
any impropriety in those transactions which, in and of themselves,
are lawful. Moreover, the short sales are irrelevant to the Zimmermans' BFP status. The purpose of the short sales was to hedge the
Zimmermans' position-to reduce the risk of loss whether HSN's
stock price rose or dropped. There is no evidence that the Zimmermans engaged in a scheme with Drexel or anyone else to drive
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down the stock price during the reset period, or that their short sales
adversely affected HSN's stock price.
Fourth, no basis is shown for HSN's argument that the Zimmermans cannot enjoy the benefits of the "shelter rule" under which
a purchaser succeeds to the rights of his transferor. 6 Del. C. § 8301. The only exception to that rule is § 8-302(4), which provides
that if a purchaser (i) was involved in fraud or illegality affecting
the security, or (ii) purchased with notice of an adverse claim, sold
the securities to a BFP, and then repurchased them, that purchaser
can not claim the benefits of the shelter rule. The Zimmermans did
not engage in fraud or illegality affecting HSN securities, nor did
they "launder" any Debentures by repurchasing any Debentures
that they once held.
Finally, there is no support for HSN's claim that the Zimmermans subjected themselves to the equitable defenses of waiver, estoppel or what HSN describes as "lack of due diligence." No evidence
supports HSN's argument that the Zimmermans chose to "take
advantage of the strange situation created by the HSN lawsuit and
try to profit from the circumstances which the HSN/Drexel litigation
foreshadowed." HSN Certification Br. at 31. Nor is there evidence
that the Zimmermans intended to waive any rights when they made
the purchases, or engaged in any inequitable conduct upon which
HSN relied to its detriment.
(3) Adequacy of Class Representation
HSN also claims that the "adequacy of representation requirement of Rule 23(a) is not satisfied, because the plaintiffs will not
vigorously and adequately represent the class. Perhaps the most
effective response to that argument is the history of this very litigation.
Plaintiffs and their counsel have been exceptionally diligent in the
face of a determined adversary, and despite significant dilatory procedural obstacles, have successfully prosecuted the claims of the class.
HSN first argues that Rochester is an improper class representative because it participated in Drexel's "fraudulent scheme." That
accusation is based solely upon innuendo and conjecture: there is
no credible evidence that Rochester was involved in any wrongdoing.
HSN next attacks the Zimmerman plaintiffs' ability to represent
the class on two grounds: (a) the Zimmermans are not the real party
in interest, and (b) the Zimmermans are unfamiliar with the claims
of the lawsuit. These arguments also lack support.
HSN claims that the real party in interest was Gerhard Liebert,
Mr. Zimmerman's financial advisor and brother-in-law. The evidence
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shows otherwise. It is undisputed that the Zimmermans purchased

the Debentures with their own funds, 9 and were to receive the
economic benefits flowing from the Debentures. The Debentures
were purchased for the account of the Zimmermans, who signed all
of the documentation necessary to open the account. That the Zimmermans gave their financial advisor, Mr. Liebert, discretionary
control over that account does not change the fact that the Zimmermans owned the economic interest in the Debentures. It is not
uncommon to set up a discretionary account with a financial advisor.
Finally, Mr. Liebert disclaimed ownership of the account in his
sworn testimony, and the record is devoid of any evidence to support
HSN's claim that Liebert opened the account in the Zimmermans'
name to evade German tax or securities laws.
HSN's argument that the Zimmerman plaintiffs lack knowledge
of their claims in this lawsuit is also factually and legally unsupported.
Mr. Zimmerman's deposition testimony establishes that he understands the claims he is asserting, and the adverse impact of the
legend upon his investment, and that he is responsible for and is
prepared to pay the costs of the litigation. Even if the Zimmermans
lacked knowledge of the claims, that would not necessarily make
them inadequate class representatives. The Zimmermans are well
advised by Mr. Liebert, who is the chief financial officer of a
multinational conglomerate, and by Mr. Manthey, who is a highly
sophisticated investor. See Kahn v. Household Acquisition Corp., Del.
Ch., C.A. No. 6293, Brown, V.C. (Jan. 19, 1982); Fischer v. InternationalTelephone and Telegraph Corp., 72 F.R.D. 170, 172 (S.D.N.Y.
1976). The Zimmermans also had a significant financial investment
in the Debentures, and, therefore, a significant stake in the lawsuit.
Joseph v. Shell Oil Co., Del. Ch., C.A. No. 7450, Hartnett, V.C.
(Feb. 8, 1985). Lastly, there simply is no reason to suppose that the
Zimmermans will not continue to prosecute this action with the same
energy and determination that they have demonstrated up to now.
In short, the plaintiffs have satisfied the requirements of Rule

23(a).
C.

The Rule 23(b) Objections

The plaintiffs have also satisfied the requirements of Rule 23(b),
and HSN's arguments to the contrary must be rejected. However,

9. That those funds were borrowed is irrelevant. The funds became the

property of the Zimmermans, regardless of their source.
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because the Court cannot presently determine under what provision
of Rule 23(b) a portion of the class shall be certified, further briefing
on that specific issue will be necessary.
In addressing the Rule 23(b) issues, it is useful first to examine
the nature of the proposed class and of the subclasses that form its
component parts. The overall class that plaintiffs seek to have certified
consists of holders of Debentures (other than Drexel and persons
charged in the Florida action with having conspired with Drexel) as
of May 4, 1988. However, that class is not monolithic: it includes
different subclasses that would be entitled to distinct forms of relief.
The two principal subclasses are: (a) those persons who currently
hold Debentures (the "holding subclass"), and (b) those persons
who no longer hold Debentures. The second subclass must be further
subdivided into two groups, consisting of (i) those persons who sold
their Debentures outright (the "selling subclass") and (ii) those who
converted their Debentures and received legended stock in exchange
(the "converting subclass"). The class as a whole seeks, and has
now been held entitled to, relief declaring HSN's legending practices
invalid. See Part II, supra, of this Opinion. However, the holding
subclass and the converting subclass also seek an injunction prohibiting future legending and directing the removal of existing legends.
On the other hand, the selling subclass seeks primarily (in addition
to declaratory relief) monetary damages. These differences are pertinent to the Rule 23(b) analysis.
If the class were monolithic and involved only persons seeking
declaratory and injunctive relief, it could be certified pursuant to
Rules 23(b)(1) or 23(b)(2). On the present record the requirements
of both provisions are satisfied.
As for Rule 23(b)(1), the prosecution of separate actions by
individual Debenture holders would create a risk of inconsistent or
varying adjudications with respect to individual members of the class,
which would result in incompatible standards of conduct for HSN,
the party opposing the class. That clearly would be the result if two
different courts were to reach opposite conclusions as to whether
HSN is legally entitled to legend the common shares receivable upon
conversion of the Debentures. Such inconsistent adjudications would
create incompatible standards of conduct for HSN, and the risk of
inconsistent adjudications would prejudice the holding and converting
subclasses. The value of the Debentures lies in their marketability,
which would be impaired by legal uncertainty as to whether the
Debentures are unconditionally convertible at the $7.05 reset price.
Because of the potential prejudice to all current Debenture holders
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from even one unfavorable ruling (even if all other rulings were in
their favor), the requirements for Rule 23(b)(1) certification are met.
So, also, are the requirements of Rule 23(b)(2). That provision
applies to class actions where "the party opposing the class has acted
or refused to act on grounds generally applicable to the class . .. ."
Ch. Ct. R. 23(b)(2). Actions falling into that category will be certified
where the plaintiffs seek primarily class wide injunctive or declaratory
relief. Nottingham Partners v. Dana, Del. Supr., 564 A.2d 1089, 1095
(1989). These Rule 23(b)(2) criteria are satisfied, in the cases of the
holding and converting subclasses, because both subclasses seek primarily injunctive and corresponding equitable relief. Moreover, HSN's
announcement that it will not honor the reset, and its practice of
legending the excess shares, constitutes action on grounds generally
applicable to the class as a whole.
[21-22] The critical certification problem lies in the fact that
Rule 23(b)(1) and Rule 23(b)(3), whose criteria are also satisfied,
are both potentially applicable to the selling subclass. Rule 23(b)(3)
has been called the "damage class action," because it authorizes a
single lawsuit for monetary redress on behalf of numerous persons
having similar disputes with the defendant, where economies of time,
effort, and expense would be achieved by representative group litigation. Nottingham Partners, 564 A.2d at 1096. A damage action may
be certified under Rule 23(b)(3), where "the questions of law or fact
common to the members of the class predominate over any questions
affecting only individual members, and... a class action is superior
to other available methods for the fair and efficient adjudication of
the controversy." Those standards are met here.
[23] Insofar as the holding and converting subclasses are concerned, I am satisfied that those subclasses should be certified under
Rule 23(b)(2). However, that is not possible in the case of the selling
subclass, because the claims of that subclass are not primarily for
injunctive and declaratory relief but, rather, are for damages. Therefore, that subclass may be certified under either Rule 23(b)(1) or
23(b)(3). But which of those two provisions is the more appropriate
is not clear on this record and has not been addressed by counsel
in their briefs. The question is far from academic, because if the
action were certified under Rule 23(b)(3), the subclass members would
be entitled to receive actual notice and a right to opt out. Nottingham
Partners, 564 A.2d at 1097-98; see also Phillips Petroleum Co. v. Shulls,
472 U.S. 797, 811-12 (1985). Accordingly, a decision on that question
must await supplemental briefing.
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CONCLUSION

To summarize: (1) the plaintiffs' motion for summary judgment
is granted with respect to their claims based upon Section 508 of
the Indenture and upon their rights as bona fide purchasers under
the Uniform Commercial Code, (2) HSN's motion to dismiss is
denied, (3) the plaintiff's motion for class certification will be granted
and a class consisting of all holders of Deberitures as of May 4,
1988 (other than Drexel and persons charged in the Florida action
with having conspired with Drexel) will be divided into the following
subclasses, to be certified under Rule 23(b)(2):
a) A subclass of class members who currently hold Debentures; and
b) A subclass of class members who converted their Debentures and who received and currently hold legended
shares of HSN common stock.
(4) The class will be further divided into a subclass of members who
sold their Debentures after May 4, 1988, which subclass shall be
certified under either Rule 23(b)(1) or 23(b)(3), as the Court shall
determine after further briefing.
Counsel shall submit an appropriate form of order implementing
the foregoing rulings.

ZIRN v. VLI CORP.
No. 9488
Court of Chancery of the State of Delaware, New Castle
August 13, 1990

In the context of a merger between American Home Products
Corporation and VLI Corporation, plaintiff, a minority shareholder
of VLI, brought a class action suit alleging failure to disclose certain
material facts and misrepresentations, and sought to compel the
production of documents and deposition testimony which had been
withheld by defendants because they claimed the attorney-client privilege and work product immunity.
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The court of chancery, per Vice-Chancellor Hartnett, held that:
(1) while delay in the filing of a motion is regrettable, the circumstances are such that denial of plaintiff's motion to compel would
be inappropriate; (2) the draft documents sought by plaintiff were
confidential and implicate the attorney-client privilege; (3) the plaintiff
failed to show good cause as to why the attorney-client privilege
should not apply; (4) the communications between American Home
Products Corporation and VLI Corporation regarding the reinstatement of patent were not privileged because the companies dearly
had adverse interests; and (5) the communications regarding the
reinstatement of patent were work product and plaintiff had failed
to show substantial need for those documents.
1. Federal Civil Procedure

0=1612

It was inappropriate to deny a motion to compel the production
of certain documents solely because of delay where the motion had
not been made close to the trial date nor had a discovery cut-off
date been agreed to by the parties and had passed.
2.

Witnesses

'=-198(1)

The attorney-client privilege shields from disclosure confidential
communications between a client and its attorney that were made
for the purpose of facilitating the rendition of professional legal
services to the client. DEL. U. R. EVID. 502(b).
3.

Witnesses

C= 198(1)

Each case involving the assertion of the attorney-client privilege
must turn on its own facts.
4.

Witnesses

C=20(2)

Broad discovery is permitted subject to a claim of privilege being
asserted by the party from whom discovery is sought. DEL. CH. CT.

R. 26(b)(1).
5.

Federal Civil Procedure

C- 1600.1

The party objecting to discovery bears the burden of establishing
the existence of a privilege.
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1600.1, 1617

204

In the context of a shareholder suit, if the corporation objects
to discovery and successfully establishes that the material sought is
a confidential communication as to legal services between it and its
attorney, then discovery is not authorized unless the plaintiff stock-

holder shows good cause why the privilege should not attach.
7.

Witnesses

0:=198(2)

Preliminary drafts of documents in a merger transaction, which
are later publicly filed, are privileged documents.
8.

Witnesses

0= 198(2)

Draft documents which are prepared by an attorney and are
intended to remain confidential until a final version is deemed appropriate for public disclosure are privileged.
9.

Federal Civil Procedure

0-1600.4

If plaintiff shareholder can establish that draft documents were
shared between the two defendant corporations, the attorney-client
privilege may have been waived.
10.

Federal Civil Procedure
Witnesses

0;-1616

0-204(2)

If plaintiff can show "good cause" as to why the attorney-client
privilege should not attach, draft documents sought by plaintiff may
be discoverable.
11.

Federal Civil Procedure

0--=1600.1

Communications between two corporations negotiating a merger

regarding the patent reinstatement and merger were held not to be
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privileged as a matter of common interest because the interests of
the two companies were not so parallel and non-adverse that they
could be regarded as acting as joint venturers.
12.

Federal Civil Procedure

C=1600.1

Communications betveen two corporations negotiating a merger
cannot be privileged because the companies clearly have adverse
interests in renegotiating and restructuring the original agreement.
13.

Witnesses

==198(1)

Federal Civil Procedure

1617

The Gamer good cause test can apply to suits other than stockholder derivative suits.
14.

Federal Civil Procedure

C=1617

An obvious conflict of interest may suffice to prove good cause
why the attorney-client privilege should not attach.
15.

Witnesses

z=204(2)

The work product immunity does not require the existence of
an actual pending lawsuit, but only that materials be written specifically in preparation for threatened or anticipated litigation.
William Prickett, Esquire, Michael Hanrahan, Esquire, and Chandlee Johnson Kuhn, Esquire, of Prickett, Jones, Elliott, Kristol &
Schnee, Wilmington, Delaware; and Arthur T. Susman, Esquire,
and Terry R. Sanders, Esquire, of Susman, Saunders & Buehler,
Chicago, Illinois, of counsel, for plaintiff.
Martin P. Tully, Esquire, and James Lawless, IV, Esquire, of
Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware; and Donovan Leisure Newton & Irvine, New York, New York, of counsel,
for defendants VLI Corporation and American Home Products Corporation.
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Hill Wynne Troop & Meisinger, Los Angeles, California, of counsel;
and J. Michael Brennan, Esquire, and Alan J. Gordee, Esquire, of
Gibson, Dunn & Crutcher, Newport Beach, California, of counsel,
for defendant Vorhauer.
HARTNETT,

Vice-Chancellor

The plaintiff in this purported class action seeks to compel the
production of documents and deposition testimony which have been
withheld by the defendants because they claim the lawyer-client
privilege and work product immunity. The Court finds that plaintiff
is entitled to discover some, but not all, of the information she seeks.

According to the pleadings and accompanying exhibits, the facts
are: the plaintiff, Marilyn Zirn, was a minority shareholder of defendant VLI Corporation who was cashed out as a stockholder as
the result of a merger following a successful tender offer. The defendants are American Home Products Corporation ("American
Home"), VLI Corporation, and four individuals who were directors
of VLI Corporation prior to its acquisition by American Home.
Plaintiff filed this action seeking rescissory and compensatory damages
arising from the successful tender offer by American Home for all
the shares of VLI Corporation, which was followed by a cash-out
merger.
The disputed transaction originated in the fall of 1986, when
American Home and VLI Corporation began negotiations regarding

the possible acquisition of VLI Corporation by American Home.
The two corporations entered into a merger agreement on August
30, 1987 (the "Original Merger Agreement"), which provided that
a wholly-owned subsidiary of American Home would merge with
VLI Corporation.
The Original Merger Agreement provided that each share of
VLI Corporation would be converted into a right to receive $7 in
cash. The Original Merger Agreement also stated, however, that if
the merger was not consummated before March 1, 1988, either party
could terminate the agreement. Another condition of the Original

Merger Agreement required that a patent on VLI Corporation's
primary product, a spermicide-carrying contraceptive sponge ("the

Patent"), which allegedly had expired due to the failure of VLI
Corporation to pay the requisite maintenance fee, had to be reinstated
prior to the merger.
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In September 1987, VLI Corporation petitioned the United
States Patent and Trademark Office ("Patent Office"), to reinstate
the Patent. Although that petition was dismissed, a Petition for
Reconsideration was filed with the Patent Office on October 21,
1987. The Petition for Reconsideration was eventually granted in
May 1988, and the Patent was reinstated.
Shortly after the October 19, 1987 stock market decline, VLI
Corporation and American Home renegotiated the Original Merger
Agreement, which was ultimately revised and restated as of November
3, 1987 (the "Revised Merger Agreement"). The Revised Merger
Agreement provided that, instead of a merger, American Home
would make a tender offer for all of the common stock of VLI
Corporation at $6.25 per share, which was 75 cents less than the
original merger price. If American Home acquired at least 50.117
of the common shares, VLI Corporation would then be merged into
an American Home subsidiary with the remaining shares being
converted into rights to receive $6.25 in cash. The Revised Merger
Agreement eliminated the critical precondition of patent reinstatement, but added a provision that VLI Corporation would pay American Home a termination fee of up to $2.5 million in the event of
a third-party acquisition of VLI Corporation within 18 months of
the termination of the Revised Agreement.
On November 10, 1987, American Homes commenced its Tender
Offer to purchase the common shares of VLI Corporation at $6.25
per share and distributed an offering circular (the "Offer to Purchase") to the stockholders of VLI Corporation. On November 9,
1987, VLI Corporation filed a Schedule 14D-9 with the Federal
Securities and Exchange Commission, which was later sent to VLI
Corporation's shareholders. In the Schedule 14D-9, the directors of
VLI Corporation recommended the acceptance of the Tender Offer.
At the close of the Tender Offer on December 9, 1987, American
Home owned approximately 94% of the outstanding shares of VLI
Corporation. On December 31, 1987 (two weeks after the initial
complaint was filed in this action), American Home completed the
statutory short-form merger of VLI Corporation into a wholly-owned
acquisition subsidiary of American Home. On January 8, 1988, a
Notice of Merger was sent to the non-tendering shareholders of VLI
Corporation informing them of the December 31, 1987 short-form
merger and their right to seek an appraisal of their shares.
Plaintiffis initial Complaint, which was filed on December 17,
1987 (prior to the short-form merger), alleged seven causes of action.
However, on July 17, 1989, this Court dismissed a number of
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plaintiff's original allegations. Zirn v. VLI Corporation, Del. Ch., C.A.
No. 9488-NC, Hartnett, V.C. (July 17, 1989), slip op. at 2-3.
Plaintiff's Amended Complaint now alleges, as its primary claim,
that American Home became the majority shareholder of VLI Corporation at the time the Tender Offer was consummated, and that
it thereafter owed fiduciary duties to VLI Corporation's non-tendering, minority shareholders (including plaintiff), which it breached
by virtue of asserted deficiencies in the Notice of Merger. The
Amended Complaint also seeks to redefine and thereby enlarge the
putative class to include all VLI Corporation shareholders at the
commencement of the Tender Offer, rather than just those who were
still stockholders after the close thereof. The essential thrust of the
Amended Complaint is that the materials sent to VLI Corporation's
shareholders in connection with the Tender Offer and subsequent
merger misrepresented or failed to disclose certain material facts.
On January 17, 1988, plaintiff requested the production of
certain documents, and American Home and VLI Corporation eventually produced a number of documents in response. On August 4,
1988, however, American Home and VLI Corporation provided
plaintiff with a detailed list specifying 395 documents being withheld
under claim of attorney-client privilege and work product immunity.
Approximately 18 months later, in February 1990, plaintiff filed the
present motion to compel the production of 79 of these documents.
Fourteen of the 79 documents sought by plaintiffs were subsequently
produced. In addition to documents withheld on the bases of attorneyclient or work product privileges, the plaintiff also seeks to compel
answers to certain questions posed at depositions (taken on July 19,
1988) which, pursuant to defense counsel's claims of attorney-client
privilege, were not provided.
II
Defendants first assert that plaintiff's motion to compel should
be denied as untimely because plaintiff filed this motion more than
18 months after defendants provided her a detailed listing of doc-

uments withheld under the claim of privilege. Defendants argue that
such a delay is inexcusable and unreasonable.
[1] While plaintiff's 18-month delay in filing a motion to compel
discovery is regrettable, defendants have not sustained their burden
of showing that under all the facts and circumstances this is sufficient
grounds to deny the motion to compel discovery. Defendants cite

no persuasive authority, and the Court is unaware of any, that
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supports their position. In Rosenblatt v. Getty Oil Co., Del. Ch., C.A.
No. 5278-NC, Brown, C. (Oct. 8, 1982), the lone case cited by
defendants, this Court denied the plaintiff's motion to compel the
production of documents withheld under claims of attorney-client
privilege, because the motion was filed only three weeks prior to
trial and because plaintiff had agreed to a discovery cut-off date that
had already passed. Such circumstances are not present here. No
trial date has been set, nor has a discovery cut-off date been agreed
to by the parties. And discovery is actually just beginning in earnest
at the present time. Consequently, it would be inappropriate for this
Court to deny plaintiff's motion to compel solely because of her
delay.
•III
[2] Next to be considered are defendants' claims of lawyer-client
privilege. As this Court recently stated in Deutsch v. Cogan, Del. Ch.,
C.A. No. 8808-NC, Hartnett, V.C. (Feb. 26, 1990), slip op. at 78, the current scope of the lawyer-client privilege in Delaware is set
forth in Rule 502 of the Delaware Uniform Rules of Evidence. Rule
502(b) states:
"A client has a privilege to refuse to disclose and to
prevent any other person from disclosing confidential communications made for the purpose of facilitating the rendition of professional legal services to the client (1) between
himself or his representative and his lawyer or his lawyer's
representative, (2) between his lawyer and the lawyer's
representative, (3) by him or his representative or his lawyer
or a representative of the lawyer to a lawyer or a representative of a lawyer representing another in a matter of
common interest, (4) between representatives of the client
or between the client and a representative of the client, or
(5) among lawyers and their representatives representing
the same client."
The lawyer-client privilege shields from disclosure confidential communications between a client and its attorney that were made for
the purpose of facilitating the rendition of professional legal services
to the client. Ramada Inns, Inc. v. Dow Jones & Company, Del. Super.,
523 A.2d 968, 970 (1986) (paraphrasing Delaware Uniform Rule of
Evidence 502(b)). See also Deutsch v. Cogan, supra, slip op. at 8.
[3] The purpose of the lawyer-client privilege
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"is to encourage full and frank communication between
attorneys and their clients and thereby promote broader
public interests in the observance of law and administration
of justice. The privilege recognizes that sound legal advice
or advocacy serves public ends and that such advice or
advocacy depends upon the lawyer's being fully informed
by the client."
Upjohn Co. v. United States, 449 U.S. 383, 389 (1981). The Delaware
courts recognize the importance of the lawyer-client privilege and
"the need to carefully limit any invasion of it." In re Heizer Corp.,
Del. Ch., C.A. No. 7949-NC, Berger, V.C. (Nov. 9, 1987), slip
op. at 4. See also Deutsch v. Cogan, supra, slip op. at 13 ("a court
should be reluctant to erode the important public interest lawyerclient privilege"). As the United States Supreme Court noted in
Upjohn:
"If the purpose of the attorney-client privilege is to be
served, the attorney and client must be able to predict with
some degree of certainty whether particular discussions will
be protected. An uncertain privilege, or one which purports
to be certain but results in widely varying applications by
the courts, is little better than no privilege at all."
Upjohn, 449 U.S. at 396. However, each case involving the assertion
of the lawyer-client privilege must turn on its own facts. Upjohn Co.
v. United States, 449 U.S. at 396; Deutsch v. Cogan, supra, slip op. at
13; Tabas v. Bowden, Del. Ch., C.A. No. 6619-NC, Hartnett, V.C.
(Feb. 16, 1982).
[4-5] Under Chancery Court Rule 26(b)(1), broad discovery is
permitted subject to a claim of privilege being asserted by the party
from whom discovery is sought. Deutsch v. Cogan, supra, slip op. at

15. Chancery Court Rule 26(b)(1) states:
"Parties may obtain discovery regarding any matters,
not privileged, which is relevant to the subject matter involved in the pending action, whether it relates to the claim
or defense of the party seeking discovery or to the claim
or defense of any other party, including the existence,
description, nature, custody, condition and location of any
books, documents, or other tangible things and the identity
and location of persons having knowledge of any discoverable matter. It is not ground for objection that the in-

formation sought will be inadmissible at the trial if the

1991]

UNREPORTED

CASES

1709

information sought appears reasonably calculated to lead to
the discovery of admissible evidence."
The party objecting to discovery bears the burden of establishing
the existence of a privilege. Deutsch, supra, slip op. at 15.
[6] In the context of a shareholder suit, like the present dispute,
"if the corporation objects to discovery and successfully establishes
that the material sought is a confidential communication as to legal
services between it and its attorney, then discovery is not authorized,
unless the plaintiff stockholder seeking discovery shows 'good cause'
why the privilege should not attach." Deutsch, supra, slip op. at 1516. Under this approach, the plaintiff-shareholder bears the burden
of establishing "good cause" why the lawyer-client privilege should
not apply and the Court must examine a number of factors "to
determine whether the balance tips in favor of disclosure or nondisclosure." Deutsch, supra, slip op. at 10. Several factors that are
particularly indicative of "good cause" are conflicts of interest and
alleged breaches of fiduciary duties by directors of the defendant
corporations. Deutsch, supra, slip op. at 16. Other factors include,
but are not limited to:
"the number of shareholders and the percentage of stock
they represent; the bona fides of the shareholders; the nature
of the shareholders' claim and whether it is obviously colorable; the apparent necessity or desirability of the shareholders having the information and the availability of it
from other sources; whether, if the shareholders' claim is
of wrongful action by the corporation, it is of action criminal, or illegal but not criminal, or of doubtful legality;
whether the communication related to past or to prospective
actions; whether the communication is of advice concerning
the litigation itself; the extent to which the communication
is identified versus the extent to which the shareholders are
blindly fishing; the risk of revelation of trade secrets or
other information in whose confidentiality the corporation
has an interest for independent reasons."
Deutsch, supra, slip op. at 10 (citing Garner v. Wolinbarger, 430 F.2d
1093, 1104 (5th Cir. 1970), cert. denied, 401 U.S. 974 (1971)).

Iv
[7] A number of the documents plaintiff seeks are drafts of
documents generated during the merger transaction including, inter
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alia, drafts of the Merger Agreements, Purchase Agreement, Offer
to Purchase and Notice of Merger. This Court has held that preliminary drafts of documents, which are later publicly filed, are
privileged. See, e.g., Jedwab v. MGM Grand Hotels, Inc., Del. Ch.,
C.A. No. 8077, Allen, C. (Mar. 20, 1986), slip op. at 7.
This Court in Jedwab stated:
"An appropriate analysis of this issue begins, in my
view, with an attempt to focus on what information may
be derivable from such drafts. Since plaintiff has available
to it the publicly-filed documents, it is apparent that the
only information available from prior drafts relates to matters appearing in prior drafts that were deleted, augmented
or otherwise modified in the final product. Even a superficial
understanding of the process by which SEC filings are
prepared by lawyers and other advisors of a client permits
one to understand that such modifications are made as a
result of communications between a client or its representatives and its lawyers. Thus, new information disclosed
from comparing drafts of SEC filings with the filed documents themselves necessarily relates to and may inferentially
disclose communications between a client and its lawyers
charged with preparing the final documents. Communications of this kind are clearly made "for the purpose of
facilitating the rendition of professional legal services" and
lie at the heart of the confidential communications that the lawyerclient privilege seeks to protect.
It might be argued that the inference of a privileged
communication, as opposed to the communication itself,
ought not to be enough to successfully invoke the privilege,
and it is doubtlessly true that the simple fact that from a
document one may infer a communication from a client to
a lawyer would not alone establish a basis to protect such
a document from discovery. However, at least where, as here,
the document is prepared by a lawyer in a setting in which it is
intended to remain confidential until a final version is deemed
appropriatefor public disclosure and where the only pertinence of
the document to the discovery process is the inferential disclosure of
the communicationfrom a client to its lawyer, it strikes me that the
underlyingpolicies of the lawyer-clientprivilege are properly implicated
and that discovery of such a document would inappropriatelypermit
access by third parties to privileged communications.
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Jedwab, supra, slip op. at 6-7 (emphasis added).
[8] The analysis in Jedwab applies not only to drafts of the
merger documents that were filed with the S.E.C., but also to the
other draft documents which the plaintiff now seeks. All of the draft
documents sought by the plaintiff in this case were "prepared by a
lawyer in a setting in which [they were] intended to remain confidential until a final version [was] deemed appropriate for public
disclosure." Jedwab, supra, slip op. at 7. Compelling disclosure of
such draft documents would inferentially require the disclosure of
confidential communications between a lawvyer and client.
[9-10] As will be discussed, however, if plaintiff can establish
that the draft documents were shared between the two defendant
corporations, the lawyer-client privilege may have been waived. Furthermore, the draft documents sought by plaintiff are discoverable
if plaintiff can show "good cause" why the lawyer-client privilege
should not attach.
V
Plaintiff, in part, seeks to compel the production of certain
documents which allegedly reflect communications between VLI Corporation employees and American Home counsel, between American
Home employees and VLI Corporation counsel, and between counsel
for American Home and counsel for VLI Corporation. Most of these
documents apparently relate to the lapse and subsequent reinstatement of the patent, although some relate to the merger transaction.
Plaintiff argues that the documents sought cannot be protected
from discovery by the lawyer-client privilege because American Home
is not the client of VLI Corporation's counsel and VLI Corporation
is not the client of American Home's counsel. Furthermore, plaintiff
contends that to the extent communications between VLI Corporation
and its counsel were disclosed to American Home, or communications
between American Home and its counsel were disclosed to VLI
Corporation, such communications cannot be confidential.
Defendants counter that communications between American
Home and VLI Corporation (and their respective employees and
counsel) are protected under Delaware Rule of Evidence 502(b)(3)
as communications by a client or his representative or lawyer to "a
lawyer or a representative of a lawyer representing another in a matter
of common interest." (emphasis added). Defendants argue that although
the legal implications of the lapse and reinstatement of the patent
are not relevant to this case, they are, nonetheless, of "common
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interest" to American Home and VLI Corporation, thereby affording
those communications protection from discovery under Rule 502(b)(3).
Furthermore, defendants claim that the specific documents relating to the acquisition of VLI Corporation by American Home
also are subject to the lawyer-client privilege because, as to each
document, the interests of American Home and VLI Corporation
are "so parallel and non-adverse" that American Home and VLI
Corporation "may be regarded as acting as joint venturers." See
Jedwab v. MGM Grand Hotels, Inc., Del. Ch., C.A. No. 8077-NC,
Allen, C. (Mar. 20, 1986), slip op. at 4.
Both plaintiff and defendants rely on Jedwab to support their
respective positions. The Court in Jedwab addressed the question
whether "the lawyer-client privilege extends to documents prepared
by an attorney representing one party to a proposed merger transaction when those documents have been provided to the other party
to the transaction or to his attorney." Jedwab, supra, slip op. at 1.
Jedwab involved an attempt by the preferred shareholders of MGM
Grand Hotels, Inc. to enjoin a proposed merger between MGM
Grand and Bally Manufacturing Corporation. In connection with
the negotiation and documentation of the merger agreement, counsel
for MGM Grand and Bally communicated not only with their own
clients but also with the lawyers for the other parties to the transaction. Id.
Consequently, the plaintiff-shareholder inJedwab sought the production of documents which reflected communications between Bally's
lawyers and MGM Grand's lawyers. Id. Bally objected on the theory
that such documents were protected under Delaware Rule of Evidence
502(b)(3). Id. The "common interest" asserted by Bally as justifying
an expansion of the lawyer-client privilege beyond what the Court
viewed to be its traditional bounds was the proposed merger itself.
Id. at 2-3. Bally contended that all parties to a "merger have an
interest in seeing the transaction effectuated." Id. at 3.
The Jedwab Court, however, was unpersuaded by Bally's claim
of privilege and stated:
"Whether disclosure of a communication beyond the
client and lawyer destroys the basis for the claim of privilege
or not inevitably involves a judgment as to whether in the
circumstances the person making the disclosure in fact regarded that disclosure as confidential and, if there was an
expectation of confidentiality, whether the law will sanction
that expectation. Thus, for example, where a client seeks
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legal advice as to the proper structuring of a corporate
transaction and it is also prudent to seek professional guidance from an investment banker, it would hardly waive the
lawyer-client privilege for a client to disclose facts at a
meeting concerning such transaction at which both his lawyer and his investment banker were present. Knowledgeable
participants in such transactions would themselves regard
disclosures at such a meeting as confidential and the law
would, in my opinion, tend to validate that judgment.
Rule 502(b) is a recognition that a disclosure may be regarded
as confidential even when made between lawyers representingdifferent
clients if in the circumstances, those clients have interests that are
so paralleland non-adverse that, at least with respect to the transaction
involved, they may be regarded as acting as joint venturers. The
classic case of this kind would be communications relating
to the defense of a lawsuit among lawyers for co-defendants.
See, 3 Jones on Evidence §21:20 (1972).
I regard Bally's claim of privilege in this instance as
ill-founded because I cannot conclude that communications
between its attorneys and attorneys for MGM Grand with
respect to the negotiation and documentation of the proposed merger possessed the requisite confidentiality in these
circumstances. With respect to the functions they were performing
when the documents sought were prepared, these lawyers obviously
represented clients with adverse interests. The fact that both Bally
and MGM Grand are defendants in this lawsuit does not
render documents relating to the negotiation of the transaction itself confidential. If there is no basis for a finding
of confidentiality, there is no basis for the lawyer-client
privilege."
Id. at 3-5 (emphasis added).
[11] It is clear that most of the communications between VLI
Corporation and American Home regarding the patent reinstatement
and merger are not privileged under Delaware Rule of Evidence
502(b)(3) as a matter of "common interest" because the interests
of the two companies were not "so parallel and non-adverse that
... they may be regarded as acting as joint venturers." Jedwab,
supra, slip op. at 4.
[12] Communications between VLI Corporation and American
Home (and their respective attorneys) prior to the execution of the
original merger agreement on August 30, 1987 cannot be privileged
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under Rule 502(b)(3) because the companies clearly had adverse
interests with respect to the negotiation and documentation of the
original merger agreement. And, any communications between
American Home and VLI Corporation between August 30, 1987
and November 3, 1987, the date of the revised merger agreement,
also cannot be privileged as "a matter of common interest" because
the parties still had adverse interests in renegotiating and restructuring
the original agreement.
Defendants further argue, however, that the reasoning in Jedwab
is inapplicable to certain documents generated after the initial merger
agreement, which relate to the reinstatement of the patent and not
the "negotiation and documentation" of the merger transaction.
Essentially, defendants assert that the patent reinstatement issue is
somehow not relevant to the present suit. Notwithstanding that claim,
VLI Corporation and American Home also assert that communications regarding the patent reinstatement are privileged as "a matter
of common interest" because the patent reinstatement was a condition

precedent to the consummation of the original merger agreement.
Consequently, defendants, somewhat illogically, assert that any documents regarding patent reinstatement generated between August
30, 1987, the date of the original merger agreement, and November
3, 1987, the date of the revised merger agreement, although not
relevant to this lawsuit, are nevertheless the subject of a common
interest between the two corporate defendants and are therefore
protected by the lawyer-client privilege despite having been shared.
Defendants' argument that documents concerning reinstatement

of the patent are not relevant to this action are without merit. Clearly,
documents regarding the reinstatement of the patent are relevant to
the plaintiff's claim that the lapse, and ultimate reinstatement, of
the patent provided American Home with an excuse for reducing
the consideration paid to VLI Corporation's stockholders. Furthermore, VLI Corporation and American Home still had adverse interests, at least until the revised merger agreement was executed on
November 3, 1987, and therefore documents generated between
August 30, 1987 and November 3, 1987 could not be of common
interest to them.

VI
The plaintiff next asserts that she has shown "good cause" why
the lawyer-client privilege should not apply to the communications
which would otherwise be protected by the lawyer-client privilege.
See, e.g., Deutsch v. Cogan, Del. Ch., C.A. No. 8808-NC, Hartnett,
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V.C. (Feb. 26, 1990); Garnerv. Wolfinbarger, 430 F.2d 1093 (5th Cir.
1970), cert. denied, 401 U.S. 974 (1971). Plaintiff claims she has
established "good cause" because the Amended Complaint alleges
breaches of fiduciary duty and aiding and abetting a breach of
fiduciary duty as to the patent reinstatement proceedings and the
renegotiation of the August 30, 1987 merger agreement. Moreover,
the Amended Complaint also alleges that the VLI Corporation directors faced several conflicts of interest.
Defendants respond, however, that the Garner "good cause"
approach, which was followed by this Court in Deutsch, supra, does
not apply here because this is not a stockholder derivative suit. See,
e.g., Weil v. Investment/Indicators, Research and Management, Inc., 647
F.2d 18, 23 (9th Cir. 1981) (holding the Garner rule and policy
rationale inapplicable where a former shareholder seeks damages from
the corporation); Ohio-Sealy Mattress Mfg. Co. v. Kaplan, 90 F.R.D.
21, 31-32 (N.D. 1M1.
1980) (the court characterized the Garnerholding
as a stockholder derivative claim exception to the privilege, and thus
denied discovery where the information sought could have been used
to the corporation's detriment in the individual litigation between
the plaintiffs-shareholders and the corporation).
These cases are not controlling, however, and their reasoning
is not persuasive. In the Well opinion, much of the discussion regarding the application of the Garner "good cause" approach is mere
dicta, because the plaintiff in that case was not even a shareholder
of the defendant corporation when the suit was filed and the Ninth
Circuit refused to reverse the District Court's decision not to certify
the suit as a class action. Although the Ohio-Sealy case contained
individual, class action and stockholder derivative claims, the Court
did not specifically hold that the Garner approach was applicable only
to stockholder derivative suits. On the other hand, the holdings of
the Fifth Circuit are persuasive on whether the Garner approach is
proper in other than stockholder derivative suits. In Ward v. Succession
of Freeman, 854 F.2d 780, 786 (5th Cir. 1988), cert. denied, __U.S.
, 109 S. Ct. 2064 (1989), the Fifth Circuit rejected the Ninth
Circuit's narrow interpretation of the types of suits covered by Garner.
[13] Defendants' argument that the Garnergood cause test cannot
apply here because the suit is a class action is therefore without
merit.
VII
[14] Plaintiff also cites Deutsch, supra, for her claim that the
alleged conflicts of interest by the VLI directors (and other factors)
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are sufficient to show "good cause" why the lawyer-client privilege
should not attach, because as fiduciaries, the VLI directors should
not be permitted to shield from their beneficiaries communications
made on behalf of those beneficiaries. Plaintiff's overbroad assertion,
if valid, would seriously erode a corporation's lawyer-client privilege
in all cases where a plaintiff merely asserts that a director had a
conflict of interest. Plaintiff's argument ignores the unique factual
circumstances in Deutsch. The Court in Deutsch based its finding that
there was sufficient "good cause" to override the lawyer-client privilege in part on a serious and obvious conflict of interest because it
was not disputed that an attorney sat on the Board of the target
corporation, while his law firm simultaneously represented the acquiring corporation, the target and its minority stockholders. Such
an obvious conflict of interest is not present in this case, however,
and therefore, the plaintiff has failed to establish "good cause" why
the lawyer-client privilege should not apply.
VIII
[15] Defendants finally attempt to shield certain documents,
which allegedly relate to the reinstatement of the Patent, from discovery by claiming the work product privilege under Chancery Court
Rule 26(b)(3) which provides:
"a party may obtain discovery of documents and tangible
things otherwise discoverable under paragraph (b)(1) of this
rule and prepared in anticipation of litigation or for trial by or
for another party or by or for that other party's representative (including his attorney, consultant, surety, indemnitor, insurer, or agent) only upon a showing that the party seeking
discovery has substantial need of the materials in the preparation of
his case and that he is unable without undue hardship to obtain
the substantial equivalent of the materials by other means. In ordering discovery of such materials when the required showing has been made, the Court shall protect against disclosure
of the mental impressions, conclusions, opinions, or legal
theories of an attorney or other representative of a party
concerning the litigation." (emphasis added).
The work product immunity "does not require the existence of an
actual pending lawsuit but only that materials be written specifically
in preparation for threatened or anticipated litigation." Riggs National
Bank of Washington, D.C. v. Zimmer, Del. Ch., 355 A.2d 709, 715
(1976).
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Plaintiff asserts that the documents sought relating to the reinstatement of the Patent are not privileged as work product because
the proceedings in the Patent Office were neither "litigation" nor
a "trial" under Oh. Ct. Rule 26(b)(3).
The defendants rely on Hercules Inc. v. Exxon Corp., D. Del.,
434 F. Supp. 136, 151 (1977), to support their position that the
work product immunity is not limited to documents prepared for a
pending suit. In that case, the Delaware Federal District Court
analyzed the work product doctrine under Federal Rule of Civil
Procedure 26(b)(3), which is identical to Chancery Court Rule 26(b)(3),
and stated that the "work product [doctrine] has been held applicable
to documents generated in anticipation of ex parte proceedings in the
Patent Office, as well as documents prepared in anticipation of
interference proceedings." Id. at 151. However, the Court also stated
that the "scope of that privilege is still limited ... by the requirement
that the document be prepared 'with an eye toward litigation."' Id.
at 151-52.
Consequently, the Court held:
"If the primary concern of the attorney is with claims which
would potentially arise in future litigation, the work product
immunity applies; if the attorney's primary concern is claims
which have arisen or will arise during the ex parte prosecution of the application, however, the work product rule
does not apply."
Id. at 152.
Plaintiff, notwithstanding that she asserts the patent proceedings
are relevant to her claims, in effect, contends that the work product
privilege should not extend beyond the proceedings that were anticipated during the preparation of the documents (the patent proceedings) because the parties and subject matter of the patent
proceedings are not closely related to the merger claims being asserted
in this suit. See Ramada Inns, Inc. v. Drinkhall, Del. Super., 490 A.2d
593 (1985); Hercules, Inc. v. Exxon Corp., D. Del., 434 F. Supp. 136
(1977). Plaintiff points out that the only defendant in this case that
was a party in the patent proceeding is VLI Corporation, and that
the focus of this suit is breaches of fiduciary duty and fraud in
connection with the Tender Offer, whereas the patent proceedings
focused solely on the reasons for the lapse of the Patent. Plaintiff's
own argument that the patent reinstatement issue is somehow relevant
to the breach of fiduciary duty claims makes her argument meritless.
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Plaintiff also argues that defendants have waived the work product privilege because defendants' reliance on advice of counsel and
references to that advice in the disclosure documents establishes the
"compelling need" required by Rule 26(b)(3). See Ramada Inns, Inc.
v. Drinkhall, 490 A.2d at 597. This argument is also without merit.
I therefore determine that the documents sought by plaintiff,
which relate to the reinstatement of the Patent, are protected from
discovery by the work product privilege, and that plaintiff has shown
neither a "substantial need" for these documents nor that she "is
unable without undue hardship to obtain the substantial equivalent
of the materials by other means." See Ch. Ct. R. 26(b)(3).
Because I am unable from the present record to determine
precisely which documents plaintiff is entitled to discover, I shall
expect counsel to confer and in good faith decide which documents
are discoverable under the rulings made herein.
IT IS SO ORDERED.

