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Offer, that is, stockholders looking for more of a long term investment, might still find the offer attractive. Since some Exploration
stockholders might not want a long term investment, however, the
Board also stated that a recommendation of the offer might not be
in those stockholders' best interests.
Given this dichotomy of stockholder interests, the Board's adoption of a position of neutrality does not create a void, as contended
by plaintiffs, but rather serves the stockholders in their decision
making. The change of position and accompanying disclosures put
the stockholders on notice that they should evaluate their individual
investment goals to determine if they should accept the Offer. Because
the Board's position of neutrality alerts the minority stockholders to
market changes surrounding the Offer, the plaintiffs have again failed
to show the reasonable probability that the Exploration minority
stockholders were materially misled.
VIII
In summary, plaintiffs have failed to show the reasonable probability of success on the merits of their claim that the materials sent
to the stockholders are materially misleading. Contrary to plaintiffs'
assertions, the value of the gas supply contracts between Arkla and
Exploration is sufficiently disclosed, the Arkla historical annual dividend is not "guaranteed" for the future, and the change to a position
of neutrality by the Exploration Board serves to inform the minority
stockholders rather than to leave them in a void. Plaintiffs' motion
for a preliminary injunction must, therefore, be denied.
IT IS SO ORDERED.

BOEING CO. v. SHRONTZ
No. 11,273
Court of Chancery of the State of Delaware, New Castle
April 20, 1992
The plaintiffs, shareholders of Boeing Corporation, instituted
an action against the corporation's directors, claiming that they had
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breached their fiduciary duties. Specifically, the plaintiffs claimed
that the directors breached their duty of care in supervising the
conduct of some of the corporation's executives who had engaged
in illegal activities. Plaintiffs also alleged that, in paying fines and
settlements, the directors had wasted corporate assets. Although the
plaintiffs made a demand request, the plaintiffs stated in the demand
request that such a demand was not necessary. The defendants moved
for a dismissal of the action on several grounds: (1) that certain
claims were barred by the applicable statute of limitations; (2) the
corporation's certificate of incorporation barred any monetary claims
against its directors arising after the date on which it was adopted;
(3) the amended complaint failed to state a cause of action during
the period between the date on which the applicable statute of
limitations began and the date on which the corporation's certificate
of incorporation was adopted; and (4) the plaintiffs failed to satisfy
the demand requirements of Chancery Court Rule 23.1.
The court of chancery, per Vice-Chancellor Berger, granted the
defendant's motion in part and denied it in part. First, the court
held that the statute of limitations barred recovery for certain claims.
Second, the court deferred ruling on the issue of whether the amended
certificate of incorporation barred the plaintiffs' claims which arose
after its adoption and granted the plaintiffs leave to take "very
limited" discovery to determine whether the certificate amendment
had been validly adopted. Third, the court held that, although the
complaint failed to state a claim for waste, it did state a claim that
the directors were negligent in failing to act upon the unlawful conduct
of the corporation's employees. Finally, the court rejected the plaintiffs' argument that demand was unnecessary, holding that stockholders cannot "cover all the bases" by making a demand and
stating in the demand request that such demand is not necessary.
Accordingly, the court granted plaintiffs leave to amend their complaint to determine whether their claim for negligence arose between
the date on which the statute of limitations began and the date on
which the corporation amended its certificate of incorporation to
include the director liability clause.
1.

Limitation of Actions

C---

30

Pursuant to section 8106, no breach of fiduciary duty claim
seeking monetary damages may be maintained more than three years
after the claim arose. DEL. CODE ANN. tit. 10, § 8106 (1991).
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Limitation of Actions

C:- 30

Section 8106 applies to shareholder derivative actions which seek
recovery of damages or other essentially legal relief. DEL. CODE ANN.

tit. 10, § 8106 (1991).
3.

Corporations

C= 320(7)

Limitation of Actions

0= 30

A complaint which prays for both a declaratory judgment that
the individual defendants breached their fiduciary duties and also
monetary damages seeks essentially legal relief and is governed by
section 8106 because the claim for a declaratory judgment is merely
incident to the prayer for monetary damages. DEL. CODE ANN. tit.
10, § 8106 (1991).

4.

Limitation of Actions

0

99(1)

When a complaint alleges that the defendants fraudulently concealed the facts upon which the plaintiffs' action is based, the bar
of the statute of limitations will be removed.
5.

Limitation of Actions

0:C 99(1)

Where no exceptions to the statute of limitations are found to
apply, the court will grant relief on a motion to dismiss.
6.

Limitation of Actions

C- 99(1)

Under the so-called Bovay exception, the statute of limitations
does not apply in extraordinary cases which involve, as a minimum,
allegations of fraudulent self-dealing where corporate officers and
directors benefitted personally from their misconduct.
7.

Limitation of Actions

0== 178

Where only four of the twelve individual defendants are or were
inside directors, allegations that the defendants were motivated to
pursue a course of action detrimental to the corporation in order to
secure their position on the board of directors and corresponding
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benefits did not establish self-dealing, let alone fraudulent self-dealing.
8.

Limitation of Actions

C

179(2)

The allegation of fraudulent concealment necessary to toll the
statute of limitations must be set forth with the particularity required
by Delaware Court of Chancery Rule 9(b).

9.

Corporations

C

DEL. CH.

CT. R. 9(b).

320(3)

Provisions in the certificate of incorporation which insulate directors from liability for monetary damages in certain circumstances
are permitted pursuant to section 102(b)(7) and may eliminate personal liability of directors for some breach of fiduciary duty claims.
DEL. CODE ANN. tit. 8, § 102(b)(7) (1991).
10.

Pretrial Procedure

0-532, 679

Pursuant to Delaware Court of Chancery Rule 12(b), a motion
to dismiss may be converted into a summary judgment if the court
considers matters not found in the complaint. DEL. OH. CT. R.
12(b).
11.

Pretrial Procedure

C--17

Parties are not entitled to discovery in search of a new cause
of action.
12.

Corporations

0

312(7)

Very limited discovery as to the steps taken to adopt a provision
which eliminates personal liability of directors for breach of fiduciary
duty claims pursuant to section 102(b)(7) is appropriate. DEL. CODE
ANN. tit. 8, § 102(b)(7) (1991).
13.

Corporations

0---312(7)

In order to state a claim for waste, the complaint must allege
facts from which one could infer that what the corporation has
received is so inadequate in value that no person of ordinary, sound
business judgment would deem it worth what the corporation has
paid.
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Corporations

0

310(2)

The question of whether a corporate director has become liable
for losses to the corporation through neglect of duty is determined
by the circumstances. If he has recklessly reposed confidence in an
obviously untrustworthy employee, has refused or neglected cavalierly
to perform his duty as a director, or has ignored either wilfully or
through inattention obvious danger signs of employee wrongdoing,
the law will cast the burden of liability against him.
15.

Corporations

C:- 320(7)

Alleging the exact circumstances of when and how directors
became aware of unlawful conduct on the part of subordinates is
not required for the purposes of notice pleading.
16.

Corporations

,- 206(4), 320(5)

Demand is excused if plaintiffs adequately allege that it would
have been futile.
17.

Corporations

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

By making a demand, a stockholder tacitly acknowledges the
absence of facts to support a finding of futility and when the question
of whether demand is excused becomes moot when a demand is
made.

18.

Corporations

C

206(4)

Stockholders must make a choice either to make demand or
attempt to establish demand futility.
R. Bruce McNew, Esquire, Pamela S. Tikellis, Esquire, and Carolyn
D. Mack, Esquire, of Greenfield & Chimicles, Wilmington, Delaware; Richard D. Greenfield, Esquire, James E. Malone, Jr., Es-

quire, Brenda M. Nelson, Esquire, and Michael D. Gottsch, Esquire,
of Greenfield & Chimides, Haverford, Pennsylvania; William S.

Lerach, Esquire, of Milberg, Weiss, Bershad, Specthrie & Lerach,
San Diego, California, of counsel, for plaintiffs.
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R. Franklin Balotti, Esquire, Jesse A. Finkelstein, Esquire, Anne
C. Foster, Esquire, Michael J. Feinstein, Esquire, and Matthew J.
Ferretti, Esquire, of Richards, Layton & Finger, Wilmington, Delaware, for individual defendants.
Rodman Ward, Jr., Esquire, Edward P. Welch, Esquire, and Andrew
J. Turezyn, Esquire, of Skadden Arps, Slate, Meagher & Flom,
Wilmington, Delaware, for nominal defendant The Boeing Company.
BERGER,

Vice-Chancellor

This is the decision on a motion to dismiss a derivative action
brought by stockholders of Boeing Co. ("Boeing") charging certain
of its directors with breach of fiduciary duty. Plaintiffs maintain that
defendant directors breached the fiduciary duty of control or oversight, or more generally, the duty of due care, in connection with
the illegal activity of Boeing employees. In addition, plaintiffs assert
a claim of waste based upon amounts paid in fines and settlements.
Defendants seek dismissal on several grounds: (1) all claims arising
prior to August 3, 1986, are barred by the applicable statute of
limitations; (2) Boeing's Certificate of Incorporation bars any monetary claims against its directors arising after May 15, 1987; (3) the
Amended Complaint fails to state any claims arising during the
period between August 1986 and May 1987; and (4) in any event,
plaintiffs have not satisfied the demand requirements of Chancery
Court Rule 23.1.
I.
Boeing, a leading manufacturer of commercial and military
aircraft, is the nation's tenth largest defense contractor. Approximately one-third of its operating revenues are generated by government contract work. The individual defendants are some of the
present and former members of the board of directors of Boeing.
Of the twelve individuals named as defendants, only four are past
or present officers of the company-Frank Shrontz, currently Chief
Executive Officer and Chairman of the Board and formerly President
from 1985 to 1988; T.A. Wilson, Chief Executive Officer from 1969
to 1986 and Chairman of the Board from 1972 to 1988; Malcolm
T. Stamper, President from 1972 until 1985; and Harold W. Haynes,
a former Executive Vice President and Chief Financial Officer.
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The alleged wrongs arise out of five different fact patterns. The
first involves the illegal acquisition of classified documents. From
1974 through 1986, senior Boeing marketing officers allegedly schemed
to obtain classified government documents in order to gain an advantage when bidding on government contracts. Boeing employee
Richard Fowler ("Fowler") brought more than 600 classified defense
documents into Boeing's offices, and contractors other than Boeing
were allowed access to those documents in violation of applicable
security regulations. In November 1989, Boeing pleaded guilty to
illegally accepting two classified documents from Fowler. The company agreed to pay criminal fines, restitution and reimbursement of
investigation costs totaling over $5 million. In addition, Boeing's
office in Rosslyn, Virginia, was suspended from dealing with the
federal government for four months.
The second fact pattern involves a federal criminal investigation
begun in August 1989. Kevin G. Kelly ("Kelly"), a Boeing employee, alleged that the company overcharged the government ap-

proximately $20 million in connection with work on the Stealth
bomber. As a result of Kelly's "whistle-blowing," Boeing was investigated by the Air Force Office of Special Investigations, the U.S.
Department of Justice and other government agencies. Kelly's allegations also allegedly prompted an audit of Boeing Military Airplanes ("BMA"), Seattle Division, by a governmental audit agency.
The audit report, issued in August 1989, concluded, among other
things, that lease costs and tenant improvement costs paid by BMA
and billed to the government were overstated by approximately $10
million and $5 million respectively. According to the Amended Complaint, Boeing disputes the audit results.
The Amended Complaint identifies three other incidents indicating operational problems. Plaintiffs note that BMA agreed on
October 31, 1989, to an $11 million settlement with the federal
government relating to overcharges for aluminum on the Air Force
KC-135 contracts. Government agencies are currently investigating
an alleged $25 million overcharge for research performed by Boeing's
Computer Services Division. Finally, plaintiffs complain that BMA
purposely bid low on a fixed price contract for special jumbo jets
for the United States Air Force because Boeing officials wanted the
President of the United States to fly only Boeing airplanes. According
to the Air Force's estimate, Boeing's low bid will cause the company
to lose more than $385 million on the contract.
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II.
[1-3] Defendants first argue that any claims arising before August 23,
1986,1 are precluded by the statute of limitations. Pursuant to 10
Del. C. § 8106, no action such as this to recover monetary damages
may be maintained more than three years after the claim arose.
Plaintiffs contend that § 8106 is not applicable because this action
is not one for money damages alone. The remedy sought includes
both damages and a declaratory judgment that the director defendants
breached their fiduciary duties. I am not persuaded by this argument.
It is settled that § 8106 "applies to shareholder derivative actions
which seek recovery of damages or other essentially legal relief."
Halpern v. Barran, Del. Ch., 313 A.2d 139, 141 (1973). Here, the
prayer for a declaratory judgment that the individual defendants
breached their fiduciary duties is merely incident to the prayer for
money damages. I find that the Amended Complaint seeks essentially
legal relief and, thus, is governed by § 8106.
[4-5] Plaintiffs next argue that a statute of limitations defense may
not be considered on a motion to dismiss because it is an affirmative
defense. They note that in Brown v. Dolese, Del. Ch., 154 A.2d 233,
239-40 (1959), aff'd, Del. Supr., 157 A.2d 784 (1960), this Court
refused to consider a statute of limitations defense on a motion to
dismiss. However, in Brown, defendants were charged with fraudulent
concealment of the facts upon which plaintiffs' action was based.
This Court decided that there were sufficient facts in the complaint
to potentially bring the action within the rule of Bovay v. H.M.
Byllesby & Co., Del. Supr., 38 A.2d 808 (1944), which removes the
bar of the statute of limitations under certain circumstances. By
contrast, where no exceptions to the statute of limitations were found
to apply, this Court has granted relief on a motion to dismiss. Halpern
v. Barran, supra.
[6-7] Accordingly, the next question is whether, based upon the
allegations in the Amended Complaint, the claims fall within such
an exception to the statute of limitations. Under the so-called Bovay
exception, the statute of limitations does not apply "in extraordinary
cases which involve, as a minimum, allegations of fraudulent selfdealing [where] corporate officers and directors ...

profited per-

sonally from their misconduct." Id. at 142; see Bovay v. H.M. Byllesby

1. Although the original complaint was not filed until December 8, 1989,
defendants are using August 23, 1989, the date on which plaintiff Rodney B. Shields
("Shields") made demand on Boeing's board of directors, as the tolling date.
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& Co., supra. Plaintiffs allege that defendants were motivated to
pursue a course of action detrimental to Boeing in order to secure
their positions on the board of directors and corresponding benefits.
However, where only four of the twelve individual defendants are
or were inside directors, such allegations have little force. They do
not establish self-dealing, let alone fraudulent self-dealing. See Halpern,
313 A.2d at 142.
[8] Alternatively, plaintiffs contend that the statute of limitations
were tolled by defendants' fraudulent concealment of the facts giving
rise to the claims. In the Amended Complaint, they allege that
defendants "engaged in a massive cover-up to prevent discovery of
such corporate wrongdoing." Amended Complaint,
4. Plaintiffs
attempt to support this conclusory statement with the allegation that
Boeing failed to disclose the existence of illegal activity in filings
with the Securities and Exchange Commission. The allegations of
fraudulent concealment necessary to toll the statute of limitations
must be set forth with the particularity required by Chancery Court
Rule 9(b). Id. at 143. I find that the Amended Complaint does not
meet this standard. It contains no allegations as to the nature of
any scheme to conceal facts from plaintiffs. The fact that illegal
activity was not disclosed in SEC filings does not in any way suggest
the existence of such a scheme. The nature of the SEC filings may
not have called for such information, and the information may not
have existed at the time the documents were filed.
Based upon the foregoing, I find that any claims arising prior
to August 23, 1986, are time barred.
III.
[9] Although it appears that much of the alleged wrongdoing occurred prior to August 23, 1986, there are also allegations in the
Amended Complaint addressing purported wrongdoing after that
date. Defendants argue that the more recent claims are barred by
Article Twelfth of Boeing's Certificate of Incorporation, which insulates directors from liability for monetary damages in certain circumstances. Article Twelfth, adopted by amendment on May 15,
1987, provides:
TWELFTH: To the full extent that the Delaware General Corporation law, as it exists on the date hereof or may
hereafter be amended, permits the limitation or elimination
of the liability of directors, a director of the corporation
shall not be liable to the corporation or its stockholders for
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monetary damages for conduct as a director. Any amendment to or repeal of this Article TWELFTH shall not
adversely affect any right or protection of a director of the
corporation for or with respect to any acts or omissions of
such director occurring prior to such amendment or repeal.
Such provisions are permitted pursuant to 8 Del. C. § 102(b)(7) and
may eliminate personal liability of directors for the types of claims
asserted here. See John Hancock Capital Growth Management, Inc. v. Aris
Corp., Del. Ch., C.A. No. 9920, Jacobs, V.C. (Aug. 24, 1990), slip
op. at 4.
(10-12] Plaintiffs do not contest the legal effect of this certificate
provision. Rather, they argue that it constitutes an affirmative defense
and is thus not properly before this Court on a motion to dismiss.
The Court agrees. However, pursuant to Chancery Court Rule 12(b),
a motion to dismiss may be converted into a motion for summary
judgment if the Court considers matters not found within the complaint. Plaintiffs acknowledge the availability of this procedural device, but argue that they should be allowed to take discovery on this
point before the Court rules. They suggest that discovery is appropriate to determine whether the certificate amendment was validly
adopted. In addition, counsel explained, "It's not inconceivable that
in the course of discovery on [the issue of whether the provision was
validly adopted] we could find out something that itself would give
rise to a claim against one or more directors." Argument Trans.,
p. 34. This suggestion is wholly inappropriate. Parties are not entitled
to discovery in search of a new cause of action. Weinberger v. Palm
Beach, Inc., Del. Ch., C.A. No. 7696 (Consolidated), Berger, V.C.
(July 9, 1985). Very limited discovery as to the steps taken to adopt
Article Twelfth, however, does appear appropriate. Accordingly, the
Court will defer ruling on this aspect of defendants' motion.
IV.
[13] Turning to the merits, defendants argue that the Amended
Complaint fails to state a claim for waste or neglect. In order to
state a claim for waste, the complaint must allege facts from which
one could infer that "what the corporation has received is so inadequate in value that no person of ordinary, sound business judgment would deem it worth what the corporation has paid." Saxe v.
Brady, Del. Ch., 184 A.2d 602, 610 (1962). Here, plaintiffs claim
that waste is properly inferable from three incidents: (1) the settlement
arising out of Fowler's transmission of classified documents to the
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company; (2) the settlement arising out of aluminum overcharges

on Air Force contracts; and (3) the alleged low bidding in connection
with presidential jets.
I find that plaintiffs' descriptions of each of these circumstances
is insufficient to state a claim for waste. With respect to the two
settlements, there is nothing to suggest that the amounts Boeing
agreed to pay were so enormous by comparison to the company's
potential liability that no one of sound mind would have agreed to
the settlement The low bidding allegations are also deficient. First,
plaintiffs have not alleged that Boeing submitted its bids knowing
that the contract would result in a $385 million loss. Second, there
is no allegation that such losses were, in fact, incurred. Finally,
assuming both of those facts, it is still entirely possible that the value
to Boeing of having the President of the United States flying on its
airplanes far exceeds the amount of the "loss."
[14-15] The breach of fiduciary duty claim based upon defendant
directors' purported neglect is sketchy, but with the benefit of inferences" favorable to plaintiffs. I find that it is sufficient to state a
claim for relief. As noted earlier, the Amended Complaint identifies
several instances of wrongful conduct that resulted in criminal fires
and other sanctions being imposed upon Boeing. Plaintiffs allege that
these specific instances of wrongdoing are but a part of an ongoing
pattern of illegal conduct. The director defendants allegedly
have long known of the illegal acts at issue and have done
nothing cognizable or tangible to remedy the harm to the
Company ....
Specifically, the Board has for a long time
been given more than ample warnings of the circumstances
of illegality which led to Boeing's guilty plea, and of illegal
activities which are still under investigation, yet the Board
has failed to seek redress on behalf of Boeing and its shareholders.
Amended Comp., 60(b). In Graham v. Allis-Chalmers Afanufacturing
Co., Del. Supr., 188 A.2d 125, 130 (1963), the Delaware Supreme
Court described the nature of a claim for director neglect:
[T]he question of whether a corporate director has become
liable for losses to the corporation through neglect of duty
is determined by the circumstances. If he has recklessly
reposed confidence in an obviously untrustworthy employee,
has refused or neglected cavalierly to perform his duty as
a director, or has ignored either wilfully or through inat-
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tention obvious danger signs of employee wrongdoing, the
law will cast the burden of liability upon him.
Here, plaintiffs charge that defendant directors knew of unlawful
conduct for a long time and did nothing. Although the exact circumstances of when and how directors became aware of this conduct
are not alleged, I find that such specificity is not required for purposes
of notice pleading. Accordingly, defendants' motion to dismiss the
director neglect claim will be denied.
V.
Finally, defendants argue that the complaint must be dismissed
for failure to satisfy the requirements of Chancery Court Rule 23.1.
One of the two plaintiffs, Shields, made demand upon Boeing's
board of directors and, after the complaint was filed, the board
concluded its investigation and refused to take the actions requested
in the demand letter. The Amended Complaint does not include any
allegations purporting to establish the wrongfulness of defendants'
decision to refuse the demand.
Plaintiffs argue that they need not address this point inasmuch
as J. H. Levit ("Levit") made no demand and his claims should
survive if he has adequately pled demand futility. Alternatively,
plaintiffs point out that the demand letter expressly stated Shields'
belief that demand would be futile. Thus, plaintiffs say that the
making of a demand in this case did not constitute a waiver of the
demand futility argument.
[16-17] I find both of plaintiffs' arguments to be without merit.
The purpose and legal standards governing the demand requirement
has been described in detail in numerous decisions of our Supreme
Court. In brief, it is a basic premise of Delaware corporate law that
directors, not stockholders, manage the company. This management
responsibility includes decisions as to whether the corporation should
litigate potential claims. Stockholders who bring derivative actions
are impinging upon directors' managerial responsibilities and, thus,
must satisfy the demand requirements of Chancery Court Rule 23.1
before they will be allowed to pursue litigation on behalf of the
corporation. "The purpose of pre-suit demand is to assure that the
stockholder affords the corporation the opportunity to address an
alleged wrong without litigation, to decide whether to invest the
resources of the corporation in litigation, and to control any litigation
which does occur." Spiegel v. Buntrock, Del. Supr., 571 A.2d 767,
773 (1990). Demand is excused if plaintiffs adequately allege that it
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would have been futile. However, "[b]y making a demand, a stockholder tacitly acknowledges the absence of facts to support a finding
of futility. Thus, when a demand is made, the question of whether
demand was excused is moot." Id. at 775 (citations omitted).
[18] Plaintiff Shields made demand, but stated in the demand letter
his belief that demand is futile. The other plaintiff, Levit, made no
demand. Plaintiffs argue that either of these facts allow them to
evade the holding in Spiegel and argue demand futility. I find otherwise. The law, as set forth in Spiegel, should make it clear that
the demand requirement is not a mere procedural formality. Plaintiffs
cannot use either of the devices suggested here to, in essence, cover
all the bases. The Spiegel court held that stockholders must make a
choice either to make demand or attempt to establish demand futility.
To accept plaintiffs' argument would be to ignore Spiegel. Thus, the
argument must be rejected.
In conclusion, I find that plaintiffs have stated a claim of director
neglect. However, it appears that their claim will survive only if it
arose during a very short period of time, based upon the statute of
limitations and the potential applicability of Article Twelfth. If plaintiffs wish to pursue this claim, they will be required to file a second
amended complaint alleging the basis for their position that demand
was wrongfully refused. Plaintiffs are hereby granted leave to file
such an amended complaint within sixty days from the date of this
decision.
IT IS SO ORDERED.

CHRYSOGELOS v. LONDON
No. 11,910
Court of Chancery of the State of Delaware, New Castle
March 25, 1992
The plaintiff, a stockholder of CAOI International, Inc. (CACI),
sued defendants CACI and certain of its directors, both derivatively
on behalf of CACI and individually on behalf of a class of CACI
stockholders. The plaintiff alleged that the defendants' conduct in
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regard to four transactions amounted to breaches of their fiduciary
duties of care and loyalty. Defendants moved to dismiss the complaint
on the grounds that (1) the class claims were in reality derivative
claims and should be dismissed under Chancery Court Rule 23.1,
because the plaintiff did not make a demand nor plead facts that
would excuse a demand; and (2) even if characterized as a class
claim, the complaint did not state a claim upon which relief could
be granted.
The court of chancery, per Vice-Chancellor Jacobs, granted
defendants' motion to dismiss in regard to two of the four transactions, including the defendants' adoption of (1) a "poison pill"
rights plan and (2) "golden parachutes." The court denied the
defendants' motion to dismiss in regard to the remaining two transactions, including the defendants' (1) repurchase of the Karr Estate
Shares, and (2) rejection of LHN's (an investment group) $4.50 per
share acquisition proposal. As to these claims, the court also concluded that demand was excused.
1. Pretrial Procedure

, 624, 687

For the purposes of a defendant's motion to dismiss for failure
to state a claim upon which relief can be granted, the allegations of
the complaint must be taken as true.

2.

Corporations

0

Constitutional Law

DEL. CH.

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

312(7)
0

69

A determination of the claims that a "golden parachute" severance agreement constituted a waste of assets and a breach of the
directors' duty of loyalty, without any allegation that the corporation
has entered or will enter into contracts binding upon the corporation,
would amount to an impermissible advisory opinion.
3.

Corporations

0

310(1)

A complaint which only alleges that the directors could later
deploy a "poison pill" rights plan to deter an unsolicited acquisition
or corporate combination at some future time does not give rise to
an actionable claim.
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0=310(1)

Pretrial Procedure

C

624, 687

The contention that the "golden parachute" and "poison pill"
rights plan transactions harmed the corporation and the shareholder
class, unsupported by pleaded facts from which cognizable harm can
be reasonably inferred, does not state a claim upon which relief can
be granted.
5.

Corporations

0= 312(7)

The test of whether a transaction amounts to corporate waste
is whether what the corporation has received is so inadequate in
value that no person of ordinary, sound business judgment would

deem it worth what the corporation has paid.
6.

Corporations

0=312(7)

A complaint fails to allege a legally cognizable claim of waste
when it does not allege that the shares could have been purchased
at a price below the price actually paid.
7. Corporations

:=314(1)

Where directors approve the expenditure of corporate funds to
repurchase the corporation's shares in order to perpetuate themselves
in positions of control, they breach their fiduciary duty to the corporation.
8.

Corporations

0=310(1)

Delaware courts have recognized that shareholders have no contractual rights to receive takeover bids and that the shareholders'
ability to gain premiums through takeover activity is subject to the
good faith business judgment of the board of directors in structuring
defensive tactics.
9.

Corporations

C= 310(1)

A board of directors may reject or resist an acquisition proposal
in favor of a preexisting transaction that it, in a good-faith informed
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exercise of its business judgment, has determined will enhance corporate profitability.
10.

Corporations

C-=314(1)

Corporate directors violate a fiduciary duty owed to the corporation and its shareholders if they manipulate the corporate machinery for the sole or primary purpose of perpetuating themselves
in office.
11.

Corporations

0=-206(4), 320(2)

A demand is excused if the complaint pleads with sufficient
factual particularity that the directors were motivated by entrenchment concerns.
12.

Pretrial Procedure

0;= 624, 687

The standard to be satisfied under Delaware Court of Chancery
Rule 23.1 is more rigorous than that applied in motions under Rule
12(b)(6). DEL. CH. CT. R. 12(b)(6), 23.1.
13.

Corporations

C- 206(4), 320(7)

Demand futility is established if the particularized factual allegations of the complaint raise a reasonable doubt as to (1) whether
the directors were disinterested or independent, or, if not, (2) whether
the directors exercised proper business judgment in approving the
challenged transactions.
14.

Corporations

0--211(5)

A plaintiff may establish a reasonable doubt as to whether the
directors were disinterested or independent by pleading particularized
facts demonstrating that the directors had either a financial interest
or an entrenchment motive.
15.

Corporations

0=211(5)

An entrenchment motive is sufficiently plead when (1) a rights
plan deters all hostile takeover attempts through its limitation on
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alienability of shares and the exercise of proxy rights; (2) the challenged transactions enabled the directors to control the voting of a
significant block of shares, and thereby materially helped to increase
their voting power above and beyond the preexisting levels; and (3)
the challenged transactions placed in "friendly" hands a significant
block of stock that was restricted in its ability to be voted for the
removal of the incumbent board.
16.

Corporations

0=-211(4), 320(4), 320(11)

The following circumstances, when viewed in combination, create a reasonable doubt that in approving the Karr Estate stock
repurchase and in rejecting LHN's (an investor group) proposal, the
defendant directors were acting for the primary purpose of maintaining themselves in office, when the directors: (1) adopted a rights
plan almost immediately after Mr. Karr's death; (2) reduced the
rights plan's triggering percentage from 20% to 15% in response to
LHN's exploratory acquisition overture; (3) authorized "golden parachutes" severance agreements; (4) proposed a certificate amendment
that, if adopted, would have eliminated the shareholders' right to
vote by written consent; and (5) caused the corporation to repurchase
from the Karr Estate an 11.5% block of its Class A shares at a
significant premium in immediate response to LHN's acquisition
proposal and only days before the impending annual meeting.
Joseph A. Rosenthal, Esquire, and Norman M. Monhait, Esquire,
of Rosenthal, Monhait & Gross, P.A., Wilmington, Delaware; and
Steven G. Schulman, Esquire, and Lee S. Shalov, Esquire, of Milberg, Weiss, Bershad, Specthrie & Lerach, New York, New York,
for plaintiff.
Samuel A. Nolen, Esquire, of Richards, Layton & Finger, Wilmington, Delaware; and David W. Walker, Esquire, John H. Henn,
Esquire, and Brandon F. White, Esquire, of Foley, Hoag & Eliot,
Boston, Massachusetts, for defendant CACI International, Inc.
Edward B. Maxwell, 2nd, Esquire, and Bruce L. Silverstein, Esquire,
of Young, Conaway, Stargatt & Taylor, Wilmington, Delaware, for
defendants J.P. London and John H. Baker.
JACOBs, Vice-Chancellor
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The plaintiff filed this action on January 10, 1991. He sues both
derivatively on behalf of CACI International, Inc. ("CACI") and
individually on behalf of a class of CACI stockholders, and names
as defendants CACI and certain of its directors. On April 30, 1991,
CACI moved to dismiss the complaint on the grounds that: (i)
although the complaint purports to allege class claims, those claims
are in reality derivative and must be dismissed under Chancery
Court Rule 23.1 because the plaintiff has not made a demand or
pleaded facts that would excuse a demand; and (ii) in any event,
the complaint does not state claims upon which relief can be granted.
Defendants J.P. London and John H. Baker have also moved to
dismiss on the separate ground that this Court lacks personal jurisdiction over them under 10 Del. C. § 3114 because the complaint
states no cognizable claim against them in their capacity as directors
of CACI.
This is the Opinion of the Court on the dismissal motions.
I.
[1] The 27-page complaint consists of two counts. The first is styled
as a derivative claim, and the other, as a class claim. Both counts
complain identically of four transactions that form the basis of this
lawsuit. What follows is a description of those transactions based
upon the allegations of the complaint which, for present purposes,

must be taken as true. Harman v. Masoneilan Int'l, Inc., Del. Supr.,
442 A.2d 487, 502 (1982).
CACI is an international high technology and professional services corporation with two classes of common stock: Class A and
Class B. Both classes have essentially identical features, except that
when Class A and Class B shares vote together on certain matters,
each Class A share has one vote and each Class B share has ten
votes.
Until his death in April 1990, CACI's co-founder, Herbert W.
Karr ("Karr"), owned 15.8% of CACI's outstanding Class A shares
and 92.1% of its outstanding Class B shares. Mr. Karr's holdings
represented, all told, 52.3% of the corporation's voting power. His
death triggered certain material changes in this dual-class share
structure and altered the method for electing CACI's directors. Spe-

cifically, by virtue of CACI's certificate of incorporation, upon Mr.
Karr's death all of his Class B shares automatically converted to
Class A shares effective at the annual meeting held on November 29,
1990. That conversion reduced the number of outstanding Class B
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shares from 1,107,478 shares to 109,065 shares, of which the individual defendants presently own 41.9%. Mr. Karr's death (and
CACI's charter) also operated to reduce from five to four the number
of directors that Class B shareholders were entitled to elect at the
1991 annual meeting. At the 1992 annual meeting, the number of
directors electable by the Class B shareholders will further decrease
from four to three. Finally, at the 1993 annual meeting the remaining
Class B shares will automatically convert to Class A shares, so that
thereafter the Class A shareholders will elect the entire board of
directors.
According to the plaintiff, this programmed, phased elimination
of the dual-share structure was intended to shift control of the corporation from Karr and the director defendants to the public shareholders, at first gradually and then entirely, by 1993. The plaintiff
accuses the defendants of deliberately subverting and obstructing the
implementation of that objective by taking the measures that are
now described.
First, on April 26, 1992, the day after Mr. Karr died, the
defendant directors adopted a "poison pill" rights plan which pertinently granted to each shareholder a right to buy one share of
Class A common stock worth $22. That right would become exercisable at a price of $11 upon the happening of certain triggering
events, including a third party acquiring 20%o or more of CACI's
Class A common stock without board approval. If after a triggering
event the company were to become a party to a merger or other
business combination with another entity, each shareholder would
be entitled to purchase, for the exercise price of $11, common stock
of that other entity worth $22. Following a public announcement
that a triggering event has occurred, the poison pill rights are redeemable for a specified period of time at $.01 per right. The plaintiff
alleges that because of its substantial diluting effect and the prohibitive
cost of acquiring the newly issued shares, the rights plan assures
that no person disfavored by the defendant directors will acquire a
significant minority position in CACI, or complete a tender offer or
merger with CACI, unless the rights are first redeemed.
Second, in June 1990, an investor group called "LHN" initiated
discussions with defendant J.P. London (Karr's successor as Chairman of the Board) about a possible acquisition of CAOI. At their
June 21, 1990 board meeting, the directors immediately responded
to LHN's overture by amending the rights plan to reduce its "trigger" threshold from 20%o to 15%. According to the complaint, that
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step increased the board's power to resist unsolicited acquisition
efforts by LHN or other third parties.'
Third, on August 23, 1990, several weeks after LHN's initial
expression of interest, the defendant directors authorized and directed
the company to execute "golden parachute" severance compensation
agreements. Those proposed2 agreements contemplated cash payments of millions of dollars to certain of CAMI's executives in the
event of (among other things) a change in control of the company.
Fourth, on November 27, 1990, LHN formally proposed to acquire all of CAMI's outstanding shares and options at $4.50 per
share. That $4.50 proposed price was $1.75 per share more than,
and represented a 63% premium above, the closing price of the
Glass A common stock on the previous day. The LHN proposal
called for payment of 90% of the purchase price in cash, with the
balance payable in preferred stock. In a letter communicating its
proposal, LHN emphasized that its intent was to consummate a
friendly transaction, with GAMI's management and employees participating in the post-transaction entity.
On November 29, 1990, the day of the annual meeting and
only two days after LHN made its proposal, the defendant directors
announced that CACI had signed a letter of agreement to purchase
from the Karr Estate 1,364,000 Class A shares (about 11.5% of the
outstanding Class A shares), plus 501,000 stock options, at $3.50
per share. The total purchase price (approximately $5.5 million) was
more than CACI's net earnings for that entire year (approximately
$4 million), and represented a 25 % premium above the then-current
market price of $2.81 per share. The repurchase of those shares
increased the individual defendants' ownership of Class A shares
from 4% to 4.5%, and enhanced their voting power (through their
Class B shareholdings) from 3.9% to approximately 4.4%. Through
their ownership of both classes of shares the individual defendants
now control almost 9% of the voting power of the corporation.

1. The plaintiff also alleges, as yet another example of the defendants' ongoing
effort to entrench themselves in office, that the directors proposed an amendment
to the certificate of incorporation that would have eliminated the shareholders' right
to act by written consent. The defendants proposed that amendment in connection
with the 1991 annual meeting, but later withdrew it. Thus, while that certificate
amendment proposal appears in the complaint as a claim of wrongdoing, it is now
moot and, therefore, is not a subject of this dismissal motion.
2. Although the defendant directors authorized the golden parachute agreements, the complaint does not allege any of those agreements were, in fact, executed.
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The plaintiff alleges that the effect of the Karr Estate repurchase
was (i) to neutralize over 11 % of CACI's outstanding shares that
a third party could otherwise use to gain control of or acquire the
company, and (ii) to frustrate further a third-party's ability to satisfy
the 85% exception under 8 Del. C. § 203 (the Delaware Anti-Takeover Statute) for the prompt completion of a second step "business
combination."
Not until December 5, 1990, did the defendant directors publicly
disclose the earlier LHN discussions and LHN's acquisition proposal.
The defendants' disclosure also announced that "CACI isn't for
sale" and that they had rejected the LHN offer. On December 9,
1990, four days after that announcement, the market price of CACI
Class A common stock dosed at $2.75 per share.
II.
As stated, the four transactions described above form the subject
of both counts of the complaint.
In the first count, which is denominated as a class claim for
breach of fiduciary duty, the plaintiff alleges that the defendants'
conduct amounted to breaches of their fiduciary duties of care and
loyalty. The plaintiff charges the defendants with having engaged in
unfair dealing for their own benefit and to the detriment of the class,
by pursuing a course of conduct designed to prevent an acquisition
of the company. Specifically, he accuses the defendants of: (i) failing
to negotiate with LHN in good faith to enhance stockholder value;
(ii) adopting and enhancing antitakeover mechanisms in an immediate, unconsidered reaction to LHN's acquisition overtures, "including intensifying the deterrent impact of the Poison Pill, [and]
the stock purchase from the Karr Estate"; (iii) adopting the "golden
parachutes"; and (iv) failing to announce any active auction or open
bidding procedures calculated to maximize shareholder value in selling the company. (Complaint, 37). From this the plaintiff concludes
that the individual defendants are carrying out a preconceived plan
to entrench themselves in office to protect their own financial interests
at the expense of the shareholder class, and to thwart a fair and
open auction of the company that would maximize shareholder value.
(Id. 39).
The second count alleges derivative claims for breach of fiduciary
duty. The complaint avers that the defendants are carrying out a
preconceived plan to entrench themselves in office and to protect
and advance their own personal financial interests at CAO's expense,
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with resulting monetary damage to CACI. The complaint also alleges
that the Karr Estate stock repurchase was wasteful and served no
legitimate or rational business purpose, and that in formulating and
approving the complained-of transactions, the defendants failed to
3
exercise due care.

The defendants contend that both counts must be dismissed,
because all claims alleged therein are derivative in nature and the
plaintiff has not excused his failure to make a demand upon the
directors to provide redress. The defendants also argue that neither
count, however they may be characterized, states a claim upon which
relief can be granted.
For the reasons now discussed, I conclude that both counts fail
to state claims upon which relief can be granted, except as to the
claims based upon (i) the repurchase of the Karr Estate shares, and
(ii) the defendants' rejection of LHN's $4.50 per share acquisition
proposal. I also conclude that as to those claims, demand was excused.
III.
[2] First addressed is the claim that the golden parachute severance
agreements constituted a waste of assets and a breach of the directors'
duty of loyalty. That claim, as pleaded, is facially inadequate because
the complaint nowhere alleges that any golden parachute agreements
were actually executed. Accordingly, there is no factual basis from
which to infer that the corporation or its shareholders suffered actionable harm. Moreover, without any allegation that the corporation
has entered or will enter into contracts binding upon the corporation,
a determination of the legal sufficiency of this "claim," which is
not ripe for adjudication, would amount to an impermissible advisory
opinion. See Stroud v. Milliken Enterprises, Inc., Del. Supr., 552 A.2d
476, 481 (1989).
The plaintiff next claims that the defendants breached their
fiduciary duty by adopting the "poison pill" rights plan in response
to LHN's initial overture, and by later reducing that plan's "triggering" percentage from 20% to 15%. The complaint alleges that

3. The "due care" claim, which is one of the several causes of action alleged

in both counts, is legally insufficient because the complaint in this regard is conclusory
and alleges no facts that support a reasonable inference of gross negligence. See
Aronson v. Lewis, Del. Supr., 473 A.2d 805, 812 (1984); Lewis v. Honeywell, Inc.,
Del. Ch., C.A. No. 8651, Jacobs, V.C., mem. op. at 7-11 (July 28, 1987). The
true gravamen of the complaint is that the directors breached their duty of loyalty.
Accordingly, the Court does not further address the due care claim.
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the defendant directors took these actions to entrench themselves in
office by deterring any hostile bid by LHN. In his brief in support
of that claim, the plaintiff argues that those actions harmed the
shareholders by restricting their ability both to elect CACI's board
of directors and to approve unspecified transactions that might prove
beneficial to the shareholders in the future.
[3] The difficulty with this claim is that the complaint does not
support what is offered by way of argument in plaintiff's brief. That
is, it does not allege, either expressly or inferentially, that the rights
plan transactions harmed the corporation or the class in any legally
cognizable way. It is not alleged that the adoption or amendment
of the rights plan adversely affected the shareholders' ability to elect
directors, and clearly those actions did not prevent LHN from making
its proposal. 4 The complaint alleges only that the directors could
later deploy the rights plan to deter an unsolicited acquisition or
corporate combination at some future time. However, that possibility-presently abstract and divorced from any actual or threatened
use against a specific, impending proposal-does not give rise to an
actionable claim. Cf.Moran v. Household Int'l, Inc., Del. Supr., 500
A.2d 1346, 1357 (1985).
[4] In summary, the contention that the golden parachute and rights
plan transactions harmed the corporation and the shareholder class
is unsupported by pleaded facts from which cognizable harm can be
reasonably inferred. Therefore, the "golden parachute" and rights
plan allegations do not state claims upon which relief can be granted. 5
IV.
The remaining two claims, based upon the Karr Estate stock
repurchase and the directors' rejection of the LHN proposal, stand
on a different footing. I find, for the reasons below, that the entrenchment claims arising out of those transactions are legally sufficient.

4. LHN proposed the $4.50 per share transaction after the directors had
reduced the rights plan trigger to 15%, and LHN's proposal was expressly couched

as a "friendly" acquisition proposal. Therefore, any harm to the corporation or
its shareholders resulted from the directors' rejection of that proposal, not from the
adoption or amendment of the rights plan.
5. Although they do not support actionable claims, these transactions do
implicate pleaded facts that are relevant to the question of whether the remaining
complained-of transactions were carried out for the sole or primary purpose of
entrenchment. See infra Part V of this Opinion.
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A.
The plaintiff attacks the Karr Estate stock repurchase on the
grounds that: (a) it constituted corporate waste; and (b) it was an
expenditure of corporate funds for an improper purpose, namely, to
perpetuate the defendant directors in office. The latter claim is legally
sufficient; the former claim is not.
[5-6] The test of whether a transaction amounts to corporate waste
is whether "what the corporation has received is so inadequate in
value that no person of ordinary, sound business judgment would
deem it worth what the corporation has paid." Saxe v. Brady, Del.
Ch., 184 A.2d 602, 610 (1962); Grobow v. Perot, Del. Supr., 539
A.2d 180, 189 (1988). The complaint incants words to that effect,
but the incantation is conclusory, i.e., unsupported by pleaded facts
that would permit a reasonable inference of waste as that term is
legally defined. The buy-back was of an 11% block of the corporation's stock at $3.50 per share. Although the market price was
$2.81 per share at the time of the repurchase, the stock traded as
high as $3.75 per share during the same quarter in which the
repurchase occurred. In addition, LHN had proposed to acquire all
of CACI's outstanding shares at $4.50 per share. In a purchase of
a significant block of publicly traded shares, the payment of a premium above the market price is not uncommon. The complaint does
not allege that the Karr Estate shares (which represented a sizable

block) could have been purchased at the $2.81 market price or at
some other price below the $3.50 per share price actually paid.
Therefore, the complaint fails to allege a legally cognizable claim of
waste.
[7] But the complaint also alleges that the Karr Estate stock repurchase was a breach of fiduciary duty because it was carried out
for entrenchment purposes. Delaware law recognizes a claim of that
kind. Where directors approve the expenditure of corporate funds
to repurchase the corporation's shares in order to perpetuate themselves in positions of control, they breach their fiduciary duty to the
corporation. Bennett v. Propp, Del. Supr., 187 A.2d 405, 408-09 (1962);
Cheffv. Mathes, Del. Supr., 199 A.2d 548, 554 (1964). As more fully
discussed, the complaint alleges with sufficient particularity that the
repurchase of the Karr Estate's holdings was so motivated. Thus,
even though the stock repurchase claim does not survive as a claim
of waste (i.e., that the directors caused the corporation to overpay
for the Karr Estate's shares), it does survive on the basis that the
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directors are charged with having wrongfully expended corporate
6
funds to repurchase the Karr Estate shares.
B.
Finally, the plaintiff claims that the defendant directors breached
their fiduciary duty of loyalty to the corporation and its shareholders
by rejecting the LHN $4.50 per share acquisition proposal. 7 The
defendants argue that that claim must be dismissed because the
complaint does not allege in a legally sufficient way that the directors'
conduct violated a fiduciary duty.
The defendant directors contend that the complaint establishes
on its face that they violated no duty in rejecting the LHN proposal.
The defendants argue that: (i) directors may reject an acquisition
proposal, even one that would maximize short-term shareholder value,
if they act pursuant to their authority "to set a corporate course of
action, including time frame, designed to enhance corporate profitability" (Paramount Communications, Inc. v. Time Inc., Del. Supr.,
571 A.2d 1140, 1150 (1989)); and (ii) the directors had no duty to
auction CACI since the company was not "for sale," its breakup
was not "inevitable," and there was no bidding contest. (See Revlon,
Inc. v. MacAndrews & Forbes Holdings, Inc., Del. Supr., 506 A.2d 173,
182 (1986), and Ivanhoe Partnersv. Newmont Mining Corp., Del. Supr.,

6. To promote clarity, it must be noted that the plaintiff asserts two entrenchment-related claims of which only one is legally cognizable. The complaint
alleges that the Karr Estate transaction is invalid because (i) it was motivated by
entrenchment purposes, and because (ii) itadversely affected the shareholders' voting
power. The pleaded facts do not support this latter claim. In that transaction the
repurchased shares become treasury shares, which decreased the total number of
outstanding Class A shares. Although that reduction increased the individual defendants' proportionate --lass A stock holdings, it also increased the proportionate
holdings of all Class A shareholders. Moreover, the amount by which the individual
defendants' voting control was increased appears to have been d! minimis, i.e., not
enough to confer upon them a power to block any future transaction that would
be governed by 8 Del. C. § 203. Nor did the repurchase transaction otherwise
adversely impact the shareholders' voting power. Accordingly, the claim that survives
this motion is that the Karr Estate stock repurchase was improper because it was
undertaken for an improper purpose. That claim is derivative, since it does not
allege a special injury to a right belonging to the shareholders, "such as the right
to vote, or to assert majority control, which exists independently of any right of
the corporation." Moran v. Household Int'l, Inc., Del. Ch., 490 A.2d 1059, 1070,
aff'd, Del. Supr., 500 A.2d 1346 (1985).
7. That conduct is also claimed to be the product of gross negligence, but
as earlier noted (see supra note 3), the allegations of gross negligence are legally
insufficient.
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535 A.2d 1334, 1345 (1987)). These arguments are valid, but they
do not dispose of all claims arising out of the directors' rejection of
LHN's proposal.
[8-9] The defendant directors correctly argue that as fiduciaries they
had no absolute duty to accept an unsolicited takeover proposal or
to place the company on the auction block in response to a takeover
proposal. The circumstances that trigger a duty under Revlon and
its progeny to auction a corporation are quite specific and limited,
and are not claimed to have existed here. Moreover, our courts have
recognized that shareholders have no contractual right to receive
takeover bids, and that the shareholders' ability to gain premiums
through takeover activity "is subject to the good faith business
judgment of the board of directors in structuring defensive tactics."
Moran, 490 A.2d at 1070. Acting pursuant to that authority, a board
may reject (or resist) an acquisition proposal in favor of a preexisting
transaction that it, in a good-faith informed exercise of its business
judgment, has determined will enhance corporate profitability. Paramount Communications, 571 A.2d at 1149-50.
Therefore, insofar as it alleges that the defendants violated their
fiduciary duty under Revlon by not entertaining the LHN proposal
or auctioning the corporation, the complaint states no claim upon
which relief can be granted.
[10] That does not conclude the analysis, however, because the
complaint also alleges that the directors rejected the LHN proposal
in order to entrench themselves in office. A claim of that kind is
(to repeat) well-recognized in our jurisprudence. A board of directors
has considerable latitude in deciding whether to entertain an acquisition proposal, but that discretion is not unbridled. Its exercise
necessarily presupposes-indeed, requires-that the directors make
an informed, good-faith business judgment. To state it differently,
corporate directors are not free to ignore an acquisition proposal for
reasons extraneous to a good-faith, informed business judgment.
Thus, if corporate directors "[manipulate] the corporate machinery
• . . for the sole or primary purpose of perpetuating themselves in
office," they violate a fiduciary duty owed to the corporation and
its shareholders. Pogostin v. Rice, Del. Supr., 480 A.2d 619, 627
(1984). That is what the plaintiff alleges here. As more fully discussed
in Part V below, I conclude that those allegations state legally
cognizable claims for relief that are sufficient to withstand dismissal
under both Rule 12(b)(6) and Rule 23.1.
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V.
Before addressing the legal sufficiency of the entrenchment allegations, I pause first to discuss the defendants' alternative motion
to dismiss under Rule 23.1. That motion becomes pertinent because
its premise is that even if the Court finds that the entrenchment
claims are legally sufficient under Rule 12(b)(6), those claims cannot
survive dismissal under Rule 23.1 since (i) they are derivative,8 and
(ii) the plaintiff has neither made a demand upon the directors nor
adequately pleaded reasons why demand was excused.
[11-12] As a legal matter, demand is excused if the complaint pleads
with sufficient factual particularity that the directors were motivated
by entrenchment concerns. However, as a pleading matter, the standard to be satisfied under Rule 23.1 is more rigorous than that
applied in motions under Rule 12(b)(6). The defendants argue that
the more stringent Rule 23.1 standard is not satisfied in this case.
To avoid having to address the adequacy of the "entrenchment
motive" allegations separately (and repetitively) under two distinct
pleading standards, I address that issue in terms of Rule 23.1. Because
I find the entrenchment allegations to be adequate under the more
stringent Rule 23.1 test, a fortiori, it is also sufficient under Rule
12(b)(6). 9
[13-14] Whether a derivative action may proceed despite a plaintiff's
failure to make a demand is a determination governed by a twopronged "demand futility" standard. Demand futility is established
if the particularized factual allegations of the complaint raise a reasonable doubt as to (i) whether the directors were disinterested or

8. The Karr Estate repurchase claim is derivative. Se supra note 6. The
LHN transaction claim, which alleges entrenchment, may be either individual or
derivative, depending upon the circumstances. Ararus Partntrs, L.P. v. Brian, Del.
Ch., C.A. No. 11,001, Allen, C., mem. op. at 13 (Oct. 24, 1990). I need not
decide the character of that claim, because even if it is derivative, demand is
excused.
9. Because no demand was made, the Rule 23.1 issue is whether in these
circumstances demand was excused. The plaintiff argues that it was for two reasons.
He first contends that demand is excused as a matter of law because the CACI

board established a special litigation committee to review his claims before the
directors moved to dismiss. Second, he argues that in any event, demand is excused
under the weU-established standard of Aronson v. Lewis, Del. Supr., 473 A.2d 805

(1984), Grobow v. Perot, Del. Supr., 539 A.2d 180 (1988), and Lerint v. Smith, Del.
Supr., 591 A.2d 194 (1991). Because the Court finds that demand is excused on
the plaintiff's second ground, it does not reach his first contention.
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independent, or, if not, (ii) whether the directors exercised proper
business judgment in approving the challenged transactions. Grobow
v. Perot, Del. Supr., 539 A.2d 180, 186 (1988). If the plaintiff satisfies
either prong, demand is excused and the Rule 23.1 dismissal motion
will be denied. Levine v. Smith, Del. Supr., 591 A.2d 194, 206 (1991).
A plaintiff may establish a reasonable doubt as to the first prong
(director disinterest) by pleading particularized facts demonstrating
that the directors had either a financial interest or an entrenchment
motive. Grobow, 539 A.2d at 188. Here, the complaint alleges that
the directors acted for the sole or primary purpose to entrench
themselves in office. To be legally sufficient, that conclusory averment
must be supported by particularized allegations of fact. The question
is whether the complaint contains such particularized allegations. I
find that they do.
The plaintiff argues that the following pleaded facts create a
reasonable doubt as to the directors' motivations: (i) almost immediately after Mr. Karr's death the defendant directors adopted a
rights plan; (ii) two months later, in response to LHN's exploratory
acquisition overture, they reduced that rights plan's triggering percentage from 20% to 15%; (iii) the defendants authorized "golden
parachute" severance agreements; (iv) they proposed a certificate
amendment that, if adopted, would have eliminated the shareholders'
right to vote by written consent; and (v) in immediate response to
LHN's acquisition proposal and only days before the impending
annual meeting, the directors caused the corporation to repurchase
from the Karr Estate an 11.5% block of its Class A shares at a
significant premium, for a price that exceeded the corporation's net
earnings for the current year.
The defendants respond that those allegations are insufficient
because at most they establish that the directors adopted defensive
measures which had an antitakeover effect. However, they say, an
entrenchment effect does not establish (or create a reasonable doubt)
that the directors acted out of an entrenchment motive. Indeed, defendants argue, the challenged measures are equally explainable as
having been taken to vindicate the board's responsibility and authority "to set a corporate course of action, including the time frame,
designed to enhance corporate profitability." See Paramount Communications, 571 A.2d at 1150.10 The defendants cite Delaware case law
10. In the same vein, the defendants also argue that the challenged defensive
measures could as easily serve the valid corporate purpose of making hostile takeovers
more difficult during a period of vulnerability.
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to support their point that a reasonable doubt as to the directors'
motives must be based on something more than the fact that the
directors approved transactions having an entrenchment effect.
[15] Thus, in Moran, 490 A.2d at 1071, the pleaded fact that "the
Rights Plan deters all hostile takeover attempts through its limitation
on alienability of shares and the exercise of proxy rights" was found
to "sufficiently [plead] a purpose to retain control ....
" Id. In
Good v. Texaco, Inc., Del. Oh., C.A. No. 7501, Brown, C. (May 14,
1984), and Seibert v. Harper & Row Publishers, Inc., Del. Oh., C.A.
No. 6639, Berger, V.0. (Dec. 5, 1984), the critical pleaded fact was
that the challenged transactions themselves enabled the directors to
control the voting of a significant block of shares, and thereby
materially to increase their voting power above and beyond the
preexisting levels. In L. A. Partners, L.P. v. Allegis Corp., Del. Oh.,
C.A. No. 9033, Berger, V.C. (Oct. 22, 1987), and Abajian v. Kennedy,
Del. Ch., C.A. No. 11,425, Allen, 0. (Jan. 17, 1992), the challenged
transactions placed in "friendly" hands a significant block of stock
that was restricted in its ability to be voted for the removal of the
incumbent board. In those cases critical features of the challenged
transactions were also found to be economically questionable, which
supplied added reason to doubt that (as the directors were contending)
the transactions were motivated purely by business (as opposed to
control-related) considerations.
In the present case, the circumstances that bear upon the entrenchment issue are of a different character. None of these circumstances, if considered individually and in isolation from the rest,
would be sufficient to create a reasonable doubt as to the propriety
of the directors' motives. However, when viewed as a whole, they
do create such a reasonable doubt, at least in my view.
Until Mr. Karr's death, the defendants' positions were secure.
Mr. Karr owned 15.8% of the Class A stock, as well as 92% of
the Class B stock, which elected five of CACI's seven directors.
Upon Mr. Karr's death, the defendants were no longer protected
in their positions, because Mr. Karr's Class B stockholdings automatically converted to Class A shares, and his sizeable block of Class
A shares potentially could be sold to a third party who could vote
them to unseat the defendants. Moreover, from that point forward,
the number of directors that the Class B shares would be entitled
to elect would decline by one director per year. By 1993, the Class
B shares would disappear entirely and would elect no directors. Thus,
Mr. Karr's death dramatically changed the status quo from the standpoint of corporate control.
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The particularized factual allegations of the complaint convey
a clear sense that the nature and timing of these defensive measures
were, in their entirety: (i) reactive to that change in the control status
quo; and (ii) designed to compensate for (if not forestall) the prospective-and inevitable-loss of control that previously and undisputedly resided in the director-management group while Mr. Karr
was alive. These measures, which the directors began to take immediately upon Mr. Karr's death and concluded within the short
space of six months, strongly suggest a control-retaining motive.
Thus, the adopting of the poison pill and the reduction of its
"trigger" empowered the directors to resist a hostile tender offer."
Their decision to repurchase the Karr Estate's shares had the predictable effect of removing from circulation a sizeable block of Class
A shares. In the hands of the Estate, those shares represented a
threat insofar as they could have been sold to a third party, who
could have voted the shares to unseat the defendants in an election
contest. The complaint alleges no facts indicating that the repurchase
(at a price that exceeded the corporation's earnings for that entire
year) was part of any preexisting business plan. Moreover, its timing
(within two days after LHN made its acquisition proposal and immediately before the 1991 annual meeting) and the magnitude of
the premium paid, suggest that the transaction was driven by other
than purely business-related concerns. That impression is strengthened by the defendants' (i) decision not to disclose the LHN acquisition overture and proposal until after the annual stockholders'
meeting, and (ii) their proposal of a charter amendment that, if
adopted, would have prevented their removal by written consent and
would have centered in themselves administrative control of the
2
corporate electoral process.'
[16] These circumstances, viewed in combination, create a reasonable doubt that in approving the Karr Estate stock repurchase and
in rejecting the LHN proposal, the defendant directors were acting

11. The rights plan transactions are relevant to the issue of motivation, even
though they do not constitute the basis for an independent claim. The rights plan
described in the complaint is not, of itself, dispositive of the entrenchment issue
for demand purposes, as was the case in Moran, because it is not alleged here (as
it was in Moran) that the rights plan will deter all hostile takeover attempts by
effectively precluding proxy contests as well as tender offers.
12. That the proposal was later withdrawn does not diminish its significance
as a fact arguably probative of the directors' motivation in taking (or attempting)
a series of measures that would have the effect of making it mightly difficult to
remove them from office.
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for the primary purpose of maintaining themselves in office. That
finding should not be misread as a conclusion on the Court's part
that the directors did, in fact, act improperly. On a more fullydeveloped factual record it may well be shown that the defendants
were seeking only to further what they believed, reasonably and in
good faith, were the best interests of the corporation and its shareholders. At this stage the Court determines only that the well-pleaded
allegations of the complaint (assuming that they are true) state claims
for relief that are legally sufficient under Rule 12(b)(6), and are also
sufficient to excuse demand under Rule 23.1.
VI.
For the forgoing reasons, (a) the defendants' motion to dismiss
under Rule 12(b)(6) is granted with respect to claims based upon
the so-called "golden parachute" and "poison pill" rights plan
transaction, and is denied as to all other claims, and (b) the defendants' motion to dismiss under Rule 23.1 is denied.1 3 Counsel shall
submit a form of order implementing the rulings in this Opinion.

GILMARTIN v. ADOBE RESOURCES CORP.
No. 12,467
Court of Chancery of the State of Delaware, New Castle
April 6, 1992
Plaintiffs, preferred stockholders in a Delaware corporation, sought
a preliminary injunction to prevent the scheduled vote on, and
consummation of, a proposed merger of the corporation into another
Delaware corporation. Plaintiffs argued that the "entire fairness"
standard applied to this case because directors of the corporation

13. This disposition makes it unnecessary to address the separate dismissal
motion of Messrs. London and Baker. Those defendants concede that if the plaintiff
is found to have alleged claims against them in their capacity as directors, their
jurisdictional motion is obviated.
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were dominated by a third corporation whose interests were adverse
to those of plaintiffs; and, therefore, plaintiffs' interests were inad-

equately represented by the management and directors of the corporation. Therefore, plaintiffs argued that defendants could not succeed
in proving that merger was entirely fair because: (1) the transaction
was a product of unfair dealing; (2) it forced plaintiffs to surrender
their investment for an unfair price; (3) the timing of the merger
could not have been worse because of the severely depressed state
of the industry; (4) the board did not appoint independent negotiators
to represent plaintiffs' interests; (5) the merger transaction was unfairly structured; and (6) the defendants violated their duty of candor.
Plaintiffs also claimed that defendants committed multiple disclosure
violations in soliciting approval of plaintiffs by failing to disclose:
(1) the directors' conflict of interest; (2) the true reasons for the
largest stockholder to sell its block of corporation stock; (3) the fact
that the chairman and chief executive officer believed that it was a
bad time to sell the corporation; (4) the financial effect of the sale
of three properties at a loss to satisfy prerequisites for the merger;
(5) the board of director's real reasons for suspending dividends on
plaintiffs' preferred stock; and (6) the amount and the contingent
nature of the investment bankers' fee.
The court of chancery, per Vice-Chancellor Jacobs, held that
the plaintiffs' vote was not fully informed because omission of the
fact that at least two directors of the corporation believed that it was
a bad time to sell the corporation was materially misleading to the
plaintiffs. Therefore, since the defendants breached their duty of
candor, the court granted plaintiffs' motion for a preliminary injunction. The court did not, however, address plaintiffs' substantive
unfairness contentions because the plaintiffs could not prove that the
merger was other than an arm's-length transaction with a third party
and because the plaintiffs had the legal right to veto the merger
transaction at the stockholders' meeting.
1. Injunction

0-138.21

On a motion for a preliminary injunction, plaintiff must demonstrate a reasonable probability of ultimate success ofn the merits
at final hearing, that the failure to issue the preliminary injunction
will result in immediate and irreparable injury to the plaintiffs before
final hearing, and that the balance of hardships weigh in the favor
of the plaintiff.

1993]

2.

Corporations

UNREPORTED CASES

C==584, 585

Where the vote of the preferred stockholders was fully informed
and preferred stockholders were empowered to prevent merger, a
court of chancery will not intervene on substantive unfairness grounds.
3.

Corporations

C-- 584

The ability of preferred stockholders to vote down a merger
would be dispositive only if their vote was fully informed.
4.

Corporations

C-- 584

Where proxy disclosures were materially inadequate, preferred
stockholders' vote would not be informed, and the integrity of the
voting process would be fatally impaired.
5.

Securities Regulation

C= 49.22(2), 49.22(4)

Proxy statement, which conveys the message that preferred stockholders will receive a fair price in a merger, is materially misleading
without an additional simultaneous, tempering disclosure that two
directors of target corporation believed that it was a bad time to sell
target corporation, and had expressed that viewpoint to others on
the board of directors of target corporation.
6.

Securities Regulation

C---49.22(2), 49.22(4)

An omitted fact was material, because if disclosed, it would
have alerted preferred stockholders to the possibility that a fair price
might not be obtainable in a depressed market, and that, therefore,
a merger might not be in the best interests of the preferred stockholders.
7.

Corporations

C=310(1)

Where information comes from an executive who is privy to a
company's confidential information, the credence that a reasonable
shareholder would attach to such information is heightened.
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C-- 49.22(4)

Securities Regulation

The fairness of the consideration offered in a merger or tender
offer is material to a shareholder considering whether to vote in favor
of the transaction.
9.

Corporations

C

310(1)

Shareholders are entitled to be informed of information in a
fiduciary's possession that is material to the fairness of the price.
10.

Securities Regulation

C

49.22(2)

Apart from being material to all shareholders because of its
relevance to fair price, omitted fact was especially material to pre-

ferred shareholders because they have separate and distinct economic
interests in the form of valuable dividend rights and preferences of
liquidation and redemption.
11.

Securities Regulation

0=49.22(2), 49.22(4)

In addition to being materially misleading in its own right,
omitted fact that two directors of target corporation believed that it
was a bad time to sell target corporation also rendered other proxy
statement disclosure, which stated that the board of directors of target
corporation "unanimously recommends" that shareholders vote for
the merger and that the board "believes that the terms of the merger

are fair to, and in the best interests of" the corporation and its
shareholders, false and materially misleading.
12.

Corporations

0

310(1)

Entire candor required disclosure of the fact that two directors
of target corporation believed that it was a bad time to sell target
corporation.
13.

Securities Regulation

0:- 49.22(2), 49.22(4)

Where two directors of target corporation believed that it was
a bad time to sell target corporation, proxy statement disclosure,
which stated that one of the factors that the directors considered in
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deciding to approve merger was that because both the acquirer and
the target were in the same industry, the exchange ratio of the
merger "reflects asset values that are affected similarly by the currently depressed state of the" industry, was materially misleading
in light of the fact that implicit in the remarks of the two directors
was that it was a bad time to sell regardless of the nature of the
acquirer, since they made their remarks with the knowledge that
most, if not all potential acquirers of the target would be other
companies in the same industry.
14.

Securities Regulation

0--, 49.22(2), 49.22(4)

Proxy statement disclosure by target corporation stating that,
in deciding to recommend merger to shareholders, directors of target
corporation considered the various alternatives, including a sale and
a restructuring, and determined that neither of those alternatives
would yield values equal to or greater than those realizable in the
merger, was materially misleading because had the preferred stockholders been told that two directors of target corporation believed
that it was a bad time to sell target corporation, the preferred
stockholders might conclude otherwise, i.e., that a liquidation, notwithstanding the risks involved, might better serve their particular
interests than would the merger.
15.

Securities Regulation

=: 49.22(2), 49.22(4)

Information in proxy statement disclosure concerning discussion
at board meeting of target corporation was materially misleading;
although proxy statement disclosure disclosed that the chairman had
informed board of directors of target corporation that the largest
stockholder of target corporation was to dispose of its stock, it did
not disclose the adverse impact of this decision, which the chairman
had also communicated to the board of directors of the target corporation at that meeting.
16.

Corporations

0=310(1)

Even if directors had changed their minds and later came to
believe that it was a good time to sell target corporation, the proxy
statement should, nonetheless, have disclosed their prior belief that
at one time they believed that it was a bad time to sell target
corporation and then explained why they changed their minds.
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0-310(1)

If management believed that one estimate of value was more
accurate than another, it was free to endorse that estimate and to
explain the reason for doing so; but full disclosure was a prerequisite.
18.

Injunction

0

138.42

Because information was material to an informed vote by the
preferred stockholders, those stockholders will be irreparably harmed
if the consummation of the merger is not preliminarily enjoined.
19.

Injunction

0

138.42

The right to cast an informed vote is specific, and its proper
vindication requires a specific remedy such as an injunction, rather
than a substitutionary remedy such as damages.
20.

Injunction

('

138.42

To allow a merger to go forward would deprive preferred stockholders of the right to cast an informed vote, whereas a preliminary
injunction for a brief period to enable defendants to make corrective
disclosure is the remedy most likely to vindicate that right.
21.

Injunction

0

138.42

If merger, which will involve the issuance of new securities that
will be publicly traded on the national securities markets, were
allowed to go forward, it could not be undone; therefore, no relief
for plaintiffs other than a preliminary injunction would be effective.

22.

Injunction

0

138.42

The primary effect of a preliminary injunction would be that
the defendants would cure the defective disclosure in the proxy
statement.
William Prickett, Esquire, Wayne N. Elliott, Esquire, Elizabeth M.
McGeever, Esquire, and Ronald A. Brown, Jr., Esquire, of Prickett,
Jones, Elliott, Kristol & Schnee, Wilmington, Delaware, for plaintiffs.
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Charles F. Richards, Jr., Esquire, William J. Wade, Esquire, Thomas
A. Beck, Esquire, Daniel A. Dreisbach, Esquire, MatthewJ. Ferretti,
Esquire, and Lisa A. Paolini, Esquire, of Richards, Layton & Finger,
Wilmington, Delaware; and William J. Rosoff, Esquire, Timothy J.
Mayopoulos, Esquire, and Jacqueline 0. LiCalzi, Esquire, of Davis,
Polk & Wardell, New York, New York, for defendants Adobe Resources Corporation, Russell L. Allen, Adrian M. Doull, Bill D.
Holland, Peter R. Kirwan-Taylor, John E. Kolb, Edward L. Palmer,
Sydney R. Peterson, B.J. Pevehouse, Stanley R. Rwan, Jr., Robert
F. Vagt, and Loyd G. Whitley.
Charles S. Crompton, Jr., Esquire, of Potter, Anderson & Corroon,
Wilmington, Delaware; and Jeremy G. Epstein, Esquire, Alan S.
Goudis, Esquire, and Andrew W. Feinberg, Esquire, of Shearman
& Sterling, New York, New York, for defendants Minorco (USA),
Inc., Gerard E. Munera, J. Roger B. Phillimore, Reuben F. Richards, and Henry R. Slack.
Lawrence C. Ashby, Esquire, Stephen E. Jenkins, Esquire, and
Keith R. Sattesahn, Esquire, of Ashby, McKelvie & Geddes, Wilmington, Delaware; and Robert W. Doty, Esquire, and Larry K.
Elliott, Esquire, of Cohen & Grigsby, Pittsburgh, Pennsylvania, for
defendants AOI Coal Company and Adobe Mining Company.
Lawrence A. Hammermesh, Esquire, of Morris, Nichols, Arsht &
Tunnell, Wilmington, Delaware; and John P. Dukes, Esquire, for
defendant Santa Fe Energy Resources, Inc.
JACOBS,

Vice-Chancellor

The plaintiffs, who are preferred stockholders of Adobe Resources Corporation, a Delaware corporation ("Adobe"), seek a
preliminary injunction to prevent the scheduled vote on, and consummation of, a proposed merger of Adobe into Santa Fe Sources,
Inc., a Delaware corporation ("Santa Fe"). The plaintiffs are owners
of (and trustees of trusts that own) shares of Adobe 12% preferred
stock, par value $20 per share (the "12% Preferred Stock"), and
Adobe 9.2% convertible preferred stock, par value $20 per share
(the "Convertible Preferred Stock").' The plaintiffs sue individually,

1. These two classes are sometimes referred to collectively as the "Preferred
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derivatively, and on behalf of a class of similarly situated Adobe
Preferred Stockholders. The named defendants are: Adobe and its
directors; Santa Fe; Minorco (USA), Inc., a Colorado corporation
that owns 47.5% of Adobe's common stock ("Minorco (USA)");
and two other corporations, AOI Coal Company ("AOI") and Adobe
Mining Company ("Adobe Mining"). The complaint, which was
filed on March 5, 1991, attacks the proposed merger on the ground
(among others) that the directors of Adobe breached their fiduciary
duties, including their duty of candor, in various respects.
Following expedited discovery and briefing, the preliminary injunction motion was argued on March 27, 1992. In response to the

Court's request, the defendants agreed to defer consummating the
proposed merger (assuming that the requisite shareholder approval
was obtained) until the earlier of April 6, 1992, or this Court's
decision on this motion. 2 This is the Opinion of the Court on the
plaintiffs' motion for a preliminary injunction.
I.

THE FACTS
A.

The Parties

Adobe is a publicly-held Delaware corporation engaged primarily
in international oil and gas exploration, and the development, production, processing, gathering, transmission, and marketing of natural gas. Adobe's capital structure consists of common stock and the
above-described two classes of Preferred Stock, all of which are listed
on the New York Stock Exchange.
The individual defendants are fifteen directors who make up
Adobe's board. Five of Adobe's directors are "inside" directors:
Mr. Stanley Rawn, Jr. (Chairman and Chief Executive Officer),
Mr. B.J. Pevehouse (Vice Chairman of the Board), Mr. Robert
Vagt (President and Chief Operating Officer), Mr. Russell Allen
(Senior Vice President and Chief Financial Officer), and Mr. Bill
Holland (Senior Vice President of Exploration). No other director
is an officer or employee of Adobe. Four directors are designees of

Stock," and correspondingly, the holders of the two classes of Preferred Stock are
sometimes referred to collectively as the "Preferred Stockholders."
2. The Court made that request at the conclusion of oral argument, because

of its inability to issue a written opinion before the stockholders' meeting scheduled
for March 31, 1992, and so advised counsel. Moreover, if the Preferred Stockholders
did not approve the merger, the motion would become moot.
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Minorco (USA), which is Adobe's largest common stockholder:
Messrs. Gerard Munera, Roger Phillimore, Reuben Richards, and
Henry Slack. None of Adobe's directors will be employed by Santa
Fe or its subsidiaries after the merger, although Messrs. Vagt and
Richards will serve as directors of Santa Fe.
As noted, Adobe's largest common stockholder is Minorco (USA),
which beneficially owns 14,519,745 shares (representing 47.5%) of
Adobe's outstanding common shares. Adobe's largest Preferred
Stockholder is Mr. B.J. Pevehouse, who owns 1,182,996 shares
(representing 24.4%) of the outstanding 12% Preferred Stock and
1, 152,473 shares (representing 27.7 %) of the outstanding Convertible
Preferred Stock.
Santa Fe, the other party to the proposed merger, is engaged
in the exploration for, and development and production of, oil and
natural gas in the United States and abroad. Santa Fe common stock
3
is also listed on the New York Stock Exchange.
B.

The Merger

The transaction under challenge in this litigation is a merger
of Adobe into Santa Fe, in which Adobe shares would be converted
into shares of Santa Fe. Each outstanding share of Adobe common
stock would be converted into .6000 shares of Santa Fe common
stock. Each outstanding share of Adobe 12% Preferred Stock would
be converted into a package consisting of (i) .7029 shares of Santa
Fe common stock, and (ii) .5959 shares of a newly-issued Santa Fe
convertible preferred stock, 7% series, par value S.01 per share
("Santa Fe Convertible Preferred Stock"). And, each outstanding
share of Adobe Convertible Preferred Stock would be converted into
a package consisting of (i) .5974 shares of Santa Fe common stock,
and (ii) .5065 shares of Santa Fe Convertible Preferred Stock.
The merger requires the separate approval of each class of Adobe
security holders. That is, the merger is conditioned upon (among
other things) the affirmative vote of: (a) the holders of a majority
of the outstanding Santa Fe and Adobe common stock; and (b) the
holders of two-thirds of the outstanding shares of both classes of
Adobe Preferred Stock, present in person or represented by proxy
at the stockholders' meeting, voting together as a single class. The

3. The remaining defendants are AOI, a Delaware corporation engaged in
mining, processing, and marketing coal; and Adobe Mining, which is a whollyowned subsidiary of AOI.
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presence of a majority of the outstanding shares of Preferred Stock
is needed for a quorum. The combined holdings of Minorco (USA)
and of Messrs. Rawn and Pevehouse represent 49.3% of Adobe's
outstanding common shares. Because those parties contractually committed themselves to support the merger, the approval of the merger
by Adobe's common stockholders was (in the words of the Proxy
Statement) "virtually assured." (Paolini Aff., Exh. 8, at 35). Therefore, the only vote in contention is the class vote of the Preferred
Stock.
Messrs. Rawn and Pevehouse, and Adobe's remaining officers,
directors and affiliated persons, control 27.4% of the votes entitled
to be cast by the Preferred Stockholders at the stockholders' meeting.
Since a vote of 66-2/3 % of the Preferred Stock represented in person
or by proxy is needed for approval, and because 51 % of the Preferred
Stock is needed for a quorum, the merger could be approved by as
little as 34% of the Preferred Stock (2/3 x 51%) assuming that only
the minimum percentage of Preferred Stock needed for a quorum
is represented at the meeting. Thus, to obtain the necessary shareholder approval, Adobe's directors still had to persuade the holders
of at least 6.6% (34% - 27.4%) of the unaffiliated Preferred Stock
to vote in favor of the merger (again, assuming that only 51% of
the Preferred Stock were represented at the meeting).
To secure the approval of all affected security holders (including
the unaffiliated Adobe Preferred Stockholders), Adobe's Board of
Directors (jointly with Santa Fe's Board of Directors) disseminated
a Proxy Statement to Adobe (and Santa Fe) shareholders on March 2,
1992. The plaintiffs claim that the Proxy Statement contains materially false and misleading disclosures that will fatally taint any
Preferred Stockholder vote. Because the Adobe shareholders, meeting
has now gone forward and the Preferred Stockholder vote needed
for approval has now been obtained, the adequacy of the Proxy
disclosures has become the pivotal issue.
C. Events Leading Up to The Merger Agreement
Adobe was formed in October 1985, by the consolidation of two
natural resource companies, Madison Resources, Inc. and Adobe
Oil and Gas Corporation. Mr. Pevehouse was the founder and
primary stockholder of Adobe Oil and Gas. Minorco (USA)'s cor-

porate parent ("Minorco") was (through subsidiaries) the primary
stockholder of Madison Resources. Accordingly, when Adobe was
created and issued the two classes of Preferred Stock, Mr. Pevehouse
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took the largest single block of each class of Preferred Stock, and
Minorco (through a subsidiary, and later through Minorco (USA))
4
took the largest (47.5%) block of the Adobe common stock.
In 1990, Adobe's board of directors decided to explore a possible
sale of the company. The board believed that in the then-current
environment stockholder values could be maximized by selling Adobe
to a larger company. Two investment bankers, Goldman, Sachs &
Co. ("Goldman & Sachs") and Lazard Freres & Co. ("Lazard"),
were retained to assist the board in that effort. Those two firms and
senior management approached thirty companies on a confidential
basis and made presentations to five companies. However, only two
companies expressed serious interest, and given then-current market
conditions, Adobe's management deemed their offers to be inadequate.
Moreover, during this period the acquisition market dried up
because of the effect of the Persian Gulf War on oil and gas prices.
Although other oil and gas companies attempted to sell their oil and
gas assets by public auction, because of depressed market conditions
many of these efforts were unmitigated failures. Based upon that

experience, the Adobe board concluded that a sale of Adobe was
not feasible, and formally terminated the efforts to explore a possible
sale of the company on September 27, 1990.5

4. When Adobe was formed, Mr. Pevehouse, Minorco, and Mr. Loyd
Whitley, another Adobe director, entered into a stockholders agreement that provided, among other things, that Minorco would vote to elect Messrs. Pevehouse
and Whitley to the Adobe Board, and that Messrs. Pevehouse and Whifley would
vote for Minorco's nominees to all of the remaining Board positions. The stockholders' agreement also provided that if any transfer of Minorco's Adobe common
stock would reduce the combined holdings of the parties below 40%, Minorco
obligated itself either (i) to cause the Adobe Charter to be amended to entitle the
Preferred Stockholders to elect two Adobe board members, or (ii) to obtain the
transferee's agreement to be bound by Minorco's obligations under the stockholders'
agreement.
The plaintiffs point to this agreement, particularly its requirement that Pevehouse and Whitley vote for Minorco's (now Minorco (USA)'s) nominees to all
remaining board positions, as evidencing Minorco (USA)'s control of the Adobe
board. However, the record does not support that contention. Minorco (USA) does
not hold 51% of Adobe's common stock, and although Minorco (USA) does admit
that it is in a position to control Adobe, it has not attempted to exercise actual
control. Accordingly, I find no probable merit in plaintiffs' contention that Minorco
control Adobe in the sense of having dominated Adobe's Board or exercised dayto-day control over Adobe's affairs.
5. The defendants argue vigorously that the sale of exploration activities
conducted in 1990 were intensive and constituted a valid "market test" that justified
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Matters would have rested there but for the fact that six months
later, during the spring of 1991, Minorco (USA) concluded that it
would focus its operations in mining, metals, and related businesses,
and that it (Minorco (USA)) no longer considered its investment in
Adobe to be long term. Over the next several months Minorco
(USA), Adobe senior management, and Adobe's investment bankers
informally discussed that subject, and in particular, what action
Adobe would take in response.
On June 4, 1991, Mr. Munera, Minorco (USA)'s President and
Chief Executive Officer and an Adobe director, met with messrs.
Vagt and Rawn, Adobe's Chairman and President, and with representatives of Lazard and Goldman Sachs. The following day, Mr.
William Loomis, a general partner of Lazard in charge of the Adobe
account (and a director of Minorco), wrote a letter to Mr. Munera.
In that letter, Mr. Loomis told Mr. Munera that Lazard was "genuinely concerned about the possibility of receiving a low price in a
narrow, private process." (PX 7 at 1). Mr. Loomis also stated that
at the meeting the conversation "somewhat downplayed the facts
that: (i) there already was a failed effort recently to sell the Company
quietly and as a whole; and (ii) nobody was expressing confidence

in being able to do it this year, while acknowledging that the price
would be comparatively low." (Id. at 2). Criticizing Adobe management's apparent reluctance to consider the possibility of selling
the Company both as a whole and, at the same time, also "in
pieces," Mr. Loomis admonished that "[w]e should act aggressively
and without prejudice . . . because selling Adobe would not be easy
even if the times were better . .. and the times are worse. This is

a tough sale on any basis." (Id.)
Mr. Rawn, Adobe's Chairman, held an even stronger view,
namely, that this was a highly disadvantageous time for Minorco
(USA) to place Adobe in a position where it would have to be sold
at all, whether in whole or in part. During the late spring of 1991,
Mr. Rawn expressed that view to Minorco (USA) and Minorco,
but they responded that they no longer considered Minorco (USA)'s
investment in Adobe to be a long-term holding, and that they
their decision not to conduct a public "auction" process. However, in a letter
written to Mr. Munera on June 5, 1991, Mr. William Loomis, the Lazard partner
in charge of the Adobe account, reminded Mr. Munera that Lazard had "voiced
concern" that the sales exploration conducted "last year was not a serious effort .

. . ."

(PX 7 at 2.) However, on this motion it is not necessary for this Court

to resolve that issue.
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intended to make a public announcement of that decision within the
next few days.
Accordingly, on June 24, 1991, Mr. Rawn convened a meeting
of Adobe's Board of Directors to consider what steps Adobe should
take in response to Minorco (USA)'s decision to dispose of its Adobe
stock. The minutes of that meeting pertinently state that:
Mr. Rawn... said that he had expressed to Minorco USA
and to Minorco his opinion that conditions in the gas
market, as reflected in prices for stock of natural gas oriented
corporations, including the Corporation [i.e., Adobe], made
this a highly disadvantageous time for any decision which
might involve the disposition by Minorco USA or the Corporation or its stockholders of stock or assets of the Corporation. He said that after hearing the views of the
management of the Corporation Minorco and Minorco
U.S.A. had nevertheless advised him that in response to
the requirements of Minorco and Minorco USA those corporations that reached a decision concerning the Minorco
Block and that an announcement relating to that decision
would be made promptly.
(PX 16 at 2-3.)
Mr. Rawn also told the board that Minorco (USA) was willing
to commit itself to exploring the disposition of its Adobe shares only
through the Adobe Board, that Minorco's and Minorco (USA)'s
management would request that all inquiries directed at either corporation be referred to Adobe, and that Minorco (USA) would not
reconsider that commitment for at least six months. (Id. at 6-7.)
Mr. Rawn also enumerated some of the alternatives available
to Adobe, which included (i) assisting in the sale of the so-called
"Minorco Block" to a buyer whose ownership would be in the best
interests of the corporation, (ii) refinancing or restructuring the
corporation with a view towards purchasing Minorco (USA)'s Adobe
shares, (iii) selling the entire corporation to a single buyer, (iv) selling
assets of Adobe to various buyers, and (v) taking no action at all.
The board then formally retained Goldman Sachs and Lazard to
assist management and the board in determining the most appropriate
course of action. (Id. at 4-7).
It is clear from the record that Adobe's senior management and
investment bankers viewed Minorco (USA)'s decision as having forced
upon them a choice as to whether or not to sell or liquidate the
corporation at a time when the market for oil and gas companies
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and assets was highly depressed. Mr. Vagt stated in a letter to Mr.
Rawn dated July 24, 1991, that "we have to impress [Minorco] with
what a difficult market they have shoved us into," and that Adobe's
outside directors must be told "why our circumstances do not give
us the luxury of having the choice of doing nothing." (PX 20 at

2).
After the June 24 board meeting, Adobe's management and the
investment bankers explored the aforementioned alternatives. They
reported the status of their efforts at a later board meeting held on
August 9, 1991. Mr. Rawn explained that the current state of the
energy market in general, and of the market for securities of corporations having major domestic natural gas reserves in particular,
presented serious obstacles to each alternative. The sensitivity of the
company's stock prices to changes in the market price of natural
gas was an impediment to any sale of Adobe securities to the public.
Whether the entire company could be sold to an industry buyer at
a favorable price depended upon, among other things, the buyer's
perception of future natural gas price trends. Mr. Rawn and representatives of Goldman Sachs and Lazard then reviewed the earlier
contacts made with oil and gas companies to explore a possible sale
of Adobe. They advised the board that given the unfavorable market,
the exploration of alternatives might take longer than originally
anticipated and should be allowed to continue. 6 (PX 39 at 4-6).
While management and the investment bankers continued to
explore the various alternatives, it appears that by mid-August Mr.
Rawn had concluded that Adobe would have to be sold, despite the
highly unfavorable market environment. At that time, Mr. Rawn
wrote to Mr. Phillimore (an Adobe director who could not be present
at the August 9 board meeting), explaining what had occurred at
that meeting. Mr. Rawn stated that "[ujnfortunately, for reasons
discussed at the meeting, we have little choice but to try to effect
a sale of the Company as expeditiously as possible." (PX 58 at 2).

6. At that meeting the board also approved an employee retention program
that involved setting aside $4,285,000 to pay bonuses to key employees of the
corporation (including $645,000 and $420,000 to Messrs. Rawn and Vagt, respectively) if a sale of the corporation or of Minorco (USA)'s 47.5% interest took place
and the key employees remained with Adobe through the conclusion of the transaction. This measure was deemed necessary to avoid wholesale defections by key
employees whose continued presence was vital to any sale of the company at a fair
price, and who would otherwise be under pressure to accept offers of other employement. (PX 39 at 7-9).
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He also pointed out that Adobe's share value was sensitive to gas
prices; that if gas prices are depressed, share value is "hit disastrously"; and that because "this year's gas price collapse was so
unexpected and shattered long-held expectations, the industry is in
a real 'downer."' (Id.)
By the fall of 1991, Adobe's senior management had also arrived
at the conclusion that Adobe must be sold. Respecting a liquidation,
management determined that because of the company's unsuccessful
1990 experience and the status of the current market, the prospect
of selling Adobe's assets for cash was highly unlikely. Moreover, if
Adobe did liquidate, it would be unable to take advantage of $287
million of net operating losses and capital loss carry forwards which,
subject to certain limitations, will be available to the combined
company after the merger. In the view of management and the
investment bankers, the only alternative that made sense was a sale
of the entire company. Failing that, they concluded that the shareholders would be better off if the company continued operating
independently.
By the early fall of 1991, twenty-six potential acquirers had
been contacted, and confidential information concerning Adobe was
made available to interested potential acquirers. Of the companies
identified as potential acquirors, only Santa Fe ultimately made a
proposal. It thus became evident that there was a general lack of
interest in Adobe as an acquisition candidate. Moreover, during the
fall certain adverse developments in Adobe's financial position occurred (which are discussed infra, at p. 13). Those developments
made the prospect of operating Adobe on a "stand-alone" basis far
more risky. In the opinion of the board, the lack of interest and
these adverse developments served to heighten the importance of
accomplishing a sale of the company as the best solution to Adobe's
problems.
Santa Fe first expressed interest in a possible combination with
Adobe in August 1991. Discussions between representatives of the
two companies then ensued. At a meeting on October 23, 1991, the
parties tentatively agreed upon a combination that involved a stockfor-stock exchange, and tentatively set ratios by reference to the stock
market prices of Santa Fe common stock, Adobe common stock, and
Adobe Preferred Stock as of October 22, 1991. At first Santa Fe
contemplated issuing only common stock in exchange for the Adobe
Preferred Stock. However, Adobe's representatives persuaded Santa
Fe to offer, as part of the consideration to Adobe's Preferred Stockholders, a newly-created Santa Fe Convertible Preferred Stock. They
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also persuaded Santa Fe to increase the face amount of its Convertible
7
Preferred Stock from $75 million to $100 million.
Between mid-October and December 10, 1991 (the date of the
Merger Agreement), the aforementioned adverse developments occurred, which signaled a worsening of Adobe's financial position.
Oil and gas prices remained lower than expected, which reduced
Adobe's cash flow; and Adobe's banks informed the company in
October that they would not permit Adobe to borrow any more
money under its credit agreement, and that Adobe would have to
reduce its borrowing base by at least $15 million and begin repayment
immediately." In response to those events and to general market
conditions, Adobe reduced its U.S. personnel by 28%, effective
immediately. Adobe also suspended its quarterly dividend payments
on the Preferred Stock. It did that because, in the board's opinion,
the partial payment of the debt required by Adobe's banks, and the
substantial capital expenditures needed to develop its proven reserves,
would leave Adobe without sufficient funds to replace its gas production, and the payment of Preferred Stock dividends would only
exacerbate the situation. The board says that it took these steps in
response to both Adobe's near term requirements and its long-range
needs if the merger was not approved and Adobe was to continue
operating on a stand-alone basis.
D.

The Merger Agreement

Negotiations with Santa Fe culminated in a formal merger pro-

posal from Santa Fe on December 9, 1991. The next day, the
respective boards of Santa Fe and Adobe met separately to consider
the proposed merger agreement.

Aided by its financial and legal advisors, Adobe's Board of
Directors concluded that given the depressed state of the financial
market for securities of energy companies having a large percentage
of reserves in natural gas, there could be no assurance that a cash
sale or restructuring would provide values equal to or greater than

7. The present record thus persuades me that the negotiation of the merger
terms as between Adobe and Santa Fe was adverse and at arm's-length, and that
plaintiffs' contrary contention probably will not succeed at final hearing.
8. In February 1992, Adobe and its banks amended Adobe's credit agreement
to reduce Adobe's borrowing base and loan commitment. Under the amended credit
agreement, if the merger were not approved by Adobe and Santa Fe stockholders,
Adobe would be required to pledge collateral to the banks and to repay $25 million
by June 1, 1992.
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those achievable in the proposed merger with Santa Fe. The board
further concluded (based in part upon the advice of its investment
bankers) that a liquidation of Adobe would be uncertain and risky
because (i) individual assets would have to be sold piecemeal in a
highly depressed market, (ii) there was a paucity of cash buyers,
(iii) there was no assurance that a liquidation could be accomplished
on a timely basis, and (iv) a liquidation would disrupt the company.
Also, in a liquidation the company would receive no value for its
$237 of net operating loss carry forwards. Moreover, if Adobe continued to operate as an independent company, Minorco (USA) would
be free to dispose of its interest in Adobe in a transaction where
the other stockholders could not share in any value realized from a
change of control. (Paolini Aff., Exh. 8 at 41.)
For those and other reasons, and based on its investment bankers' formal opinions that the merger terms were fair and in the best
interests of Adobe and all its stockholders, Adobe's Board of Directors
voted unanimously to approve the execution of the merger agreement
and to recommend its approval by Adobe's shareholders. (Id. at 40.)
The board also determined that if the merger was not approved,
Adobe would continue to operate independently.
Adobe scheduled the shareholders' meeting to vote on the merger
for March 31, 1992. In connection with that meeting (which was
scheduled to be held at the same time and place as the Santa Fe
stockholders' meeting), Adobe and Santa Fe disseminated a joint
Proxy Statement (and Santa Fe Prospectus), totaling almost 300
pages in length, to shareholders of both companies on or about
March 2, 1992 This action followed.
II.

THE PLAINTIFFS' CONTENTIONS AND THE ISSUES
TO BE DECIDED

The plaintiffs advance a welter of reasons why the merger should
be enjoined. For purposes of identification the plaintiffs' contentions
may be grouped into two broad categories: substantive unfairness
and inadequate proxy disclosures.
The plaintiffs' substantive unfairness claim rests on the premise
that even though the merger takes the form of an arm's-length
transaction with a third party (Santa Fe), the individual director
defendants and Minorco (USA) must nonetheless shoulder the burden
of proving that the merger is entirely fair. The plaintiffs claim that
the "entire fairness" standard governs this case because: (a) the
Adobe directors were dominated by Minorco (USA), whose interests
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were adverse to the Preferred Stockholders, because Minorco (USA)'s
sole interest was to dispose of its shares even if the best available
price were not achieved; and (b) the Preferred Stockholders' interests
were inadequately represented by Adobe's management and directors-and particularly by Mr. Pevehouse, Adobe's largest Preferred

Stockholder, who had a terminal illness and did not participate in
the exploratory efforts or merger negotiations during the fall of 1991.
The plaintiffs argue that the defendants will probably not succeed
in proving that the merger is entirely fair, because the transaction
was a product of unfair dealing and will force the Preferred Stockholders to surrender their investment for an unfair price.
The plaintiffs claim that Adobe's Board dealt unfairly with the
Preferred Stockholders in that: (a) the timing of the merger could
not be worse because of the severely depressed state of the oil and
gas industry; (b) the board did not appoint independent negotiators
to represent the Preferred Stockholders' interests; (c) the transaction
is unfairly structured because (i) there is no "collar" mechanism to
adjust the number of Santa Fe shares that the Preferred Stockholders
will receive if the price of Santa Fe stock falls below October 22,
1991, levels, (ii) there are no appraisal rights for dissenting stockholders, (iii) the board's decision to suspend the payment of dividends
was designed to coerce the Preferred Stockholders' approval of the
merger, and (iv) the merger agreement contains a "no shop" clause
that unfairly prohibits Adobe from responding in any manner to
unsolicited proposals from third parties; and (d) the defendants have
violated their duty of candor.
The plaintiffs claim also that the merger consideration is unfair
because the Santa Fe securities that the Adobe Preferred Stockholders
will receive in the merger are inferior in quality and value to the
securities that the Preferred Stockholders are being forced to give
up. That result was inevitable, the plaintiffs say, because the Minorcodominated directors did not adequately seek the best available transaction as Delaware law required them to do.
Apart from substantive unfairness, the plaintiffs also contend
that the defendants committed multiple disclosure violations in soliciting the approval of the Preferred Stockholders. More specifically,
the plaintiffs argue that the Proxy Statement does not adequately
disclose, among other things: (a) the Adobe directors' various conflicts
of interest; (b) the true reasons for Minorco (USA)'s decision to sell
its block of Adobe stock; (c) the fact that Adobe's Chairman and
Chief Executive Officer, Mr. Rawn, believed that it was a bad time
to sell Adobe; (d) the financial effect of the sale of the three oil and
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gas properties at a loss in order to satisfy certain Santa Fe prerequisites for the merger; (e) the board's real reasons for deciding to
suspend dividends on the Preferred Stock; and () the amount and
the contingent nature of the investment bankers' fee.
[1] The standard on a motion for a preliminary injunction is well
established. The plaintiffs must demonstrate a reasonable probability
of ultimate success on the merits at final hearing, that the failure
to issue the preliminary injunction will result in immediate and
irreparable injury to the plaintiffs before final hearing, and that the
balance of hardship weighs in the plaintiffs' favor. Ivanhoe Partners v.
Newmont Mining Corp., Del. Supr., 535 A.2d 1334, 1341 (1987).
[2] On this motion the Court need not, and therefore does not,
address the plaintiffs' substantive unfairness contentions, because (i)
on the present record I find that the plaintiffs probably will be unable
to prove that the merger is other than an arm's-length transaction
with a third party, and (ii) the unaffiliated Preferred Stockholders
had the legal right to veto that transaction at the stockholders'
meeting. Thus, if the Preferred Stockholders' vote was fully informed,
no reason exists for this Court to intervene on substantive unfairness
grounds in a transaction that the Preferred Stockholders themselves
were empowered to prevent.
[3-4] However, as indicated above, the Preferred Stockholders' ability to vote down the merger would be dispositive only if their vote
was fully informed. See Weinberger v. UOP, Inc., Del. Supr., 457 A.2d
701 (1983). If, as the plaintiffs argue, the proxy disclosures were
materially inadequate, then the Preferred Stockholders' vote would
not be informed, and the integrity of the voting process would be
fatally impaired. Therefore, in these circumstances, only the plaintiffs'
disclosure contentions need be addressed in order to decide this
motion.
The Court has considered the plaintiffs' multitudinous disclosure
violation claims. It concludes that the plaintiffs have failed to demonstrate a reasonable probability of ultimate success as to all but
one of them. 9 The proxy disclosure claim as to which the plaintiffs

9. Given the relatively short time frame in which to decide this highly complex
case, no extended treatment of the plaintiffs' remaining disclosure claims is possible.
Suffice it to say the plaintiffs' other disclosure claims fail on the present record
because: (i) they are not supported factually by the record; or (ii) the Court cannot
determine their validity on the basis of the record; or (iii) the facts underlying the

