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ABAJIAN v. KENNEDY
No. 11,425
Court of Chancery of the State of Delaware, New Castle
January 17, 1992
Plaintiff stockholders brought a class and derivative action, challenging a number of board authorized transactions, against the board
of directors. The plaintiffs alleged these transactions violated the
fiduciary duties owed to the corporation and its shareholders. The
transactions involved acquiring aircraft under long-term leases, placing certain securities with the lessor, reducing the number of outstanding public shares, and providing additional incentive
compensation to management employees. Defendants moved to dismiss the complaint based upon failure to allege a basis for excusal
of demand, plaintiffs' lack of standing to litigate any direct claims,
and failure to allege direct wrongs to the shareholders.
The court of chancery, per Chancellor Allen, held that reasonable
doubt existed concerning business judgment protections and excused
plaintiffs from the demand requirement. The court declined to rule
on defendants' motion to dismiss certain of the claims asserted by
the plaintiffs directly. Finally, the court dismissed the defendant lessor
from the suit because lessor, a California corporation, was not subject
to personal jurisdiction under Delaware's long-arm statute.
1. Corporations

0

202, 203

Directors of corporation and not shareholders manage business
and affairs of corporation and, accordingly, directors are responsible
for deciding whether to engage in derivative litigation. DEL. CH.
CT. R. 23.1.
2.

Corporations

0

203, 211(5)

Supreme court standard for determining whether derivative complaint states demand-futility claim under Delaware Court of Chancery
Rule 23.1 is whether, taking well-pleaded facts as true, allegations
raise reasonable doubt as to director disinterest or independence, or
whether directors exercise proper business judgment in approving
challenged transaction. DEL. CH. CT. R. 23.1.
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C-203, 206(4), 320(8)

In derivative action, the court of chancery, in exercise of its
sound discretion, must be satisfied that a plaintiff has alleged facts
with particularity which, taken as true, support a reasonable doubt
that challenged transaction was product of a valid exercise of business
judgment; only in that context is pre-suit demand upon board to
redress alleged wrongs to corporation excused as futile. DEL. CH.
CT. R. 23.1.
4.

Corporations

C==326, 355

Foreign director of Delaware corporation, who allegedly partic-

ipated in a conspiracy to authorize and issue new shares in the
corporation for the purpose of defrauding Italian bank by diluting
its security interest, was not subject to service under the state's longarm statute, since it could not be said that the alleged conspiracy
caused a "tortious injury" in the state. DEL. CODE ANN. tit. 10,
§ 3104(c)(3) (1991).

5. Corporations

C---

326, 355

The conspiracy theory of jurisdiction does not excuse the plaintiffs' burden of showing a statutory basis of jurisdiction under section
3104(c). DEL. CODE ANN. tit. 10, § 3104(c)(3) (1991).

Joseph A. Rosenthal, Esquire, of Morris, Rosenthal, Monhait &
Gross, P.A., Wilmington, Delaware; Melvyn Weiss, Esquire, and
Steven G. Schulman, Esquire, of Milberg, Weiss & Mines, P.S.,
Seattle, Washington, of counsel; and Stull, Stull & Brody, New
York, New York, of counsel, for plaintiffs.
Kenneth J. Nachbar, Esquire, of Morris, Nichols, Arsht & Tunnell,
Wilmington, Delaware, and Ronald L. Berenstain, Esquire, and
Barry M. Kaplan, Esquire, of Perkins Coie, Seattle, Washington,
of counsel, for director defendants.
E. Norman Veasey, Esquire, Gregory V. Varallo, Esquire, C. Stephen Bigler, Esquire, Robert J. Steam, Jr., Esquire, Robert J.
Kriner, Jr., Esquire, and Frederick L. Cottrell, III, Esquire, of
Richards, Layton & Finger, Wilmington, Delaware; and O'Melveny
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& Myers, Los Angeles, California, of counsel, for defendant International Lease Finance Corporation.
ALLEN,

Chancellor

This stockholders class and derivative action challenges a number
of related transactions authorized by the board of directors of Alaska
Air Group, Inc. as constituting a breach of fiduciary duties owed
to the corporation itself and to its shareholders. The transactions
that inspire this charge are an interrelated group of financial transactions designed to acquire certain aircraft under long-term leases;
place certain voting securities (with restrictions on voting rights) with
the lessor; reduce the number of outstanding public shares; and
provide additional incentive compensation to management employees.
Generally, plaintiffs assert that the transactions have been misrepresented to shareholders and in fact are designed principally to enrich
management and to protect the directors of Alaska Air from the
prospect of being removed from office.
Plaintiffs are stockholders of Alaska Air who allegedly have
owned their stock at all times relevant to this case. They purport
to bring this action on behalf of all common stockholders of Alaska
Air since January 23, 1990. They also purport to bring this action
derivatively on behalf of Alaska Air itself for injuries allegedly sustained by the corporation as a result of the transactions involved.
Defendants are the members of the board of Alaska Air (the "Director
Defendants") and International Lease Finance Corporation ("ILFC"),
a California corporation that is a party to certain of the transactions
involved.
Pending are motions to dismiss the Amended Complaint on
grounds (1) that insofar as it purports to be brought on behalf of
the corporation itself, it fails to allege a basis to excuse prior demand
upon the board under Rule 23.1 and (2) that insofar as it purports
to allege direct claims, (a) the named plaintiffs have no standing to
litigate those claims and (b) in all events, the Amended Complaint
fails to allege direct wrongs to shareholders. In addition, ILFC has
moved to be dismissed on the ground that it is not subject to this
court's in personam jurisdiction.
For the reasons that follow, I conclude that the facts alleged in
the Amended Complaint are sufficient to create a reasonable doubt
concerning the availability of the business judgment rule protections
in this case and thus are sufficient to excuse plaintiffs from the presuit demand requirement of Chancery Court Rule 23. 1. Furthermore,
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for the reasons set forth at pp. 18-20, I decline to rule on defendants'
motion to dismiss certain of the claims asserted by the plaintiffs
directly. Finally, ILFC will be dismissed because, for the reason set
forth at pp. 20-27, I conclude that it has not and could not be
properly served with process in this case.
I.
On a motion to dismiss, the relevant facts are taken to be those
alleged in the complaint. Grobow v. Perot, Del. Supr., 539 A.2d 180
(1988); Haber v. Bell, Del. Ch., 465 A.2d 353 (1983). On that basis,
it appears the relevant facts are as follows.
1.

The transactions involved

On January 23, 1990, Alaska Air announced that its board of
directors had authorized "a major strategic alliance, a share repurchase program and the formation of an employee stock ownership
plan (ESOP)." The transactions, publicly announced on January 23
(the "Transactions"), are those attacked as constituting a breach of
duty in this case. They included four major components.
The first element was a long-term lease by the Company's Alaska
Airlines subsidiary of up to 24 Boeing 737-400 aircraft, with a value
of approximately $900 million.
Secondly, the Transactions included the issuance by the company
of a new class of redeemable convertible preferred stock in the
principle amount of $62.5 million. The stock carries a 10.2 % dividend
and represents approximately 15 % of the voting power of the corporation (before the effectuation of the Transactions). In exchange
for the payment of $59.4 million (95% of the stated value of the
total issue), ILFC acquired the right to vote this stock (subject to
limitations described below), and the right to collect all dividends
paid with respect to it. Thus, its expected rate of return would be
10.75%. In exchange for a payment of $3.1 million (5% of the
stated value of the total issue), a large group of management employees acquired investment options relating to the preferred stock
that entitled them, periodically after three years, to cause the company
to redeem the preferred and subjected the common stock into which
it was convertible to a purchase option at $27 per share.
Thirdly, the Transactions included the creation of an ESOP and
the loan of $20 million to the ESOP for the purchase of Company
stock to the eventual limit of 900,000 shares.
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Finally, the Transactions included the announcement of a share
repurchase program of up to 3.5 million shares (22% of outstanding
stock), up to 3.0 million of these shares were to be purchased in a
"Dutch-auction" self-tender offer. The remainder of the stock would
be acquired on the market or through private transactions. Under
the Dutch auction procedure, shareholders were invited (pursuant to
a January 24, 1990 Offer to Purchase) to tender stock at the lowest
price they would accept for the shares they tendered between $20
and $24 per share. The Company then would select the lowest price
between those amounts that would permit it to acquire the number
of shares it seeks and would accept all shares tendered at that price
or below. (Proration may be necessary.) The dosing price of the
Company's stock on January 22, 1990, was $20 3/4. The Offer to
Purchase disclosed that none of the Company's executive officers or
directors intended to tender any shares. As a class, officers owned
less than 1% of the Company's stock.
Effectuation of the Transactions did not require or involve stockholder participation, excepting the partial tender offer.
2.

Restrictions on the right of ILFC to vote

The preferred stock issued to ILFC carried with it 15% of the
existing voting power of the Company. Following the dosing of the
self-tender, it would represent about 19% of the vote. In the hands
of ILFC, however, that stock and the right to vote it is restricted
and made subject to the corporation's control in some respects. The
Offer to Purchase states that "the Series B Preferred may not be
sold, transferred, pledged or othervise encumbered or disposed of
in whole or in part . . . without the prior written consent of the
Company, which approval may be withheld in the Company's sole
discretion." Am. Comp., Exh. A, p. 4.
With respect to the right to vote the preferred stock, or communicate with other shareholders concerning the voting of its stock,
the Company and ILFC agreed (in the language of the Offer to
Purchase) as follows:
For so long as ILFC beneficially owns any Series B Preferred, ILFC has agreed not: (i) to make or in any way
participate,directly or indirectly, in any "solicitation" of "proxies" . . . to vote for, initiate, propose or otherwise solicit
or seek to influence stockholders of the Company with respcct
to, any stockholder proposal or induce or attempt to include
any other person to initiate any stockholder proposal; (ii)
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to make or in any way participate, directly or indirectly, in any
solicitation of proxies to vote or otherwise solicit or seek to
influence stockholders of the Company, in opposition to the
recommendation of the Board of Directors . . . with respect to

any matter other than any amendment to the Certificate
of Designation of the Series B Preferred . . . (iii) directly
or indirectly, to solicit, seek or offer to effect, negotiate
with or provide any information to any persons with respect

to, or make any public or private proposal, either alone or
in concert with others, with respect to: (A) any form of
business combination, recapitalization, restructuring or other
extraordinary transaction involving the Company or its subsidiaries . . . (iv) to form, join, or in any way participate

in or encourage the formation of, a Section 13(d) "group"
. . . which has or seeks to acquire beneficial ownership of,
Voting Securities of the Company . . . (v) otherwise to act,

alone or in concert with others, to seek to affect or influence
the control of management or Board of Directors of the Company .....
Am. Comp., Exh. A, p. 5 (emphasis added).

II.
From these alleged facts plaintiffs seek to assert claims of two
general types: substantive breach of loyalty and care claims that are
derivative in character; and disclosure or breach of candor claims
as well as fair price claims that are direct or individual in character.
These individual claims are asserted on behalf of all of the Company's
stockholders as of the date of the public announcement of the Transactions.
1. The derivative claims
In brief, plaintiffs assert that the Transactions were entered into
in order to insulate incumbent management from the possibility of
a hostile takeover and to confer substantial financial benefits upon
management. It is alleged that the combination of the voting restrictions on the preferred and the establishment of the ESOP were
intended principally to entrench the existing board and make it
immune from the threat of hostile tender offer. More particularly,
plaintiffs claim that the sale of preferred stock is on terms that are
not economically advantageous to the Company; that the rate of
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interest to be paid is in excess of Alaska Air's normal borrowing
rate and that the "interest" payment are not tax deductible; that
other cheaper alternatives could have been found that the raising of
capital on this basis was a waste of negligent or, more accurately
(in their minds), an abusive manipulation to protect incumbency.
The option to acquire common stock upon conversion of the preferred
that was acquired by a large group (1200) of management employees
is itself wasteful, it is said. Plaintiffs allege that management employees have been offered the opportunity to acquire for $3.1 million
the right to convert preferred shares at $27 per share. The allegation
is that these rights-which are only exercisable in future-have a
current value of at least $15 million. Thus, plaintiffs contend that
the present exchange offered to the management employees constitutes
a waste of corporate assets.
2.

The direct claims of disclosure violations and unfair price

It is fair, I think, to say that the main emphasis of the Amended
Complaint is on the alleged inadequacies of disclosures made by
Alaska Air and the Director Defendants concerning the Transactions.
The central thrust of this assertion is that in its press release, SEC
filings and in the Offer to Purchase the Company (or the directors)
endeavored to create the false impression that the substance of the
Transactions was driven by a desire to benefit the corporation financially. In fact, they assert this was not the case and information
that would have suggested that fact was never disclosed. For example,
it is said, that the origin of the Transactions in a Merrill Lynch
"Performance Investment Plan" was material but was not disclosed;
that no information was provided from which shareholders could
readily discern the magnitude of the financial benefits to eligible
management emplovees; that the fact that the preferred dividend
rate exceeds Alaska Air's normal borrowing rate was material but
not disclosed; and that the fact that these dividends will equal 15%
of the Company's 1989 net income should also have been disclosed.
In addition, it is claimed that projections were not included in the
Offer to Purchase but should have been.
It is alleged that the Company tried to create the false impression
that ILFC required the preferred stock in order to enter into the
lease agreement. Also is it claimed that the "stockholders are provided
with virtually no meaningful information necessary to assess the
fairness of the lease rate to Alaska Air." (Am. Comp. 34). The
Offer to Purchase is said to have underemphasized the extent to
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which the Transactions insulated the directors from the threat of
hostile takeover attempts.
All of these alleged defects in disclosure are said to have rendered
the self tender offer defective and, moreover, to have impaired the
future ability of the shareholders to vote (presumably for directors
at the next annual meeting).' It is also claimed that unspecified
"non-public favorable information" "has likely been shared with
ILFC [but] that information has been denied to potential bidders
and to public shareholders

....

",2

Finally, it is alleged that the price offered was unfair.
III.
[1-2]

I turn first to the question whether the facts alleged, if

taken as true, excuse plaintiffs' failure to make a demand upon the

Alaska Air board of directors before instituting this suit. Because it
is the elected boards' right and duty to manage or supervise the
management of the affairs of the corporation, only if there is reasonable grounds to conclude that the board would not be in a position
to exercise an authoritative judgment on that question, ought plaintiffs
be permitted to sidestep the board and to press a litigation claim
on the corporation's behalf. The legal test that determines this question was clarified in a series of Delaware Supreme Court cases. See
Aronson v. Lewis, Del. Supr., 473 A.2d 805 (1984); Spiegle v. Buntrock,
Del. Supr., 571 A.2d 767 (1990); Levine v. Smith, Del. Supr., 591
A.2d 194 (1991). Generally that test asks whether, accepting the
specific facts pleaded as true, they create a reasonable doubt that
the board's judgment attacked as constituting a wrong will not qualify
for business judgment protection.

That judgment may ultimately

1. The claim of an impairment of a not yet scheduled future election does
not itself state a claim, in my opinion, since no proxy solicitation materials for
such election have been disseminated as yet.
2. The claim that unspecified non-public information has been denied to
potential bidders does not state a claim upon which relief may be granted. The
shareholders have no right to require the board to make information available so
as to promote a sale of the Company, if the board has not elected to pursue a sale
of the company strategy. See Moran v. Household Int'l, Inc., Del. Ch., 490 A.2d
1059, aff'd, Del. Supr., 500 A.2d 1346 (1985); Paramount Communications, Inc. v.
Time, Inc., Del. Supr., 571 A.2d 1140 (1990).
3. Logically, the pertinent question is whether the board in office at the time
the suit is initiated is able to exercise a valid judgment concerning the business
question whether the suit should be commenced. In most instances, but not in all
(see Harris v. Carter, Del. Oh., 582 A.2d 222 (1990)), this question will turn upon
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fail to qualify for business judgment deference because it is found
to be the product of a board that is not disinterested and independent
or because, even if the board appears disinterested, its process was
such as to disqualify its judgment for that deference.
[3] The test of whether the board is in a position to act on a
demand thus focuses on each of these ways of evaluating the availability of business judgment review. See Aronson, 473 A.2d at 814.
That test employs a "reasonable doubt" standard and unavoidably
calls upon the trial court to make a decision that, while not discretionary in the strong sense of that term which implies some area of
unreviewable good faith judgment, is discretionary in the weaker
sense of requiring decision that is highly particular and involves
informed judgment. See Grobow v. Perot, Del. Supr., 539 A.2d 180,
186 (1988). That judgment will be factual in nature. It will determine'
whether the accumulation of all relevant factors pleaded creates a
reasonable doubt of the availability of business judgment protection.
Focusing only on the allegations of substantive wrong (not disclosure), it seems apparent that each element of the Transactions is
within the legal authority of the Alaska Air board of directors. The
claim is that this legal authority was exercised for impermissible
reasons. For example, it is alleged that the placement of the restricted
voting power in the hands of ILFO was not a concession of an
arm's-length negotiating partner but originated with the Director
Defendants to serve their personal interests. This allegation is supported by allegations that the financial terms of the preferred stock
are disadvantageous to the Company as a source of financing and
that the lease transactions are market transactions that would stand
on their own; they do not reflect a concession by ILFC to account
for the expensive dividend that the preferred entails.
Can one say on the basis of the allegations alone that there is
no reasonable doubt that the decision to engage in the Transactions
will qualify for the protection of the business judgment rule? I cannot
conclude so. But for the restrictions on voting of the preferred stock,
one might conclude that viewed in isolation every aspect of the
Transactions plainly constituted the exercise by the board of its
business judgment. The long-term leases with an unrelated party
standing alone dearly represent an operating decision of the kind

the different question whether the board that approred the transaction sought to be

reviewed operated under a cloud of self-interest or other disability when it authorized
the transaction. The Aronson test focuses upon this second question.
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that falls squarely in the core area of business judgment decisions.
The compensation aspects of the Transactions-which would over
time make 15% of the Company's stock available to a large group
of managers-do not involve the board as such in self-dealing. Nor
is there any specific allegation that might support a breach of care
charge in that connection.
The assertion that the compensation aspects of the Transactions
(the investment options) constitute waste because they allegedly have
a $15 million current value is fatally defective since it is not alleged
that any employee can realize any value from those options for a
period of some years. Thus, even accepting plaintiffs' allegation, it
is necessary for employees to work over that period to, at least,
maintain existing value in order to achieve a benefit. In fact, of
course, the reasonable hope is that management employees will be
motivated by the options to create increased share value from which
they will benefit. Thus, I conclude that the allegations of waste are
themselves inadequate to create a reasonable threat to the availability
of business judgment protection.
Nor does the ESOP standing alofne create such a doubt. The
directors as a class do not qualify for it, nor does a majority of the
board in some other capacity. Finally, the ESOP holdings are not
so large as to raise justifiable suspicions.
The issuance of the preferred stock, however, while it may
ultimately be found to be not only legally valid but equitably appropriate, when considered in context, does in my opinion create a
reasonable doubt that the Alaska Air board of directors was disinterested with respect to the Transactions. That the Transactions might
ultimately be upheld as a valid exercise of business judgment (see,
e.g., Shamrock Holdings, Inc. v. Polaroid Corp., Del. Ch., 559 A.2d 278
(1989) cited by defendants) is, of course, not inconsistent with a
finding that the facts alleged raise sufficient doubt to permit litigation
of the claim by a shareholder without pre-suit demand upon the
board.
The restrictive voting provisions that are impressed upon that
stock while in the hands of ILFC plainly does have the effect of
protecting the incumbency of the existing board. Even if one assumes
that there could be valid corporate purposes served by consensually
restricting the ability of a substantial shareholder to oppose management or communicate with other shareholders, it seems nevertheless to be the case that such restrictions do raise the prospect of
impermissible motivation as one plain possibility.
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The law has long cast a critical eye on attempts by corporate
directors to perpetuate themselves in office by controlling the voting
of corporate shares. See Italo Petroleum Corp. v. Producers Oil Corp.,
Del. Ch., 174 A. 274 (1934); Speiser v. Baker, Del. Ch., 525 A.2d
1001 (1987) (giving history). Our state, like most or all corporation
law statutes, prohibits a corporation from voting its own stock. See
8 Del. C. § 160. That statute codifies a venerable judicial rule (e.g.,
Ex Parte Holmes, N.Y. Sup. Ct., 5 Cow. 426 (1826); Allen v. DeLagerberger, 10 Ohio Sec. Rep. 341 (1888)) designed to protect against
devices "securing [directors] against the possibility of removal." Ex
Parte Holmes, 5 Cow. at 435. The core problem of a corporation
voting its stock (or a controlling subsidiary voting stock in its parent)
does not exhaust the techniques available for directors to use corporate
assets to control or slant corporate elections. Thus when confronted
by board-inspired voting restrictions, courts are obliged, for reasons
noted for more than 150 years, to be cautious.
In recent years, there have been a number of cases in which
our court has concluded that allegations of voting restrictions with
respect to a stock of shares was sufficient to establish a reasonable

doubt that the corporation's directors were disinterested for purposes
of the Rule 23.1 demand requirement. See Good v. Texaco, Inc., Del.
Ch., C.A. No. 7501, Brown, C. (May 14, 1984); Seibert v. Harper
& Row Publishers, Inc., Del. Ch., C.A. No. 6639, Berger, V.C.
(Dec. 5, 1984); Edelman v. Phillips Petroleum Co., Del. Ch., C.A. No.
7899, Walsh, V.C. (Feb. 12, 1985); LA Partners, L.P. v. Allegis Corp.,
Del. Ch., C.A. No. 9033, Berger, V.C. (Aug. 14, 1987).
For example, Good v. Texaco was a derivative suit that arose
from the Company's repurchase of its stock at a premium. In part
consideration for the purchase of common stock was a new issue of
redeemable preferred stock. As part of the transaction, the stock-

holders agreed to vote the preferred stock as directed by the Texaco
board. In concluding that the complaint raised a reasonable doubt
concerning the board's independence and disinterest, the court fo-

cused upon the voting restrictions. The court viewed them as, in
effect, conferring a power on the members of the board to protect
their offices. Good, C.A. No. 7501, slip op. at 10-11. Thus, even
though a majority of board members were not officers of the corporation, a contractual provision that placed control of votes solely
under the control of the board was found to create a reasonable
doubt that they were disinterested in the transaction. Id., slip op.
at 11. While the restrictions on voting here involved appear to be
markedly less useful to a board motivated by entrenchment concerns
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than would the voting control present in Good v. Texaco, it is nevertheless arguably aimed at the same purpose and capable of having
the same type of effect.
LA Partners, L.P. v. Allegis Corp., Del. Ch., C.A. No. 9033,
Berger, V.C. (Aug. 14, 1987), also dealt with the issuance of stock
with voting restrictions in the context of a motion under Rule 23.1.
Shareholders had sued the directors of Allegis Corporation after it
had agreed to issue notes convertible into 15% of the Allegis stock
that would bear restrictions on voting. The notes were part of the
consideration for the purchase of new aircraft from the Boeing Company. The restrictive provisions prohibited Boeing, upon conversion
of its notes to Allegis' stock, from (1) executing a written consent
on behalf of anyone seeking control of the company, (2) seeking
control or influencing management of the company, or (3) participating in the solicitation of proxies or approval of other stockholders
for a stockholder proposal. Id., slip op. at 3-5. Although the agreement did not vest voting power in Allegis' directors, it did effectively
restrict Boeing's ability to vote its shares for removal of the directors.
The court concluded that the mix of factors present did raise a
reasonable doubt concerning the board's disinterest.
The presence of these restrictions on the voting power of the
preferred while in ILFC's hands 4 itself gives rise to a reasonable
doubt of the kind Aronson describes. Proof of other allegations possibly
will re-enforce that inference. The allegation that the preferred represented an expensive source of capital (when compared to alternatives); that ILFC did not require the preferred in order to deal
with Alaska Air on the lease transaction; and that the lease transaction
was a free-standing, arm's-length transaction at a market rate, are
all consistent with the inference that the preferred stock aspect of
the transaction was motivated principally to substitute restricted voting preferred stock for common stock in order to entrench the existing
board. Even if it were found that the board did, in this way, seek
to protect its incumbency, that fact alone would not itself constitute
a wrong. The ultimate question would be why did it seek to do so,
if it did.
In all events, at this stage of the proceeding it cannot be said
that there is no reasonable likelihood that plaintiffs could prove a
4. I especially refer to subparagraphs (i), (ii) and (vi), pp. 5-6, supra. I note
that standstill agreements or restrictions such as contained in (iii) and (iv) above
do not affect exercise of shareholder voting rights and thus would give rise to less
or no entrenchment inference.

1993]

UNREPORTED CASES

case entitling them to relief. Put differently, these circumstances are
sufficient, in context, to require me to conclude at this pleading stage
that a reasonable doubt exists that the directors of Alaska Air will
qualify for the protection of the business judgment rule. Thus, I
conclude that pre-suit demand upon the board under Rule 23.1 was
not required in this case.
IV.
Let me pass quickly over the allegations of direct claims. First,
for the reasons noted in the margin I am of the opinion that no
member of the class can state a claim based upon an allegation that
the price offered or the range offered in the self-tender was unfair
or inadequate. (Am. Comp.
69).
Insofar as the duty of care is concerned, I conclude in these
circumstances that that obligation ran to the corporation itself and
not the shareholders directly. In all events, the gist of the Amended
Complaint is not that the directors were negligent but that they were
duplicatious. The complaint fails to allege a direct claim for breach
of the duty of care.
Second, as to the more prominent disclosure claims, I decline
at this time to decide whether they state a claim. I do so because
I am inclined to accept defendants' position as correct, that if plaintiffs
did not sell any shares in the self-tender, they have no standing to
complain about any defects that may appear in the Offer to Purchase.
The facts alleged do not support an inference that non-tendering

5. There are indications in our cases that even a fiduciary has no duty to
offer a "fair" price in a tender offer. See Lewis v. Fuqua, Del. Oh., C.A. No. 6534,
Hartnett, V.C. (Jan. 7, 1982); Lynch v. Vkikers Energy Corp., Del. Ch., 351 A.2d

570 (1976), rev'd on other grounds, 383 A.2d 278 (1977). As these cases recognize,
however, they rest on the assumption that a tender offer is a voluntary transaction.

When a fiduciary extends a coercive offer, however, that predicate is absent and
the obligation to deal fairly may be triggered. Thus, a coercive tender offer by a
fiduciary would plainly require that the price offered be objectively fair. However,

the facts alleged here do not disclose any structural feature of the transactions that
had the effect of forcing shareholders to tender. Thus, I see the self-tender as a
voluntary transaction; an offer slightly above the market that shareholders could
take or leave as they thought most prudent. In that circumstance, the corporation
had no obligation to extend an offer at only a fair price (i.e., a price that after
trial would be judicially held to have been fair). If the tender offer document is
itself defective in some material respect that fact, of course, may give rise to an
action on behalf of affected stockholders regardless of price. Cf. In re Ocean Drilling
& ExplorationShareholders Lidg., Del. Oh., C.A. No. 11,898, Chandler, V.0. (Apr. 30,
1991).
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shareholders were injured by any defects that arguably may be
contained in the Offer to Purchase. This is not a case in which a
tender offer is used to put one in a position thereafter to force a
cash out merger on non-tendering shareholders. In such a case, a
non-tendering shareholder may be dramatically if directly affected
by deception in the tender offer document. See Freedman v. Restaurant
Assocs. Indus., Inc., Del. Ch., C.A. No. 9212 (Sept. 19, 1990). But
here the self-tender is not part of a two-step transaction that does
affect non-tendering shareholders individually. The tender offer itself
may have indirect effects upon plaintiffs, but those effects, whatever
they may be, are derivative in nature, except for the alleged fact
that the non-tendering shareholders are now allegedly less likely to
be the beneficiary of a hostile tender offer for their shares. But that
fact has been held by itself to not constitute a legal wrong to shareholders directly. See Moran v. Household Int'l, Inc., Del. Ch., 490 A,2d
1059, aff'd, Del. Supr., 500 A.2d 1346 (1985). Thus, if plaintiffs
have sold no stock in the self-tender, I do not think they are in a
position to litigate over the quality of the disclosure in the Offer to
Purchase.
The Amended Complaint seems to suggest that plaintiffs did
not sell stock in the self-tender (see Am. Comp. 9) but it is not
explicit on this point. In all events, the mechanism to test whether
plaintiffs have standing, in the context of a class suit, to litigate
(assumedly valid) claims asserted in the complaint is in a class
certification motion, where a factual record is available.
However, given my present evaluation of the likelihood of a
finding of no-standing, I will defer for the moment an evaluation
of the merits of the complaint from the point of view of shareholders
who did tender their stock. Thus, I will decline to dismiss the
disclosure claims at this time.
V.
The last aspect of the matter in its present posture is the claim
by ILFC that it cannot lawfully be subjected to suit in Delaware.
It is undisputed that it is a California corporation with its principal
executive office in Los Angeles; that the lease transaction and the
other elements of the Transactions were negotiated in Seattle and
that, while Alaska Air is a Delaware corporation, no aspect of this
transaction occurred in Delaware. There has, however, been no
discovery 6 and in their brief plaintiffs express the view that discovery
6. Discovery was stayed by agreement of the parties while the motion to
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may disclose the existence of some affiliations or connections between
ILFC and this jurisdiction not relating to the Transactions. These
hopes, however, do not in my opinion justify deferring consideration
of the motion that has now been presented. See Hart Holding Co. v.
Drexel Burnham Lambert, Inc., Del. Ch., 593 A.2d 535 (1991).
A.
Plaintiffs claim that ILFC, a California corporation, was an
essential participant in the alleged breaches of fiduciary duty by the
Director Defendants. They allege that ILFC first aided and abetted
the Director Defendants in structuring the supposedly entrenching
"comprehensive strategic program" and then actively assisted the
Director Defendants in falsely portraying the program as predominantly an aircraft lease transaction.
More specifically, the plaintiffs allege that ILFC participated in
the Director Defendants' breach of fiduciary duties by (1) agreeing
to lease 20 aircraft to Alaska Air with a total value of $900 million;
(2) agreeing to purchase approximately $59.4 million of preferred
stock in Alaska Air; (3) agreeing to restrictive covenants that restrain
its ability to take certain actions as a stockholder; (4) disseminating
false and misleading statements in order to deter substantial opposition or criticism to the strategic program. (Am. Comp.
26-31).
Plaintiffs allege that as a result of these and other actions, ILFC
purposefully subjected itself to personal jurisdiction in Delaware.
ILFC urges that there is no statutory or constitutional basis to
subject it to personal jurisdiction in Delaware. In addition, ILFC
asserts that the plaintiffs' allegations are insufficient to support a
claim that it knowingly participated in any breach of fiduciary duties
by the Director Defendants.
In opposition to ILFC's motion to dismiss for lack ofjurisdiction,
the plaintiffs reply that jurisdiction lies under several theories. First,
they assert that ILFC's conduct falls within the requirements of two
provisions of Delaware's long-arm statute, 10 Del. C. § 3104(c)(1)
and (c)(3). 7 Second, they assert that exercise of jurisdiction over

dismiss is considered. While discovery is unavailable to a plaintiff for the purpose
of defending against a motion to dismiss (see Levine v. Smith, Del. Supr., 591 A.2d
194, 208 (1991)) defendant has no right to require that discovery be stayed simply
because a motion to dismiss is made. And in some instances, the court has required
discovery to go forward despite such a motion.
7. Section 3104(c) of Delaware's long-arm statute provides, in pertinent part,
as follows:
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ILFC does not violate constitutional due process standards. Finally,
they assert that even if ILFC lacks sufficient contacts with Delaware
to support service under § 3104, there is a separate and independent
basis for personal jurisdiction under a conspiracy theory of jurisdiction
as announced in Istituto Bancario Italiano, S.p.A. v. Hunter Engineering
Co., Del. Supr., 449 A.2d 210, 225 (1982).
I conclude that ILFC is not subject to personal jurisdiction
under Delaware's long-arm statute, 10 Del. C. § 3104. As a result,
I need not reach the issue whether sustaining jurisdiction over ILFC
would violate due process requirements of the Fourteenth Amendment. I also conclude that the plaintiffs have not met the burden of
demonstrating that the elements of a conspiracy existed and that
jurisdiction cannot be found under such a theory.
Referring to the long-arm statute, plaintiffs first argue that ILFC
is transacting business within the meaning of 10 Del. C. § 3104(c)(1).
ILFC allegedly transacted business in Delaware because it entered
a lease transaction and stock purchase agreement with Alaska Air,
a Delaware corporation. ILFC also allegedly transacted business in
Delaware by purchasing Alaska Air's preferred stock, which pursuant
to 8 Del. C. § 169, has its ownership situs in Delaware. Furthermore,
plaintiffs claim that the leasing company transacted business in the
state because it agreed to certain restrictions in the preferred shares
purchase agreement that regulate its conduct with respect to the
governance of a Delaware corporation.
I find this argument to be unsustainable. It is well established
law that merely contracting with an entity that is incorporated within
a forum state does not provide necessary connections between the
contract and the forum to support a finding of jurisdiction. See Burger
King Corp. v. Rudzewicz, 471 U.S. 462, 479 (1985). I find there to
be a tangential connection at best between the lease and preferred
stock purchase transactions, ILFC, and Delaware. The agreements

(c) As to a cause of action brought by any person arising from any of
the acts enumerated in this section, a court may exercise personal jurisdiction over any nonresident, or his personal representative, who in person
or through an agent:
(1) Transacts any business or persons any character of work or service in
the State;
(3) Causes tortious injury in the State by an act or omission in this
State ....
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underlying the lease and preferred stock transactions were negotiated
and executed outside of Delaware. I cannot conclude that ILFC
contemplated that by completing lease and preferred stock transactions with Alaska Air it would purposefully avail itself of Delaware
jurisdiction.
Furthermore, I cannot conclude that ILFC transacted business
in Delaware under 10 Del. C. § 3104(c)(1) by purchasing Alaska
Air's Series B Preferred stock. Merely purchasing stock in a Delaware
corporation does not supply the requisite contacts necessary for jurisdiction in a case of this kind. See Shaffer v. Heitner, 433 U.S. 186,
215 (1977). Here, the preferred stock itself is unrelated to the underlying cause of action. The parties do not claim an ownership
interest in the preferred stock, nor do they seek to adjudicate the
existence or scope of rights in or appurtenant to that stock. See id.
at 214; Greenly v. Davis, Del. Supr., 486 A.2d 669 (1984); Hnson
v. Drummond Coal Co., Del. Ch., C.A. No. 7904, Allen, C. (June 14,
1991).
Next, applying 10 Del. C. 5 3104(c)(3) of the long-arm statute,
the plaintiffs contend that ILFC has caused tortious injury in Delaware. They argue that ILFO caused injury in Delaware by its acts
in aiding and abetting the plan by the Director Defendants to entrench
and benefit themselves. These tortious acts supposedly include the
making of (or acquiescing in) public statements that were disseminated by the financial press throughout the country and in Delaware.
[4] In order to find jurisdiction under § 3104(c)(3), the defendant
must have caused a tortious injury in Delaware by its acts or omissions
in Delaware. Plaintiffs' invocation of subsection (c)(3) fails on the
second of these requirements at least. ILFC did not act with respect
to this transaction in Delaware. Even if one supposes that its statement
concerning the transaction was carried in the financial press into this
jurisdiction, that fact would not constitute an act by it in the state.
Compare Keeton v. Hustler Magazine, Inc., 465 U.S. 770 (1984) (circulation of magazine by its publisher sufficient connection with distant
forum to permit personal jurisdiction over publisher). Here, there
was no filing or other act in the state that was a necessary part of
the course of conduct said to give rise to the wrong. See Istituto
Bancario Italiano S.p.A. v. Hunter, Del. Supr., 449 A.2d 210 (1982).
More difficult is the question whether an adverse financial impact
upon a Delaware corporation constitutes a tortious injury in Delaware.
The fictive nature of corporations and the abstract character of some
financial injuries makes application of subsection (c)(3)'s language
problematic in this setting. But I need not hazard an opinion on
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that subject having concluded that the act in Delaware aspect of the
statutory language is not present.

B.
As a final matter, the plaintiffs assert a conspiracy theory of
jurisdiction as an independent basis of jurisdiction over ILFC.8 I
cannot conclude that such a theory affords plaintiffs a means to
acquire personal jurisdiction over ILFC in this case.
[5] It is apparently the case that the conspiracy theory of jurisdiction
does not excuse the plaintiffs' burden of showing a statutory basis
of jurisdiction under 10 Del. C. § 3104(c).' See Istituto Bancario, 449
A.2d at 225 ("A conspirator who is absent from the forum state is
subject to the jurisdiction of the court, assuming he is properly served
under state law, if the plaintiff can make the factual showing . .

.")

(emphasis added). Furthermore, the conspiracy theory itself requires
that a substantial act or substantial effect occur within the forum
state in furtherance of the alleged conspiracy.
In Istituto Bancario, for example, the filing of a certificate of
amendment to a corporate charter with the Delaware Secretary of
State was held to be a "substantial act" within the state, since it
was in furtherance of a conspiracy to authorize and issue new shares
by a Delaware corporation. As discussed above, even after accepting
the plaintiffs' facts alleged in the Amended Complaint as true, I
find no substantial act or effect that would constitute transacting
business or causing tortious injury in Delaware and therefore find
no explicit statutory basis for jurisdiction.
For the above mentioned reasons the defendants' pending motion
to dismiss the derivative claims is denied, the pending motion to
dismiss the class and the individual claims is denied, and ILFO's
pending motion to dismiss for lack of jurisdiction is granted.

8. In order for a conspiracy theory to be supported under Delaware law, a
plaintiff must make a factual showing that (1) a conspiracy to defraud existed, (2)
the defendant was a member of that conspiracy, (3) a substantial act or substantial
effect in furtherance of the conspiracy occurred within Delaware, (4) the defendant
knew or had reason to know of the act in the forum state, and (5) the act in, or
effect on, the forum state was a direct and foreseeable result of the conduct in
furtherance of the conspiracy. Istituto Bancario Italiano, S.p.A. v. Hunter Eng'g Co.,
Del. Supr., 449 A.2d 210, 225 (1982) (elements of the test).
9. I may have incorrectly implied otherwise in dicta in Hart Holding v. Drexel
Burnham Lambert, Del. Ch., 593 A.2d 535, 542 (1991).
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ANDREAE v. ANDREAE
No. 11,905
Court of Chancery of the State of Delaware, New Castle
March 3, 1992
(Revised March 5, 1992)
Plaintiffs were owners of non-voting shares of common stock of
a Delaware corporation. Plaintiffs brought a stockholder derivative
action against defendants Frank W. Andreae, II, a director and
president of the corporation, and two unnamed directors, challenging
certain corporate transactions. Frank Andreae held all the voting
stock of the corporation. Plaintiffs asserted that pre-suit demand on
the corporation was excused because the directors lacked independence and were dominated by Frank Andreae. Plaintiffs argued that
because Frank Andreae elected all the directors, there was a conclusive
presumption of Frank Andreae's domination of the board. Plaintiffs
also claimed that pre-suit demand on the corporation was excused
because the challenged transactions were not the product of a valid
exercise of business judgment. Plaintiffs advanced four arguments:
(1) the directors failed to obtain the best price in a sale of the
corporation's assets, (2) the directors approved the repurchase of an
employee's stock without fully informing themselves as to all the
material facts, (3) the corporation was grossly mismanaged, and (4)
the falsification of Frank Andreae's tax withholding records exposed
the corporation to criminal liability. Defendants moved to dismiss
all claims.
The court of chancery, per Vice-Chancellor Hartnett, held that
demand could not be excused based on the lack of independence of
the board, because plaintiffs' complaint did not create a reasonable
doubt about the disinterestedness of a majority of the board. Also,
the court held that a conclusory allegation of domination was insufficient to create a reasonable doubt about the independence of
the board of directors. The court upheld defendants' motion to dismiss
this claim. However, the court held that demand could be excused
because plaintiffs created a reasonable doubt that the board's decision
to sell the corporation's assets at one-half of the originally agreed
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upon premium could have been the product of a valid exercise of
business judgment. Therefore, defendants' motion to dismiss this
claim was denied. The court held that demand was not excused with
respect to the stock repurchase claim, the claim of mismanagement,
and the claim of falsification of tax withholding records; therefore,
defendants' motion to dismiss was granted as to these claims.
1.

Corporations

C

203, 206(2)

In order to pursue stockholder derivative litigation on behalf of
a corporation, a stockholder must meet the requirements of Delaware
Court of Chancery Rule 23.1. DEL. CH. CT. R. 23.1.
2.

Corporations

O

206(2), 320(5)

Compliance with the demand requirement is not merely procedural but is a matter of substantive right.
3.

Corporations

0-

320(5)

Because it is the corporation itself that suffers the injury complained of in a stockholder derivative action, the corporation must
be given the opportunity to decide whether suit should be brought
and, if it is, how it will be conducted.
4.

Corporations

0= 206(2), 320(5)

The policy of allowing corporate control of litigation brought
on its behalf is the underpinning for the requirement that the stockholder make demand on the board of directors for relief before a
stockholder derivative action may be brought.
5.

Corporations

0C- 206(4)

If a stockholder can show that pre-suit demand on the board
would have been futile, the demand requirement is excused.
6.

Corporations

C

206(4), 211(4)

When confronted with a claim of demand futility, the court
must determine whether, under the particularized facts alleged, a
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reasonable doubt is created that: (1) the directors are disinterested
and independent, and (2) the challenged transaction was otherwise
the product of a valid exercise of business judgment.
7.

Corporations

203, 206(4)

The two aspects of the demand futility test are two alternative
hurdles, either of which a derivative shareholder complainant must
overcome to successfully withstand a Rule 23.1 motion. Once either
showing is made, it may be inferred that the board is incapable of
making a valid decision about the derivative claim. DEL. CH. CT.

R. 23.1.
8.

Corporations

z

206(4), 320(8)

In order to establish demand futility under the first prong of
the test, the stockholder must show, through the pleading of particularized facts, that the majority of the board has a financial interest
in the transaction or is so dominated by the proponent of the trans-

action that its "discretion is sterilized." If the stockholder fails to
make this showing, they must overcome the second prong of the test
in order to demonstrate demand futility.
9.

Corporations

0

211(6), 310(1)

Absent a showing of director interest or domination, the stockholder must plead particularized facts that create a reasonable doubt
that the challenged transaction was the result of a valid exercise of
business judgment. The stockholder must rebut the presumption of
the business judgment rule that the directors "acted on an informed
basis, in good faith, and in the honest belief that the action taken
was in the best interests of the company."
10.

Corporations

0= 211(6), 320(8)

Where plaintiffs failed to allege that two out of three directors
received any financial gain from a challenged transaction, the complaint did not create a reasonable doubt about the disinterestedness
of a majority of the board, and demand was not excused.
11.

Corporations

0

211(6), 320(8)

Election of the board of directors, by the proponent of a challenged transaction, does not create a reasonable doubt as to a majority
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of the board's independence when evaluating said transaction. The
relevant inquiry is not how the director got his position but rather
how he comports himself in that position.
12.

Corporations

0

206(4), 211(6)

Having failed to show the corporation's directors were neither
independent nor disinterested, plaintiffs, in order to withstand the
motion to dismiss, are required to plead particularized facts creating
a reasonable doubt that the challenged transactions were the product
of a valid exercise of business judgment.
13.

Corporations

0

310(1)

The business judgment rule is a presumption that the directors
of a corporation have informed themselves and have acted in the
best interest of the corporation when making a business decision.
Unless that presumption is rebutted, a court cannot substitute its
judgment for that of the directors when their decision can be attributed to any rational business purpose.
14.

Corporations

C

310(1)

In a sale of corporate assets, where the corporation would have
otherwise received $1 million but instead received half that amount
for no apparent valid business reason, no person of ordinary, sound

business judgment would deem the revised sale price to be proper.
15.

Corporations

0

206(4), 211(6), 320(5)

Where plaintiffs' complaint alleged facts which created reasonable doubt that the board's decision to sell the corporation's assets
at one-half of the originally agreed premium (if true) could have
been the product of a valid exercise of business judgment, pre-suit
demand on the board as to claims challenging the sale transaction
was excused, and defendants' motion to dismiss the claim was denied.
16.

Corporations

0= 206(4), 211(6), 320(5)

Demand was not excused as to a claim regarding a stock repurchase by the corporation where plaintiffs' complaint was devoid
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of any allegations that the price paid for the stock was excessive or
that the corporation was in some other way injured by the transaction.
The bare assertion that the directors failed to inform themselves
regarding "material facts" surrounding the transaction was insufficient to rebut the business judgment rule's presumption that the
directors acted in an informed manner.
17.

Corporations

C

206(4), 211(6), 320(5)

Demand was not excused as to a claim regarding gross mismanagement, where plaintiffs' complaint did not contain specific
allegations that the directors failed to make informed, good faith
operating decisions.
18.

Corporations

0

206(4), 211(6), 320(5)

Demand was not excused as to a claim regarding falsification
of the corporation's president's tax withholding records because plaintiffs failed to allege that a majority of the directors were involved
in the transaction, and further because plaintiffs failed to assert how
the corporation suffered any injury from the transaction.
19.

Corporations

0

621(1)

Unless a corporation is insolvent or is being liquidated, it would
be a custodian, not a receiver, that would be appointed to conduct
the corporation's business.
20.

Corporations

-- 621(1)

There are two bases for the appointment of a custodian: (1)
when the stockholder or director deadlock scenario, set forth in section
226, occurs; or (2) when the managers of the corporation are guilty
of fraud, gross mismanagement, or creating such extreme circumstances that cause the imminent danger of great loss which cannot
otherwise be prevented. DEL. CODE ANN. tit. 8, § 226 (1991).
21.

Corporations

0

557(5)

A very strong showing of fraud or gross mismanagement by the
board must be made before the court of chancery will exercise its
discretion to appoint a custodian for a solvent corporation.
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557(5)

Where plaintiffs alleged facts asserting an improper diversion of
one-half of the premium for the sale of the assets of the corporation,
the allegation was sufficient to state a claim that might lead to the
appointment of a custodian for the corporation; therefore, a motion
to dismiss the request for appointment of a custodian was denied.
23.

Parties

- 73

The purpose of the fictitious names practice, where it is permitted, is to toll the statute of limitations if a plaintiff cannot through
reasonable diligence ascertain the identity of the appropriate defendant.
24.

Parties

0

73

Even if Delaware condoned the fictitious names practice in
pleading, plaintiffs did not meet the basic prerequisite that permits
it because they knew, or should have known, the identities of the
appropriate defendants; therefore, defendants' motion to strike the
complaint's references to the "Doe" directors was granted.
Kevin Gross, Esquire, of Rosenthal, Monhait & Gross, P.A., Wilmington, Delaware; and Robert S. Brown, Esquire, of Brown, Cummins & Brown Co., L.P.A., Cincinnati, Ohio, of counsel, for plaintiffs.
Gregory P. Williams, Esquire, Anne C. Foster, Esquire, and Chris
J. Pietrafitta, Esquire, of Richards, Layton & Finger, Wilmington,
Delaware, for defendants Frank W. Andreae, II, and Peninsular
Diesel, Inc.
HARTNETT,

Vice-Chancellor

[start - revised - March 5, 1992]
Although this suit was brought as a stockholder derivative action,
it is essentially an intra-family dispute involving a small familyowned corporation. No pre-suit demand was made pursuant to Chancery Rule 23.1 and a motion to dismiss for that reason has been
filed.
The Court finds that one of the claims of plaintiffs, if true,
sufficiently raises the reasonable doubt that the actions of the directors
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of Peninsular Diesel, Inc. could not have been the result of the
proper exercise of business judgment and therefore pre-suit demand
is excused as to that claim.
Plaintiffs have, however, failed to carry their burden of showing
that pre-suit demand is excused as to the other claims and they
therefore must be dismissed.
Defendants' motion to strike the naming of John Doe #1 and
John Doe #2 as defendants must also be granted. Defendants' motion
to dismiss for failure to state a claim upon which relief can be granted
must be denied.
[end - revised - March 5, 1992]
I
It is somewhat difficult to ascertain from the complaint the legal
rationale for plaintiffs' claims. The facts, according to the complaint,
are that corporate defendant Peninsular Diesel, Inc. ("Peninsular
Diesel") was, until the recent sale of its assets, a franchised distributor
for Detroit Diesel Corporation ("DDC"), the Allison Transmission
Division of General Motors Corporation and other businesses. Defendant, Frank W. Andreae, II, owns all the shares of Class A
Voting common stock of Peninsular Diesel and is the President and
a director of the corporation. The remaining defendants designated
as "John Doe #1" and "John Doe #2" ("Doe directors"), whose
true identities are not disclosed, although apparently known, are also
allegedly directors of Peninsular Diesel and with Frank Andreae
constitute the entire Board of Directors.
The plaintiffs are owners of Class B Non-Voting Shares of
common stock of Peninsular Diesel, collectively owning 66% of the
outstanding common shares.
Plaintiffs claim that Frank Andreae has grossly mismanaged
Peninsular Diesel and has otherwise disregarded the best interests of
the corporation in order to benefit or protect himself. The earliest
instance of this alleged mismanagement was the firing of Clarke
Andreae, Jr., a Vice President of Peninsular Diesel, in November
of 1987.
According to the complaint, Clarke Andreae was dismissed by
Frank Andreae in part because he objected to Frank Andreae's
decision to continue developing Peninsular Diesel's "6.2 Engine
Program." Peninsular Diesel's then existing Articles of Incorporation
did not permit this type of unilateral action by Frank Andreae. In
April of 1988, Frank Andreae allegedly asked the Board of Directors
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to execute a unanimous consent stating that: (1) Clarke Andreae
had been suspended by Frank Andreae; (2) Clarke Andreae had
indicated that he would pursue a claim for damages against the
corporation in connection with the suspension; and (3) it appeared
to be in the best interests of Peninsular Diesel and its shareholders
to resolve the dispute by repurchasing Clarke Andreae's and his
immediate family's Peninsular Diesel stock. Frank Andreae advocated
a repurchase price of $2,044,000.
Plaintiffs assert that the repurchase plan 'was recommended by
Frank Andreae so that he could avoid potential personal liability for
the unauthorized firing of Clarke Andreae. They further urge that
these actions demonstrate Frank Andreae's gross mismanagement
and his disregard for the best interests of Peninsular Diesel's other
shareholders.
Since 1985, Peninsular Diesel's reported sales and profits have
declined sharply. Its reported sales and profits for 1989 fell well short
of the projected figures in its Business Plan Forecast. Plaintiffs point
to these decreasing profits, and more specifically the "very substantial, and increasing losses" generated by the "6.2 Engine Program"
to support their claim that Frank Andreae has grossly mismanaged
the corporation.
Plaintiffs also claim that Frank Andreae caused improper accounting adjustments to be made to Peninsular Diesel's books in
order to overstate its profits or understate its losses. They contend
that he reduced the Customer Deposit Account by $474,530 and
credited this amount to income, even though such action was in
direct contradiction with previous Peninsular Diesel accounting procedures. Plaintiffs assert that income was again overstated when he
attributed a DDC obsolete inventory credit to income rather than
to an account payable. He also allegedly caused the corporation to
improperly credit $40,000 to his federal income tax withholding
account in order to avoid liability for underpayment of his quarterly
estimated federal income tax.
Concerned about the decline in profits, certain of the plaintiffs
wrote to Frank Andreae in November of 1989. They expressed their
concern about Peninsular Diesel's earnings, the accounting adjustments, and the perceived possibility that the corporation would lose
its DDC franchise. Their letter included a seven-point remedial plan
and an offer to assist Frank Andreae in the revitalization of Peninsular
Diesel. In response, Frank Andreae suspended the mailing of monthly
financial statements to plaintiffs.
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Plaintiffs then wrote to Frank Andreae demanding the renewed
distribution of financial statements, confirmation of whether the DDC
franchise would be renewed, and a response to the issues raised by
their November letter. Frank Andreae agreed on April 11, 1990, to
provide plaintiffs with quarterly, rather than the requested monthly,
financial statements. On April 19, 1990, Frank Andreae provided
plaintiffs with a copy of a letter from the president of DDC indicating
that Peninsular Diesel's franchise would not be renewed unless a
more sales-oriented executive was brought into the corporation and
given a significant equity position.
On April 20, 1990, plaintiffs Gail P. Andreae and Mark A.
Andreae sent to Peninsular Diesel a request to inspect its books and
records pursuant to 8 Del. C. § 220. Peninsular Diesel responded in
May of 1990 by offering to permit plaintiffs to inspect the tax returns
for the previous three years and to inspect the monthly financial
statements that plaintiffs had not received. Plaintiffs' other requests
were denied. Plaintiffs brought suit in this Court on May 19, 1990,
seeking a right to inspect. That suit was settled when Frank Andreae
agreed to permit a specifically described inspection. Although the
inspection was conducted in August of 1990, plaintiffs contend in
this suit that they were not given access to all the agreed upon
documents.
On May 2, 1990, one of the plaintiffs apparently heard that
Frank Andreae was considering selling Peninsular Diesel. After numerous requests, he received a copy of a proposed Letter of Intent
between Peninsular Diesel, DDC and Frank Andreae. The letter
provided, in part, that Frank Andreae would receive $500,000 in
consideration for an agreement of noncompetition and confidentiality.
Plaintiffs allege that this noncompetition agreement, for which there
was no separate or independent bargaining, directly reduced the $1
million over book value sale price that Peninsular Diesel was originally
to receive in the transaction. Plaintiffs argue that the personal diversion of $500,000 to Frank Andreae was imposed by him as a
condition of the sale, thereby depriving Peninsular Diesel of the
$500,000 it otherwise would have received.
The sale transaction dosed between October 19 and October 30,
1990. Prior to the dosing, plaintiffs claim that Frank Andreae improperly listed as current expenses, rather than capitalizing them,
certain improvements to Peninsular Diesel assets that were retained
in corporate form. They further claim that he intends to obtain a
Freightliner truck dealership, and will use these retained Peninsular
Diesel assets in its operation. It is further claimed such action would
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benefit Frank Andreae and his children, to the exclusion of the other
Peninsular Diesel shareholders, although plaintiffs do not state just
how this is so.
The suit was brought as a stockholder derivative action and
plaintiffs allege that: (1) the directors of Peninsular Diesel have
breached their fiduciary duties to the corporation; (2) the directors
have grossly mismanaged the corporation; and (3) Frank Andreae
has usurped to himself a corporate opportunity. Plaintiffs further
allege that no pre-suit demand was made .on Peninsular Diesel's
Board of Directors because the directors, although unnamed, authorized and acquiesced in the challenged transactions and were
otherwise dominated by Frank Andreae. They also assert that presuit demand was excused because Frank Andreae personally benefitted from the directors' wrongdoing.
Plaintiffs also seek the appointment of a receiver for Peninsular
Diesel and an accounting.
Defendants Frank W. Andreae and Peninsular Diesel have moved
pursuant to Chancery Rule 23.1 to dismiss the complaint for the
failure of the plaintiffs to have made a pre-suit demand on Peninsular
Diesel's directors and for the failure to have adequately pled a basis
for a pre-suit demand being excused. Defendants have also moved
pursuant to Chancery Rule 12(b)(6) to dismiss the complaint for
failure to state a claim upon which relief may be granted. Finally,
defendants have moved pursuant to Chancery Rule 12() to strike
all references to the "John Doe" directors.
II
[1] In order to pursue a stockholder derivative litigation on behalf
of a corporation, a stockholder must meet the requirements of Chan-

cery Rule 23.1. In addition to the requirement that a plaintiff own
stock in the corporation at the time of the transaction of which he
complains, Rule 23.1 requires the plaintiff to "allege with particularity the efforts, if any, made by the plaintiff to obtain the action
he desires from the directors or comparable authority and the reasons
for his failure to obtain the action or for not making the effort."
[2] Compliance with the demand requirement is not merely procedural, but rather is a matter of substantive right. Tandycrafts, Inc.
v. Initio Partners, Del. Supr., 562 A.2d 1162 (1989); Haber v. Bell,
Del. Ch., 465 A.2d 353 (1983).
[3-5] Because it is the corporation itself that suffers the injury
complained of in a stockholder derivative action, the corporation
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must be given the opportunity to decide whether suit should be
brought, and if it is, how it will be conducted. Spiegel v. Buntrock,
Del. Supr., 571 A.2d 767 (1990). This policy of allowing corporate
control of litigation brought on its behalf is the underpinning for
the requirement that a stockholder make demand on the Board of
Directors for relief before a stockholder derivative action may be
brought. If, however, the stockholder can show that pre-suit demand
on the Board would have been futile, the demand requirement is
excused.
[6] When confronted with a claim of demand futility, this Court
must determine whether, "under the particularized facts alleged, a
reasonable doubt is created that: (1) the directors are disinterested
and independent and (2) the challenged transaction was otherwise
the product of a valid exercise of business judgment." Aronson v.
Lewis, Del. Supr., 473 A.2d 805, 814 (1984).
[7] The Delaware Supreme Court has recently made it clear that
the two aspects of the demand futility test are "two alternative
hurdles, either of which a derivative shareholder complainant must
overcome to successfully withstand a Rule 23.1 motion." Levine v.
Smith, 591 A.2d 194, 206 (1991). Once either showing is made, it
may be inferred that the Board is incapable of making a valid decision
about the derivative claim. Id.
[8] In order to establish demand futility under the first prong of
the test, the stockholder must show, through the pleading of particularized facts, that a majority of the Board have a financial interest
in the transaction or are so dominated by the proponent of the
transaction that their "discretion is sterilize[d]." Zapata Corporation
v. Maldonado, Del. Supr., 430 A.2d 779, 784 (1981). If the stockholder
fails to make this showing, he must overcome the second prong of
the test in order to demonstrate demand futility.
[9] Absent a showing of director interest or domination, the stockholder must plead particularized facts that create a reasonable doubt
that the challenged transaction was the result of a valid exercise of
business judgment. In essence, the stockholder must rebut the presumption of the business judgment rule that the directors "acted on
an informed basis, in good faith and in the honest belief that the
action taken was in the best interests of the company." Aronson v.
Lewis, 473 A.2d at 812.
Because plaintiffs did not make a pre-suit demand on the Board
of Peninsular Diesel, they must overcome one of the hurdles of the
demand futility test.
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III

Plaintiffs first claim that a pre-suit demand on the Board of
Peninsular Diesel would have been futile because the directors were
interested in the challenged transactions and lacked independence.
In support of this contention, plaintiffs claim that Frank Andreae
usurped a corporate opportunity when he negotiated and accepted
$500,000 for a noncompetition agreement with the purchaser of
Peninsular Diesel's assets, DDC, and that the Board of Directors
was dominated by him.
The complaint states that the original agreed upon price was
$1 million over the book value of the corporation's assets. Plaintiffs
allege that Frank Andreae renegotiated the terms of the sale so that
$500,000 of the $1 million premium was diverted to him by means
of a personal noncompetition agreement between himself and DDC.
According to plaintiffs, Peninsular Diesel had an expectancy therefore
to the $500,000 that Frank Andreae wrongfully appropriated to
himself.
[10] Even if Frank Andreae, however, was financially interested in
this transaction, plaintiffs have failed to allege that the other two
directors received any financial gain from the transaction. Because
the complaint does not create a reasonable doubt about the disinterestedness of a majority of the Board, demand cannot be excused
on this ground.
IV
Plaintiffs also claim that the directors lacked independence because Frank Andreae dominated the other two directors. Because
Frank Andreae is the owner of all of Peninsular Diesel's voting stock,
he alone chooses the members of the Board. Plaintiffs contend that
this ability to elect all the directors creates a conclusive presumption
of Frank Andreae's domination of the Board, because the other two
directors are entirely beholden to Frank Andreae for their positions.
Plaintiffs' argument has consistently been rejected by the Delaware courts. Grobow v. Perot, Del. Ch., 526 A.2d 914, 924 (1987),
aff'd, 539 A.2d 180 (1988); Stein v. Orloff, Del. Ch., C.A. No. 7276NC, Hartnett, V.C., slip op. at 11 (May 10, 1985). The Delaware
Supreme Court, in Aronson v. Lewis, supra, stated that

it is not enough to charge that a director was nominated
by or elected at the behest of those controlling the outcome
of a corporate election. That is the usual way a person
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becomes a corporate director. It is the care, attention and
sense of individual responsibility to the performance of one's
duties, not the method of election, that generally touches
upon independence.
Stated differently, the relevant inquiry is not how the director
got his position, but rather how he comports himself in that position.
[11] Plaintiffs have not pled any facts that demonstrate that the
unnamed directors did not exercise their own independent business
judgment in decision making or that they merely submitted to the
will of Frank Andreae. With only a conclusory allegation of domination, and nothing more, plaintiffs have failed to create a reasonable
doubt as to the independence of a majority of the Peninsular Diesel
Board.
V
[12] Having failed to satisfy the first prong of the demand futility
test, in order to withstand the motion to dismiss, plaintiffs are
required to plead particularized facts that would create a reasonable
doubt that the challenged transactions were the product of a valid
exercise of business judgment.
[13] The business judgment rule is a presumption that the directors
of a corporation have informed themselves and have acted in the
best interests of the corporation when making a business decision.
Smith v. Van Gorkom, Del. Supr., 488 A.2d 858, 872 (1985); Stroud
v. Grace, Del. Ch., C.A. No. 11,719-NC, Hartnett, V.C., mem.
op. at 15 (Nov. 1, 1990). Unless that presumption is rebutted, a
Court cannot substitute its judgment for that of the directors when
their decision can be attributed to any rational business purpose.
Unocal Corp. v. Mesa Petroleum Co., Del. Supr., 493 A.2d 946, 954
(1985).
Plaintiffs advance four arguments in support of their claim that
a pre-suit demand on the board of Peninsular Diesel would have
been futile because the challenged transactions were not the result
of a valid exercise of business judgment. First, plaintiffs claim that
in approving the terms of the sale of Peninsular Diesel's assets, the
directors' action was "patently improper" because they failed to
obtain the best possible price for the corporation's assets. Secondly,
plaintiffs allege that the directors approved the repurchase of Clarke
Andreae's stock without fully informing themselves as to all material
facts surrounding the transaction. Thirdly, plaintiffs assert that Pen-

insular Diesel has been grossly mismanaged. Finally, plaintiffs con-
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tend that the falsification of Frank Andreae's tax withholding records,
allegedly exposing Peninsular Diesel to criminal liability, cannot be
the product of a valid business judgment.
VI
When all the allegations of the complaint are considered as a
whole, plaintiffs have borne their burden (if only barely so) of alleging
facts which, if true, reasonably raise the doubt that a diversion of
one-half of the premium portion of the sale price of the corporation
to Frank Andreae was the result of a valid exercise of business
judgment.
[14] According to plaintiffs, the payment to Frank Andreae of
$500,000 directly reduced by one-half the original $1 million over
book value sale price. If Peninsular Diesel would have otherwise
received $1 million but instead received half that amount for no
apparent valid business reason, no person of ordinary, sound business
judgment would deem the revised sale price to be proper. Compare
Grobow v. Perot, Del. Supr., 539 A.2d 180 (1988) (where Board paid
substantial premium in repurchase of dissident director's shares, but
it was held that waste was not sufficiently alleged because complaint
itself showed business purposes for the premium) with Avacus Partners,
L.P. v. Brian, Del. Ch., C.A. No. 11,001-NC, Allen, C. (Oct. 24,
1990) (where corporation paid over 10 times fair market value for
stock and 100 times recently established purchase price of another
corporation, it was held that waste was sufficiently alleged to withstand Rule 23.1 motion to dismiss). See also Caruana v. Saligman, Del.
Ch., C.A. No. 11,135-NC, Chandler, V.C. (Dec. 21, 1990) (mere
seven percent reduction in sale price of subsidiary was held to be
insufficient to state claim of waste).
[15] Because plaintiffs have created a reasonable doubt that the
Board's decision to sell Peninsular Diesel's assets at one-half of the
originally agreed premium (if true) could have been the product of
a valid exercise of business judgment pre-suit demand on the Board
as to claims challenging the sale transaction is excused, and defendants' motion to dismiss this claim must be denied.
VII
Plaintiffs next contend that the business judgment rule's protection is not available to the Peninsular Diesel directors to shield
from judicial scrutiny their approval of the repurchase of Clarke
Andreae's stock. According to plaintiffs, Frank Andreae's dismissal
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of Clarke Andreae violated the corporation's Articles of Incorporation
as they existed at that time. Plaintiffs further assert that Frank
Andreae directed the Board to execute a unanimous consent stating
that Clarke Andreae had only been suspended and that it would be
in the best interests of the corporation to buy back Clarke Andreae's
stock and thereby preclude possible litigation against Peninsular Diesel. Clarke Andreae's stock was subsequently repurchased by Peninsular Diesel for approximately $2,044,000. Plaintiffs assert that the
unnamed directors failed to inform themselves of the circumstances
surrounding this action in that Frank Andreae was only seeking to
protect himself from personal liability.
[16] Plaintiffs, however, have failed to allege facts which, if true,
would create a reasonable doubt that the majority of the directors'
approval of the stock repurchase was not the result of a valid exercise
of their business judgment. The complaint is devoid of any allegations
that the price paid for Clarke Andreae's stock was excessive or that
the corporation was in some other way injured by the transaction.
The bare assertion that the Doe directors failed to inform themselves
regarding "material facts" is insufficient to rebut the business judgment rule's presumption that the directors acted in an informed
,manner.
Even if the allegation that Frank Andreae proposed this transaction solely to avoid personal liability is accepted as being true,
plaintiffs have not pled facts that could lead to the reasonable conclusion that the unnamed directors were unaware of this motivation
or that avoiding litigation with Clarke Andreae was not a rational
business purpose for their decision. Demand on the Board of Peninsular Diesel therefore cannot be excused on this ground.
VIII
Plaintiffs also contend that Peninsular Diesel has been grossly
mismanaged by Frank Andreae and the unnamed directors and that
the directors have consistently made poor decisions regarding the
operations of Peninsular Diesel. Plaintiffs give as examples: the
Board's refusal to meet DDC's demand that a new sales executive
be put in a position such as Chief Operating Officer; the Board's
"roundly criticized" commitment to the 6.2 Engine Program; and
the Board's approval of accounting procedures that were in contradiction to the recommendations of Peninsular Diesel's auditors. According to plaintiffs, the results of this alleged mismanagement have
been the loss of the DDC franchise, substantial financial losses in
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connection with the 6.2 Engine Program, and a significant decline
in the profitability of Peninsular Diesel which has been somewhat
"understated" by the accounting procedures adopted by the Board.
The decisions that plaintiffs contend support a claim of gross
mismanagement are precisely the types of operating decisions that
the business judgment rule is meant to protect. The fact that Peninsular Diesel suffered losses overall and more specifically in connection with the 6.2 Engine Program cannot by itself defeat the
presumption of propriety a Board enjoys. Moreover, there have not
been alleged facts which, if true, could lead the Court to reasonably
conclude that the change in accounting procedures, even though
against the advice of the corporation's auditors, was without a rational
business purpose. And while plaintiffs may think it would have been
more prudent for the directors to acquiesce in DDC's demand for
new leadership of Peninsular Diesel in exchange for the renewal of
their franchise, this Court may not engage in such second-guessing
absent specific allegations of how the Board failed to fulfill its duty
to make an informed, good faith decision.
[17] Plaintiffs have not even alleged that the directors failed to
inform themselves or that they did not act in a good faith belief that
these operating decisions were in the best interests of the corporation.
They have therefore failed to allege facts that could create a reasonable
doubt that the Board exercised its valid business in connection with
these decisions.
Ix
Plaintiffs' final claim in support of their contention that the
directors did not properly exercise their business judgment is that
Frank Andreae required Peninsular Diesel to falsely report to the
Internal Revenue Service that $40,000 had been withheld from his
compensation. Allegedly Frank Andreae wrote a personal check to
the corporation to cover this amount. According to plaintiffs, this
was done so that Frank Andreae could avoid the penalties that are
incurred when too small an amount for taxes is withheld from
compensation.
[18] Even accepting, arguendo, plaintiffs' contention that Frank
Andreae caused a false report to be made, plaintiffs have made no
allegation that the other two directors were in any way involved in
this transaction. Because the other directors make up a majority of
the Board, plaintiffs have failed to allege particularized facts that
would create a reasonable doubt that a majority of the directors did

1993]

UNREPORTED CASES

not validly exercise their business judgment (if they made any judgment at all). Plaintiffs have also failed to assert how the corporation
suffered any injury from this transaction. Pre-suit demand on the
Board of Peninsular Diesel therefore cannot be excused on this
ground.
X
Plaintiffs have also requested this Court to appoint a "receiver"
for Peninsular Diesel and order an accounting. Plaintiffs have not,
however, set forth any basis for this relief, leaving the Court to
speculate as to their rationale.
[19] At the outset it should be noted that unless Peninsular Diesel
is insolvent or is being liquidated (neither of which has been alleged),
it would be a custodian, not a receiver, that would be appointed to
conduct the business of Peninsular Diesel. See Balotti & Finkelstein,
The Delaware Law of Corporations and Business Organizations § 7.50 (2d
ed. 1990). While the two terms have been used somewhat interchangeably throughout our caselaw, the distinction should be made
because they have different statutory antecedents. Compare 8 Del. C.
§ 226(b) with 8 Del. C. § 291.
[20] In general, there are two bases for the appointment of a
custodian: (1) when the stockholder or director deadlock scenarios
set forth in 8 Del. C. 5 226 occur; or (2) when the managers of the
corporation are guilty of fraud, gross mismanagement or creating
such extreme circumstances that cause the imminent danger of great
loss which cannot otherwise be prevented. Hall v. John S. Isaacs &
Sons Farms, Inc., Del. Supr., 163 A.2d 288 (1960). As plaintiffs have
not alleged that any of the § 226 deadlock situations exist, they must
be proceeding on the second theory of imminent danger to the
corporation.
[21-22] A very strong showing of fraud or gross mismanagement
by the Board must be made before this Court will exercise its
discretion to appoint a custodian for a solvent corporation. Tansey
v. Oil Producing Royalties, Inc., Del. Ch., 133 A.2d 141 (1957). Plaintiffs have alleged facts asserting an improper diversion of one-half
of the premium for the sale of the assets of the corporation. This
allegation is sufficient to state a claim that might, at some later
stage, lead to the Court's appointing a custodian for the corporation.
Defendants' motion to dismiss these prayers for relief pursuant to
Chancery Rule 12(b)(6) is therefore denied.
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XI

In addition to their motions to dismiss, defendants have moved
to strike the complaint's references to the "John Doe" directors. In
support of their motion defendants cite Hutchinson v. Fish Engineering
Corp., Del. Ch., 153 A.2d 594 (1959), in which it was held that the
naming of "Doe" defendants is impermissible in Delaware.
Although plaintiffs concede that Hutchinson expresses the Delaware courts' disfavor of the use of fictitious names, they argue that
the references to the "John Doe" directors in the complaint should
not be stricken at this stage of the proceedings because the named
defendants have prevented the plaintiffs from ascertaining the names
of the current directors of the corporation. Because Frank Andreae
owns all of the corporation's voting stock, plaintiffs claim that they
have been excluded from the election process and have not been
informed of the outcome of corporate elections.
Plaintiffs' naming of "John Doe" defendants here is puzzling,
however, because plaintiffs commenced a prior action in this Court
pursuant to 8 Del. C. § 220 seeking the production of books and
records of Peninsular Diesel and in that suit they apparently learned
the identities of the directors, in addition to Frank Andreae, who
allegedly were responsible for the alleged breach of fiduciary duties.
[23-24] The purpose of the fictitious names practice, where it is
permitted, is to toll the statute of limitations if a plaintiff cannot
through reasonable diligence ascertain the identity of the appropriate
defendant. See 59 Am. Jur. 2d Parties 5§ 16, 17
(1987). Even if Delaware condoned this pleading practice, plaintiffs
could not meet the basic prerequisite that permits it because they
know, or should know, the identities of the appropriate defendants.
Defendants' motion to strike the complaint's references to the "Doe"
directors must, therefore, be granted.

XII
In summary, all the stockholder derivative claims of the complaint, except those claims relating to the diversion of $500,000 of
the sales price to Frank Andreae, II, are dismissed pursuant to
Chancery Rule 23.1 because plaintiffs did not make a pre-suit demand
on Peninsular Diesel's Board or plead particularized facts that show
that a pre-suit demand would have been futile. Plaintiffs' claim for
the appointment of a custodian is not dismissed pursuant to Chancery
Rule 12(b)(6) because plaintiffs have pled facts which, if true, might
eventually lead to the appointment of a custodian for the corporation.
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Defendants' remaining motion, that references to the "John Doe"
directors be stricken, is granted.
IT IS SO ORDERED.

IN RE ARKLA EXPLORATION CO. SHAREHOLDERS
LITIGATION
No. 12,288 (Consolidated)
Court of Chancery of the State of Delaware, Kent
January 14, 1992
Plaintiffs, minority stockholders in the target corporation, filed
three class action suits against the majority stockholder (Arkla, Incorporated), the target corporation (Arkla Exploration Company),
and the target's board of directors alleging breach of defendants'
fiduciary duties, including the duty of candor. The suits were consolidated and plaintiffs moved to preliminarily enjoin the consummation of an exchange offer for the minority shares.
The court of chancery, per Vice-Chancellor Hartnett, held that
plaintiffs failed to show the reasonable probability of success on the
merits of their claim that materially misleading or inadequate disclosures were made to the stockholders for a number of reasons.
First, the value of the supply contracts between the majority stockholder and the target was sufficiently disclosed. Second, the majority
stockholder's historical annual dividend was not "guaranteed" for
the future. Third, the change to a position of neutrality by the
target's board of directors served to inform the minority stockholders
rather than constitute an abdication by the board of its duty to act
in the best interests of the minority stockholders. Plaintiffs' motion
for a preliminary injunction was, therefore, denied.
1.

Corporations

0

182.3, 584

The standard against which plaintiffs' disclosure claims must be
tested is that of complete candor regarding all pertinent facts, that
is, the minority stockholder must have before him all the facts
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necessary to make an informed decision; even if a material fact is
disclosed, it must be done in such a manner so as to not be misleading
or to be unlikely to call the unwary stockholder's attention to it.
2. Corporations

C

584

In determining which disclosures are necessary or material, the
court must consider what a reasonable stockholder would want to
know when considering the transaction; if there is a substantial
likelihood that a reasonable stockholder would view an omitted fact
as one that would be "important in deciding whether to sell or retain
stock," the fact is material and must be disclosed.
3.

Corporations
Injunction

C--- 584
0

138.42

Because the value of the supply contracts between the majority
stockholder and the target corporation is the type of information that
any reasonable stockholder would want to possess when deciding
whether to tender his shares, plaintiffs were correct that there is a
duty to disclose this fact; plaintiffs' motion for preliminary injunction
must be dismissed, however, because they have failed to show that
the target's stockholders were not sufficiently apprised of the significance of the contracts and that they had a reasonable probability
of success on the merits of their claim that the information provided
to the stockholders as materially misleading.
4.

Corporations
Injunction

C= 584
c

138.42

When all of the materials sent to the stockholders are read
together, and it is clear that although the majority stockholder has
a definite intention to continue its current dividend policy, a reasonable stockholder would realize the dividend is necessarily dependent upon the majority stockholder's future financial condition;
plaintiffs have, therefore, not satisfied their motion for preliminary
injunction because they failed to show the reasonable probability that
the target's stockholders would be misled regarding the certainty of
the offeror's historical dividend and that there was a reasonable
probability of success on the merits of their claim.
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Corporations
Injunction

C
C

584
138.42

While plaintiffs were correct that the target's board of directors
must act in the best interests of the stockholders, they have failed
to show the reasonable probability that the board did not comply
with that duty when it changed its position with regards to the
exchange offer; contrary to plaintiffs' assertions, the board did give
the minority stockholders its rationale, albeit not in as great detail
as could have been done and because the board's position of neutrality
alerts the minority stockholders to market changes surrounding the
offer, the plaintiffs have failed to show the reasonable probability
that the minority stockholders were materially misled and that they
would prevail on the merits of their claim, thus failing to satisfy the
requirements for the issuance of a preliminary injunction.
Pamela S. Tikellis, Esquire, of Greenfield & Chimicles, Wilmington,
Delaware; and Joseph A. Rosenthal, Esquire, of Rosenthal, Monhait
& Gross, Wilmington, Delaware, for plaintiffs.
Lawrence A. Hamermesh, Esquire, of Morris, Nichols, Arsht &
Tunnell, Wilmington, Delaware, for defendants Arkla Exploration
Company, Edward C. Stanton, III, and George M. Harmon.
Samuel A. Nolen, Esquire, of Richards, Layton & Finger, Wilmington, Delaware, for defendants Arkla, Incorporated, Jerry M.
France, Thomas F. McLarty, III, Carl S. Quinn, and Jim 0.
Wilhite.
HARTNETT,

Vice-Cha'cellor

Plaintiffs, who are minority stockholders of Arkla Exploration
Company ("Exploration"), moved to enjoin the consummation of
an Exchange Offer for the minority shares of Exploration being made
by Arlda, Incorporated, the majority stockholder of Exploration. The
motion must be denied because the plaintiffs have not shown the
reasonable probability of success on their claims.
I
Exploration is engaged in the exploration, development and
production of natural gas and crude oil. It sells approximately 75%
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of its output to its majority stockholder, Arkla, Incorporated ("Arkla"),
pursuant to three long term contracts. Arkla controls Exploration

because of its ownership of 82% of Exploration's outstanding stock.
Until December 31, 1991, three of Exploration's six directors
also held director positions on Arkla's board. Thomas F. McLarty,
III, is Chief Executive Officer and Chairman of the Board of Arkla.
Jim 0. Wilhite is Vice Chairman of the Board of Arkia. Carl S.
Quinn is Chairman of the Board and Chief Executive Officer of
Exploration and was a director of Arkla until his resignation from
that position on December 31, 1991. Jerry M. France is President
and Chief Operating Officer of Exploration, and is a director on the
Exploration Board. George M. Harmon and Edward C. Stanton,
III, are Exploration directors, but they are not employed by Exploration and do not sit on the Board of Arkla.
On September 16, 1991, Arkla announced that it would take
Exploration private by an Exchange Offer in which minority public
stockholders would receive .9 shares of Arkla common stock for each
outstanding Exploration share. The Exchange Offer was contingent

upon the tender into the Offer by the majority of the minority
stockholders of Exploration.
The Exploration Board on September 18, 1991, appointed directors Stanton and Harmon to a special committee ("Special Committee") to review and evaluate Arkla's offer and to render an opinion
and make a recommendation to the Exploration Board.
The Special Committee chose Wertheim Schroder & Co., Incorporated ("Wertheim") to act as its financial advisor in its review
of Arkla's offer. The Special Committee told Wertheim to focus in

its analysis on the ability of Arkla to maintain its historical annual
dividend ($1.08 per share), the importance of that dividend to Arkla's
stock price, the alternatives to the offer previously considered by the
Arkla and Exploration Boards, and Arkla's possible motivation in
taking Exploration private.
The sustainability of Arkla's historical annual dividend was of
major concern to the Special Committee. They viewed Arkla's dividend, at $1.08 (compared to Exploration's $.20) as a very large
component of the value to be received by the Exploration minority
stockholders. The Special Committee informed Arkla management
of its concerns, and Arkla management confirmed that Arkla intended
to pay the $1.08 dividend in 1992.
On October 30, 1991, Wertheim delivered to the Special Committee its written opinion that from a financial standpoint, Arkla's
offer was fair to the minority stockholders of Exploration. In reaching
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this conclusion, Wertheim relied heavily on a "comparable companies" analysis. The Special Committee, however, felt a "discounted cash flow" analysis was more appropriate for a valuation
of Exploration. Under the Special Committee's view, Exploration's
implied value was $15 per share, while under Wertheim's view the
implied value was $14.75 per share. The Special Committee, therefore, resolved to request that Arkla raise the exchange ratio.
Stanton told an Arkla representative in a telephone conversation
that the Special Committee would like a one-to-one exchange ratio.
The Arkla representative stated that the ratio would only be raised
to .95 Arkla shares for one Exploration share. Prior to this discussion,
however, Stanton had made it known to certain of Arkla's representatives that Wertheim had opined that the original .9 exchange
ratio was fair. Stanton accepted the increased exchange ratio and
concluded the dialogue on that issue.
On November 2, 1991, the Special Committee presented to the
Exploration Board its opinion that the .95 exchange ratio was fair,
from a financial point of view, to the minority stockholders of Exploration. Based on the opinions of the Special Committee and
Wertheim, the Exploration Board determined on November 6, 1991,
that it would recommend Arkla's exchange offer to Exploration's
minority stockholders.
Between November 6, 1991, and the end of November 1991,
the price of Arkla stock declined by over $2 per share. Due to the
potential impact this decline could have on Arkla's offer, the Special
Committee again discussed the matter with Wertheim. After a further
review by Wertheim and assurances from Arkla that there had been
no material change in Arkla, the Special Committee concluded that
its original recommendation was still sound.
On December 5, 1991, Arkla commenced the Exchange Offer
by filing a Schedule 14D-1 with the SEC. The offer was scheduled
to expire on January 6, 1992. The exchange ratio was set at .95
shares of Arkla stock for one share of Exploration stock. The offer
was absolutely conditioned upon the tender of a majority of the
minority shares of Exploration.
Also on December 5th, Exploration filed with the SEC a Schedule 14D-9, recommending that the stockholders of Exploration tender
their shares into Arkla's exchange offer.
On December 13, 1991, the price of Arkla's stock again declined,
and correspondingly the price of Exploration stock declined as well.
This decline in both companies' stock prices was apparently the result
of a television commentator's report that Alan Gaines, a short seller
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of Arkla stock, was predicting that Arkla would reduce its dividend
and would face a 20-25% possibility of bankruptcy. Faced with this
decline in its stock price, Arkla extended the deadline of the Exchange
Offer to January 20, 1992.
The Special Committee met in late December 1991 and again
on January 2, 1992, to reconsider its recommendation of the Ex-

change Offer to the Exploration Board. After obtaining and reviewing
additional information, the Special Committee concluded that there
had been no material changes in the information previously furnished
to the Special Committee and to Wertheim, including the reassurances concerning Arkla's ability to sustain its current dividend policy.
Given the decline in Arkla's market price, however, the Special
Committee decided that it should withdraw its recommendation of
the Exchange Offer.
The change in the Special Committee's stance was reported to
the Exploration Board at its meeting on January 3, 1992. At that
meeting the Exploration Board voted to no longer rely on the Wertheim opinion, to recommend to the stockholders that they no longer
rely on the Wertheim opinion, and to withdraw its recommendation
that stockholders accept the offer. The Board further decided to adopt
a "neutrality position" because it believed that the decline in Arkla's
stock price could cause stockholders to reasonably differ on whether
to reject or accept the offer. The Schedule 14D-9 was amended on
January 7, 1992, to reflect the Board's new position.
II
This litigation commenced in September of 1991 with the filing
of three class action suits against Arkla, Exploration and Exploration's
Board of Directors. The suits, which were subsequently consolidated,
challenge the proposed Exchange Offer as a breach of the defendants'
fiduciary duties. On December 16, 1991, plaintiffs filed a Consolidated and Amended Complaint challenging the offer as a breach of
defendants' fiduciary duties, including the duty of candor. Plaintiffs
have now moved to preliminarily enjoin the consummation of the
Exchange Offer.
Although plaintiffs have leveled many charges in support of their
motion, the only substantive claims that are relevant to the motion
for a preliminary injunction are those relating to the adequacy of
the disclosures in the materials sent to the stockholders. The dispositive issue, therefore, is whether plaintiffs have shown the reasonable probability that the disclosures in the materials distributed
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to the stockholders, including that the Exploration Board changed
its position to one of neutrality, are inadequate or misleading.
III
[1] The standard against which plaintiffs' disclosure claims must
be tested is that of complete candor regarding all pertinent facts;
that is, the minority stockholder must have "before him all the facts
necessary to make an informed decision." Joseph v. Shell Oil Co.,
Del. Ch., 482 A.2d 335, 341 (1984); see also Lynch v. Vickers Energy
Corp., Del. Supr., 383 A.2d 278 (1977). Even if a material fact is
disclosed, it must be done in such a manner so as not to be misleading
or to be "unlikely to call the unwary stockholder's attention" to it.
Joseph v. Shell Oil Co., supra.
[2] In determining which disclosures are necessary or material, the
Court must consider what a reasonable stockholder would want to
know when considering the transaction. If there is a substantial
likelihood that a reasonable stockholder would view an omitted fact
as one that would be "important in deciding whether to sell or retain
stock," the fact is material and must be disclosed. Rosenblatt v. Getty
Oil Co., Del. Supr., 493 A.2d 929, 944 (1985). See also Bershad v.
Curtiss-Wright Corp., Del. Supr., 535 A.2d 840 (1987); Lynch v. Vickers
Energy Corp., supra.
IV
Although plaintiffs have alleged that there are many misleading
and inadequate disclosures in the stockholder materials, their allegations fall within three categories. First, plaintiffs claim that there
is an inadequate disclosure as to what they consider to be Arlda's
primary motivation in making the offer-the value of the gas supply
contracts between Arkla and Exploration. Secondly, plaintiffs contend
that the disclosures falsely represent that Arkla's historical annual
dividend is guaranteed. Lastly, plaintiffs argue that the Special Committee and the Exploration Board have abandoned their duties of
care, loyalty and candor by withdrawing their recommendation of
the offer and adopting a position of neutrality. Although some of
the disclosures could have been more detailed, none of them are so
inadequate that they justify a preliminary injunction.
V
Plaintiffs first claim that there has been an inadequate disclosure
of an alleged advantage Arkla stands to gain upon completion of the
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Exchange Offer and subsequent short form merger-the ability to
cancel the gas supply contracts between Arkla and Exploration. There
are three contracts under which Exploration sells approximately 75 %
of its output to Arkla at prices that are currently above spot market
prices. Plaintiffs argue that these contracts operate to the detriment
of Arkla but are of significant value to Exploration, and, therefore,
are the primary motive for Arkla's seeking to gain total control of
Exploration. Plaintiffs contend that nowhere in the proxy materials
is the importance of these contracts set forth, thereby misleading
Exploration's minority stockholders as to a significant asset of Exploration.
Defendants counter that the gas contracts are not a primary
motivation behind the tender offer and that even if they were, there
is no duty to reveal such a motivation. They also point out that the
gas contracts are discussed in detail in the Schedule 14D-1 at pages
44 through 45. The price, volume and duration of each contract are
all set forth in that document. Defendants also challenge plaintiffs'
claim that these contracts have significant value because their terms
would become disadvantageous to Exploration should spot market
prices increase above the contract prices. Finally, defendants argue
that if there is a substantial benefit to Arkla in gaining the ability
to cancel these contracts, there will be no harm to the stockholders
who tender to the Exchange Offer because they will become Arkla
stockholders and will reap that benefit.
[3] Defendants' argument that they are under no duty to reveal
the motive for the tender offer is only accurate if such an omitted
fact would not be material to the stockholders' decision. See Eisenberg
v. Chicago Milwaukee Corp., Del. Ch., 537 A.2d 1051 (1987). Because
the value of the supply contracts between Arkla and Exploration is
the type of information that any reasonable stockholder would want
to possess when deciding whether to tender his shares, plaintiffs are
correct that there is a duty to disclose this fact. Plaintiffs have failed
to show, however, that the Exploration stockholders have not been
sufficiently apprised of the significance of the contracts.
As defendants point out, the terms of the contracts are set forth
in the Schedule 14D-1. It is clear from the disclosures that the gas
contracts require Arkla to pay prices above the current market level.
The Schedule 14D-1 also points out at page 15, in its discussion of
the recent decline in gas and oil prices, that "[Exploration] is protected
by its long term contract with Arkla for a significant portion of
[Exploration's] sales" (emphasis added). When read as a whole, the
Schedule 14D-1, therefore, provides Exploration's minority stock-
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holders with sufficient information to understand the value of the
supply contracts (if only barely so).
VI
Plaintiffs next challenge the adequacy of the stockholder disclosures relating to the likelihood that Arkla will continue to pay its
historical annual dividend of $1.08 per share. Plaintiffs assert that
the future of the dividend is not nearly as certain as indicated in
the proxy materials and point to the Wertheim opinion for support.
According to Wertheim, Arkla would have to incur substantial debt
($43 million in 1992 and $9 million in 1993) or severely restrict
capital expenditures in order to continue paying that dividend. Plaintiffs claim that the need for additional debt or restricted expenditures
is not mentioned in the materials distributed to the stockholders and,
therefore, Exploration's stockholders are misled to have an inappropriately optimistic outlook for the future of the Arkla dividend.
Plaintiffs conclude that leaving the stockholders with this impression
is materially misleading because the Arkla dividend is, according to
the Special Committee, a major component of the value to be received
in the Exchange Offer.
Again, plaintiffs are correct that information regarding Arkla's
ability to pay its historical annual dividend is material to the Exploration minority stockholders' decision whether to accept the Exchange Offer. However, nowhere in the materials is it stated that
it is guaranteed that the dividend will be paid in the future. In
discussing the benefits of the Exchange Offer in the Schedule 14D1, defendants expressly state that "[t]he payment of dividends and
the amount thereof in the future, however, will depend upon Arkla's
earnings, financial condition and other relevant factors." Schedule
14D-1 at 15.
The statements in the materials sent to the stockholders, while
not as clear as they could be, do not rise to the level of a guarantee;
they are at most an expression of an intention to pay the dividend
in the future.
One of the statements in Amendment No. 1 to the Schedule
14D-9 relied upon by plaintiffs, that "the executive officers [of Arkla]
confirmed that the 1992 business plan to be submitted to the Arkla
Board includes a continuation of Arkla's historical annual dividend
of $1.08 per share," is not a promise that the dividend will be paid
in 1992. A reasonable stockholder would likely realize that only the
Board can declare a dividend, and correlatively that the Board must
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approve such a plan before a dividend can be declared. The statement
regarding the 1992 business plan is merely an expression of Arkla's
intention to pay the dividend.
[4] When all of the materials sent to the stockholders are read
together, it is clear that although Arkla has a definite intention to
continue its current dividend policy, the dividend is dependent on
Arkla's future financial condition. Plaintiffs have, therefore, failed
to show the reasonable probability that Exploration's minority stockholders would be misled regarding the certainty of the Arkla dividend.
VII
The last challenge to the adequacy of the proxy materials is the
failure of the Special Committee and the Exploration Board to adequately explain why they withdrew their recommendation that the
stockholders accept the Exchange Offer and adopted a position of
neutrality. Plaintiffs assert that the Board did not adequately explain
its change in position and, therefore, left the stockholders "to fend
for themselves" without adequate information. This action, according
to plaintiffs, constitutes an abdication by the Board of its duty to
act in the best interests of the Exploration minority stockholders.
[5] While plaintiffs are correct that the Exploration Board must act
in the best interests of the stockholders, they have failed to show
the reasonable probability that the Board did not comply with that
duty. Contrary to plaintiffs' assertions, the Board did give the minority stockholders its rationale, albeit not in as great detail as could
have been done.
In Amendment No. 1 to the Schedule 14D-9, the Board cites
the recent decline in the market price of Arkla stock and the recent
decline in the stock prices of companies comparable to Exploration
as being among the reasons it revisited its earlier recommendation
of the offer. Given the decline in these stock prices, the Board, upon
the Special Committee's recommendation, concluded and disclosed
that the Wertheim fairness opinion should no longer be relied upon.
As the Wertheim opinion was a significant factor in the Board's
decision to recommend the offer, the Board decided and disclosed
that it must withdraw that recommendation.
Due to the prevailing market conditions, the Board was no
longer willing to opine that the Offer was still in the best interests
of all minority stockholders. The Board noted in Amendment No.
1 to the Schedule 14D-9 that Exploration stockholders who originally
intended to hold the Arkla stock to be received from the Exchange

