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decreased to $24 million by October 9, 1991, the date the Prospectus
was issued.
The second alleged disclosure violation is that Salton failed to
disclose that its financial resources were insufficient to develop products and to maintain adequate inventories for the forthcoming Christmas 1991 selling season.
Defendants, as will be discussed, deny that any disclosure violations occurred.
The Objectors to the proposed settlement in this Court, who
are among the plaintiffs in the Illinois Action, allege that the plaintiffs
in the Illinois Action began preliminary settlement discussions which
quickly reached an impasse when defendants' offer of $1.2 million
in settlement was rejected. (Although defendants concede that an
offer of settlement was made, they claim it did not exceed $1 million.)
The Objectors claim that the impasse led to the filing of this suit.
On January 6, 1992, Joseph De Angelis, who originally was the
sole named plaintiff in this subsequently filed Delaware action, brought
a purported class action suit against defendants in the United States
District Court for the Eastern District of Pennsylvania. Objectors
allege that De Angelis' counsel attempted to voluntarily dismiss that
suit without court approval, in violation of Fed. R. Civ. P. 23(e),
when he learned of the earlier- filed Illinois Action because he realized
that his suit would likely be transferred to Illinois by the federal
Judicial Panel for Multi-district Litigation. Court approval for the
voluntary dismissal of the Pennsylvania action was not obtained until
February 4, 1993. At oral argument at the Settlement Hearing in
this Court, De Angelis' counsel admitted he did not want to be part
of the Illinois litigation.
On January 28, 1992, the suit presently before this Court was
brought by Mr. De Angelis. The Objectors point out that both De
Angelis and his counsel testified at their depositions that De Angelis
was not consulted in connection with the decision to withdraw the
Pennsylvania action and to bring the Delaware action.
The allegations contained in De Angelis' Delaware suit are
substantially covered by the Illinois Action, although in the initial
Delaware complaint, De Angelis alleged only state law fraud claims.
The Delaware complaint also stated that De Angelis bought his stock
in the Initial Public Offering and held it through the end of the
class period. After Objectors took the deposition of De Angelis, in
connection with their objections to this settlement, it was learned
that this allegation was false and that De Angelis had, in fact, sold
his shares for $10.75 per share on October 23, 1991- well before
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the November 27th announcement. After the Stipulation of Settlement in this case was signed on September 4, 1992, and notice given
to the purported class members, De Angelis' complaint was amended
to add Mary Jane Regele as a plaintiff and to add federal securities
laws claims. The complaint was able to be amended without leave
of the Court, pursuant to Chancery Rule 15(a), because, unlike the
vigorously contested Illinois Action in which defendants filed a motion
to dismiss, defendants have never filed a responsive pleading in this
action.
It is not disputed that De Angelis' counsel began settlement
negotiations within two weeks of the filing of the Delaware suit. De
Angelis' counsel never made any formal document discovery demands
and never took any sworn depositions but instead conducted informal,
unsworn "interviews" with Salton personnel. An interview with the
representative of the underwriter with primary responsibility for the
Offering was not conducted until after the formal Stipulation of
Settlement was signed in September 1992.
At oral argument on March 1, 1993, De Angelis' counsel revealed that an agreement in principle had been reached with Salton
on May 11, 1992, to settle the case for $1,290,000. After Salton's
insurer objected to this settlement, De Angelis' counsel readily agreed
to reduce the amount of the settlement to $1,225,000.
De Angelis' counsel entered into the settlement agreement in
principle without consulting with a damages expert. Indeed, it was
not until over three months after the Memorandum of Understanding
of Settlement was signed that De Angelis' counsel obtained the
opinion of a damages expert that the proposed settlement was fair.
On May 5, 1992, certain of the plaintiffs in the Illinois Action
filed three suits in this Court: Prezant v. Dreimann, Del. Ch., No.
12,554-NC; Steinberg v. Dreimann, Del. Ch., No. 12,555-NC; and
Fenchel v. Dreimann, Del. Ch., No. 12,556-NC. The plaintiffs in these
suits immediately moved to consolidate their Delaware actions with
the earlier-filed De Angelis Delaware action and sought to have their
attorneys designated as the lead counsel for all the suits, including
the De Angelis suit. This maneuver was patently intended to block
any settlement negotiations between De Angelis and the defendants
so that defendants would be compelled to negotiate with plaintiffs
in the Illinois Action. This Court, while consolidating the cases for
trial, refused to order that the cases be merged or to designate
counsel in the newly filed Delaware actions as lead counsel for the
consolidated cases. De Angelis v. Salton/Maxim Housewares, Inc., Del.
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Ch., Nos. 12,420, 12,554, 12,555 & 12,556, Hartnett, V.C. (June 29,
1992).
On September 4, 1992, De Angelis and defendants entered into
a formal Stipulation of Settlement in this case. Under the terms of
this proposed settlement, Salton will pay $1,225,000 into a settlement
fund for the benefit of the class of shareholders who bought Salton's
stock in the Initial Public Offering or on the market between October 9,
1991, and November 27, 1991. The settlement is a so-called "global
settlement" with an "opt-out" provision; that is, it purports to bar
not just the claims asserted by De Angelis in this suit but also* all
other claims, including those asserted in the other Delaware actions
and in the Illinois Federal Action unless a class member opts out
of the settlement. Defendants have also agreed not to oppose an
application by De Angelis for up to twenty-five percent of the settlement fund for attorneys' fees and expenses.
Four of the plaintiffs in the Illinois Action-two of whom are
also plaintiffs in Delaware actions-have objected to the proposed
settlement and application for attorneys' fees. The Objectors argue
that the settlement is grossly unfair to the class. They also argue
that the process by which the settlement was reached was fatally
tainted and that if this Court approves the settlement, it will encourage plaintiffs' attorneys to file actions in courts other than the
one in which the initial action was filed in an effort to engage in
impermissible forum shopping in order to negotiate a "low-ball"
settlement and obtain a quick fee.

II
[1-2] Delaware law as to the settlement of class action suits is wellsettled. In class action suits, as in other litigation, courts strongly
favor the voluntary settlement of suits. Neponsit Inv. Co. v. Abramson,
Del. Supr., 405 A.2d 97 (1979). Chancery Rule 23(e) requires that
this Court review proposed settlements of class action suits in order
"to guard against surreptitious buy- outs of representative plaintiffs,
leaving other class members without recourse." Wied v. Valhi, Inc.,
Del. Supr., 466 A.2d 9, 15 (1983), cert. denied, 465 U.S. 1026 (1984).
[3-5] In reviewing a proposed class action settlement, this Court
"must apply its own business judgment in deciding whether the
settlement is reasonable .

. . ."

Polk v. Good, Del. Supr., 507 A.2d

531, 535 (1986). Not only must the terms of the settlement be carefully
examined, but this Court must also scrutinize the process by which
the settlement is procured. See Kahn v. Occidental Petroleum Corp., Del.
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Ch., No. 10,808, Hartnett, V.0. (July 19, 1989), slip op. at 8-11
(proposed settlement scrutinized for fairness to stockholders and'counsel). A settlement will be examined with heightened scrutiny and an
enhanced standard of review will be applied if the settlement process
appears likely to be unfair. Id., slip op. at 11.
Several aspects of the settlement process in this action are disturbing and, as a result, the terms of the settlement, as the endproduct of that process, must be given the closest scrutiny.
[6] First, De Angelis has not asserted any valid reason why this
Delaware action was brought when the Illinois Action, covering the
same factual allegations, had been pending for two months. The
courts of this State, in the interests of comity and judicial economy,
will stay after-filed suits when previously-filed suits stating similar
claims are pending in another court. Local Union 199, Laborers' Int'l
Union of N. Am. v. Plant, Del. Supr., 297 A.2d 37 (1972). This is
particularly so when the primary claims, as here, are based on federal
laws and a federal suit is already pending. That being the case, De
Angelis could not realistically have hoped to try this Delaware case
but could have only hoped to settle it. Accordingly, De Angelis'
bargaining position with defendants was necessarily significantly less
than the bargaining position of the plaintiffs in the already pending
federal suits.
[7] Indeed, it is highly suspicious that defendants not only did not
seek a stay of this action, but they did not move to have the complaint
dismissed or move to have class certification denied as they did in
the Illinois Action. De Angelis' initial complaint was particularly
vulnerable to a motion to dismiss because the only claims asserted
in it, state common law fraud claims, are not maintainable as claims
in a class action in this Court. Gaffin v. Teledyne, Inc., Del. Supr.,
611 A.2d 467 (1992).
While there is no direct evidence that either defendants or De
Angelis acted in bad faith, the contrast between defendants' lack of
defense to the De Angelis litigation in this Court and their defense
in the Illinois Action gives the unfortunate impression that defendants
preferred De Angelis as a f6e. De Angelis' counsel, in readily acceding
to the reduction of an agreed settlement sum and in not insisting
that defendants testify under oath, did little to dispel that impression.
Because of these deficiencies in the settlement process and the
existence of the undesirable forum shopping, the proposed settlement
must receive heightened scrutiny. Nevertheless, from an objective
review of the settlement, it is apparent that it is in the best interests
of the class members.
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III

[8] The factors to be considered in determining whether a settlement
should be approved include:
(1) the probable validity of the claims, (2) the apparent
difficulties in enforcing the claims through the courts, (3)
the collectabiity of any judgment recovered, (4) the delay,
expense and trouble of litigation, (5) the amount of the
compromise as compared with the amount and collectability
of a judgment, and (6) the views of the parties involved,
pro and con. Polk v. Good, Del. Supr., 507 A.2d 531, 536,
(1986) (citations omitted).
[9] In determining whether a settlement should be approved, a
court should not try the merits of the underlying claims but, after
considering the above factors, it must apply its own business judgment
to determine if the settlement is intrinsically fair. Id.
While it is always difficult to judge the merits of a case on a
limited record, from the present record it seems likely that plaintiffs
would have considerable difficulty proving either liability or damages.
The effect of the failure to disclose the decline in backlog orders is
somewhat offset by the defendants' claim (if true) that the failure
was not material because the existence of backlog orders is not a
fact that is relied upon in the industry as an indicator of future
sales. Defendants also assert that the decline in backlog between
June 1991 and September 1991 was part of a normal seasonal cycle

and the cause of the unusual decline in sales was an unexpected
failure of Salton's customers to reorder Salton's goods after the Initial
Public Offering had already taken place.
Defendants- also assert that there was no failure to properly
disclose that a lack of adequate financing might prevent the company
from maintaining adequate inventories because only $1.8 million of
the actual cancellations were caused by lack of financing and that
the Prospectus disclosed that up to $4.7 million in cancellations could
be caused by a lack of financing.
Particularly significant is that in order to justify the award of
the $6.9 million in damages claimed by the Objectors' damage expert,
plaintiffs would have to prove that the entire $3 per share decline
in Salton's share price that was experienced after the November 27,
1991 announcement was caused by the alleged failures to disclose
rather than by other factors.
This is not to say that it would be impossible for plaintiffs to
establish both liability and damages. However, at best, it will require
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time-consuming and expensive litigation with a minimal possibility
of ultimate success.
Even if the plaintiffs, sometime in the future, can obtain a
judgment against Salton greater than the substantial cash recovery
being offered here, there is a real danger that it would not be
collectible. Defendants assert that Salton's insurer has denied coverage
as to the claims and the underwriter defendants have asserted due
diligence defenses. Defendants also allege that Salton is a small
company with only seventy employees which, before the Initial Public
Offering, had a negative net worth and which has lost money in
five of the last six years. Protracted litigation in which top management would be intimately involved would undoubtedly consume
some of those limited resources and might impair Salton's ability to
survive, let alone pay any damage award.
Some weight must also be given to the fact that relatively few
shareholders have objected to the settlement or opted-out of it. The
notice of the proposed settlement that was sent out to the class
included a statement prepared by the Objectors that fully outlined
their reasons for opposing the settlement. Yet only eight shareholders
holding 6,400 shares (out of the 2.3 million shares sold at the Initial
Public Offering) chose to opt-out.
[10] Furthermore, the availability of the right to opt-out protects
the ability of class members who find the proposed settlement inadequate to continue the action in Illinois-however uneconomically
feasible that might be. In re MCA, Inc. Shareholders Litig., Del. Oh.,
No. 11,740 (Consolidated), Hartnett, V.0. (Feb. 12, 1993), slip op.
at 11.
After weighing all the circumstances, the Court concludes, in
its business judgment, that the interests of the class would best be
served by approval of the proposed settlement.
IV
Defendants have agreed not to oppose an application for up to
twenty-five percent of the settlement fund for an award of attorneys'
fees and costs.
[11-12] The general rule governing attorneys' fees is that a litigant
must, himself, defray the cost of being represented by counsel. Chrsler
Corp. v. Dann, Del. Supr., 223 A.2d 384, 386 (1966). There is a
recognized exception to this rule, however, when a suit produces a
common fund for the benefit of a class, the costs of producing that
benefit may be deducted from the benefit. Tandcrafts, Inc. v. Initio
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Partners, Del. Supr., 562 A.2d 1162 (1989); Maurer v. InternationalReInsurance Corp., Del. Supr., 95 A.2d 827, 830 (1953).
[13-14] The threshold question for determining eligibility for an
award of attorneys' fees in a class action that has been settled or
mooted is that the suit must have been meritorious when filed. Allied
Artists Picture Corp. v. Baron, Del. Supr., 413 A.2d 876, 879 (1980).
The Delaware Supreme Court has expressly rejected the notion that
if a defendant took a suit seriously enough to want to settle, it should
not matter whether the suit had legal merit when brought. Id.
[15] A claim is meritorious when filed "if it can withstand a motion
to dismiss on the pleadings if, at the same time, the plaintiff possesses
knowledge of provable facts which hold out some reasonable likelihood
of ultimate success." Chrysler, 223 A.2d at 387.
[16] De Angelis' application for attorneys' fees must be denied for
several reasons. The first is that his complaint was not meritorious
when filed. De Angelis' class action complaint, when filed, alleged
only state common law fraud claims. The Delaware Supreme Court
has recently held that when common law fraud claims are the sole
claims alleged in a suit, they may not be maintained as a class action
because individual questions of law or fact, particularly as to the
element of justifiable reliance, will inevitably predominate over common questions of law or fact. Gaffin v. Teledyne, Inc., Del. Supr.,
611 A.2d 467, 474 (1992). Therefore, De Angelis could not have
properly maintained his suit as a class action in this Court and could
only have brought ,it as an individual action.
Contrary to the representations in the complaint, De Angelis
sold his shares before the announcement of November 27, 1991.
According to De Angelis' own damages expert (and De Angelis
himself at his deposition), De Angelis, therefore, could not have
been damaged by the alleged disclosure failures. De Ange'lis could
not have possessed knowledge of provable facts that held out some
reasonable probability of success for his individual claim. Accordingly,
his complaint was not meritorious when filed and, therefore, he is
not entitled to attorneys' fees.
Furthermore, even if De Angelis' complaint had been meritorious when filed, equitable considerations weigh against this Court
awarding De Angelis attorneys' fees.
[17] An allowance of counsel fees in equity is "based on the historic
power of the Court of Chancery to do equity in particular situations."
Tandycrafts, Inc. v. Initio Partners, Del. Supr., 562 A.2d 1162, 1166
(1989). It is a fundamental maxim of equity that "he who seeks
equity must do equity." Because of several instances where this high

19941

UNREPORTED CASES

standard was ignored during the course of this litigation, this Court
should not award any attorneys' fees in this litigation.
In the complaint, it was represented to this Court that De Angelis
had held his Salton shares through the end of the class period when,
in fact, he had sold his shares shortly after purchasing them. De
Angelis persisted in this misrepresentation until the true state of
affairs was uncovered by discovery undertaken by the Objectors after
De Angelis had obtained certification as class representative (for
settlement only) based, in part, on the representations in his complaint.
Objectors allege, and De Angelis does not dispute, that De
Angelis' counsel "dismissed" his purported class action suit in Pennsylvania federal court in violation of Fed. R. Civ. P. 23(e)'s requirement that leave of court must be obtained to dismiss a class action
suit. Leave of that court was not obtained until almost a year after
the dismissal. It appears likely that De Angelis' counsel sought that
dismissal because he knew that his suit would be transferred to
Illinois by the Federal Judicial Panel for Multi- district Litigation.
Indeed, at oral argument, De Angelis' counsel admitted that he
sought the dismissal in part because he did not want to be part of
the Illinois litigation.
[18] The requirement that leave of court be obtained to dismiss a
class action suit is not a mere technicality. It serves an important
function in ensuring that class representatives are faithful in carrying
out the fiduciary duties which they owe to class members. See W1ied
v. Valhi, Inc., Del. Supr., 466 A.2d 9 (1983), cert. denied, 465 U.S.
1026 (1984).
As indicated, it seems likely that the Pennsylvania federal suit
was "dismissed" to prevent it from being transferred to Illinois by
the Federal Judicial Panel for Multi-district Litigation. The role of
that panel is to unite suits filed in federal courts in a single forum
so as to avoid duplicative litigation in multiple fora which wastes
the limited resources of the judicial system as well as those of the
litigants.
Because De Angelis' counsel "dismissed" that suit and brought
suit in this Court, two courts, in addition to the Illinois federal
court, have been required to use their sparse judicial resources in
considering litigation arising out of the same conduct-the precise
evil that the Federal Judicial Panel for Multi-district Litigation was
intended to remedy.
[19] Unnecessary parallel litigation is wasteful of judicial and litigant
resources. Maldonado v. Flynn, Del. Ch., 417 A.2d 378 (1980). It
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also raises the specter that a defendant will negotiate a "low-ball"
settlement with an unscrupulous or lax plaintiff in one forum to

circumvent a vigorously pursued case in another forum. See John C.
Coffee, Jr., "Suspect Settlements in Securities Litigation" N. Y.L.J.,
Mar. 28, 1991, at 5. While there is no direct evidence that such
conduct occurred here, this Court cannot look favorably upon litigants
who unnecessarily create such risks.
This Court, therefore, in its discretion, declines to award any
attorneys' fees to the plaintiffs or their counsel to be paid out of the
fund created by the settlement. The plaintiffs, however, may be
entitled to receive out of the settlement sums the actual out-of-pocket
costs upon proving those amounts.
V
The defendants shall submit an amended proposed order.

IN RE FLS HOLDINGS, INC. SHAREHOLDERS
LITIGATION
No. 12,623 (Consolidated)
Court of Chancery of the State of Delaware, New Castle
April 2, 1993
Revised April 21, 1993
Preferred stockholders of acquired corporation brought class action suit against corporate directors and certain stockholders, claiming
that the purchase price negotiated in the merger was not fairly
allocated between the common and preferred stock of the acquired
corporation. The parties engaged in settlement negotiations; subsequently, proponents of a settlement agreement applied to the court
for an order under Delaware Chancery Court Rule 23(e) approving
the settlement and for dismissal of certain class action claims. Members of the class holding approximately twenty percent of the preferred's claims objected to the settlement proposal and sought
permission to intervene in order to continue the adjudication of the
claims.
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The court of chancery, per Chancellor Allen, held that: (1) the
directors, although they were elected by the common stock, owed a
fiduciary duty to the preferred stockholders; (2) the proponents of
the settlement agreement failed to establish that the settlement provided the class with a fair consideration in exchange for the relinquishment of its claims; (3) the settlement was unfair and must be
rejected; and (4) at trial, defendants would bear the burden of proving
that the allocation was fair to the preferred.

1. Compromise and Settlement

55, 63, 70

Those who would seek a court to settle and dismiss claims of
absent class members must bear the burden to demonstrate that the
proposed settlement is a fair compromise and represents adequate
compensation for the claims to be released, considering the apparent
strengths and weaknesses of those claims.
2.

Corporations

0

307

Directors of a corporation, although elected by the common
stock, owed fiduciary duties to both the preferred and common
stockholders and were obligated to treat the preferred fairly.
3.

Corporations

C

307, 320(1)

Fairness standard governing fiducairy relationship is an opaque
one that, unless procedures are employed that are sufficient in themselves to give reasonable assurance of fairness, may require a reviewing agency to make a highly specific inquiry of the company

and the transaction.
4.

Compromise and Settlement

c= 57, 63, 70

Plaintiff's expert's opinion and investment banker's ex post opinion that allocation was fair to the preferred would not substantially
assist in satisfying defendant's burden of showing that the allocation
was fair in light of other facts in the record.
5.

Compromise and Settlement

0-- 6(1), 6(3), 63

Improved disclosures may prove beneficial to class members and
may constitute consideration of a type which will support a settlement
of claims.
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<>- 307

Directors' conduct is subject to review by the standard of entire
fairness.
7. Compromise and Settlement

0-

6(1), 6(3), 63

Improved disclosures are scant consideration to support the
surrender of plaintiffs' claims where plaintiffs' claims are of arguable
merit.
8.

Compromise and Settlement

C== 6(1), 63, 70

Where defendants agree to pay greater consideration in exchange
for plaintiffs' promise to settle litigation immediately and secure the
court's approval of the settlement at a later date, if the court concludes
that in fact a financial change was negotiated and already consummated, the court is obligated to act as an "honest litigant" and
accept at the settlement hearing that the past payments made to the
plaintiff class are consideration to support the settlement.
9.

Compromise and Settlement

0

6(1), 63, 70

Defendants' alleged act of refraining from reducing the allocation
to the preferred by an additional $1.7 million, alone, is not sufficient
evidence to require the court to find that there was a benefit to the
class.
Joseph A. Rosenthal, Esquire, and Norman M. Monhait, Esquire,
of Rosenthal, Monhait, Gross & Goddess, P.A., Wilmington, Delaware; Goodkind Labaton Rudoff & Sucharow, New York, New
York, of counsel; and Wechsler, Skirnick, Harwood, Halebian &
Feffer, New York, New York, of counsel, for plaintiffs.
Anthony W. Clark, Esquire, Matthew F. Boyer, Esquire, and Steven
W. Hardy, Esquire, of Skadden, Arps, Slate, Meagher & Flom,
Wilmington, Delaware, for defendant FLS Holdings, Inc.
Stephen E. Jenkins, Esquire, and Richard D. Heins, Esquire, of
Ashby & Geddes, Wilmington, Delaware, for individual defendants.
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Craig B. Smith, Esquire, Joanne M. Shalk, Esquire, and Kathleen
M. Miller, Esquire, of Smith, Katzenstein & Furlow, Wilmington,
Delaware, for objectors Sullivan Money Management, Inc., Tangent
Fund, L.P., Reliance Standard Life Insurance Company, National
Bond Fund, and Employee Benefits Insurance Company.
ALLEN,

Chancellor

The present application is for an order under Chancery Court
Rule 23(e) approving the settlement and dismissal of certain stockholder class action claims. The class is comprised of the holders of
FLS Holdings, Inc. preferred stock, as of the date of a cash merger
between FLS and Kyoei Steel Ltd., an unrelated third party.
The claim asserted on behalf of the preferred is against the
members of the board of directors of FLS and certain stockholders.
The claim is that the price negotiated with Kyoei was not fairly
allocated between the preferred stock and the common stock of FLS.
The preferred had no right to vote for directors of FLS nor to vote
on the merger. Sullivan Money Management, Inc. v. FLS Holdings, Inc.,
Del. Ch., No. 12,731, Jacobs, V.C. (Nov. 20, 1992),, appealpending.
The proposed settlement offers no additional consideration to
the preferred. Rather the proponents of the settlement suggest that
their efforts in bringing this suit resulted in some additional disclosures in the merger and resulted in some negotiating positions by
the defendants that were more favorable to the preferred than would
have been taken otherwise. The only cash involved in the proposal
is the contemplated payment of $200,000 to the attorneys who have
pursued this matter on behalf of the class representative.
The proposal is objected to by members of the class holding
approximately 20% of the preferred's claims. The objectors charge
that the defendants breached their duties to them in allocating the
merger consideration between the common and preferred stock; that
the settlement makes no serious effort to compromise those claims;
and that it should be rejected. Finally they ask that they be permitted
to intervene to carry on the adjudication of this matter.

[1] Those who would seek a court to settle and dismiss claims of
absent class members must bear the burden to demonstrate that the
proposed settlement is a fair compromise and represents adequate
compensation for the claims to be released, considering the apparent
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strengths and weaknesses of those claims. See Barkan v. Amsted Indus.,
Inc., Del. Supr., 567 A.2d 1279, 1285 (1989).
What follows is a preliminary description and evaluation of the
claims asserted. It is not now possible to assess very closely the
likelihood that trial of the central claim would result in a determination that the allocation of the merger consideration was not fair.
I am, however, able to determine that at trial defendants would bear
the burden to establish that their allocation was fair; that the record
contains evidence that would support the claims asserted; and that
the consideration offered to settle the claim, excluding the cash
payment to the attorneys, is, in the circumstances, relatively insignificant. Together with objections of very substantial shareholders

and the willingness of others to press the claims, these factors lead
me to conclude that the proponents of the settlement have not borne
their burden on this motion. The motion will, therefore, be denied.
I.
A.

The 1988 Leveraged Buy-Out

FLS was formed in 1988 through a management affiliated leveraged buy-out of Florida Steel Company. The bankers and investors
in this transaction were Goldman Sachs & Company, and Citibank,
N.A. On August 28, 1988, FLS purchased 84.5% of the outstanding
common stock of Florida Steel for cash, through a tender offer at
$50 per share.'
FLS had three classes of stock, Class A and Class B common
and preferred stock. Only the 500,000 shares of Class A common
stock had voting rights. The Class A common shares were distributed
as follows: Senior management of Florida Steel, 33.78%; Goldman
Sachs, 45.56%; other FLS employees, 14.71%; other investors,
1.37 %; Citicorp Capital Investors, 4.3 %. Citicorp also held all 61,013
shares of Class B common.
The second step of the Florida Steel acquisition was accomplished
in November 1988. On November 17, FLS caused Florida Steel to
merge with a wholly owned subsidiary of FLS, thereby converting
1. To finance the purchase, FLS borrowed $180 million from banks; issued

$125 million in 14.5% subordinated debentures; and received $25 million in equity
from its common stock owners, roughly $16.63 million in cash and shares of Florida

Steel, and $8.33 million consisting of waivers by employees of rights under their
employment agreements.
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each of the remaining publicly held shares of Florida Steel, into the
right to receive one share of FLS preferred stock. Approximately
940,000 shares of preferred stock were issued in the back-end merger.
The preferred stock had a liquidation preference of $53.33 per share,
and a 17.5% dividend, payable in kind until February 1994 and in
cash thereafter. As a result of the payment of dividends in kind since
the buy-out, there are now 1,600,806 preferred shares outstanding,
representing, at original issue prices, an investment of $80 million.
The liquidation preference of these shares, including accrued but
unpaid payable in kind dividends, is $94.7 million.
B.

Continuing and Increasing Losses: 1988-1992

This LBO proved to be one of those that did not realize its
investors' hopes. Operating results failed to meet expectations; the
company incurred heavy losses. After earning net income of $3.04
million in 1990, FLS lost $8.9 million in 1991 and $24.2 million in
1992. By late 1991, FLS was in breach of certain financial covenants
in its lending agreement. Its banks entered into agreements with
FLS, waiving these breaches and agreeing to defer interest payments
until December 1992. In return, FLS agreed to stop paying interest
to its bondholders and to restructure the company. In sum, FLS
was on the brink of insolvency. FLS management and Goldman
Sachs began a world-wide search for potential buyers for the company
and began to consider other options, such as filing for bankruptcy
protection.
C. Negotiations to Sell FLS to Kyoei Steel, Ltd.
The highest offer obtained through these efforts was that of
Kyoei Steel, Ltd., which approached Goldman Sachs informally on
May 4, 1992, and propos6d buying all of FLS's common stock for
$10 per share ($5 million), all of the preferred for $27 per share
($43.2 million), and repaying all FLS debt at 100 cents on the dollar.
Goldman Sachs, who had been retained by the board to handle the
matter, told Kyoei's negotiator, Peter Offerman of BT Securities,
Inc., that Kyoei was being too generous to the preferred stock and
not generous enough to the common stock.2

2. Let me add an interpretive observation: The negotiator for the board

was in a tricky negotiation posture, given the effect that the negotiation might have
on the interests of others not present-debt holders and preferred stock. These
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On May 12, 1992, Kyoei submitted a written proposal to FLS
which doubled the offer for the common stock to $20 per share ($10
million), while reducing the offer for the preferred stock to $24 per
share ($38.4 million). This proposal called for paying all bank debt
in full and debentures 95 cents on the dollar. This offer was contingent
upon acceptance by 90% of the preferred stock and debenture holders,
and apparently contemplated a tender offer for these securities.
Hand-written notes from meetings of the FLS leadership the
next day suggest that it was concerned that the allocation between
the preferred and common was unfair to the common and, therefore,
unfair to the directors and their affiliates. The notes state that FLS
management discussed the fact that the preferred had "no options"
because the common could "decide to sell or not to sell." Notes
from an FLS staff meeting on May 14, 1992, reflect concerns that
if the transaction is not completed quickly "the preferred will get
organized and 'want more'."
On May 22, ;,at the FLS Board Meeting, the question of the
allocation between preferred and common stockholders was discussed
and legal counsel reported that the allocation "must be fair." (OX
12). At a second board meeting on May 27, the amount of the offer
for the equity as a whole was described as inadequate and the split
between preferred and common as "not good." (OX 13). Representatives of Goldman Sachs proposed that FLS demand from Kyoei
$60 million, with $20 million going to the common and $40 million
to the preferred.
On June 3, Kyoei extended a third offer to FLS, proposing to
pay $12.4 million to the common and $38.4 million to the preferred.
This offer contemplated a merger and no vote by the preferred stock
would be required to complete the transaction.
Goldman Sachs continued to negotiate for a higher price for
the common stock, apparently seeking $20 million. Eventually a
compromise was negotiated, and on June 26, 1992, both parties

others might threaten to impede a transaction through court action. Thus, the
preferred strategy for a buyer would be to pay as high a proportion of the total
selling price as possible, to the absent interest holders. So long as the common
stock with whom he was negotiating would agree, then the best chance for a
completed transaction is achieved in that way. Thus, a buyer in this position has
an incentive to offer more than a fair share to the absent party. I mention this
because seeing things in this way permits one to interpret the directors' negotiation
positions as quite possibly the behavior of persons acting in a fair way despite the
fact they were asking that the common be paid more and the preferred less.
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agreed to a merger between FLS and a wholly owned subsidiary of
Kyoei, in exchange for the payment of 100% of the debts owed to
banks and bondholders, $38.4 million to the preferred stock and $15
million to the common stock.
D.

The Final Terms of Kyoei's Purchase of LS

Upon completing its due diligence, however, Kyoei apparently
discovered $24 million in higher than expected liabilities for environmental clean-up, settlement of a federal criminal and civil investigation, and additional pension costs. Offerman recommended
that Kyoei not seek to reduce the price by the full $24 million. He
predicted that if Kyoei attempted to do so, FLS would reject the
entire deal and attempt a stand alone restructuring in which, in his
estimation, the Preferred Stock would receive a substantial equity
stake, worth approximately $40 million, while the common stock
would receive an equity stake worth roughly $5-10 million.
FLS offered Kyoei a total price reduction of $12.8 million, with
a $7.2 million reduction borne by the preferred and $5.6 million
borne by the residual risk bearing common stock. Kyoei rejected
this offer and demanded a $15 million total reduction to which FLS
agreed. The additional $2.2 million was deducted solely from the
consideration to be paid to the preferred stock. A final further
reduction of $400,000 was later agreed to and this amount was borne
exclusively by the common stock. (DX 78). The final price received
by the common stockholders therefore, was $17.998 per share ($9
million) while the preferred received $18.124 per share (529.013
million).
The common stockholders, thus, recouped 54% of their cash
investment and 36% of their total investment (i.e., including waivers
of rights by management to deferred compensation) despite three
years of losses that exceeded their equity investment. The preferred
stock recouped 62% of the value of the Florida Steel common stock
interests they surrendered in the 1988 back-end merger. The preferred
stockholders had, of course, a legal right to dividends payable in
kind at a rate of 17.5%, and payable in cash beginning in 1994.
This contracted for return on their investment, which the preferred
stockholders earned for over three years, is difficult to value. What
is clear, however, is that the proportionate claim of the preferred
stock in FLS grew at a 17.5% annual rate, and its investment is
greater than that represented by their original $47 million contribution at the time of the merger.
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Procedural Protectionsfor the Preferred Stock
1. Safeguards Generally Lacking

FLS was represented in its negotiations with Kyoei exclusively
by directors who either owned large amounts of common stock, or
were affiliates of Goldman Sachs and Citicorp. No independent
adviser or independent directors' committee was appointed to represent the interests of the preferred stock who were in a conflict of
interest situation with the common. 3 The preferred stock did not
have a right to vote on the transaction or on the allocation. An
opinion was issued by an investment banker, after the merger agreement had been signed, concluding that the allocation was fair to the
preferred.
2.

The Salomon Brothers Fairness Opinion

On July 28, 1992, FLS retained Salomon Brothers, Inc. to
render an opinion as to the fairness of the Kyoei merger to the
preferred stockholders, especially with regard to the fairness of the
allocation between the preferred and common stock. FLS paid Salomon Brothers $400,000 for its work. To determine the fairness of
the allocation, Salomon examined other transactions in which distressed companies were sold or restructured and the equity value of
the company divided between the preferred and common stock. The
record does not indicate whether the transactions examined involved
arm's-length bargaining between representatives of the preferred and
common, or whether the common stock controlled these transactions,
as in the present case.
Salomon's survey of other restructuring transactions showed that
the median share of the total consideration paid to equity holders,
received by preferred stockholders in restructurings, was 68.7 %. The
FLS preferred stock received 75.5 % of the total consideration received
by equity in the sale to Kyoei. Based upon this comparison, Salomon
opined that the allocation of consideration between the preferred and
common stock was fair to the preferred stock from a financial point
of view.

3. A bondholders' steering committee represented the interests of debenture
holders. Debenture holders were originally offered only 95 cents on the dollar and
eventually received payment in full.
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I I.

A.

The Value of the Claims Proposed to be Settled

[2-3] In allocating the consideration of this merger, the directors,
although they were elected by the common stock, owed fiduciary
duties to both the preferred and common stockholders, and were
obligated to treat the preferred fairly. See Eisenberg v. ChicagoMilwaukee
Corp., Del. Ch., 537 A.2d 1051, 1062 (1987); Jedwab v. AGM Grand
Hotels, Del. Ch., 509 A.2d 584, 593-94 (1986). That standard is, of
course, a somewhat opaque one that, unless procedures are employed
that are sufficient in themselves to give reasonable assurance of
fairness, may require a reviewing agency to make a highly specific
inquiry of the company and the transaction.
In preliminarily assessing plaintiffs' claim, I note first that here
no mechanism employing a truly independent agency on the behalf
of the preferred was employed before the transaction was formulated.
Only the relatively weak procedural protection of an investment
banker's ex post opinion was available to support the position that
the final allocation was fair. Plaintiffs' expert has also now opined
that the allocation was fair to the preferred. (Koslow Aft. 35).
[4] These opinions, while of some weight, in light of the other facts
in the record, would not substantially assist in satisfying defendants'
burden of showing that the allocation was fair. Defendants may very
well meet their burden later in this litigation. On this motion,
however, I conclude only that there is a substantial issue that is
fairly litigable.
If this case proceeds to an adjudication of the merits of plaintiffs'
claims, defendants will bear the burden of proving that the allocation
was fair to the preferred. Compare In re Trans World Airlines, Inc.
Shareholders Litig., Del. Ch., No. 9844, Allen, C. (Oct. 21, 1988).
B.

Value of the Settlement to the Class

Plaintiffs and defendants claim that the settlement provides two
benefits to the plaintiff class. First, plaintiffs obtained enhanced
disclosure of the terms of the merger and the negotiations surrounding
it, and a notice describing their rights to seek judicial appraisal of
their shares under 8 Del. C. § 262 (1991). Plaintiffs claim that these
disclosures are of material benefit to the class because class members
may use the information in electing the appraisal remedy. Second,
plaintiffs claim that the settlement has produced an allocation of
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merger consideration which is more favorable to the preferred than
it would have otherwise been. The more favorable allocation amounts
4
to a claimed benefit of approximately $1.7 million.
1. Therapeutic Disclosures
[5-7] Improved disclosures may certainly prove beneficial to class
members and may constitute consideration of a type which will
support a settlement of claims. This court has often approved the
settlement of very weak stockholder suits, typically involving claims
that disinterested directors should be held liable for actions apparently
protected by the business judgment rule. When such weak claims
are presented, settlement in exchange for the minimal benefit represented by the adoption of therapeutic measures is one relatively
cheap way of concluding worthless litigation on a voluntary basis.
In the pending case, by contrast, the directors' conduct is subject
to review by the standard of entire fairness. Plaintiffs' claims are of
arguable merit and the therapeutic measures of the type offered in
this case are scant consideration to support their surrender.
2.

More Favorable Allocation
Had plaintiffs agreed to settle this litigation in exchange for the
payment of $1.7 million to the plaintiff class, that payment would
constitute substantial consideration for claims that have an absolute
upward bound of $9 million and which, even assuming that they
do have merit, are in all likelihood worth substantially less. In this
case, however, plaintiffs' claim that the settlement has already conferred this benefit upon the plaintiff class is extremely problematic.
[8] It is quite common, in litigation of this type, for the parties to
enter into agreements whereby defendants pay greater consideration
in a merger or other transaction, in exchange for plaintiffs' promise
to settle the litigation immediately and secure the court's approval
of the settlement at a later date. In such cases, if the court concludes
that in fact a financial change was negotiated and already consummated, the court is obligated to act as an "honest litigant," and
accept at the settlement hearing that the past payments made to the

4. The argument in favor of this cash benefit is dubious. Plaintiffs, without
any specific evidentiary support, claim that when Kyoei demanded a $15 million
price reduction and defendants acceded to reducing the price by that amount
($5.6mm from common $9.4mm from preferred see p. 6) that, but for this lawsuit,
the preferred would have been allotted an even greater portion of this burden.
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plaintiff class are consideration to support the settlement. Barkan v.
Amsted Indus., 567 A.2d at 1284- 85.
[9] This case is different in a number of respects. Most fundamentally, the alleged benefit to the class consists not of an increased
payment to the class, but of the defendants' (alleged) act of refraining
from reducing the allocation to the preferred by an additional $1.7 million.
On the evidence, I find no basis to suppose that such restraint
occurred or that the settlement of this litigation had anything to do
with how that renegotiation proceeded. Focusing simply on the renegotiation, it cost the preferred $9.4 million. Perhaps there is a
substantial benefit in there, but additional evidence will be necessary
to persuade me of that fact.
I II.
The class claims are certainly litigable. Should plaintiffs be
successful, their claims could possibly be worth several million dollars.
The consideration offered for the release of the claims is extremely
small, providing some therapeutic measures and no monetary benefit
for the class. In addition, the refusal of a large holder of class claims
to accept the settlement, combined with its desire to itself facilitate
the adjudication of its rights, is a factor I can properly take into
account on this motion.
Though further litigation may well prove plaintiffs' claims to
be groundless, that has yet to be done. The proponents of the
settlement agreement have failed to meet their burden of establishing
that the settlement provides the class with a fair consideration in
exchange for the relinquishment of its claims. The court, applying
its own business judgment, finds that the settlement is unfair and
must be rejected.
IT IS SO ORDERED.
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PAUL N. GARDNER DEFINED PLAN TRUST v. DRAPER
No. 12,825-NC
BALLAN v. DRAPER
No. 12,827-NC
JAROSLAWICZ v. DRAPER
No. 12,828-NC
Court of Chancery of the State of Delaware, Kent
April 8, 1993
Plaintiffs, shareholders of Delaware corporation, filed three stockholder shareholder derivative suits alleging a breach of fiduciary duty
by the directors of the corporation. Plaintiffs subsequently moved to
voluntarily dismiss the suits or, alternatively, to stay the actions
pending resolution of similar actions in other state and federal courts.
Defendants opposed the motion to dismiss contending that dismissal
would prejudice their defense because the court had not yet ruled
on their motion for summary judgment and opposed the motion to
stay on the basis that Delaware was the appropriate forum to resolve
the controversy.
The court of chancery, per Vice-Chancellor Hartnett, held that
plaintiffs were entitled to voluntarily dismiss their claims because (1)
defendants did not suffer any prejudice, because only five weeks
elapsed between filing of complaints and this motion, and (2) the
court could not assume that sister courts would misapply the law.
1. Pretrial Procedure

0

501, 502

Leave of court is required for plaintiffs to voluntarily dismiss
their suits where defendants had previously filed a motion for summary judgment. DEL. CH. CT. R. 41(a).
2. Pretrial Procedure

C

501, 502

A voluntary dismissal under Chancery Rule 41(a)(2) is at the
sound discretion of the court.

3.

Federal Courts

C

DEL.

CH. CT. R. 41(a)(2).

72

A plaintiff is ordinarily allowed to try his claims in a forum of
his own choosing.
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Pretrial Procedure
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C

501, 502

A voluntary dismissal by a plaintiff will be permitted by the
court unless the defendant will suffer some plain legal prejudice,
other than defending a second lawsuit.
5.

Federal Civil Procedure
Pretrial Procedure

C- 1700

C= 506, 510

There is no hard and fast rule as to when the timing of a
voluntary dismissal constitutes prejudice to a defendant.
6.

Federal Civil Procedure
Pretrial Procedure

C

1700, 1701

C= 502, 506

While the existence of a filed motion for summary judgment is
relevant, a court may also consider other factors in determining
whether a defendant would suffer prejudice from a voluntary dismissal.
7.

Pretrial Procedure

C- 502

In deciding whether a defendant would suffer prejudice from a
voluntary dismissal, a court is free to consider the extent of defendant's effort and expense in preparation, excessive delay, and lack
of diligence on the part of plaintiff in prosecuting the action, or
whether there has been sufficient explanation of the reason for a
plaintiff to voluntarily dismiss his case.
8.

Pretrial Procedure

0:- 506, 510

Defendants did not expend significant effort in defending Delaware actions where their motions for summary judgment were filed
within five weeks of the filing of the complaints, before any discovery
had taken place.
9.

Pretrial Procedure

c:- 506

Plaintiffs could have voluntarily dismissed their suits as a matter
of right because no answer or motion for summary judgment had
been filed. DEL. CH. CT. R. 41(a)(1).

DELAWARE JOURNAL OF CORPORATE LAW

10.

Pretrial Procedure

[Vol. 19

0-506, 510

Plaintiffs cannot be charged with excessive delay or lack of
diligence because their motions to voluntarily dismiss the Delaware
actions were made within five weeks of the filing of the complaints.
11.

Pretrial Procedure

0:

501, 510

Plaintiffs have valid reason for dismissing Delaware actions when
related litigation is being vigorously pursued in California federal
and state courts by a coordinated group of attorneys to which plaintiffs
desire to entrust the prosecution of their claims.
12.

0=310(1)

Corporations

A corporation's internal affairs involve matters peculiar to the
relationships among or between the corporation and its current officers, directors, and shareholders.
13.

310(1), 320(1)

Corporations

Courts

0

95(1), 511

The internal affairs doctrine requires that the law of the state
of incorporation should determine issues relating to those internal
corporate affairs.
14.

Courts

0= 95(1)
0=

Constitutional Law
C

Commerce
States

0

305(1)

82.20

5 1/2

The application of the internal affairs doctrine is mandated by
constitutional principles under the due process, commerce, and full
faith and credit clauses.
15.

Courts

o=511

Principles of comity and respect for sister state courts require
that a court not act on the assumption that a sister court will misapply
the law.
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Courts

C

CASES

11, 507, 514

Court lacked jurisdiction over plaintiffs in California federal and
state actions because they are not plaintiffs in the Delaware actions
and cannot enjoin them from proceeding with their actions in California.
17.

Courts

507

The chancery court does not have the power to enjoin a litigant
from prosecuting an action in personam in a federal court that has
jurisdiction over both the parties and the subject matter.
Joseph A. Rosenthal, Esquire, and Kevin Gross, Esquire, of Rosenthal, Monhait, Gross & Goddess, P.A., Wilmington, Delaware,
for plaintiffs.
Stephen E. Jenkins, Esquire, of Ashby & Geddes, Wilmington,
Delaware, for defendants.
Rodman Ward, Jr., Esquire, and Jay W. Eisenhofer, Esquire, of
Skadden, Arps, Slate, Meagher & Flom, Wilmington, Delaware, for
defendants.
HARTNETT,

Vice-Chancellor

These three stockholder shareholder derivative suits were brought
in this Court by certain shareholders of National Health Laboratories
("NHL"), a Delaware corporation. The suits allege breaches of
fiduciary duties by the directors of NHL in connection with criminal
and civil fines paid by NHL arising out of illegal charges to federal
and state medical programs. Plaintiffs now seek to voluntarily dismiss
the suits pursuant to Chancery Rule 41(a)(2) or, alternatively, to
have these actions stayed because of other pending actions challenging
the same conduct in state and federal courts in California.
Defendants oppose the motion to dismiss on the basis that they
will be prejudiced by the dismissal and oppose the motion to stay
on the basis that Delaware is the appropriate forum to resolve the
controversy. Because defendants have not shown that they will be
unfairly prejudiced by the dismissal and because it is in the interest
of justice and judicial economy, plaintiffs' motion to dismiss must
be granted.
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I
NHL operates clinical laboratories in the United States. On
December 18, 1992, it was announced that NHL had agreed to plead
guilty to federal criminal charges in connection with false claims
submitted to a federal medical program and that Robert Draper,
NHL's President and CEO, would plead guilty to federal criminal
charges in connection with false claims submitted to a federal and
a state medical program. NHL simultaneously agreed to pay civil
penalties totalling over $110 million.
Three days after the announcement, plaintiffs filed these three
actions ("the Delaware Actions"). Later that same day, three similar
shareholder derivative actions were filed in state court in California.
Within two weeks of the announcement, a total of six shareholder
derivative actions had been filed in state court in California ("the
California State Actions").
In addition, a total of thirteen federal securities fraud class action
suits were filed in the United States District Court for the Southern
District of California ("the California Federal Action"). Plaintiffs in
the Delaware Actions aver that the claims stated in the federal suits
are within the exclusive jurisdiction of the federal courts. Finally,
one shareholder derivative action alleging violations of the Federal
Racketeer-Influenced and Corrupt Organization Act was brought in
the United States District Court for the Southern District of California
("the RICO Action").
Plaintiffs in the Delaware Actions assert that all of the plaintiffs'
counsel in the actions pending in federal and state courts in California
have reached agreement among themselves as to the organization of
plaintiffs' counsel in those actions. The thirteen California Federal
Actions have been consolidated into a single suit and a single judge
has been assigned those actions and the RICO Action. Likewise,
the six California State Actions have been consolidated.
Plaintiffs' counsel in the Delaware Actions state that they have
agreed to become a part of and participate in the prosecution of the
California Federal Actions and the California State Actions.
[1] On January 19, 1993, defendants in the Delaware Actions
moved for summary judgment alleging that plaintiffs had not complied with the pre-suit demand requirement of Chancery Rule 23.1.
One week later, plaintiffs in the Delaware Actions filed their motions
to voluntarily dismiss or, alternatively, to stay the Delaware Actions.
Because defendants had previously filed a motion for summary judg-
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ment, leave of this court is required for plaintiffs to voluntarily
dismiss their suits. Ch. Ct. R. 41(a).
II
[2] A voluntary dismissal under Chancery Rule 41(a)(2) is at the
sound discretion of this Court. See In re Signal Cos. Litig., Del. Oh.,
Nos. 8121, 8122, 8123, 8133, 8136 & 8138-NC, Hartnett, V.C.
(Oct. 31, 1985), appeal refused, Del. Supr., 502 A.2d 979 (1985);
WRIGHT & MILLER, Federal Practice and Procedure: Civil 2d §2364.
[3-4] A plaintiff is ordinarily allowed to try his claim in a forum
of his own choosing. Signal, slip op. at 4-5. A voluntary dismissal
by a plaintiff will, therefore, be permitted by the Court unless the
defendant will suffer some plain legal prejudice, other than defending
a second lawsuit. Id., slip op. at 4; WRIGHT & MILLER, Civil
2d 52364.
Defendants argue that the pendency of their motions for summary judgment is sufficient to constitute prejudice if the Delaware
Actions are dismissed without disposing of those motions. Cf. Saviour
v. Revco Discount Drug Ctrs., Inc., D. Kan., 126 F.R.D. 569, 571
(1989); Klintworth v. Atlantic Coast Line R.R., D.S.C., 39 F.R.D. 330,
332 (1966).
[5] There is no hard and fast rule as to when the timing of a
voluntary dismissal constitutes prejudice to a defendant. See, e.g.,
Tyco Laboratoriesv. Koppers Co., 7th Cir., 627 F.2d 54 (1980) (voluntary
dismissal granted although motion for partial summary judgment
had been made).
[6-7] While the existence of a filed motion for summary judgment
is relevant, a court may also consider other factors in determining
whether a defendant would suffer prejudice from a voluntary dismissal. Id. at 56. These include the extent of defendant's effort and
expense in preparation, excessive delay and lack of diligence on the
part of plaintiff in prosecuting the action, or whether there has been
sufficient explanation of the reason for a plaintiff to voluntarily dismiss
his case. Id.; see also WRIGHT & MILLER, supra. §2364, at 169
("If the motion [to dismiss] is made at an early stage of the case,
before much has happened, it is more likely to be granted.").
[8] Defendants have not expended significant effort in defending
the Delaware Actions and their motions for summary judgment were
filed within five weeks of the filing of the complaints, before any
discovery had taken place.
[9] A defense that no pre-suit demand had been made is usually
raised as a motion to dismiss because it is a challenge to the sufficiency
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of the complaint. Plaintiff's counsel aver that on January 8, 1993,
as a matter of professional courtesy, they notified defendants that
they would be moving to voluntarily dismiss the Delaware Actions.
Because no answer or motion for summary judgment had been filed
as of that time, plaintiffs could have voluntarily dismissed their suits
as a matter of right. See Ch. Ct. R. 41(a)(1). Defendants' conduct
in filing their motions for summary judgment shortly after being
advised that the suits would be voluntarily dismissed leads to the
inference that the motions for summary judgment were interposed
merely as a regrettable attempt to show a basis for asserting prejudice
where no actual prejudice existed.
[10-11] Plaintiffs cannot be charged with excessive delay or lack of
diligence because their motions to voluntarily dismiss the Delaware
Actions were made within five weeks of the filing of the complaints.
Furthermore, plaintiffs have offered a valid reason for voluntarily
dismissing the Delaware Actions: that related litigation is being
vigorously pursued in California federal and state courts by a coordinated group of attorneys to whom plaintiffs desire to entrust the
prosecution of their claims.
If this suit is not dismissed, the federal suits (at least) will
continue. Donovan v. City of Dallas, 377 U.S. 408 (1964). There will,
therefore, be simultaneous suits proceeding in this Court and in the
California Federal Court, thereby leading to an undesirable and
inevitable waste of judicial resources and the real possibility of inconsistent rulings between the courts. See Maldonado v. Flynn, Del.
Ch., 417 A.2d 378 (1980).
These factors strongly weigh in favor of permitting plaintiffs to
voluntarily dismiss the Delaware Actions without prejudice.
III
Defendants argue, however, that the complaint in the Consolidated California State Action shows that the plaintiffs in that suit
intend to seek the application of California substantive law and that
this constitutes legal prejudice to defendants because NHL, by incorporating in Delaware, sought to have Delaware law applied to
matters involving its internal corporate affairs.
[12-13] A corporation's internal affairs involve matters peculiar to
the relationships among or between the corporation and its current
officers, directors, and shareholders. McDermott Inc. v. Lewis, Del.
Supr., 531 A.2d 206, 214 (1987). A conflict of laws principle known
as the internal affairs doctrine requires that the law of the state of
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incorporation should determine issues relating to those internal corporate affairs. Id. at 215.
In at least one instance, California courts have ignored the
internal affairs doctrine when determining matters relating to the
internal corporate affairs of a so-called "pseudo-foreign" corporation,
that is, a corporation that is incorporated outside California but
which has major contacts with California. See Western Air Lines, Inc.
v. Sobieski, Cal. App., 191 Cal. App. 2d 399, 12 Cal. Rptr. 719
(1961).
[14] The courts of Delaware have emphatically rejected Western Air.
This rejection is partially because the traditional conflicts of law rule
is preferable because it "serves the vital need for a single, constant
and equal law to avoid the fragmentation of continuing, interdependent internal relationships." McDermott, 531 A.2d at 216 (quoting
Kozyris, Corporate Wars and Choice of Law, 1985 Duke L.J. 1, 98).
Indeed, the Delaware Supreme Court has held that the application
of the internal affairs doctrine is mandated by constitutional principles
under the due process, commerce and full faith and credit clauses.
Id. at 216-19.
Under the principles set forth in McDermott, it is clear that
Delaware substantive law should be applied as to the pre-suit demand
and the breach of fiduciary duty issues raised in the California
litigation.
Defendants' argument, therefore, appears to be that this Court
should deny plaintiffs their right to litigate the action in a forum of
their choosing based on the possibility that the California courts may
err by not applying Delaware substantive law in these matters.
[15] Principles of comity and respect for sister state courts require,
however, that this Court not act on the assumption that a sister
court will misapply the law. See Stepak v. Tracinda Corp., Del. Ch.,
No. 8457-NC, Allen, C. (Aug. 18, 1989), slip op. at 18- 19.
Furthermore, even if this Court was convinced that the California
courts would apply California substantive law instead of Delaware
law, denying the motion to dismiss would not ensure that Delaware
substantive law would be applied to the issues raised in this litigation.
The named plaintiffs in the Delaware Actions are not named
plaintiffs in the California Federal or State Actions. The plaintiffs
in the Delaware Actions could defeat any attempts by this Court to
retain jurisdiction over the Delaware Actions by selling their NIHL
shares. See 8 Del. C. § 327; Haff v. Kerkorian, Del. Ch., 324 A.2d
215 (1974); modified, Del. Supr., 347 A.2d 133 (1975).
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[16-17] Because the plaintiffs in the California Federal and State
Actions are not plaintiffs in the Delaware Actions, this Court lacks
jurisdiction over them and cannot enjoin them from proceeding with
their actions in California. Even if this Court had jurisdiction over
the plaintiffs in the California Federal Actions, this Court does not
have the power to enjoin a litigant from prosecuting an action in
personam in a federal court that has jurisdiction over both the parties
and the subject matter. Donovan v. City of Dallas, 377 U.S. 408 (1964).
IV
Plaintiffs are, therefore, granted leave to voluntarily dismiss their
suits in this Court, without prejudice, upon payment of the costs.
IT IS SO ORDERED.

GARZA v. TV ANSWER, INC.
No. 12,784
Court of Chancery of the State of Delaware, New Castle
March 11, 1993
Plaintiffs, minority shareholders of defendant corporation, instituted suit against the Delaware corporation which they formerly
controlled and its directors. Plaintiffs stated three causes of action
against defendants: breach of fiduciary duties, abuse of discretion,
and breach of an implied contract. All of the alleged wrongs related
to a stock proffer from which plaintiff was excluded. Plaintiffs first
asserted that the defendants breached their duties of fair dealing and
loyalty by: (1) preventing plaintiffs from buying a pro rata share of
the offering; (2) lowering the price of new shares below their real
value, and (3) impairing the transferability of Morales' existing shares
of stock. Consequently, plaintiffs claimed that defendants breached
these fiduciary duties for their own benefit, and with the intent of
diluting plaintiffs' equity interest and voting power. Additionally,
plaintiffs contended that defendants oppressively abused their director
discretion by denying plaintiffs the opportunity to participate in the
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offering, forcing plaintiff out of his position as an officer and director,
and impairing the transferability of his stock. Lastly, plaintiffs maintained that defendants breached an implied contract that resulted
from the defendants' prior course of dealing and that this contract
granted plaintiff the right to maintain his pro rata stake in defendant.
Defendant corporation and its directors moved to dismiss plaintiffs' complaint for failure to state a claim upon which relief could
be granted, asserting: (1) a prior course of dealing could not create
an implied contract and, even if it could, a course of dealing could
not consist of a single stock proffer; (2) majority shareholders do
not breach any fiduciary duties owed to minority stockholders by
increasing the percentage by which the majority exerts control; (3)
plaintiffs did not plead fraud with particularity; and (4) their decisions
were protected from judicial scrutiny by the business judgment rule.
The court of chancery, per Vice-Chancellor Hartnett, denied
defendants' motion to dismiss. The court held that plaintiffs successfully stated a cause of action for breach of an implied contract
because such a contract may be created through the actions of the
parties. The court further held that defendants' motion to dismiss
could not be upheld because the complaint alleged that defendants
took advantage of the corporation and its shareholders in an attempt
to attain personal benefits; this constitutes a cause of action for
breach of fiduciary duties. Additionally, according to the court,
plaintiff did plead fraud with particularity. Finally, the court held
that defendants were not protected by the business judgment rule if
they were, in fact, attempting to benefit themselves by using their
discretion to injure shareholders.
1. Pleading

0=- 34(3), 354(17)

Pretrial Procedure
Equity

0=, 624, 683

C'362

For purposes of a motion to dismiss, a complaint may not be
dismissed unless it appears to a reasonable certainty that the plaintiff
could not be entitled to relief under any set of facts that could be
proved in support of his claim DEL. CH. CT. R. 12(b)(6).
2.

Pretrial Procedure

0

679, 687

Well-pleaded allegations of complaint are accepted as true for
purpose of motion to dismiss complaint for failure to state a claim
upon which relief can be granted. DEL. CH. CT. R. 12(b)(6).
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683

34(1), 34(3)
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On a motion to dismiss complaint for failure to state a claim
upon which relief can be granted, the court must construe the
complairit and all inferences contained therein in the light most
favorable to the plaintiff. DEL. CH. CT. R. 12(b)(6).
4.

Reformation of Instruments
Pleading

q

C= 36(3)

5

In order to survive a motion to dismiss, a complaint must fairly
appraise the defendants as to the facts which are relied upon by the
plaintiffs.
5.

Pretrial Procedure

0

679, 687, 689

Inferences or conclusions of law or fact will not be assumed to

be true without specific allegations of fact which support the inferences
or conclusions. Therefore, a claim may be dismissed if it is predicated

solely on conclusory allegations of law or fact that are not supported
by allegations of specific facts. DEL. CH. CT. R. 12(b)(6).
6.

Contracts

0

4

Implied and Constructive Contracts

0

1

Contracts will be implied, in fact, only when the court may
fairly infer such an intent from the evidence; such a contract represents the presumed intention of the parties as indicated by their
conduct. Therefore, an implied contract may arise from the conduct
of the parties.
7.

Implied and Constructive Contracts

0=, 1

Corporation argued that an implied contract to participate in a
stock offering cannot arise merely from a prior course of dealing;
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however, corporation failed to establish why an implied contract may
not arise simply because the alleged implied contract is a contract
to offer stock.
8.

Pretrial Procedure
Pleading

0

= 679, 687

34(1), 34(3)

For the 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, and all reasonable inferences
must be accepted which favor the sufficiency of the complaint. DE..
CH. CT. R. 12(b)(6).
9.

Pretrial Procedure
Pleading

C= 679, 687

C= 34(1)

A corporation's motion to dismiss, based on the argument that
a single stock offering is legally insufficient to establish a course of
dealing, must be denied when a reasonable inference to be drawn
from complaint is that the corporation made multiple stock offerings.
10.

Pretrial Procedure

0

689

In considering a motion to dismiss, only those allegations appearing in the complaint are to be considered by the court.
11.

Corporations

C=174, 182.3, 307

Corporate officers, directors, and majority shareholders owe
minority shareholders a fiduciary obligation of honesty, loyalty, good
faith, and fairness.
12.

Corporations

0= 310(1), 314(1)

Corporate officers and directors cannot use their position of trust
and confidence to further their private interest.
13.

Corporations

C= 310(1), 314(1)

Fiduciary obligations would have been breached if corporate
officers or directors intentionally issued watered-down stock to them-
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selves for the purpose of enriching themselves at the expense of the
corporation and the shareholders' existing investment in the corporation.
14.

Federal Civil Procedure
Fraud

= 636

C- 40, 41

When fraud is alleged, the circumstances constituting fraud must
be pleaded with particularity. The purpose of the particularity requirement is fairness: to enable an opponent to be informed of charges
so as to be able to prepare a defense to them. DEL. CH. CT. R.
9(b).
15.

Fraud

0-40, 41

Pleading

o

16

A complaint which alleged that individual directors set low prices
in pursuit of financial gain provided directors with notice of the
precise misconduct with which they were charged.
16.

Corporations

C= 310(1)

The business judgment rule exists to protect and promote full
and free exercise of managerial power granted to directors of corporations.
17.

Corporations

0= 310(1), 320(11)

The business judgment rule acts as both a procedural guide for
litigants and a substantive rule of law. As an evidentiary rule, it
creates a presumption that in making a business decision the directors
of a corporation acted on an informed basis, in good faith, and in
the honest belief that the action taken was in the best interest of the
company. Burden falls upon the proponent of claim against corporate
decision to rebut presumption and, unless this presumption is rebutted, the business judgment rule, as a substantive rule of law,
attaches to protect the directors and the decisions which they have
made.

19941
18.
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Corporations

0

310(1), 320(11)

The business judgment rule, as an evidentiary presumption, can
be rebutted by introducing evidence either of director self-interest,
if not self-dealing, or that the directors either lacked good faith or
failed to exercise due care. A director is interested if he receives a
personal financial benefit which does not devolve upon the corporation
or all stockholders generally.
19.

Corporations

0=- 310(1), 320(11)

The business judgment rule as a substantive rule of law would
not protect the directors' decision if the benefit they received from
a stock offering was not received by all shareholders.
20.

Corporations

0

152

Under Delaware law, the declaration of a dividend, like any
action of the directors, rests in the discretion of the directors, but
the business judgment rule does not protect the directors if they
grossly or fraudulently abuse the discretion entrusted to them by the
shareholders.
21.

Corporations

Oz

310(1), 320(11)

If shareholders can prove that directors' reasons for taking the
challenged actions were motivated by the wrongful purpose alleged
in the complaint-personal enrichment of the directors at the expense
of the existing investment of the shareholders-the shareholders might
be entitled to relief notwithstanding that such decisions were otherwise
lawful.
22.

Corporations

C- 193

Inequitable action, in the directors enriching themselves at the
expense of the shareholders, did not become permissible simply
because it was legally possible.
Henry N. Herndon, Jr., Esquire, Kent A. Jordan, Esquire, and
Joseph C. Schoell, Esquire, of Morris, James, Hitchens & Williams,
Wilmington, Delaware; and James J. Murphy, Esquire, William F.
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Bavinger, Esquire, and Jo Anne Clark, Esquire, of Bryan Cave,
Washington, D.C., of counsel, for plaintiffs.
Charles F. Richards, Jr., Esquire, and Anne C. Foster,
Richards, Layton & Finger, Wilmington, Delaware; and
Kavaler, Esquire, Phillip C. Essig, Esquire, David M.
quire, and Suzanne M. Sofer, Esquire, of Cahill Gordon
New York, New York, for defendants.
HARTNETT,

Esquire, of
Thomas J.
Elkins, Es& Reindel,

Vice-Chancellor

Plaintiffs, Fernando Morales Garza ("Morales") and Chid-

dingfold Financial Services, Ltd. ("Chiddingfold"), a Cayman Islands corporation controlled by Morales, instituted this suit against
TV Answer, Inc. ("TV Answer"), a Delaware corporation, and its
directors alleging that the director-defendants had breached their
fiduciary duties, "oppressively abused their discretion as directors"
and breached an implied contract to permit Morales to maintain his
proportionate shareholder interest in TV Answer. All defendants
moved to dismiss the complaint for failure to have stated a claim
upon which relief can be granted and to have plead fraud with
particularity under Chancery Rules 12(b)(6) and 9(b).
Because the allegations in the complaint, if true, would permit
a recovery for breach of fiduciary duty, defendants' motion to dismiss
the breach of fiduciary duty claim for failure to state a cause of
action must be denied.
Similarly, the various acts claimed to constitute "oppressive
abuses of directorial discretion," if done for the allegedly wrongful
purposes, would constitute a breach of fiduciary duty. Accordingly,
defendants' motion to dismiss that claim must also be denied.

To the extent that Morales was required to describe the circumstances constituting an alleged fraud with particularity, he has
done so. Therefore, defendants' motion to dismiss this claim under
Chancery Rule 9(b) is denied.
Finally, plaintiffs' claim that there existed an implied contract
that Morales was entitled to maintain his proportionate shareholder
interest in TV Answer states a claim upon which relief can be granted
(if only barely so); and, therefore, it cannot be dismissed at this
stage of proceedings.

I
[1-3] For purposes of a motion to dismiss under Chancery Rule
12(b)(6), a complaint may not be dismissed unless it appears to a

1994]

UNREPORTED CASES

reasonable certainty that the plaintiff could not be entitled to relief
under any set of facts that could be proved in support of his claim.
Id.; Delaware State Troopers Lodge v. O'Rourke, Del. Oh., 403 A.2d
1109 (1979). All well-pleaded allegations in the complaint must be
accepted as true. Weinberger v. UOP, Inc., Del. Ch., 409 A.2d 1262,
1264 (1979); Grobow v. Perot, Del. Supr., 539 A.2d 180 (1988). And
a court must construe the complaint and all inferences contained
therein in the light most favorable to the plaintiff. TMdnberger supra;
Morgan v. Wells, Del. Ch., 80 A.2d 504 (1941).
[4-5] The complaint, however, must fairly apprise the defendants
as to the facts which are relied upon by plaintiff, Jefferson Chem. Co.
v. Mobay Chem. Co., Del. Ch., 253 A.2d 512 (1969), and inferences
or conclusions of law or fact will not be assumed to be true without
specific allegations of facts which support the inferences or conclusions. Bergstein v. Texas Int'l Co., Del. Oh., 453 A.2d 467 (1982),
appeal denied, Texas Int'l Co. v. Bergstein, Del. Supr., 461 A.2d 695
(1983); Cohen v. Mayor & Council of Wilmington, Del. Ch., 99 A.2d
393 (1953). A claim may be dismissed, therefore, if it is predicated
solely on conclusory allegations of law or fact that are not supported
by allegations of specific facts. Weinberger, supra.
II
According to the complaint, TV Answer was founded in 1986
by Morales to exploit interactive video data services technology
invented by him. Morales, directly and indirectly through Ohiddingfold, owns 20.41 % of the stock of TV Answer. The directordefendants allegedly own 75% of the stock.
Morales served as president and CEO of TV Answer until June
1992 when he resigned, allegedly under "duress," after the Board
voted to remove him. Morales continued to serve as a director of
TV Answer until September 1992. At that time, the shareholders,
including Morales, voted by written consent to delete a provision
from the bylaws of TV Answer that provided that each stockholder
holding at least 10% of the company's stock could elect one director
to the board. A new slate of directors was also elected by written
consent which did not include Morales.
In February 1992, TV Answer and Morales entered into a Stock
Purchase Agreement under which Morales made a $3 million cash
capital contribution to TV Answer in exchange for an as yet undetermined number of shares (the "February Offering").
In March 1992, the Board determined to offer all current stockholders, except Morales, the opportunity to purchase $20 million of
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new shares in the corporation (the "March Offering"). The offer
was not extended to Morales allegedly because of his February share
purchase. No price was set at that time for the shares but the price
would be the same as that paid by Morales in the February Offering.
In October 1992, the Board authorized an offering of $25 million
in new shares at a price of $2.65 per share (the "October Offering")
contingent upon shareholder approval of an increase in the total
number of shares authorized.
TV Answer sent Morales and Chiddingfold letters dated
October 26, 1992, that offered them the right to participate in the
October Offering in an amount equal to their proportionate share
ownership. The letters also stated that the February and March
Offerings had been priced at $2.65 per share. Morales was required
to accept the October Offering by November 10, 1992, and to pay
the approximately $5 million purchase price three business days
thereafter.
Morales objected to the designated period of time for accepting
the offer and paying for the shares and objected to the offering price
which he considered to be too low. Morales also asked for confirmation that certain of his existing shares could be transferred to
others because he was no longer a TV Answer "control person,"
as that term is defined in federal security laws. Morales claims he
intended to pledge or sell a portion of his holdings in order to finance
the purchase of additional shares.
By letter dated November 6, 1992, TV Answer claimed that no
offer had been made to Morales under the October Offering. The
letter also stated that TV Answer would not confirm that any of
Morales' stock could be transferred.
The complaint alleges that Morales undertook to "test the waters" to see if there was any investor interest in buying his shares
by the placing of an advertisement in the Wall StreetJournal. By letter
dated November 11, 1992, TV Answer expressed objection to this
effort and threatened to hold Morales responsible for any harm done
to the corporation because of the advertisement for his shares. The
same letter reiterated TV Answer's refusal to sell additional shares
to Morales or to confirm the transferability of his shares.
Morales' complaint alleges three causes of action. The first
alleges a breach of fiduciary duty. The complaint claims that as
directors and controlling shareholders of TV Answer, the individual
defendants had a fiduciary duty to treat all existing shareholders
fairly when issuing new stock. Morales claims that the individual
defendants breached their fiduciary duties of fair dealing and loyalty
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by taking various actions including denying him the opportunity to
purchase a pro rata share of the October Offering, pricing the shares
below their real value and impairing the transferability of Morales'
existing shares. Morales claims that these actions were taken for the
individual defendants' own benefit and with the improper purpose
of diluting his equity interest and voting power.
The complaint also asserts a second cause of action claiming an
"oppressive abuse of discretion" by the individual defendants in
their capacity as directors. The complaint asserts that the defendants
"intended to wrongfully freeze out the plaintiffs from their investment
and from participation in the fruits of the enterprise" by their actions
in refusing to permit them to purchase shares in the October Offering,
forcing Morales out as an officer and director, and frustrating his
attempts to finance additional share purchase through impeding the
transferability of his stock.
The complaint lastly asserts a cause of action for breach of an
implied contract to offer to Morales the right to subscribe to shares
proportionately to his existing shareholder interest in TV Answer.
III
Defendants, in support of their motion to dismiss, first argue
that the claims that are based on a violation of preemptive rights
to subscribe to stock should be dismissed because plaintiffs can have
no such rights.
8 Del. C. §102(b)(3) provides in pertinent part: "No stockholder
shall have any preemptive right to subscribe to an additional issue
of stock or to any security convertible into such stock unless, and
except to the extent that, such right is expressly granted to him in
the certificate of incorporafion."
The complaint does not allege that TV Answer's Certificate of
Incorporation provides for preemptive rights. Therefore, defendants
argue, any claims that are based upon a violation of such rights
must be dismissed.
While 8 Del. C. §102(b)(3) dearly abrogates the common-law
rule that shareholders have a preemptive right to subscribe to new
shares, plaintiffs' claims are not based on an assertion of a breach
of a common-law preemptive right. Rather, plaintiffs apparently claim
that an implied contract arose that gives Morales the right to maintain
his pro rata stake in TV Answer. Clearly no such right appears in
the Certificate of Incorporation. This assertion, therefore, requires
the Court to determine if 8 Del. C. §102(b)(3) prohibits such a claim.
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The text of 8 Del. C. §102(b)(3) may be ambiguous. It could
mean that there cannot be any right (or option) for a stockholder
to subscribe to additional issues of stock unless the right is expressly
granted in the Certificate of Incorporation. The statute, however,
may have a more limited meaning. The intent of the General Assembly may have been merely to repeal the common law rule that
shareholders are always entitled to subscribe to new shares in preference to others. 8 Del. C. §102(b)(3) therefore might not prohibit
all contractual agreements by the stockholders or even by the corporation itself as to the offering of future shares to existing shareholders.
The Court therefore cannot find from the present record that
8 Del. C. §102(b)(3) necessarily precludes plaintiffs' claims of a
contractual right to subscribe to new issues of stock and it would
be premature at this preliminary stage of the case to dismiss this
claim on this basis. WRIGHT & MILLER, Federal Practice & Procedure, Civil 2d §1357.
[6-7] Defendants also argue that an implied contract to participate
in a stock offering cannot arise merely from a prior course of dealing.
The Delaware Supreme Court observed in Creditors' Committee of Essex
Builders, Inc. v. Farmers Bank, Del. Supr., 251 A.2d 546, that "[a]

contract will be implied in fact only when the Court may fairly infer
such an intent from the evidence; it represents the presumed intention
of the parties as indicated by their conduct." Id. at 548 (citation
omitted). Farmers Bank therefore stands for the proposition that an
implied contract may arise from the parties' conduct although the
Court affirmed the Chancellor's finding, after trial, that the facts in
that particular case did not support an implied contract. Defendants
offer no reason why the general principle of contract law enunciated
in Farmers Bank should be discarded simply because the alleged implied
contract is a contract to offer stock.
Defendants also allege that the claim in the complaint that an
implied contract arose from a course of dealing is legally insufficient
because TV Answer only made a single stock offering because all
prior offerings were made by the parent of TV Answer, Magus,
Ltd., whose certificate of incorporation expressly granted preemptive
rights. Defendants, therefore, claim that a single offering is legally
insufficient to establish a course of dealing.
[8-9] It would be inappropriate for the Court to decide at this
juncture whether defendants are correct in stating that the Magus
offerings may not be imputed to TV Answer and whether a single
incident is insufficient to establish a course of dealing. Paragraph
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21 of the complaint alleges that "[t]he Company [IV Answer] and
its parent, Magus, sought additional capital from the stockholders
from time to time through a series of capital calls." On a motion
to dismiss, this Court must assume that all of the allegations of fact
in the complaint are true and accept all reasonable inferences which
favor the sufficiency of the complaint. Delaware State Troopers Lodge
No. 6 v. O'Rourke, Del. Ch., 403 A.2d 1109 (1979). A reasonable
inference to be drawn from Paragraph 21 of the complaint is that
TV Answer made multiple stock offerings. Defendants' argument is
based on a factual allegation that does not appear in the complaint.
It therefore cannot be considered on a motion to dismiss. Grobow v.
Perot, Del. Supr., 539 A.2d 180 (1988); Haber v. Bell, Del. Oh., 465
A.2d 353 (1983).
[10] Although the claims of plaintiffs that are based on an implied
contract to grant preference in the subscription of stock are weak,
at best, defendants' motion to dismiss the implied contract claim
must be denied.
IV
Defendants also argue, in effect, that they could not have breached
any fiduciary duty in excluding Morales from the stock offering.
They observe that Morales was a minority shareholder before the
October Offering and contend that majority shareholders cannot
violate any fiduciary duty to a minority shareholder simply by increasing the percentage by which the majority exerts control.
Defendants again, however, mischaracterize this claim. Paragraph 34.b of the complaint states in relevant part:
Having sought to prevent plaintiffs from participating in
[the October Offering], defendants fixed the price of shares
being offered themselves below their real value in furtherance of the individual defendants' scheme to impair the
value of Morales' holdings in the Company and to dilute
his interest therein and to enhance the value of their own
holdings.
[11-13] The complaint therefore alleges, in essence, that the individual defendants intentionally issued watered-down stock to themselves for the purpose of enriching themselves at the expense of the
corporation and the value of Morales' existing investment in TV
Answer. Corporate officers, directors and majority shareholders owe
"minority shareholders a fiduciary obligation of honesty, loyalty,
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good faith and fairness." Singer v. Magnavox Co., Del. Supr., 380
A.2d 969, 977 (1977), overruled on other grounds, Weinberger v. UOP,
Inc., Del. Supr., 457 A.2d 701 (1983). Those fiduciary obligations
would have been breached if, as is alleged here, the directors enriched
themselves at the expense of those whose interests they were obliged
to protect. See Guth v. Loft, Inc., Del. Supr., 5 A.2d 503 (1939).
Therefore, the complaint states a cause of action for breach of
fiduciary duty and defendants' motion to dismiss this claim must
also be denied.
V
Defendants next assert that part of the complaint must be dismissed for failure to allege under Chancery Rule 9(b) the particularity
of the circumstances constituting fraud. They claim that the complaint
is required to allege with particularity the reasons why the price of
the October Offering was too low. Defendants argue that Delaware
law holds that the discretion of a board of directors in setting the
price for a sale of stock will not be interfered with absent fraud and
cite the case of Bodell v. General Gas & Elec. Corp., Del. Supr., 140
A. 264, 267 (1927). Bodell defines fraud in this context as encompassing "improper motive or personal gain or arbitrary action or
conscious disregard of the interests of the corporation and the rights
of its shareholders." Id.
The claim in the complaint, however, is not that the price is
so grossly inadequate that, under Bodell, it constitutes constructive
fraud. If that were the case, the complaint might have to state with
particularity the circumstances which made the price grossly inadequate. See Wilen v. Pollution Control Indus., Inc., Del. Ch., No. 7254NC (Consolidated), Hartnett, V.C. (Oct. 15, 1984) (pleading that
price offered in merger was "fraudulently low" did not plead fraud
sufficiently to satisfy requirements of Chancery Rule 9(b)). The
complaint, however, alleges that the individual defendants set the
low price in pursuit of personal financial gain pursuant to the scheme
alleged in paragraph 34.b of the complaint and that this constitutes
fraud sufficient for this Court to ignore the usual deference given
to the discretion of the directors in setting the price of new issues
of stock.
[14-15] The purpose of Chancery Rule 9(b) is to "place[ ] defendants on notice not vaguely or generally but of the precise misconduct
with which they are charged." Kahn Bros. & Co. v. Fischbach Corp.,
Del. Ch., No. 8987-NC, Allen, C. (Sept. 19, 1989), slip op. at 12;
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see also Chesapeake & Potomac Tel. Co. of Md. v. Chesapeake Util. Corp.,
Del. Supr., 436 A.2d 314, 338 (1981) (purpose of particularity
requirement "is fairness: to enable an opponent to be informed of
charges so as to be able to prepare a defense to them"). Because
the complaint gives defendants notice "of the precise misconduct
with which they are charged," the complaint adequately states the
circumstances constituting fraud and defendants' motion to dismiss
under Chancery Rule 9(b) must be denied.
VI
[16] Defendants also argue that their decision to set the price of
the October Offering, as well as their other decisions that are challenged in the complaint, are protected from judicial scrutiny by the
business judgment rule and the complaint fails to allege facts that
would, if true, rebut the presumption of validity of the business
judgment rule.
[17] The business judgment rule acts as both a procedural guide
for litigants and a substantive rule of law. Citron v. Fairchild Camera
& Instrument Corp., Del. Supr., 569 A.2d 53, 64 (1989). As an
evidentiary rule, it creates "a presumption that in making a business
decision the directors of a corporation acted on an informed basis,
in good faith and in the honest belief that the action taken was in
the best interest of the company." Smith v. Van Gorkom, Del. Supr.,
488 A.2d 858, 872 (1985). Unless this presumption is rebutted, the
business judgment rule, as a substantive rule of law, attaches to
protect the directors and the decisions which they have made. Citron,
569 A.2d at 64.
[18] The business judgment rule, as an evidentiary presumption,
can be rebutted by "introducing evidence either of director selfinterest, if not self-dealing, or that the directors either lacked good
faith or failed to exercise due care." Id. A director is interested if
he receives a personal financial benefit which does not devolve upon
the corporation or all stockholders generally. Aronson v. Lewis, Del.
Supr., 473 A.2d 805, 812 (1984).
[19] The complaint alleges that the directors themselves hold 75%
of the stock and that the October Offering was made on a pro rata
basis to all shareholders except Morales at a price deliberately set
below the value of the stock. Because Morales holds the overwhelming
majority of the shares not held by the directors, it cannot be presumed
that the benefit allegedly received by the directors was one received
by all shareholders generally. If Morales' allegations are true, then
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the directors had a personal financial interest in the transaction and
the protection of the business judgment rule as a substantive rule
of law would not protect the directors' decisions. Defendants' motion
to dismiss on this ground must therefore also be denied.
VII
Lastly, the complaint alleges that the defendants' actions constitute "an oppressive abuse of directorial discretion." It asserts that
this Court recognized such a cause of action in Lille v. Waters, Del.
Ch., No. 12,155-NC, Chandler, V.C. (Feb. 10, 1992).
In Lille, this Court denied a defendant's motion to dismiss when
the plaintiff, a minority shareholder, alleged that the defendant, the
majority shareholder, had caused the corporation to fail to pay
dividends with the purpose of causing financial hardship to the
plaintiff so as to force the plaintiff to sell his shares to defendant
"on the cheap." Id., slip op. at 3.
[20] I do not read Lille as establishing an independent cause of
action for "oppressive abuse of discretion" distinct from a cause of
action based on a breach of fiduciary duty. Lille appears merely to
reiterate the well-established principle of law that, under Delaware
law, the declaration of a dividend, like any action of the directors,
rests in the discretion of the directors, but that the business judgment
rule does not protect the directors if they grossly or fraudulently
abuse the discretion entrusted to them by the shareholders. Eshleman
v. Keenan, Del. Ch., 194 A. 40, 43 (1937); see also Gabelli & Co. v.
Liggett Group, Inc., Del. Supr., 479 A.2d 276, 280 (1984).
[21-22] Paragraph 46 of the complaint cites various actions by the
directors that are claimed to be oppressive abuses of directorial
discretion. If plaintiffs can prove that the defendants' reasons for
taking the challenged actions were motivated by the wrongful purpose
alleged in the complaint- personal enrichment of the directors at
the expense of Morales' existing investment-then plaintiffs might
be entitled to relief notwithstanding that such decisions were otherwise
lawful and are ordinarily left to the business judgment of the directors
if the directors are disinterested. See Schnell v. Chris-Craft Indus., Inc.,
Del. Supr., 285 A.2d 437, 439 (1971) ("[I]nequitable action does
not become permissible because it is legally possible.").
VIII
Based on the foregoing, defendants' motion to dismiss is denied.
IT IS SO ORDERED.
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GLAZER v. ZAPATA CORP.
No. 12,958
Court of Chancery of the State of Delaware, New Castle
May 14, 1993
Plaintiff, stockholder of defendant corporation, requested a preliminary injunction prohibiting the consummation of a transaction
between defendant and Norex Drilling, Inc. Plaintiff became a stockholder of defendant in 1992. Through a Schedule 13D filing, plaintiff
disclosed his intention to use the 38.8% of defendant's voting stock
he acquired to nominate directors to fill several vacancies on defendant's board. Defendant corporation was in financial trouble and,
in accordance with a debt reduction plan, considered acquiring Holt
Companies Energy Group, Inc. Norex agreed to consider financing
the transaction and, after several days of negotiating, defendant
agreed to sell a package of securities to Norex. Although this sale
would dilute the voting power of defendant's existing shareholders,
the Norex transaction was approved by defendant's board in 1993.
Plaintiff objected to the proposed transaction and contacted an investment banking firm which formulated a less expensive proposal
for financing that did not dilute the voting power of defendant's
existing shareholders. Plaintiff then filed motion for a preliminary
injunction and asserted that the proposed Norex transaction was
wrongful for two reasons. First, plaintiff claimed that the transaction
was wasteful because the price paid, both in terms of interest and
equity dilution, was substantially more than alternative market transactions. Second, plaintiff contended that the defendant had violated
an equitable duty to the shareholders because the alleged primary
purpose of the Norex transaction was to protect incumbent directors
by diluting the plaintiff's voting power.

The court of chancery, per Chancellor Allen, denied plaintiff's
request for a preliminary injunction. The court held that defendant
was not guilty of corporate waste because there was no assurance
that a cheaper equivalent package of financing existed. The court
further held that the parties divergent opinions regarding the validity
of the Norex transaction could be attributed to differences in business
judgment. Additionally, when addressing the plaintiff's second claim,
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the court stated that in deciding whether a transaction which dilutes
the voting power of a shareholder is inequitable, the purpose of the
transaction is determinative. Finally, the court examined the facts
of the case and ruled that the primary purpose of the Norex transaction was to obtain capital for defendant and not to dilute the voting
strength of insurgent stockholders.
1. Injunction

0

138.15, 138.21

A plaintiff seeking a preliminary injunction must demonstrate
a reasonable probability of success on the merits and that irreparable
harm will occur absent the injunction. Additionally, plaintiff must
show that the harm it would suffer absent an injunction outweighs
the harm to defendant if relief is granted.
2.

Injunction

0=- 138.42

Shareholder's claim that corporate transaction was intended primarily to impede or affect a forthcoming election contest, or was
otherwise wrongful because cheaper capital may have been available
through another transaction, did not demonstrate a reasonable probability of success.
3.

Corporations

0

312(7)

Directors are guilty of corporate waste only when they authorize
an exchange that is so one-sided that no business person of ordinary,
sound judgment could conclude that the corporation has received
adequate consideration. If reasonable, informed minds might disagree
on the question, then in order to preserve the wide domain over
which knowledgeable business judgment may safely act, a reviewing
court will not attempt to itself evaluate the wisdom of the bargain
or the adequacy of the consideration.
4.

Corporations

C=- 312(7)

Investment company did not give assurance that it could put a
cheaper equivalent package of financing in place for corporation
accused of conducting a wasteful transaction. Therefore, a difference
in business judgment existed and the legal test of corporate waste
was not satisfied.
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Corporations

0

312(5)

Restrictions placed upon a transaction entered into by a board
of directors to remove a threat to corporate policy is that the directors
may not have acted solely or primarily out of a desire to perpetuate
themselves in office.
6.

Corporations

0c

310(1), 312(5)

Standard of proof for determining whether transaction was designed as a defensive measure is whether transaction was motivated
by good faith concern for welfare of corporation and its stockholders,
which in all circumstances must be free of any fraud or other
misconduct. Additionally, the transaction must be reasonable in relation to threat posed.
7.

Injunction
Corporations

= 138.42
0= 310(1), 312(5)

For purposes of preliminary injunction, sale of shares and secured
notes, which was an important step in realizing the business plan
that the board of directors developed to reduce the corporation's
debt, cannot be considered to be motivated solely, primarily, or even
substantially as a defensive transaction.
8.

Corporations

C

310(1), 312(5)

Sale of corporate shares to third party was not a defensive
transaction because the terms of the sale did not suggest that third
party had been specially accommodated in order to employ that party
as a secure, management-controlled source of voting power.
9.

Corporations

= 310(1), 312(5)

Sale of corporate shares to third party was not a defensive
transaction because neither incumbent directors nor corporation itself
will in any respect control how the new stock is voted.
10.

Corporations

0:- 312(5)

If record did not give grounds to suspect issuance of stock was
entrenching, and record suggested that an entirely appropriate and
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open relationship existed between the parties involved in corporate
transaction, then transaction was not defensive.
11.

Corporations

- 98

Shares of capital stock of Delaware corporations may not be
issued for improper purpose, such as to take over voting control
from others.
12.

Corporations

0:=98, 110

For the purpose of determining whether to sustain a stock
issuance that will perpetuate incumbent director's control, the effect
the transaction will have of perpetuating control does not itself provide
a ground to invalidate board action; rather, it is the purpose that
motivates the board to take action having that effect that is critical.
13.

Corporations

0=-97, 283(1), 312(5)

Directors may not act to frustrate the efforts of shareholders to
elect new directors by engaging in transactions that are designed and
pursued for the primary purpose of diluting the votes held by the
insurgent stockholders. Subversion of corporate democracy by manipulation of corporate machinery will not be countenanced under
Delaware law.
14.

Corporations

0

283(3)

Special scrutiny is given situation in which directors, bent upon
entrenchment, use their authority to restrict ability of shareholders
to replace them.
15.

Corporations

C

97

Management does not have to refrain from issuing voting securities, and thereby diluting the voting strength of insurgent stockholders, during the pendency of a proxy contest when the issuance
legitimately has a primary purpose directed to the management of
the corporation and its businesses.
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16.

UNREPORTED CASES

Injunction
Corporations

0=, 138.21, 138.42
C

97, 283(17)

Courts will not grant a request for preliminary injunction if
record does not support conclusion that sole or primary purpose of
transaction was to dilute shareholder's stake in corporation and
thereby defeat his efforts to elect three nominees to board of directors.
Lawrence A. Hamermesh, Esquire, Kenneth J. Nachbar, Esquire,
William M. Lafferty, Esquire, David G. Thunhorst, Esquire, and
Seth D. Rigrodsky, Esquire, of Morris, Nichols, Arsht & Tunnell,
Wilmington, Delaware; and Beryl Nusbaum, Esquire, Harry P.
Messina, Esquire, Ralph K. Merzbach, Esquire, and Gordon E.
Forth, Esquire, of Woods, Oviatt, Gilman, Sturman & Clarke, Rochester, New York, of counsel, for plaintiff.
Charles F. Richards, Jr., Esquire, Thomas A. Beck, Esquire, Anne
C. Foster, Esquire, Michael J. Feinstein, Esquire, Scott R. Haiber,
Esquire, and Lisa A. Paolini, Esquire, of Richards, Layton & Finger,
Wilmington, Delaware; and Baker & Botts, Houston, Texas, of
counsel, for defendants.
ALLEN,

Chancellor

On July 21, 1992, Malcolm I. Glazer made a Schedule 13D
filing with the Securities Exchange Commission disclosing that over
the course of that month he had acquired 38.8 % of the voting stock
of Zapata Corporation, a Delaware corporation. Prior to that time
Mr. Glazer had not been a stockholder of Zapata. In his Schedule
13D filing Mr. Glazer indicated that he "had no definite plan at
this time [but] he may seek . . . acquisition of control of [Zapata]."
In February 1993, either as part of its established business plan
to refinance Zapata's debt and strengthen its balance sheet, or as
part of a defense to a possible election contest-the parties, of course,
disagree on intention-Zapata began negotiating with Norex Drilling,
Inc., a Bermudian corporation, the possible purchase by Norex of
notes and stock of the Company. On April 19, 1993, the Company
publicly announced that an agreement had been reached by which
would buy a package of Zapata securities,
an affiliate of Norex
0
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including notes, and would acquire, thereby, voting stock constituting
approximately 17% of the Company voting stock.'
Mr. Glazer objects to the proposed Norex transaction. It is
wastefully expensive capital in his opinion and its specific timing
and specific terms are intended to interfere with his ability to elect
nominees to the Zapata board. He instigated conversations with the
investment firm Jefferies & Co. in an effort to afford Zapata an
opportunity to raise a comparable amount of capital at a cheaper

price, without diluting the voting power of existing shareholders.
Jefferies has communicated with the Company on Mr. Glazer's
behalf, asserting that cheaper capital could be found. It has not
purported to offer a committed alternative, however.
The Norex transaction was scheduled to close on May 10. May 18
has been set as the record date for the firm's 1993 annual stockholder
meeting. On April 29, 1993, this case was filed seeking a declaratory
and injunctive relief. A temporary restraining order against the
closing of the Norex transaction was sought. Presently pending is a
motion to enjoin the closing of the Norex transaction.
In addition to seeking to block the Norex sale, the complaint
seeks relief from another condition that allegedly interferes with Mr.
Glazer's ability to exercise his rights as a shareholder. This second
matter concerns the effect that Glazer's acquiring or exercising control
over Zapata might arguably have on the value of Zapata's principal
asset: its 15.7% block of the common stock of Tidewater Industries,
Inc. The complaint charges that the defendants have exploited and
manipulated the existence of a Tidewater shareholders' rights plan
in order to discourage and chill any shareholder vote for any directors
other than themselves or those they might endorse. This is said to
constitute a breach of fiduciary duty. After the case had been sub-

mitted, however, plaintiff advised that Tidewater had amended its
rights plan to change the stock ownership percentage that would
permit distribution of rights from 15% to 16%. Thus, plaintiff
advised that his application for relief from the chilling effect on the
stockholders' vote that ownership of 15.7% of Tidewater stock would
have, appeared moot. I, therefore, do not address the interesting
issue that was presented concerning that effect.
1. Zapata's stock is, for the most part, not widely held. Glazer acquired
most of his stake in relatively few private transactions. Three financial institutions
own about 10% of the stock. Altogether, including Glazer, 10 shareholders presently
control about 70% of the Company's stock. Norex has owned about 4% of Zapata's
stock since 1990. Management controls very little stock.

1994]

UNREPORTED CASES

I.
Until a break in world oil and gas prices in the early 1980s,
Zapata was a profitable oil and gas production and service company.
It was involved chiefly in the natural gas business and owned, among
other assets, twelve off-shore drilling rigs in the Gulf of Mexico.
The Company was badly hurt by the fall in world oil and gas prices.
It failed to report operating profits from 1984 through 1990. By the
later 1980s, it was in strained circumstances. In 1987 it reached
some agreement with its bankers but that agreement was not sufficient
to permit Zapata to solve its long-term problems.
By the close of the decade, Zapata's principal assets included
(1) a large interest in (and management of) an off-shore oil and gas
service company called Zapata Gulf Marine, (2) twelve operating
drilling platforms, (3) a fishing and fish processing business, (4) some
depleting gas interests in production, and (5) some miscellaneous
assets.
The 1990 Restructuring
By 1990, Zapata's board had reached the conclusion that Zapata
could not generate sufficient cash-flow from its operations to meet
its very significant debt obligations under the 1987 agreement with
its lenders. The board thus sought a restructuring of Zapata's debt
outside of bankruptcy. This was successfully accomplished with the
December 19, 1990 signing of the Master Restructuring Agreement
(MRA). Under the MRA, Zapata paid its lenders $160 million in
cash (apparently received from the proceeds of the sale of its drilling
platforms2 ), repaid $13 million on the Company's revolving credit
facility, issued $115 million of 11% senior notes due September 30,
1997, and issued 94,480,929 shares of common stock, all in exchange
for the reduction of its outstanding debt by $573 million. As a result
of the MRA, Zapata's banks, which already held 10 million shares,
became the owners of 83% of Zapata's common stock. Contemporaneously, Zapata further reduced its debt by publicly repurchasing
$51.8 million of its outstanding subordinated debentures (for $26.9
million), leaving $26 million principal amount outstanding.

2. A few months earlier, Zapata had sold its 12 off-shore drilling rigs to
Arethusa Limited, for $280.5 million cash and an 85o stake in that company valued
at $17.5 million.

