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have shown a reasonable probability of ultimate success is that the
defendants failed to disclose that Mr. Rawn (and at least one other
key board member) believed that this was a bad time to sell Adobe
because of the depressed oil and gas market, and that Mr. Rawn
informed Adobe's Board (and Minorco (USA)) of that belief. That
disclosure violation is addressed in Part III, below.
The Court also finds, for the reasons discussed in Part IV, infra,
of this Opinion, that the appropriate remedy in these circumstances
is a preliminary injunction for a period of time sufficient to enable
the defendants to cure the disclosure defect. That relief will enable
the Preferred Stockholders to cast an informed vote without depriving
them of the opportunity presented by the merger, should they decide
to approve it. Eisenberg v. Chicago Milwaukee Corp., Del. Oh., 537
A.2d 1051, 1063 (1987).
III.

THE DISCLOSURE VIOLATION
A.

The proxy statement conveys to Adobe shareholders the clear
message that Adobe's directors stand unified in their belief (and
recommendation) that in these circumstances the Santa Fe merger
is the best alternative for all Adobe stockholders-including the Preferred Stockholders. However, the Proxy Statement, despite its extraordinary length and wealth of detail, 10 omits to disclose one critical
fact: that at least two directors, including Adobe's Chairman and
Chief Executive Officer (Mr. Rawn), and its President and Chief
Operating Officer (Mr. Vagt), believed that this was a bad time to
sell Adobe from the perspective of the stockholders due to the depressed gas market; and that they communicated that belief to others
on the Adobe Board.11 I conclude that the plaintiffs will probably

disclosure claims were fully disclosed; and (iv) even if not disclosed, those facts
were not shown to be material.
10. For example, almost 18 of over 300 printed pages are devoted to expositing
the results of each step of each valuation analysis performed by each investment
banking firm in support of that firm's respective fairness opinion. (Paolini Aff.,
Exh. 8 at 43-60.)
11. The plaintiffs articulate this contention solely in terms of Mr. Rawn's
belief. Even if only Mr. Rawn had held and communicated that belief, that fact
would be sufficient to require disclosure, but the record shows that Mr. Rawn's
belief was also shared by Mr. Vagt. Moreover, it is also clear that Messrs. Rawn
and Vagt, as well as Mr. Loomis, communicated their beliefs to others on the
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prevail on their contention that the omission of that fact from the
Proxy Statement was materially misleading to the Preferred Stock-

holders. My reasons follow.
[5-9] First, insofar as the Proxy Statement conveys the message
that the Preferred Stockholders will receive a fair price in the merger,
it is materially misleading without an additional simultaneous, tempering disclosure that two Adobe directors believed that this was a
bad time to sell Adobe, and had expressed that viewpoint to others
on the Adobe Board. The omitted fact was material, because if
disclosed, it would have alerted the Preferred Stockholders to the
possibility that a fair price might not be obtainable in this depressed
market, and that, therefore, a merger might not be in their best
interests. 12 That the persons who entertained that view were Adobe's
two most senior executives would have given it heightened credibility.
Cf. Burlington Indus., Inc. v. Edeman, M.D.N.C., 666 F. Supp. 799,
816 (1987) ("[T]he court cannot assess the question of what information is material in a vacuum. The fact that the information comes
from an executive .

.

. who was privy to the company's confidential

information heightens the credence a reasonable shareholder would
attach to such information."). Moreover, it is axiomatic that 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. See, e.g., Weinberger v. UOP, Inc., supra; Lynch v. Vickers
Energy Corp., Del. Supr., 383 A.2d 278 (1977); Joseph v. Shell Oil
Co., Del. Oh., 482 A.2d 335 (1984); Eisenberg v. Chicago Milwaukee
Corp., 537 A.2d at 1059 ("Shareholders are entitled to be informed
of information in the fiduciaries' possession that is material to the
fairness of the price.").
[10] In addition to being material to all shareholders because of its
relevance to fair price, the omitted fact was particularly material to

Adobe board. Mr. Rawn expressed his views to Minorco (USA) and to the full
Adobe board. (See PX 39 at 5; PX 58.) Mr. Vagt expressed his beliefs at least to
Mr. Rawn and to Goldman Sachs, and possibly to other members of the board,
as well as to Minorco (USA). (See PX 20; PX 44 at GS 201103.) And, as previously
noted, Mr. Loomis expressed his beliefs in a June 5, 1991 letter to Mr. Munera,
with carbon copies to Messrs. Richards and Slack, all Minorco (USA) designees
on Adobe's board. (See PX 7.)
12. That possibility is not fanciful. Although Goldman Sachs and Lazard
have submitted opinions that the merger consideration is fair to the Preferred
Stockholders, the "fair price" issue is sharply contested, and the record discloses
evidence that gives this Court reason for some concern on that score. (SwePuglisi
Aff., j

4, 12; PX 61.)
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the Preferred Stockholders, who had distinct interests that might
arguably incline them to prefer having Adobe continue to operate
independently over merging with Santa Fe. The Preferred Stock has
valuable dividend rights ($2.40 per share per year for the 12%
Preferred Stock and $1.84 per share per year for the Convertible
Preferred Stock) and preferences on liquidation and redemption."3
Although the dividend payments have been suspended, the Preferred
Stock dividend rights would accrue until eventually paid out of future
earnings or surplus, or in a liquidation or redemption. If sufficiently
altered to the possibility that in this environment no merger (or, at
least not this merger) would generate a fair consideration, a Preferred
Stockholder might well conclude that he or she would be better off
remaining as an investor in an independent, albeit "pared down,"
Adobe. For example, if the oil- and gas market improved, Adobe
might become able to pay off Preferred Stock dividend arrearages
and to pay dividends currently, or it might decide to redeem the
Preferred Stock. Or, if Adobe's condition became worse, Adobe's
directors might decide to liquidate, in which case the Preferred
Stockholders might receive more in a liquidation (even in a depressed
oil and gas market) than they would in this merger. The point being
made is that given the Preferred Stockholders' separate and distinct
economic interests, they were entitled to be told the material facts
that would enable them to make an informed decision concerning

how best to protect those interests.
[11-12] Besides being materially misleading in its own right, the
omitted fact that two key Adobe Board members believed that this
was a bad time to sell Adobe also rendered other Proxy Statement
disclosures materially false and misleading. The first of these is the
disclosure that the Adobe board "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,
Adobe and its stockholders." (Paolini Aff., Exh. 8 at 39.) While the
directors did vote unanimously to recommend the merger, the resulting impression that all of the directors believed that this was an
appropriate time to sell the company was misleading, given the two
key board members' contrary views. The board was entirely free in
the Proxy Statement to attempt to reconcile these board members'

13. In a liquidation the Preferred Stock is entitled to $20 per share, plus
accrued dividends, plus interest thereon. In the event of a redemption, the Preferred
Stock is entitled to those amounts, plus a redemption premium.
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views with the entire board's pro-merger recommendation; however,
entire candor required disclosure of the fact that Messrs. Rawn and
Vagt believed (and stated) that it was a bad time to sell Adobe. Cf.
Lynch v. Vickers Energy Corp., 383 A.2d at 281.
[13] The Proxy Statement's second misleading disclosure is that
one of the facts the directors considered in deciding to approve the
merger was that "since both Santa Fe and Adobe are oil and gas
companies, the exchange ratio reflects asset values that are affected
similarly by the currently depressed state of the oil and gas industry."
(Paolini Aff., Exh. 8, at 41.) That statement suggests that due to
the nature of the buyer (an oil and gas company) the depressed state
of the oil and gas industry has minimal or no impact on the fairness
of the merger consideration to be received. However, when Messrs.
Rawn and Vagt expressed their opinions that it was a bad time to
sell Adobe, implicit in their remarks was that it was a bad time to
sell regardless of the nature of the buyer, since they made their
remarks with the knowledge that most, if not all, potential acquirers
of Adobe would be other oil and gas companies. (See PX 11 PX
39 at 5.) Ordinarily, the Proxy Statement's disclosure of the depressed
state of the oil and gas market (see Paolini Aff., Exh. 8 at 41, 72,
110) might be sufficient to alert shareholders to the possibility that
they might not be able to receive a fair price of their shares. However,
here the Proxy Statement's effort to downplay the significance of the
depressed oil and gas market is at odds with the views of Messrs.
Rawn and Vagt, and thus renders the Proxy Statement materially
misleading.
[14] The third misleading Proxy Statement disclosure is that in
deciding to recommend the merger to the shareholders, Adobe's
directors considered the various alternatives, including a sale and a
restructuring, and determined that neither of those alternatives would
"result in values to all of Adobe's stockholders equal to or greater
than those realizable in the Merger." (Id. at 41.) Concerning a
liquidation the Proxy Statement discloses that:
[i]t was also concluded that while some form of liquidation,
if it could be accomplished advantageously, might benefit
the holders of Adobe [12%] Preferred Stock and Adobe
Convertible Preferred Stock.

.

., this alternative, involving

the increased uncertainties of piecemeal sales of assets in a
highly depressed market and the resultant disruption of
Adobe's operations while efforts were made to accomplish
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this, would not be in the best interests of all of Adobe's
stockholders.
(Id.) That disclosure indicates that a liquidation, "if it could be
accomplished advantageously" (id.), might have benefitted the Preferred Stockholders more than would the merger, but then goes on
to question seriously whether a liquidation could be advantageously
accomplished.
That disclosure was materially misleading, because had the Preferred Stockholders been told that two of Adobe's key board members
believed it was a bad time to sell the entire company, they might
conclude otherwise, i.e., that a liquidation, notwithstanding the risks
involved, might better serve their particular interests than would the
merger. To put it differently, disclosure of that omitted fact would
have afforded the Preferred Stockholders a more balanced view of
the risks attendant to the merger alternative, and would have better
enabled them to evaluate those risks."1
[15] The fourth misleading Proxy Statement disclosure concerns
the discussion at the June 24, 1991 Adobe Board meeting, of Minorco
(USA)'s decision to dispose of its Adobe shares. The Proxy Statement
pertinently says:
At a meeting of Adobe's Board of Directors held on
June 24, 1991, Minorco (USA) notified Adobe that in view
of its strategy of increasing its role as an operating natural

resources company engaged principally in mining, metals
and related businesses, it no longer considered its investment
in Adobe as a long-term investment and therefore intended
to dispose of its shares, then consisting of approximately
47.5% of the outstanding shares of Adobe Common Stock.
Minorco stated that no specific time frame or method of
disposition had been determined. Minorco expressed its

preference that, to the extent practical, the sale of its shares
be part of the sale of the whole company, whereby all
Adobe stockholders would have an opportunity to participate
on similar terms.
(Id. at 36.)

14. While the Preferred Stockholders were not in a position to force a liquidation, as discussed on pp. 22-23, supra, with disclosure of the omitted fact they

might nonetheless conclude that their interests would be better served if Adobe
continued to operate independently.
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The minutes of the June 24 board meeting establish that the
Proxy Statement omitted to disclose the underscored matters from
the following excerpt:
The Chairman told the Board that Minorco USA is now
focusing on North America on a core strategy oriented
around operations in mining and metals and has informed
the Corporation [i.e., Adobe] that as a result, Minorco
USA and Minorco have concluded that Minorco USA's
investment in the Corporation can no longer be considered
a long term holding ....

Mr. Rawn explained the reasons

given to him by Minorco for this decision. He said that he
had expressed to Minorco USA and to Minorco his opinion that
conditions in the gas market, as reflected in pricesfor stock of natural
gas oriented corporations, including the Corporation, made this a
highly disadvantageous time for any decision which might involve
the disposition by Minorco USA or the Corporation or its other
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 U.S.A. those corporations had reached a decision concerning the Minorco Block and
that an announcement relating to that decision would be made
promptly.
(PX 16 at 2-3 (emphasis added).) Given the previously discussed
significance of the underscored information, it was materially misleading for the Proxy Statement to disclose that the Chairman had
informed the Adobe Board of Minorco (USA)'s decision to dispose
of its Adobe stock at the June 24 meeting, without also disclosing
the Chairman's opinion of the adverse impact of Minorco (USA)'s
decision, which the Chairman had also communicated to the Adobe
board at that same meeting.
B.
The defendants do not seriously dispute the materiality of the
omitted fact. They do assert conclusorily that the omitted fact is not
material, but offer no reasoned argument to support that assertion.
(See Def. Ans. Br. at 56.) Rather, the true thrust of the defendants'
position is that the omitted fact is not a "fact" at all. The defendants
argue that the dispute over the "timing issues relating to the sale
of Adobe" was really only a dispute over the "timing of the an-
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nouncement of Adobe's intent to explore strategic alternatives," and
that "any difference of opinion [on that subject] was only a matter
of weeks." (Mar. 30, 1992 Letter to Court of Charles S. Crompton,
Jr., Esquire) (emphasis added).)
[16-17] This argument, however, is not factually responsive to the
issue. It is clear that two of Adobe's key board members (as well
as the Lazard partner in charge of the Adobe account) believed (at
least as of late June 1991), and had informed other members of the
board, that this was a bad time to sell Adobe. That there may have
been a dispute over the timing of the announcement that Adobe
might be for sale does not alter the fact that these gentlemen thought
it was a bad time for the sale itself. Indeed, no one seems to be
seriously arguing that it was actually a good time to sell Adobe (as
distinguished from the position that a sale was the best among poor
alternatives), or even that there existed a dispute on that point." s
To summarize, I conclude that the plaintiffs have shown a
reasonable probability that they will ultimately succeed in demonstrating that in this single (but highly important) respect, the de1 6
fendants breached their duty of candor.

15. Moreover, even if (contrary to the record) Messrs. Rawn or Vagt had

changed their minds and later came to believe that it was a good time to sell

Adobe, the Proxy Statement should nonetheless have disclosed their prior belief

and then explained why these gentlemen changed their minds. Cf. Lynch v. Vickers
Energy Corp., 383 A.2d at 281 ("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, in our view, was a prerequisite.").
16. That preliminary conclusion, which this Court has not reached lightly,
should not be construed as an expression by this Court that the defendants are
"men in black hats." Indeed, as far as the present record discloses, the directors

were doing as best they could to serve the interests of all Adobe stockholders in a
highly difficult, complex situation that was not of their own making. As presented
to me, the record discloses no basis to find that the Adobe directors were acting
out of self-interest or other improper motive in concluding that a sale of Adobe
was the best of a range of undesirable choices. Moreover, with the one exception
preliminarily adjudicated here, the Proxy Statement does evidence a considerable
effort to inform Adobe's equity investors of all facts material to an informed decision
concerning the merger. It seems, however, that in the informational shuffle of
attempting to persuade the shareholders of the merits of a transaction that they felt
was so vitally important, the board downplayed the distinctive interests of the
Preferred Stockholders by not disclosing a fact that bore critically on their interests,
and that would have been significant to the Preferred Stockholders in considering
whether or not to approve the merger.

UNREPORTED CASES

1993]

IV

IRREPARABLE HARM AND THE APPROPRIATE
REMEDY

[18-22] The Court further concludes that because this 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. The right to cast an
informed vote is specific, and its proper vindication in this case
requires a specific remedy such as an injunction, rather than a
substitutionary remedy such as damages. To allow the merger to go
forward would deprive the Preferred Stockholders of that right, whereas
a preliminary injunction for a brief period to enable the defendants
to make corrective disclosure is the remedy most likely to vindicate
that right. Eisenberg v. Chicago Milwaukee Corp., 537 A.2d at 1062;
Joseph v. Shell Oil Co., 482 A.2d at 344; In re Anderson, Clayton
ShareholdersLitig., Del. Oh., 519 A.2d 669, 676 (1986); Sealy Mattress
Co. of N.J.v. Sealy, Inc., Del. Oh., 532 A.2d 1324, 1340-41 (1987).
Moreover, no other relief would be effective. The merger, if allowed
to go forward, could not be undone, as it will involve the issuance
of new Santa Fe securities that will be publicly traded on the national
securities market.
Finally, the harm to the Preferred Stockholders if preliminary
injunctive relief is denied would outweigh the harm to the defendants
if relief is granted. The primary effect of the injunction would be
that the defendants would cure the defective disclosure in the Proxy
Statement. (The Court recognizes that that would require a resolicitation of proxies for the merger.) Moreover, the consummation of
the merger would be delayed only for the time needed to cure the
disclosure defect. Thereafter, the merger could go forward, unless
the Preferred Stockholders, voting as a class, determine that it should
not.

17

For the foregoing reasons, the plaintiffs' motion for a preliminary
injunction is granted. Counsel shall promptly confer and submit a
proposed order consistent with this Opinion.

17. There is no reason to suppose that a preliminary injunction of this kind
would impede a merger approved by a fully-informed shareholder vote. Absent
rejection by shareholders, the merger agreement is not subject to termination unless
it is not consummated by June 30, 1992, or unless the merger is permanently
enjoined. (The injunction here is only preliminary.) Moreover, Adobe is not required
to repay $25 million under its amended credit agreement until June 1, 1992, and
only if the merger is not consummated by then.
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GLASER v. NORRIS
No. 9538
Court of Chancery of the State of Delaware, New Castle
January 6, 1992
The plaintiff commenced a class action suit alleging violations
of the federal securities laws and Delaware law. The defendant,
Kidder, made a motion to dismiss the plaintiffs common law fraud
claim on two grounds: (1) that under Delaware Chancery Court
Rule 12(b)(6), the plaintiff failed to state a claim upon which relief
could be granted; and (2) that under Delaware Chancery Court Rule
9(b), the plaintiff failed to allege the claim with particularity. The
plaintiff also made a request to file a second amended complaint in
order to allege violation of federal securities laws by the defendants.
The court of chancery, per Vice-Chancellor Chandler, granted
the defendants' Rule 12(b)(6) motion, except for a claim alleging
the defendants' failure to disclose its weak financial condition. The
court believed that the failure to disclose financial condition may
have misled investors on account of the mortgage banking division
disclosure made in the prospectus; therefore, the allegation was not
unsubstantiated and conclusory but was sufficient to state a claim
for common law fraud. The court addressed the Rule 9(b) motion
only as it applied to this one assertion. Even though Rule 9(b)
requires a claim for fraud be pled with particularity, the court denied
the motion and held that the scienter element of fraud may be
pleaded generally. The plaintiff's motion to amend was denied because the doctrine of res judicata barred the court from hearing the
federal securities claim again, therefore amending the complaint to
assert the securities claims would have been futile.
1.

Fraud

C-41

In order to allege fraud, it is necessary to allege that defendant,
with an intent to deceive, made a false statement of a material fact
upon which plaintiff reasonably relied to her detriment.
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0;-=16, 17

Fraud does not consist merely of deliberate concealment; it may
occur through deliberate concealment of material facts, or by silence
in the face of a duty to speak. Thus, one is equally culpable of fraud
who by omission fails to reveal that which is his duty to disclose in
order to prevent statements actually made from being misleading.
3.

Pretrial Procedure

C=- 624, 683

In deciding a motion to dismiss, a court must construe all
inferences in favor of the plaintiff and must not dismiss the complaint
unless it appears that the plaintiff would not be entitled to relief
under any set of facts which could be proved in support of his claim.
DEL. CH. CT. R. 12(b)(6).
4.

Pretrial Procedure

C:- 624, 687

For purpose of motion to dismiss for failure to state a claim
upon which relief can be granted, all well-pleaded allegations of
complaint must be accepted as true.
5.

Pretrial Procedure

C=, 689

Motion to dismiss complaint for failure to state a claim upon
which relief can be granted does not concede pleaded conclusions of
law or fact where there are no allegations of specific facts which
would support such conclusions.
6.

Pleading

0-8(1), 367(2)

Under Delaware Court of Chancery Rule 9(b), all averments
of fraud must state the circumstances of fraud with particularity in
order to protect defendants from unfounded changes of wrong-doing
which could injure their reputation and good will.

DEL. CH.

CT. R.

9(b).
7.

Pleading

0U- 8(18), 367(2)

Even though Rule 9(b) requires one to plead a fraud claim with
particularity, the plaintiff may aver the scienter element of fraud
generally. DEL. CH. CT. R. 9(b).
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0= 251

A court should deny leave to amend a complaint when the
amendment would be futile due to the insufficiency of the proposed
amendment.
9.

Pleading

C

251

An amendment to a complaint is futile when it would waste the
time of court and that of the parties because it would immediately
fall to a motion to dismiss.

10.

Judgment

C-- 540

The doctrine of res judicata acts as an absolute bar to a second
suit where five elements exist: (1) the court in the first suit must

have had subject matter and personal jurisdiction, (2) the parties in
the two suits must be the same, (3) the cause of action or the issues
necessarily decided in the two suits must be the same, (4) the issues
in the prior action were decided adversely to the contentions of
plaintiff in pending case, and (5) the prior decree must have been
a final decree on the merits.
11.

Judgment

C- 746

In light of strong public policy in favor of providing certain end
to litigations, waivers of defense of res judicata must be clear and

unequivocal and should be strictly construed against party asserting
waiver.
Pamela S. Tikellis, Esquire, and Carolyn D. Mack, Esquire, of
Greenfield & Chimicles, Wilmington, Delaware; and Brenda M.
Nelson, Esquire, of Greenfield & Chimicles, Haverford, Pennsylvania, for plaintiff.
A. Gilchrist Sparks, III, Esquire, Thomas C. Grimm, Esquire, and
Robert J. Valihura, Jr., Esquire, of Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware, for non-underwriter defendants.
Vernon R. Proctor, Esquire, of Bayard, Handelman & Murdoch,
P.A., Wilmington, Delaware, for defendants Commonwealth Mort-
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gage of America, L.P., Commonwealth Mortgage Corporation of
America, and Commonwealth Savings Association.
Jesse A. Finkelstein, Esquire, of Richards, Layton & Finger, Wilmington, Delaware; and Richard A. Cirillo, Esquire, and Samuel
L. Barkin, Esquire, of Rogers & Wells, New York, New York, for
defendant Kidder Peabody & Company.
CHANDLER,

Vice-Chancellor

Plaintiff, Henrietta Glaser, commenced this class action suit in
January 1988 alleging violations of the federal securities laws and
Delaware law. The defendants plaintiff named were: Commonwealth
Mortgage of America ("CMA"), Commonwealth Savings Association ("CSA"), Commonwealth Mortgage Corporation of America
("CMCA"), directors and officers of CSA and CMCA (collectively,
the "Non-Underwriter Defendants") and Salomon Brothers, Inc.
and a defendant class of underwriters (collectively, the "Underniter
Defendants").
After a complex procedural history, the Underwriter Defendants
have made a motion to dismiss and plaintiff has made a motion to
amend. This is my decision on these motions. I have divided the
opinion into four parts. Part I gives a brief factual and procedural
history. Part II addresses the motion of Kidder, Peabody & Co.
("Kidder") to dismiss plaintiff's common law fraud claim that she
made in her Consolidated Amended Complaint. Part Ill addresses
plaintiff's request to file a Second Amended Complaint in order to
allege violations of federal securities laws by Kidder and the rest of
the Underwriter Defendants. Finally, Part IV contains my conclusions.
I.

FACTUAL AND PROCEDURAL HISTORY

CMA is a limited partnership duly organized and existing under
Delaware law which CSA and CMCA organized to succeed and
conduct the mortgage banking business of CSA and its subsidiaries.
CSA is a stock savings and loan association chartered by the Texas
Savings and Loan Department. CMCA is a wholly-owned subsidiary
of CSA and the sole general partner of CMA.
CMA's activities include mortgage loan origination through solicitation of home buyers and real estate developers. CMA holds or
warehouses the loans until it can sell them either through mortgage-
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backed securities offerings or to private investors. Upon the sale of
the loans, CMA customarily enters into a fee agreement with the
purchaser to perform certain administrative duties relating to the
loan.
In the fall of 1986, CMA was converted into partnership form
and made an initial public offering of its partnership units with the
help of a prospectus (the "Prospectus"). Immediately prior to the
offering, CSA and its subsidiaries contributed substantially all of the
mortgage banking assets and liabilities of CSA to CMA in exchange
for 35 million class A units and 25 million class B units. On
November 12, 1986, plaintiff purchased 1000 class A units for $10,000
from CSA. Indeed, CSA sold a total of 14.3 million class A units
to the plaintiff class. Afterwards, CSA, through CMCA, retained
approximately 59% of the class A units of CMA and 100% of the
class B units of CMA.
Salomon, Dean Witter Reynolds, Inc., E.F. Hutton & Go.,
Inc. and Kidder were the four leading and managing underwriters
of the offering. There were a total of eighty-two underwriters.
On January 6, 1988, plaintiff commenced this lawsuit. The
initial lawsuit contained three counts: (1) alleged violations of Section
11 -of the Securities Act of 1933, 15 U.S.C. § 771 (1991), (2) alleged
violations of Section 12(2) of the Securities Act of 1933, 15 U.S.C.
§ 771(1991) and (3) alleged breach of fiduciary duties. Plaintiff named
two distinct groups as defendants: the Underwriter Defendants and
the Non-Underwriter Defendants. On October 13, 1988, Chancellor
Allen approved a tolling agreement (the "Tolling Agreement") between plaintiff and the Underwriter Defendants. Glaser v. Norris, Del.
Ch., C.A. No. 9538, Allen, C. (Oct. 13, 1988) (stipulation and order
approving the Tolling Agreement). Under the Tolling Agreement,
the Underwriter Defendants agreed that, inter alia, if an action was
brought against them in this suit on or before November 1, 1991,
they would calculate defenses related to time as if plaintiff had
instituted the action against them on January 5, 1988. In return for
this agreement, plaintiff dismissed the Underwriter Defendants as
defendants from this proceeding without prejudice.
On July 13, 1989, I issued an opinion on the Non-Underwriter
Defendants' motion to dismiss. Glaser v. Norris, Del. Ch., C.A. No.
9538, Chandler, V.C. (July 13, 1989). In that opinion, I dismissed
all facets except one (paragraph 36(c) of the complaint) of plaintiff's
claims regarding alleged violations of Sections 11 and 12(2) of the
Securities Act of 1933 on the grounds that they failed to state a
claim upon which I could grant relief. See id., slip op. at 15. Also,

1993]

UNREPORTED CASES

I dismissed the final facet of plaintiff's Securities Act claims under
Section 11 and 12(2) because plaintiff insufficiently plead facts that
conformed to the Section 13 statute of limitations, 15 U.S.C. § 77m
(1991). See id., slip op. at 17. However, I granted plaintiff leave to
amend her claim so that she could allege facts that would satisfy
Section 13 and allow her paragraph 36(c) claim of violations of
Sections 11 and 12(2) to survive. See id. Further, I also dismissed
plaintiff's Section 12(2) claim against CMCA and CMA because of
plaintiffs failure to allege the requisite privity. See id., slip op. at
19. Finally, I dismissed plaintiff's fiduciary duty claim because the
Non-Underwriter Defendants owed plaintiff no fiduciary duty at the
relevant time. See id., slip op. at 20. However, I granted plaintiff
leave to amend this facet of her complaint to state a claim for common
law fraud. See id., slip op. at 20-21.
Plaintiff appealed my July 13, 1989, decision. On January 9,
1990, the Supreme Court dismissed the appeal because my decision
was interlocutory in nature. Glaser v. Norris, Del. Supr., No. 296
(Jan. 9, 1990) (order dismissing appeal).
Following her unsuccessful appeal, plaintiff made a motion to
amend her complaint. I granted her motion to amend with respect
to alleging facts so as to conform with the relevant statute of limitations in order that she could revive the alleged violations of Sections
11 and 12(2) of the 1933 Securities Act under paragraph 36(c) of
her complaint. See Glaser v. Norris, Del. Ch., O.A. No. 9538, Chandler, V.C. (Dec. 21, 1990), slip op. at 3 (order granting, in part,
plaintiff's motion to amend her complaint). Also, I granted plaintiff's
motion to amend her complaint with respect to alleging a common
law fraud claim which substituted for her prior claim in count 3 of
her original complaint regarding breaches of fiduciary duties. See id.,
slip op. at 4-5. However, I denied her motion to amend with respect
to her attempt to revive the claims under Sections 11 and 12(2) of
the Securities Act of 1933 which were not part of paragraph 36(c)
in her original complaint because my July 13, 1989, opinion acted
as a final judgment of those claims for which plaintiff failed to seek
to vacate or alter in a timely manner before seeking to amend. See
id., slip op. at 5-6.
During the pendency of her appeal, plaintiff filed a second action:
Glaserv. Kidder, Peabody & Co., Del. Oh., C.A. No. 11,226, Chandler,
V.C. (Mar. 19, 1991). This second action asserted claims against
the Underwriter Defendants under Sections 11 and 12(2) of the
Securities Act of 1933 and under common law fraud. I decided that
this second action did not come within the ambit of the Tolling
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Agreement. Id., ltr. op. at 7. Therefore, the Underwriter Defendants
were free to use the statute of limitations as a defense. Thus, I
dismissed plaintiff's claims under Sections 11 and 12(2) of the Securities Act of 1933. See id. Also, I ordered plaintiff to consolidate
her common law fraud claim with the common law fraud claim
plaintiff was making in Glaser v. Norris. See id.
On April 16, 1991, plaintiff filed her proposed Consolidated
Amended Complaint in Glaser v. Norris. In this complaint, plaintiff
added Kidder as a named defendant as the representative for the
Underwriter Defendants. Also, plaintiff added her common law fraud
claim against Kidder and the Underwriter Defendants. On May 16,
1991, Kidder made a motion to dismiss the common law fraud claim
made against it and the Underwriter Defendants.
On May 10, 1991, plaintiff filed a motion for leave to file a
Second Amended Complaint in order to assert claims under Sections
11 and 12(2) of the Securities Act of 1933 against Kidder,
This opinion addresses two issues: Kidder's motion to dismiss
the common law fraud claim made against it and the rest of the
Underwriter Defendants in plaintiffs Consolidated Amended Complaint and plaintiffs request to file a Second Amended Complaint
in order to assert her Sections 11 and 12(2) claims against the
Underwriter Defendants.
II.

MOTION TO DISMISS THE COMMON LAW FRAUD
CLAIM

Kidder bases its motion to dismiss plaintiffs common law fraud
claim on two grounds. First, Kidder argues that, under Delaware
Chancery Court Rule 12(b)(6), the claim fails to state a claim for
which I can grant relief. Second, Kidder argues that, under Delaware
Chancery Court Rule 9(b), plaintiff has failed to allege the claim
with particularity.
A.

Elements of Common Law Fraud

[1-2] Plaintiff attempts to imply that the claim at issue is actually
one in equity for fraud. However, as I held in earlier proceedings
regarding this claim, it is essentially legal in nature. See Glaser v.
Kidder, Peabody & Co., C.A. No. 11,226, slip op. at 7. Therefore,
the essential elements that plaintiff must allege are that the Underwriter Defendants: "(1) with an intent to deceive, made a (2) false
statement of a (3) material fact upon which plaintiff (4) reasonably
(5) relied to [her] (6) detriment." Simons v. Cogan, Del. Ch., 542
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A.2d 785, 791 (1987) (citations omitted), aff'd, Del. Supr., 549 A.2d
300 (1988). Alternatively, plaintiff must demonstrate the Underwriter
Defendants' "deliberate concealment of material facts, or ... silence
in the face of a duty to speak. Thus, one is equally culpable of fraud
who by omission fails to reveal that which it is his duty to disclose
in order to prevent statements actually made from being misleading."
Stephenson v. Capano Dev. Inc., Del. Supr., 462 A.2d 1069, 1074
(1983). Further, as far as the required scienter, it "need not be
plead with particularity but may be averred generally." Norman v.
Paco PharmaceuticalServs., Inc., Del. Ch., C.A. No. 10,417, Hartnett,
V.0. (Sept. 22, 1989), slip op. at 28.
B.

Motion to Dismiss Under 12(b)(6)
1. Standard

[4-5] In deciding a motion to dismiss, a court must construe all
inferences in favor of the plaintiff and must not dismiss the complaint
unless it appears that the plaintiff would not be entitled to relief
under any set of facts which could be proved in support of his claim.
Weinberger v. UOP, Inc., Del. Ch., 409 A.2d 1262, 1263 (1979), rev'd
on other grounds, Del. Supr., 457 A.2d 701 (1983) (citing Fish Eng'g
Corp. v. Hutchinson, Del. Supr., 162 A.2d 722, 724 (1960)). For
purposes of the motion, a court accepts well-pleaded allegations of
the complaint as true. Delaware State Troopers Lodge v. O'Rourke, Del.
Ch., 403 A.2d 1109, 1110 (1979). Importantly, however, "such a
motion does not concede pleaded conclusions of law or fact where
there are no allegations of specific facts which would support such
conclusions." Weinberger, 409 A.2d at 1264 (citations omitted).
2.

Assertions Purportedly Constituting a Claim for Common
Law Fraud

Plaintiff makes nine assertions that purportedly constitute a claim
for common law fraud. I address each assertion's sufficiency under
the Underwriter Defendants' motion to dismiss individually and,
then, as a whole:
(a) Failure to disclose that, because of GSA's reckless expansion and the pressure put on employees to make imprudent loans, OMA was a risky investment and wholly
inappropriate for conservative investors23 and 51 of
the Consolidated Amended Complaint
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The Underwriter Defendants argue that this allegation fails to
state a claim because the Prospectus fully discloses the expansion of
the Mortgage Banking Division, including the volume and type of
mortgage loans originated by the residential mortgage banking operations and contained in its loan servicing portfolio prior to the
offering. Thus, the Underwriter Defendants argue, the assertion is
only an unsubstantiated conclusory allegation of the failure to disclose
the reckless nature of the expansion and the pressure put on employees
to make imprudent loans. Therefore, they argue, I should dismiss
the claim.
Plaintiff attempts to rebut Kidder's argument first by contending
that I must consider the claims regarding disclosure of the reckless
expansion and the insufficiency of loan loss reserves together rather
than separately. Plaintiff also argues that plaintiff need not allege
specific loans which were imprudent for the claim to withstand the
motion to dismiss.
As far as plaintiffs argument that this assertion, when considered
with the assertion regarding the disclosure of loan loss reserves,
withstands the motion to dismiss, I will address this argument infra.
Therefore, I am left to address only the sufficiency of the assertion
stated in paragraphs 23 and 51. As it stands, I must dismiss this
assertion. It does not concern a false statement. Further, as far as
constituting a deliberate concealment of material facts or silence when
disclosure is necessary to prevent statements from being misleading,
I find the assertions merely conclusory. That is, the Prospectus
disclosed all the material facts at issue: the Prospectus documented
all facets of GSA's rapid growth. Prospectus at 3, 7, 15-27, 28-36,
F-3 - F-17. 1 Further, the plaintiff provides no basis for its assertion
that the growth was reckless or represented a wholly inappropriate
investment for conservative investors. In hindsight, it is easy to say
that GSA had expanded too quickly. However, plaintiff points to no
evidence existing at the time of the offering that demonstrates that
1. I will consider the contents of thd Prospectus in considering the motion
to dismiss because plaintiff by so heavily relying on the Prospectus in the complaint
has, in effect, incorporated it by reference into his complaint. See In re Budget Rent
a Car Corp. Shareholders Litig., Del. Ch., C.A. No. 10,418, Berger, V.C. (Mar. 15,
1991), slip op. at 2 n.1; Norman, C.A. No. 10,417, slip op. at 20; Glaser v. Norris,
Del. Ch., G.A. No. 9538, Chandler, V.C. (July 13, 1989), slip op. at 9 n.3 (citing
Lewis v. Straetz, Del. Ch., C.A. No. 7559, Hartnett, V.C. (Feb. 12, 1986)); Patents
Management Corp. v. O'Connor, Del. Ch., C.A. No. 7110, Walsh, V.C. (June 10,
1985), ltr. op. at 2-3. See also Kramer v. Time-Warner Inc., 2d Cir., No. 90-9014,
Winter, J. (June 27, 1991).
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the growth was reckless rather than just fast. Also, plaintiff fails to
allege any fact that would support her proposition that pressure was
put on employees to make imprudent loans. Therefore, before plaintiff
has failed to allege specific facts that could support a holding that
CMA's growth was reckless or that employees were pressured to
make imprudent loans, I cannot say it was false or misleading for
CMA to not disclose that its growth was reckless, that CMA pressured
its employees to make imprudent loans or that its units were wholly
inappropriate for conservative investors. Thus, I dismiss the assertion
as failing to state a claim.
(b) Failure to disclose CSA's weak financial condition which
was important because CSA was CMA's primary source
of financing52 of the Consolidated Amended Complaint
The Underwriter Defendants argue that the two entities were
autonomous and, therefore, the CSA information was not relevant.
Further, they argue that the Prospectus did disclose that CSA was
CMA's source of financing at the time of the offering. Finally, they
point out that the Prospectus did disclose some of CSA's financial
data and that CSA's full financial data was available through SEC
disclosures to which the public had access.
Plaintiff argues that CMA's ability to borrow was highly relevant
to its operations and, therefore, to its investors. Therefore, it should
have disclosed complete financial information regarding its primary
source of borrowing.
In this situation, the Underwriter Defendants did not make a
false statement. Nor have I found a deliberate concealment of material
facts. However, plaintiff's assertion does state a claim under common
law fraud because the disclosures made could have misled investors.
That is, even though the two entities were autonomous, CSA was
CMA's primary source of financing. As such, CSA's financial condition was relevant to OMA's operations and, therefore, to CMA's
investors. The Prospectus disclosed that the Mortgage Banking Division of CSA had a net income of $12.6 million for 1985 and a
net income of $4.3 million for 1986. Prospectus at F-5. However,
GSA's overall net income fell from $10.9 million in 1985 to a loss
of $21.8 million in 1986. Clearly, the disclosed information portrayed
that the Mortgage Banking Division of CSA was making money,
albeit at a rate much lower than 1985's rate, while the non-disclosed
information would have shown that CMA's primary source of financing was in terrible shape. The failure to disclose GSA's weak
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financial position while disclosing CSA's Mortgage Banking Division
as a positive cash flow unit potentially gave investors a false sense
of security that CMA's present source of financing would be available
in the future when the circumstances, in fact, placed a large cloud
of doubt on this belief. Further, I refuse to believe that CSA's SEC
disclosures, to which the public had access, completely rectified the
misleading impression that the Prospectus conveyed because, for
instance, an investor reasonably could conclude that reference to
such information was not necessary since the Prospectus gave partial
information as to CSA's financial condition and, therefore, certainly
would have conveyed more complete information if it was relevant.
Therefore, because I believe the failure to disclose CSA's financial
condition may have misled investors on account of the Mortgage
Banking Division disclosure made in the Prospectus, I hold that the
assertion contained in this paragraph of the complaint is not merely
an unsubstantiated conclusory allegation but, rather, is sufficient to
state a claim for common law fraud.

(c) Failure to disclose that CSA was GMA's only source
of financing; that if CSA's financial condition weakened,
its operations would be endangered; and that if CMA's
ability to obtain credit dried up, this inability could jeopardize its government approvals54 of the Consolidated
Amended Complaint
The Underwriter Defendants argue that they did disclose GSA
as its primary source of financing. Also, they argue, to the extent
the assertion implies that CMA was not allowed to secure financing
from any other source, it is false. Further, they argue that its
operations would not be endangered if CSA's financial condition
weakened because CMA had no obligation that required it to obtain
credit only from CSA and the two were autonomous. Finally, the
Underwriter Defendants argue that they did disclose the possibility
of losing government approvals for its securities in the Prospectus
if, among other reasons, CMA did not maintain certain net worth
requirements.

Plaintiff contends that CMA should have disclosed that GSA
was its only source of financing. As such, she argues, it was necessary
to warn investors about the importance of CSA's financial condition
and the corresponding very real danger of losing its government
approvals.
The Prospectus did disclose that CSA was CMA's primary source
of financing. Prospectus at 38-39. It was not necessary for CMA to
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disclose that financing was unavailable from alternative sources because CMA was not so constrained. That is, OMA was under no
obligation to use only financing provided by CSA. Further, although
the Underwriter Defendants' argument that GSA's financial condition
would not endanger CMA's financial condition is not entirely true,
it was not necessary for OMA to disclose that CSA's financial
condition would endanger CMA's operations. There was no need
to disclose that CSA's financial condition would endanger CMA's
operations because it was obvious that if CMA's primary source of
financing had financial difficulties, CMA probably would have financial difficulties because it would have to arrange an alternative
source of credit. Therefore, the statements made cannot be construed
as false or misleading.
As far as disclosure regarding the risk of losing its government
approvals, the Prospectus did disclose that there could be no assurance
CIA would be able to maintain its government approvals and that
certain net worth requirements were necessary in order to maintain
the approvals. Prospectus at 43-44. These disclosures cannot be
construed as false or misleading and did not constitute a deliberate
concealment of material fact. Indeed, the text of the Prospectus states
that FNMA required GSA, GMGA and CMA be jointly liable in
order to maintain its approval. It is only obvious that if OMA lost
a primary source of its cash flow, this loss of cash flow could infringe
on its ability to pay for any joint liability and, therefore, could
jeopardize the FNMA approval. Likewise, such a loss of cash flow
obviously could also infringe on CMA's ability to maintain the net
worth requirements and, therefore, could jeopardize its ability to
maintain its government approvals.
Ultimately, I hold that the Prospectus did disclose that CSA
was CMA's primary source of financing. Therefore, one cannot
construe the failure to disclose that GSA was its only source of
financing as false or misleading. Further, I hold that disclosure of
the ramifications that would flow from CSA's weakened financial
condition were not necessary because such ramifications were obvious
from the Prospectus' disclosure of GSA being GMA's primary source
of credit. Therefore, one cannot construe the failure to so disclose
as false or misleading. Finally, I hold that more in-depth disclosure
as to the possibility of CMA losing its government approvals was
not necessary because the disclosure made sufficiently disclosed that
the loss of financing could adversely affect CMA's ability to maintain
the government approvals. Therefore, I dismiss the assertion con-
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tained in this paragraph of the Consolidated Amended Complaint
under Chancery Court Rule 12(b)(6).
(d) Absence of a reasonable basis for the statement in the
Prospectus that the additional provision of $2.9 million for
foreclosure losses in 1986 by CMA was adequate in light
of the quality and geographic dispersion of CMA's loan
portfolio, the downturn in certain of CMA's real estate
markets and the manner in which the mortgages were
granted23, 29-31 and 55(a) of the Consolidated
Amended Complaint
The Underwriter Defendants argue that plaintiffs general averment that Kidder lacked a reasonable basis in the adequacy of the
stated reserves and knew or should have known that the stated
reserves were inadequate due to the quality and geographic dispersion
of CMA's loan portfolio and their knowledge of CMA's real estate
markets is merely conclusory and, therefore, insufficient to state a
claim. Indeed, they argue, the Prospectus disclosed the geographic
concentration of the loan portfolio as well as the volume and type
of loans originated and serviced for the fiscal year ended June 30,
1986, while plaintiff fails to specify any loan that was of poor quality
and how the geographic dispersion of the loans or their knowledge
of CMA's real estate markets caused a lack of a reasonable basis in
the adequacy of the loan loss reserves. Further, they contend that
the Prospectus warned of the risks and costs relating to servicing
delinquent loans as well as stating how management calculated the
loan loss reserves and that the allowance for foreclosure losses was
an estimate which management would adjust as it became necessary.
Finally, the Underwriter Defendants argue that they did not act
unreasonably in accepting the projections of foreclosure losses prepared by the accountants and, indeed, were entitled to rely on the
reasonableness of the projections as a matter of law under 15 U.SC.
§ 77k(b)(3)(c) (1991). Thus, they argue, plaintiff has failed to allege
the requisite scienter (e.g., bad faith) necessary to disallow their
ability to rely on the reasonableness of the projections.
Plaintiff first argues that its loan loss reserves allegation states
a viable claim because it is the law of the case pursuant to my
July 13, 1989, Opinion. Further, she argues, even if it is not the
law of the case, the assertion regarding the loan loss reserves states
a claim because Kidder knew of the misrepresentations and ignored
them and that disclosure of the loan loss reserves' inadequacy was
necessary to prevent the Prospectus from being false or misleading.
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Finally, she argues that the Underwriter Defendants were not entitled
to rely on the accountants' projections because federal law is inapplicable to this claim and because they had reasonable grounds to
believe that the projections were false.
As to plaintiffs law of the case argument, I reject it. Plaintiff
is making the instant assertion against a different group of defendants
who were not a party to the prior action. Indeed, the Underwriter
Defendants are distinct from the Non-Underwriter Defendants not
just in form but also in substance. That is, the Underwriter Defendants' knowledge of CMA's affairs, in all likelihood, was necessarily
less informed since they were outsiders to the entity who informed
themselves of CMA's affairs only upon their employment as underwriters in the issuance of the units. Accordingly, their knowledge
of the adequacy of the loan loss reserves due to the quality and
geographic dispersion of CMA's loan portfolio and to the manner
in which mortgages were granted is a different assertion than the
knowledge of the Non-Underwriter Defendants as to such issues.
Indeed, it is a more difficult proposition to prove than the knowledge
of the Non-Underwriter Defendants as to these issues.
The instance case is certainly distinguishable from Halpern v.
Barran, Del. Ch., 313 A.2d 139 (1973). In Halpern, the Court held
that a prior ruling allowing the amendment of a complaint acted to
bar a subsequent argument that the complaint's allegations were a
sham and should be dismissed. Unlike the instant case, the parties
to the subsequent motion in Halpern were not different in either form
or substance and did not contain assertions that were different from
those already decided. Accordingly, I hold that the Underwriter
Defendants are not bound by my prior ruling because they are
substantively different defendants from the Non-Writer Defendants
and, therefore, because the issue decided was substantively different
from the one currently before me.
Assuming, without deciding, that the federal statute does not
apply and, therefore, the Underwriter Defendants were not entitled
to rely on the reasonableness of the accountants' projections, I hold
that the assertion fails to state a claim because it contains only
conclusory allegations. That is, plaintiff's assertion only alleges that
Kidder knew or should have known that the loan loss reserves were
inadequate because of the quality of CMA's loan portfolio, their
knowledge of CMA's real estate markets as well as the manner in
which the mortgages were granted. Plaintiff fails to specify any loan
or loans that were of such poor quality so as to indicate the inadequacy
of the loan loss reserves. Further, the Prospectus disclosed the amount
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and calculation of the loan loss reserves; the geographic dispersion,
volume and types of loans; and the fact that the reserves represented
an estimate that management would change as it became necessary.
Prospectus at 2, 30, 33-37, F-11, F-13 and F-24. Likewise, plaintiff
has failed to allege any specific facts that somehow would demonstrate
that the manner in which loans were granted or their knowledge of
CMA's real estate markets indicated the inadequacy of the loan loss
reserves. Therefore, I hold that the Prospectus' disclosures regarding
the loan loss reserves cannot be construed as false or misleading
under this assertion because plaintiff has failed to allege specific facts
supporting her proposition that the quality and geographic dispersion
of CMA's loan portfolio, the manner in which mortgages were
granted or the Underwriter Defendants' knowledge of CMA's real
estate markets indicated the inadequacy of the loan loss reserves and
because the Prospectus disclosed how management calculated the
loan loss reserves, the amount of the reserves and what the reserves
represent. Thus, I dismiss the assertion as failing to state a claim
for which I can grant relief.
(e) Failure to disclose the likely inability of CMA to borrow

money for the "Expected Quarterly Distributions" (the
"Expected Distributions") because of the poor financial

condition of its primary lender, CSAsolidated Amended Complaint

55(b) of the Con-

The parties do not address this assertion directly. Nonetheless,
I can adequately address the motion as applied to this assertion.
Ultimately, I hold that this assertion fails to state a claim because
the assertion contains merely conclusory allegations unsupported by
specific facts. That is, plaintiff is claiming that the Underwriter
Defendants failed to disclose a material fact necessary to prevent the
Prospectus from being misleading: CMA's likely inability to borrow

money for the Expected Distributions. However, plaintiff does not
support this boldfaced assertion with any specific facts. CMA was
under no obligation to borrow only from CSA. Just because of
CMA's primary lender, CSA, was in poor financial condition, it
does not necessarily follow that CMA was likely to be unable to
borrow from an alternative source. Therefore, because plaintiff has
failed to allege specific facts that can support an inference that CMA
would be likely to be unable to borrow money for the Expected
Distributions, the failure to include such a disclosure cannot be
construed as misleading. Thus, I dismiss the assertion as failing to
state a claim.
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(f) Failure to disclose that CMA was experiencing cash flow
problems as a result of loan origination expenses and that
CMA's recent loan origination expenses would not be lower
in the near future24 and 55(c) of the Consolidated
Amended Complaint
The Underwriter Defendants argue that this disclosure argument
was not a part of plaintiff's original claim asserted against them that
I ordered consolidated from the Glaser v. Kidder, Peabody & Co.
proceeding. Therefore, they argue, that since the argument is an
impermissible claim contrary to my consolidation order (as well as
possibly violating the statute of limitations) that I must dismiss.
Alternatively, they argue that the assertion is conclusory in failing
to define the cash flow problems. Further, they contend that the
Prospectus disclosed that the origination of loans usually cost more
than the initial revenue produced and, therefore, periods where there
are a high volume of loan originations could adversely affect CMA's
net income. Thus, they argue, the disclosures were sufficient to
describe the impact that the loan origination expenses could have
on CMA's cash flow.
Plaintiff argues that this disclosure argument is not a new argument. Rather, she argues, she had incorporated it into various
paragraphs of the Glaser v. Kidder, Peabody & Co. complaint.
Assuming, without deciding, that this disclosure argument is
not contrary to my consolidation order, I hold that the argument
contained in these paragraphs fails to state a claim. As far as the
facet of the argument regarding the failure to disclose CMA's cash
flow problems, plaintiff fails to allege any specific facts that demonstrate that CMA was experiencing cash flow problems at the time
of the offering as a result of its loan origination expenses. Further,
the Prospectus contained at least two disclosures as to how the loan
origination expenses could adversely affect CMA's net income and
distributions. Prospectus at 9, 11. Because plaintiff has failed to
allege specific facts that would justify a belief that CMA was incurring
cash flow problems as a result of its loan origination expenses and
because the Prospectus disclosed how the loan origination expenses
could adversely affect CMA's net income and distributions, I find
that one cannot construe the failure to disclose that CMNA was
experiencing cash flow problems due to its loan origination expenses
as misleading.
As far as that facet of the argument regarding the failure to
disclose that CMA's recent loan origination expenses would not be
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lower in the near future, I find the failure to so disclose cannot be
construed as false or misleading. That is, plaintiff argues that this
disclosure was necessary in order to alleviate the implication in the
Prospectus that recent large origination expenses were a one-time
event that would be much lower in the future when the Underwriter
Defendants knew that such was not the case. However, I find that
the Prospectus contained no such implication. The Prospectus merely
disclosed the amount of the loan origination expenses incurred and
the fact that it was due to high loan originations during that period.
Prospectus at 16-19. It did not imply whether CMA would continue
or discontinue its business plan of pursuing the maximization of its
loan portfolio which caused the loan origination expenses to be large.
Because the disclosure in the Prospectus cannot be interpreted so as
to imply that CMA's loan origination expenses would be lower in
the near future, one cannot construe the failure to disclose that, in
fact, the loan origination expenses would not be lower in the near
future as misleading.
Ultimately, because neither assertion at issue can demonstrate
that a statement in the Prospectus or an omission from it can be
construed as false or misleading, I dismiss the assertions for failing
to state a claim.
(g) Failure to disclose the losses suffered by CSA due to
its inability to hedge effectively to protect against interest
rate fluctuations because of its overgrown portfolio and
misleadingly implying that the risk of loss as a result of
fluctuations in interest rates was minimal28 and 55(d)
of the Consolidated Amended Complaint
The Underwriter Defendants argue that the disclosure of OMA's
hedging activities was not false or misleading. They argue that the
disclosures in the Prospectus cannot be construed so as to imply that
the risk of loss from interest rate fluctuations was minimal. In fact,
they argue, the Prospectus specifically warned that CMA's hedging
activities could not assure that losses would not ensue from interest
rate fluctuations.
Plaintiff contends that there is a big difference between stating
that hedging can provide no assurance against losses from interest
rate fluctuations and stating that the entity currently is suffering
huge losses due to the fact that the company cannot implement its
hedging strategy effectively. The plaintiff contends that a disclosure
that parallels the latter statement was necessary to prevent the Pro-

spectus from being misleading.
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Plaintiff has failed to allege specific facts as to what aspect of
its hedging strategy CMA was unable to implement properly or what
losses resulted therefrom. Further, the hedging disclosures cannot be
construed so as to imply that the risk of loss from the fluctuation
of interest rates was minimal because the text only states how management was hedging and the goal it was attempting to achieve
through the hedging. Prospectus at 39, 40. One cannot reasonably
interpret the disclosures so as to imply that management was somehow
assuring the success of this strategy. Indeed, the text specifically
states that there can be no assurances as to the success of such
hedging activities. Prospectus at 39. Therefore, because plaintiff has
failed to allege specific facts that support her propositions that CMA
was suffering losses from its hedging activities and that CMA was
unable to implement its hedging strategy effectively and because one
cannot reasonably interpret the disclosures in the Prospectus as impliedly assuring that the risk of loss from interest rate fluctuations
was minimal, one cannot construe the hedging disclosures as false
or misleading. Thus, I dismiss plaintiff's assertion as failing to state
a claim.
(h) Absence of a reasonable- basis for the Expected Distributions due to the effects on CMA of the poor quality of
CMA's loan portfolio and the resulting inadequacy of its
loan loss reserves; due to CMA's likely inability to borrow
the money needed for the distributions given the poor financial condition of its lender, CSA; due to the cash flow
problems CMA was experiencing as a result of its loan
origination expenses; and due to the losses CMA was suffering from its inability to implement and operate its hedging strategy effectively to protect against interest rate
fluctuations due to its overgrown portfolio55 of the
Consolidated Amended Complaint
The Underwriter Defendants argue that I must dismiss this
assertion because it alleges no specific facts to support plaintiff's
contentions that the quality of CMA's loan portfolio was poor, that
CMA was likely to be unable to borrow money to pay the Expected
Distributions, that CMA was experiencing cash flow problems as a
result of its loan origination expenses and that CMA was suffering
from hedging and was unable to implement its hedging strategy
effectively. Therefore, they argue, the basis for plaintiff's allegation
that the Underwriter Defendants lacked reasonable basis for the
Expected Distributions are completely unsubstantiated. Further, they
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argue, the Prospectus disclosed all facets of OMA's loan portfolio,
loan loss reserves, loan origination expenses and hedging activities.
Ultimately, they argue, the Prospectus made it clear that the distributions were mere estimates.
Plaintiff contends that there is a difference between disclosing
that the Expected Distributions might not be made and disclosing
that the Expected Distributions are in real jeopardy because the loan
portfolio's quality is so poor and, therefore, the loan loss reserve is
inadequate, because it will be unable to borrow money due to the
poor financial condition of its primary lender, because its loan origination expenses are hurting its cash flow and because CMA is
incurring losses due to its inability to implement its hedging strategy
effectively. Plaintiff believes that the latter disclosure was necessary
to prevent the Prospectus from misleading investors as to how much
distributions they could expect.
Plaintiff has failed to substantiate the bases for its assertion that
the Underwriter* Defendants lacked a reasonable basis for the Expected Distributions with specific facts. That is, plaintiff merely makes
conclusory statements that purportedly combine to show that the
Underwriter Defendants lacked a reasonable basis for the Expected
Distributions. Because the bases for plaintiff's lack of a reasonable
basis argument are merely conclusory assertions and because the
Prospectus made disclosures regarding all these bases, I cannot possibly conclude that the Underwriter Defendants lacked a reasonable
basis in the Expected Distributions or that the Prospectus was false
or misleading. Therefore, I dismiss the assertion as failing to state
a claim for which I can grant relief.
(i) Failure to disclose that GSA's Mortgage Banking Division had lost $2.5 million from June 30, 1986, through
November 9, 1986, and that it was almost certain to lose
money for the fiscal year ending June 30, 198756 of
the Consolidated Amended Complaint
The Underwriter Defendants argue that this assertion fails to
state a claim for two reasons. First, they argue that the Prospectus
disclosed all the information the SEC regulations require and, therefore, they did not have to disclose this extra information. Second,
they argue that the Prospectus disclosed textually the results of the
Mortgage Banking Division's operations through the quarter ended
October 1, 1986, and that there is no evidence that information for
the period between September 30 and November 9 was available.
Plaintiff contends that compliance with SEC regulations does
not insulate the Underwriter Defendants from all liability. Further,
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she argues that the Underwriter Defendants had such information
available because of their status as underwriters and that such information was necessary not to mislead investors.
I assume for the sake of argument that plaintiff is correct and
that mere compliance with SEC regulations does not insulate the
Underwriter Defendants from all liability pertaining to the offering.
See generally Zell v. Intercapital Income Sec., Inc., 675 F.2d 1041, 1044
(9th Cir. 1982) (where the Court held that SEC regulations set only
minimum standards and compliance with the rules does not necessarily guarantee that there has been no fraud in quoting Maldonado
v. Flynn, 597 F.2d 789, 796 n.9 (2d Cir. 1979)). Nonetheless, I hold
that the assertion fails to state a claim because the Prospectus did
disclose the results of the Mortgage Banking Division's operations
for fiscal years ending June 30, 1985 (net income of $12.6 million)
and June 30, 1986 (net income of $4.3 million) as well as for the
quarter ending September 30, 1986 (approximately net income of
$.2 million). These disclosures sent a loud and clear message to
investors that the Mortgage Banking Division was not doing as well
as it once had done. The interim information would have been
merely superfluous information to investors. Therefore, because the
information was merely superfluous and not material, one cannot
construe the failure of the Underwriter Defendants to include the
interim information as false or misleading. Thus, the assertion fails
to state a claim.
Plaintiff also argues that even if the nine assertions discussed
above do not constitute valid claims for which I can grant relief, a
combination of some or all of these assertions constitutes valid claim(s).
The Underwriter Defendants contend that this "synergy" argument
is meritless. They argue that, whether considered individually or
collectively, the assertions are merely conclusory "fraud by hindsight" theories that are insufficient to state a claim for common law
fraud.
I agree with the Underwriter Defendants that the assertions fare
no better collectively than they do individually. Even when considered
collectively, these allegations of false and misleading disclosures,
which are unsubstantiated by specific facts and rebutted by the
disclosures actually made in the Prospectus, are insufficient to state
a claim for common law fraud. Therefore, I reject this argument.
C.

Motion to Dismiss Under Rule 9(b)

[6] Under Chancery Court Rule 9(b), all averments of fraud must
state the circumstances constituting fraud with particularity. One
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of the primary purposes of this requirement is "[t]o protect defendant[s] from unfounded charges of wrong-doing which could injure
[their] reputation and goodwill." C. V. One v. Resources Corp., Del.
Super., C.A. No. 81C-OC-95, Christie, J. (Dec. 14, 1982), slip op.
at 3.
Given my analysis of the motion to dismiss under Chancery
Court Rule 12(b)(6), it is obvious that most of the assertions have
infirmities that probably would have required me to dismiss the
assertions under Chancery Court Rule 9(b). However, since I already have dismissed all of plaintiffs assertions that purport to
constitute a claim for common law fraud, except the one that I
found could have mislead investors, under Chancery Court Rule
12(b)(6), I will address the Rule 9(b) motion only as it applies to
that one assertion. That assertion bases plaintiffs common law
fraud claim on the Underwriter Defendants' failure to disclose
CSA's weak financial condition which was important because CSA
was CMA's primary lender (the "Paragraph 52 Assertion").
The Underwriter Defendants first argue that the complaint's
assertions are unsubstantiated conclusory allegations that are insufficient and, therefore, I must dismiss them because a party must
plead fraud with particularity under Rule 9(b). Further, they specifically argue that plaintiffs allegation of scienter is too general
to be sufficient. They argue that if I were to deem such an allegation
as sufficient, I would be holding that the provision of underwriting
services is an inherently culpable act.
Plaintiff contends that she can aver intent generally. Thus, she
argues, the scienter assertion is sufficient to comply with Rule 9(b).
[7] As to the Underwriter Defendants' argument that the assertions
are merely unsubstantiated conclusory allegations, I have addressed
this argument in my discussion of the 12(b)(6) motion and have
found it to be invalid as to the Paragraph 52 Assertion. Thus, I
need not discuss it again. Further, as to the Underwriter Defendants'
scienter argument, I reject it. One element of common law fraud
is that the defendant know or have reason to know the falsity or
misleading nature of a statement. Even though Rule 9(b) requires
one to plead a fraud claim with particularity, the plaintiff may aver
the scienter element of fraud generally. Fetters v. Mayor & Council
of Wilmington, Del. Ch., 73 A.2d 644, 648 (1950). Further, I do
not believe that my holding will result in underwriters being held
strictly liable because my holding only applies to a motion to dismiss
under Rule 9(b) which will not be the final decision regarding the
Underwriter Defendants' liability under the Paragraph 52 Assertion
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so long as the case proceeds to a decision on the merits and because
many other elements besides scienter are necessary for a fraud
claim. Therefore, because plaintiff sufficiently averred scienter so
as to state a common law fraud claim, I deny the Underwriter
Defendants' motion to dismiss under Rule 9(b) as applied to the
Paragraph 52 Assertion.
III.

MOTION TO AMEND

Plaintiff has made a motion seeking to amend her Consolidated
Amended Complaint. The amendment which plaintiff desires to
make would assert claims under Sections 11 and 12(2) of the Securities Act of 1933. Besides asserting the additional claims under
the Securities Act of 1933, plaintiff also wishes to amend the complaint so as to allege supplemental facts to support these claims.
Plaintiff argues that, under Chancery Court Rule 15(a), a party
may amend his complaint by leave of the Court which shall be
freely given -by the Court when justice so requires. Indeed, plaintiff
argues that "[a]mendments to the pleadings are liberally allowed
unless serious prejudice to the opposing party will result." Kirby
v. Kirby, Del. Ch., C.A. No. 8604, Chandler, V.C. (Sept. 26,
1989), slip op. at 8 (citing Bowl-Mor Co. v. Brunswick Corp., Del.
Ch., 297 A.2d 61, 63 (1972), appeal dismissed, Del. Supr., 297 A.2d
67 (1972)). Moreover, plaintiff argues, I must balance any harm
that the opposing party would incur if I allowed the amendment
against the hardship that the moving party would incur if I denied
the motion. See Paul v. Chromalytics Corp., Del. Supr., 343 A.2d
622, 625 (1975).
Ultimately, plaintiff argues that this balance weighs in her
favor. That is, she argues that the Underwriter Defendants would
suffer little, if any, harm if I granted the motion to amend because,
despite the number of years it has existed, the case is still in its
infancy and there has been very little discovery and because the
Underwriter Defendants have known for years about the existence
and nature of this litigation. Furthermore, plaintiff argues, she and
the class she purports to represent would incur substantial harm if
I denied the motion because they would be left without a remedy
against the Underwriter Defendants for their violations of the federal
securities laws and because they could be left without any remedy
given the insolvency of the Non-Underwriter Defendants.
The Underwriter Defendants oppose plaintiff's motion because,
they argue, it would be futile. The Underwriter Defendants argue
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that allowing the amendment in order that plaintiff can assert her
federal securities claims would be futile because the doctrine of res
judicata bars the proposed claims, because the relevant statute of
limitations bars the proposed claims and because the proposed claims
are legally insufficient to state a claim. Therefore, they argue, I
should deny plaintiff's motion to amend her Consolidated Amended
Complaint. Further, they argue that allowing plaintiff to allege the
proposed supplemental facts would be unnecessary, irrelevant and
prejudicial.
[8-9] A court should deny leave to amend a complaint when the
amendment would be futile due to the insufficiency of the proposed
amendment. See Rabkin v. Philip A. Hunt Chem. Corp., Del. Ch.,
480 A.2d 655, 662 (1984), rev'd on other grounds, Del. Supr., 498
A.2d 1099 (1985). An amendment is futile if "[i]t would waste the
time of this Court and that of the parties [because] it would immediately fall to a Rule 12(b)(6) motion to dismiss." Fisher v. United
Technologies Corp., Del. Ch., C.A. No. 5847, Hartnett, V.C. (Oct. 10,
1984), Itr. op. at 4. Accordingly, I must determine whether any
of the Underwriter Defendants' arguments regarding futility satisfy
this standard.
A.

Res Judicata

The first futility argument the Underwriter Defendants make
is that the doctrine of res judicata would require the dismissal of
plaintiffs federal securities claims if I allowed the amendment. The
Underwriter Defendants argue that my dismissal of plaintiffs federal
securities claims in Glaser v. Kidder, Peabody & Co. acts as a final
decision on these claims. Therefore, they argue, plaintiff has had
her day in court and does not deserve another.
Plaintiff contends that one of the elements of resjudicata is that
issues in the prior action be decided adversely to the contentions
of the plaintiff in the pending action. Further, she argues, my
decision in Glaser v. Kidder, Peabody & Co. only decided that the
Tolling Agreement did not apply to that action and, therefore,
Kidder was free to use the statute of limitations as a defense in
that case. She argues that the Glaser v. Kidder, Peabody & Co. decision
"made no conclusions in dismissing [that] action that are adverse
to plaintiffs contentions in this case." (P1. Brief at 2 n.2.)
The doctrine of res judicata permits a party to have one and
only one day in court. Adherence to the one "day" limit "promotes
the conservation of scarce judicial resources, the stability and finality
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of judicial decrees and repose for the litigants from vexatious renewal
of the same lawsuit." Sternberg v. O'Neil, Del. Ch., C.A. No. 8592,
Chandler, V.C. (Nov. 9, 1989), slip op. at 7. The question presented, therefore, is whether the Glaser v. Kidder, Peabody & Co.
decision represents a "day" in court for plaintiff's proposed federal
securities claims.
110] The doctrine of resjudicataacts as an absolute bar to a second
suit where five elements exist. See Bradley v. Division of Child Support
Enforcement, Del. Supr., 582 A.2d 478, 480 (1990); Playtex Family
Prods., Inc. v. St. Paul Surplus Lines Ins. Co., Del. Super., 564 A.2d
681, 683 (1989); cf. Sternberg, C.A. No. 8592, slip op. at 8. First,
the court which made the decision in the first suit must have had
subject matter and personal jurisdiction. See Bradley, 582 A.2d at
480. Second, the parties in the two suits must be the same. See id.
Third, the cause of action or the issues necessarily decided in the
two suits must be the same. See id. Fourth, the prior court must
have decided the issues adversely to the contentions of the plaintiff
in the pending case. See id. Finally, the prior decree must have
been a final decree on the merits. See id.; Sternberg, C.A. No. 8592,
slip op. at 8.
As to the first factor, there is no argument that the prior court
had subject matter and personal jurisdiction. Indeed, the same court
is now hearing this case. Likewise, there is no dispute that the
parties in the two suits are the same. Further, it cannot be disputed
that the two disputes are the same cause of action. The claims
allege wrongs arising from the same transaction that plaintiff could
have and, in fact, did assert in the prior action. See generally Ezzes
v. Ackerman, Del. Supr., 234 A.2d 444, 446 (1967) (where the Court
adopted the transactional view of a "cause of action" for resjudicata
purposes). Indeed, the federal securities claims which the plaintiff
presently is attempting to incorporate into her complaint are practically, if not exactly, identical to those alleged in the prior proceeding.
In this case, the fourth and fifth factors require a bit more
elaboration. As stated supra, plaintiff argues that I decided only a
non-relevant issue in the prior action. However, the Underwriter
Defendants argue, and I agree, that plaintiff is confusing issue
preclusion and claim preclusion. Perhaps I addressed only one issue
in Glaser v. Kidder, Peabody & Co. (i.e., the applicability of the
Tolling Agreement and, therefore, the applicability of the statute
of limitations) but my decision dealt with the same claims (i.e.,
the false or misleading nature of the offering that allegedly violates
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Section 11 and 12(2) of the Securities Act of 1933). Further, the
decision on this claim was clearly adverse to plaintiff: I dismissed
the claim because the statute of limitations barred it. Finally, the
decision acted as a final decree. The fact that I granted leave to
consolidate the common law fraud claim into this proceeding does
not affect its finality because a "judgment may be final in a res
judicata sense as to a part of an action although litigation continues
as to the rest." Restatement (Second) ofJudgments 5 13 comment e at
134 (1982). Also, the basis of the decision does not infringe on its
status as a decision on the merits. See generally 18 C. Wright et al.,
Federal Practice and Procedure § 4441 (1981) (where authors state that
where a court has dismissed a prior action because the statute of
limitations barred it, the preclusion of a second action on the same
claim in the same system of courts is clearly the correct rule).
[11] Although a party may waive his right to assert a resjudicata
defense, there is no evidence that the Underwriter Defendants have
waived their right. Indeed, to so waive the defense, the waiver
must be clear and unequivocal. See Shields v. Galloway Bros. Transp.
Co., Del. Super., 289 A.2d 631, 633-34 (1972), aff'd, Del. Supr.,
297 A.2d 40 (1972). Therefore, I find that the Underwriter Defendants did not waive their right to assert resjudicata as a defense.
Ultimately, contrary to plaintiff's argument, the five elements
necessary for a prior decision to act as a bar to a second suit exist
in this case. Further, as stated supra, the Underwriter Defendants
have not waived their right to assert a resjudicata defense. Therefore,
I hold that the doctrine of res judicata would bar me from hearing
plaintiffs federal securities claim against the Underwriter Defendants again. Thus, if I permitted an amendment so that plaintiff
could assert those claims, it would be futile. As a result, I deny
the motion to amend.
Although plaintiff may perceive my decision as unfair, I disagree. Plaintiff easily could have made her federal securities claims
a part of this action. However, she chose to start a wholly separate

proceeding when the explicit language of the Tolling Agreement
limited its application to this proceeding. This decision is a direct
result of plaintiff's own decision to fly in the face of the explicit
language of the Tolling Agreement.

B.

The Underwriter Defendants Other Arguments

Since I have decided that the doctrine of res judicata requires
me to deny plaintiffs motion to amend, it is not necessary for me
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to address the Underwriter Defendants' other grounds for their
opposition to plaintiffs motion. However, I note parenthetically
that the Underwriter Defendants' argument that the proposed claims
are legally insufficient to state a claim, in all likelihood, would
require me to deny most of plaintiff's motion given my holding in
Part II of this decision.
IV.

CONCLUSION

I dismiss all of plaintiff's common law fraud claim made against
the Underwriter Defendants, except the Paragraph 52 Assertion,
as failing to state a claim for which I can grant relief. Also, I deny
plaintiffs motion to amend because the amendment would be futile
due to the doctrine of res judcata.
IT IS SO ORDERED.

HARRIS v. RAPID-AMERICAN CORP.
No. 6462
Court of Chancery of the State of Delaware, New Castle
April 1, 1992
After merger, stockholders of one of the merged entities instituted a statutory appraisal proceeding under Delaware Code Annotated, title 8, section 262 (1991). Vice-Chancellor Chandler, in
his decision dated October 2, 1990, set the publicly-traded equity
value (PTE) of the corporation at $51 per share ($23 higher than
consideration proposed in the merger), but rejected petitioners'

request to include a control premium. On appeal, the Delaware
Supreme Court reversed and remanded for a determination as to
what, if anything, the vice-chancellor should add to the $51 per
share value in order that the merged entity's value would reflect
its control over its three wholly-owned subsidiaries.
The court of chancery, per Vice-Chancellor Chandler, held
that in determining the PTE, consideration must be given to: (1)
the p/e ratios of the subsidiaries; (2) the p/e ratios of all companies
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and of companies in the same industry; and (3) the control premiums
received by all entities and by entities within the same industry.
The vice-chancellor added $22.29 per share to his earlier decision
setting the fair value determination at $51 per share.
1.

Corporations

0

584

A control premium for the value of wholly-owned subsidiaries
is a permissible factor in a fair value determination.
2.

Corporations

0

584

In determining an appropriate control premium, factors that
may be considered include: the average control premium for comparable publicly-traded retail companies and the average control
premium for publicly-traded companies in general.
3.

Corporations

C

584

A determination of the proper control premium should include
an analysis of: (1) the p/e ratios of subsidiaries, (2) the average p/
e ratios of companies in the industry, (3) the average p/e ratios of
all companies, (4) the average control premiums applicable to all
companies in the industry, and (5) the average control premium

applicable to all companies.
4.

Corporations

C

584

The fact that the share value of a stock is nearly three times
higher than its unaffected publicly-traded price does not make the
addition of a control premium unnecessary.
5.

Corporations

0=584

A control premium does not apply directly to the value of a
corporation but rather to the value of its subsidiaries.

6.

Corporations

07584

A valuation which directly relates to the entities at issue is
more dependable than a valuation which is one step removed from
the entities.
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Corporations

0---584

The amount of debt to be subtracted in determining a subsidiary's publicly-traded value on a minority shareholder basis has
no bearing on the proper value of control premiums reflecting the
corporation's control over its subsidiaries.
Stuart B. Young, Esquire, and Bruce L. Silverstein, Esquire, of
Young, Conaway, Stargatt & Taylor, Wilmington, Delaware; and
Eliot Lauer, Esquire, and Benard V. Preziosi, Jr., Esquire, of
Curtis, Mallet-Prevost, Colt & Mosele, New York, New York, for
petitioners.
William 0. LaMotte, III, Esquire, of Morris, Nichols, Arsht &
Tunnell, Wilmington, Delaware; and Jeffrey R. Mann, Esquire,
of Rubin, Baum, Levin, Constant & Freidman, New York, New
York, for respondents.
CHANDLER,

Vice-Chancellor

Petitioners, former holders of 58,400 shares of Rapid-American
Corporation ("Rapid") common stock, instituted a statutory appraisal proceeding under 8 Del. C. § 262 (1991), as a result of a
merger of Rapid and R.K. Holding Corporation into Kenton Corporation that became effective on January 31, 1981. On October 2,
1990, I issued a decision as to what was the fair value of Rapid's
shares. Thereafter, Rapid appealed and petitioners cross-appealed
that decision. Ultimately, the Supreme Court affirmed my decision
in part and reversed and remanded it as to petitioners' cross-appeal
regarding my failure to include a control premium in determining
the fair value of Rapid's shares.
This is my decision on the issue the Supreme Court reversed
and remanded. Part I of the decision provides a brief review of
the factual and procedural history of this case. Part II addresses
the parties' arguments regarding the appropriate value of a control
premium in the fair value determination. Finally, part III contains
my conclusion.
I.

FACTUAL AND PROCEDURAL HISTORY

Rapid was a publicly held conglomerate which conducted its
primary business activities through three wholly-owned subsidiaries:
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McCrory Corporation ("McCrory"), Schenley Industries, Inc.
("Schenley") and McGregor-Doniger, Inc. ("McGregor"). The
three comprised 99% of Rapid's net sales and virtually all of Rapid's
operating profits. On April 11, 1980, Rapid announced the proposed
merger which would result in Rapid becoming privately held, 60%
by Meshulem Riklis and his family and 40 % by American Financial
Corporation.
In effectuating the merger, the shareholders were to receive
consideration worth approximately $28 per share. However, not all
of the shareholders believed that $28 per share represented Rapid's
fair value. Therefore, petitioners instituted this appraisal proceeding.
In determining the value of Rapid's shares, I decided that the
publicly traded equity value ("PTE") of McCrory was $424,184,000,
of Schenley was $241,277,000 and of McGregor was $33,269,000.
After totalling these values, I then subtracted $269,417,000 as the
value of Rapid's interest-bearing debt and $74,142,000 as the value
of Rapid's preferred stock. I then added $9,600,000 as the value
of Rapid's investment in ILC and $200,711,000 as the value of
Rapid's proceeds from the exercise of warrants to determine the
total value of Rapid. I then divided this total ($565,482,000) by
11,115,360, which represented the total number of shares outstanding. Thus, I determined that Rapid's fair value was equal to $51
on a per share basis.
In determining the PTE of the three wholly-owned subsidiaries,
I rejected petitioners' request to include a control premium reflecting
the extent of Rapid's ownership in the subsidiaries. I based this
rejection on the belief that the inclusion of such a premium would
have constituted an impermissible consideration of value factors at
the shareholder level.
[1] The Supreme Court affirmed my determination of Rapid's
fair value except for my holding as to the application of the control
premium to the three wholly-owned subsidiaries. That is, the Supreme Court distinguished between establishing value at the corporate level and establishing value at the shareholder value. The
Supreme Court held that a control premium for the value of the
three wholly-owned subsidiaries was a permissible value factor at
the corporate level since it benefitted all Rapid shareholders. Indeed,
the Supreme Court stated that I was compelled to include a control
premium in this case in order to fulfill my duty of taking into
account all the relevant factors which affect value in determining
the entity's fair value. Thus, the Supreme Court remanded the
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case for a determination as to what, if anything, I should add to
the $51 per share value in order that my fair value determination
accounts for the control premium.
II.

THE APPROPRIATE VALUE OF THE CONTROL
PREMIUM

Petitioners argue that I should enter an additional award for
$22.38 per share in order that my fair value determination includes
the fair value of the control premium. That is, petitioners argue
that I should apply a 45 % control premium to the McCrory's value;
a 20% control premium to Schenley's value; and a 30% control
premium to McGregor's value. According to petitioners, application
of these premiums results in an increase in the total PTE value of
these three entities and, therefore, in Rapid's total value of
$249,113,900. Petitioners argue that this increase represents a $22.38
increase in the value of Rapid on a per share basis.
[2] Petitioners rely on the calculations of Louis Paone and Willamette Management Associates, Inc., petitioners' valuation experts,
in determining the appropriate control premiums. For example, as
to McCrory, Paone determined that the average control premium
for comparable publicly-traded retail companies in 1980 was 61%
and that the average control premium for publicly traded companies
in general in 1980 was 45%. Since McCrory's price earnings ratio
("p/e ratio") (using McCrory's PTE value for its price) was high
relative to the retail companies used in determining the 61 % average
and was similar to the p/e ratios of the publicly-traded companies
used in determining the 45% ratio, Paone selected 45% as the
appropriate control premium for McCrory to apply to its publiclytraded price (as reflected by its PTE). Likewise, Willamette determined that the average control premium for publicly-traded retail
companies was approximately 611% during the relevant time period
and that the average control premium for publicly-traded companies
in general was approximately 50 % during the relevant time period.
Therefore, since McCrory's p/e ratio (using McCrory's PTE value
for its price) was high as compared with that of the companies used
to determine the two averages, the Willamette Report held that a
45% control premium was appropriate to apply to McCrory's publicly-traded price (as reflected by its PTE value).'

1. Paone and the Willamette Report conducted the same sort of analysis
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The petitioners also note in making their argument as to the
proper value of the control premium that Arthur Rosenbloom,

Rapid's expert, testified that, although he did not believe a control
premium was appropriate in this case, control premiums during
this time period were about 45%.
Rapid contends that $51 per share sufficiently embodies all
elements of value properly attributable to Rapid's shares. Therefore,
Rapid contends that I should not adjust my determination of Rapid's
fair value even if I take control premiums into consideration. Rapid
makes three arguments in support of its position.
First, Rapid argues that the parties' expert testimony was in
accord that if one was to compute a control premium, he should
compute it in relation to-the unaffected market price of the relevant
stock. The unaffected market price of Rapid's stock was $17.25
per share. Therefore, Rapid argues, the Court's determination of
a $51 per share value is more than sufficient to include a 45%
2
control premium applied to a $17.25 share price.
Second, Rapid contends that petitioners' experts, upon whom
I relied in my determination of the $51 per share value, determined
Rapid's PTE value based on p/e ratios of comparative companies.
Rapid argues that if I compare Rapid's p/e ratio of approximately
8.5 ($51/$6.01) to the multiples derived from the comparable merger
and acquisition transactions used by petitioners' experts, the $51
per share value includes a control premium value and, therefore,
I need not add any. additional value to reflect a control premium.
Third, Rapid argues that in my determination of the $51 per
share value, I only subtracted the market value of interest-bearing
debt ($722,301,000), not its book value ($1,035,219,000). Therefore, Rapid argues, this calculation caused Rapid's value to increase
by $312,918,000. Having taken such a dramatic discount in the
value of its debt, Rapid contends, I should not add a further amount
to the resulting PTE value as a control premium.
[3] Ultimately, petitioners persuade me that I must add $22.29
per share to my* earlier $51 per share determination in order to
(i.e., after determining the average control premium for the companies in the same
industry and the average control premium for all publicly-traded companies, they
determined their view as to the appropriate control premium for the entity to apply
to its PTE value given its p/e ratio as compared with the companies used in
determining the two averages) in determining the appropriate control premiums for
Schenley and McGregor.
2. Rapid also argues that even if I wish to add to the $51 per share value,
the addition should be, at most, $7.76 per share (45% x $17.25).
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compensate Rapid shareholders for Rapid's control over the three
subsidiaries. 3 In determining the proper control premium for each
subsidiary, petitioners' experts analyzed the p/e ratios of the three
subsidiaries (using the PTEs as their publicly-traded prices), the
average p/e ratios of companies in the industry as well as the
average p/e ratios of all companies and the average control premium
applicable to companies in the industry and to all companies.
Petitioners' experts analyses and methodologies thoroughly and reasonably determine the proper amount I should add to Rapid's value
to compensate petitioners for Rapid's control over the three subsidiaries.
[4-6] On the other hand, I find Rapid's arguments to be unpersuasive. Rapid's first argument assumes that the control premium
applies at Rapid's level and that, since the $51 per share value is
nearly three times higher than its unaffected publicly-traded price,
an addition for a control premium is unnecessary. However, the
control premium does not apply directly to the value of Rapid.
Rather, it applies to the value of the three wholly-owned subsidiaries. Further, it is a matter of logic that a valuation analysis which
is one step removed from the entities being valued generally is less
dependable than a valuation analysis that directly relates to the
entities at issue. Therefore, since petitioners' analysis directly relates
to the publicly-traded price (as reflected by the relevant PTE) of
the entities at issue (i.e., the subsidiaries) rather than an entity
one step removed from the analysis (i.e., Rapid), Rapid's argument
as to the relationship between its unaffected publicly-traded price
and a $51 per share value does not dissuade me from relying on
petitioners' analysis.
Rapid's second argument is that given Rapid's p/e ratio of
8.5, the $51 per share value includes a control premium value. As
with Rapid's first argument, Rapid relies on figures at its level
rather than figures at the subsidiaries' level. That is, Rapid's p/e
ratio is not the relevant p/e ratio. Rather, the subsidiaries' p/e
ratios are the relevant p/e ratios in determining whether the $51
per share value already includes compensation for the control pre-

3. My calculations are as follows: (1.45 x 424,184,000) + (1.20 x 241,277,000)

+ (1.30 x 33,269,000) - 269,417,000 - 74,142,000 + 9,600,000 + 200,711,000
= 814,600,900. Accordingly, Rapid's fair value on a per share basis is 814,600,900/
11,115,360 = $73.29. Therefore, I must add $22.29 per share to my prior valuation
determination of $51 per share.
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mium. Again, a valuation analysis that is one step removed from
the entities that are directly at issue is generally less dependable
than a valuation analysis that directly relates to the value of the
entities at issue. Therefore, since Rapid's argument focuses on a
p/e ratio that is one step removed from the level at which the
control premium applies and petitioners' analysis relies on the p/
e ratios of the entities directly at issue, Rapid's argument regarding
its p/e ratio and the applicable control premiums does not dissuade
me from relying on petitioners' analysis.
[7] Rapid's third argument is that, since I used only the market
value of debt, I have increased Rapid's value so significantly that
I need not add an amount to reflect Rapid's control over the three
subsidiaries. I interpret this argument as an implicit attempt to
revisit my determination as to what I should subtract as the value
of debt. I already have determined the amount to be subtracted as
debt in my previous decision and do not intend to change this
amount. Further, the use of the market value of Rapid's debt
obviously has no bearing on the valuation of Rapid's control over
its subsidiaries. Also, the subtraction of the market value of each
subsidiary's debt is part of an attempt to determine merely the
particular subsidiary's publicly-trade value (i.e., PTE value), which
assumes the holder is a minority shareholder in valuing the share,
see Rapid Am. Corp. v. Harris, Del. Supr., Nos. 369 & 430 (Consolidated), Moore, J. (Jan. 23, 1992), slip op. at 26. The amount
of debt to be subtracted in determining the subsidiary's publiclytraded value on a minority shareholder basis has absolutely no
bearing on the proper value of the control premiums reflecting
Rapid's control over the subsidiary. Therefore, this argument also
does not dissuade me from relying on petitioners' analysis as to
the proper value of the control premiums.
III.

CONCLUSION

On remand, the Supreme Court has charged me with the duty
of determining the appropriate amount, if any, that I must add to
my fair value determination in order that Rapid's value reflects its
control over its three wholly-owned subsidiaries. Petitioners argue
from the p/e ratios of the three subsidiaries, from the p/e ratios of
all companies and of companies in the same industry and from the
control premiums received by all entities and by entities only within
the same industry that I must add $22.38 per share to the value
of Rapid in order that its value fully reflects fair value. However,

